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SUBCOMMITTEE ON ECONOMIC STATISTICS

TUESDAY, JUN]!E 8, 1965

CONGRESS OF THE UNITED STATES,
SUBCOMMITTEE ON ECONOMIC STATISTICS

OF THE JOINT ECONOMIC COMMITTEE,
Washington, D.C.

The subcommittee met at 10:05 a.m., pursuant to call, in room
1202, New Senate Office Building, Senator William Proxmire (chair-
man of the subcommittee) presiding.

Present: Senators Proxmire, Javits, and Miller; Representative
Ellsworth.

Also present: Gerald A. Pollack, staff economist; James W. Knowles,
executive director; Donald A. Webster, minority economist; and
Hamilton D. Gewehr, administrative clerk.

Senator MILLER (acting chairman). The Economic Statistics Sub-
committee of the Joint Economic Committee will come to order.

This morning we resume our hearings on the "Report of the Review
Committee for Balance of Payments Statistics." The Review Com-
mittee's findings and recommendations both as to how the deficit
should be defined and how the statistics should be improved are of
major importance.

We are fortunate today in having before us three outstanding
witnesses, whose insight, experience, and point of view will greatly
contribute to our understanding of the policy issues raised by the
Review Committee.

Our first witness is Mr. George H. Chittenden, vice president of
the Morgan Guaranty Trust Co. of New York. Mr. Chittenden
heads his bank's foreign exchange operations and has written exten-
sively about international financial matters, including a study on the
New York foreign exchange market. In addition, he has been
associated with numerous Government and private organizations
concerned with international finance.

I want to call attention to the "Morgan Guaranty Survey" for
May 1965, which contains an excellent article illuminating and
commenting on the issues raised by the Review Committee. I direct
that the "Morgan Guaranty Survey" article on the Bernstein report
be printed immediately following today's prepared testimony by
Mr. Chittenden.

(Article referred to appears on pp. 96-108.)
Senator MILLER. The second witness, Mr. Hal B. Lary, has had a

distinguished career in the U.S. Government, in the United Nations
and with the National Bureau of Economic Research, where he is
now Associate Director of Research.

He is the author of a path-breaking study entitled "The United
States in the World Economy," which the Department of Commerce
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published in 1943, and which now, unfortunately, is out of print. In
1963 he published a book entitled "Problems of the United States as
World Trader and Banker."

We were privileged to have Mr. Lary as one of our witnesses
when the Joint Economic Committee held hearings on the Brookings
balance of payments projections in July 1963.

The name of our third witness, Walther Lederer, will be familiar
to everyone who has been concerned with the U.S. balance of pay-
ments. Since 1954 Dr. Lederer has been Chief of the Balance of
Payments Division of the U.S. Department of Commerce. His
analyses of the balance of payments, published periodically in the
Survey of Current Business, his contributions to other publications
in this area, and his speaking appearances have made him a widely
known and highly respected authority.

We are aware that Dr. Lederer disagrees sharply with some of the
recommendations made by the Review Committee. His own point
of view has been most fully elaborated-at least until his appearance
today-in a study which he wrote for the International Finance
Section of Princeton University, entitled "The Balance on Foreign
Transactions; Problems of Definition and Measurement."

We meet this morning to get at the heart of the problem, to realize
the full implications of various alternatives, and to try to reach an
understanding of what would be the best course of action. So we are
especially happy that we will have with us today witnesses who do
not fully see eye to eye with the Review Committee and who can
give us reasons for their own points of view.

Gentlemen, we welcome you here today and look forward to
receiving your testimony. Mr. Chittenden, will you begin?

TESTIMONY OF GEORGE H. CHITTENDEN, VICE PRESIDENT,
MORGAN GUARANTY TRUST CO. OF NEW YORK

Mr. CHITTENDEN. Thank you, Mr. Chairman.
I greatly appreciate this opportunity to appear before you to

testify on the important work of Dr. Bernstein and his colleagues.
Being neither statistician nor economist, if I am able to make a

contribution here this morning, it will be because my involvement in
the foreign exchange and international money markets has given me
some knowledge of the kinds of transactions which economists and
statisticians conjure with in measuring the country's payments
position.

I thank you and the committee for the high valuation you place
on the Morgan Guaranty Survey's May 1965 article on the Bernstein
Committee report. We are very pleased that it will be made a matter
of record.

My remarks this morning, I am afraid, are a little longer than can
be given in full during the time allotted to me. The full text, however,
has been submitted to the committee, and I will brief it in spots in
order to stay within the time allowed me.

Senator MILLER. Mr. Chittenden, the subcommittee often directs
that the full text be placed in the record and if you would like to
have that done, I would so direct and then you may elaborate on it
by pointing up its highlights-if that suits you.

Mr. CHITTENDEN. That is satisfactory to me, sir.
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Senator MILLER. All right, I direct then that the remarks in full
be placed in the record following your remarks.

(See p. 90 for prepared statement.)
Mr. CHITTENDEN. Thank you, sir.
Those who have read that Survey article we were referring to a

moment ago realize that it is critical of the findings and recommenda-
tions of the Bernstein Committee.

I will not spend too much time elaborating the difference of view.
I would rather very briefly express the fact that, in addition to our
differences of opinion, we who have studied the Review Committee's
report in our bank have the highest admiration for the quality of
research and work done by the Committee and its staff. We recognize
the very real contributions that the text of the Committee's report
makes toward a better understanding of the county's extremely
complicated international payments position.

One particular point which the Review Committee stresses is the
need for increased appropriations to carry on the work of the Balance
of Payments Division of the Department of Commerce. We heartily
endorse this suggestion, particularly as it applies to developing better
information on capital flows. I understand that Commerce's request
for additional funds of modest proportions has been turned down by
the House. It is still possible, however, for the Senate to take
corrective action.

On the vital question of how the U.S. net payments position should
be defined, I feel obliged to take exception to the recommendations
made by the Review Committee. This is not because I am fully
satisfied with the way in which the Commerce Department has been
keeping the accounts. In recent years, in a number of speeches dealing
with the U.S. payments situation, I have made suggestions for chang-
ing specific aspects of Commerce's bookkeeping. Later on this morning
I want to reiterate and elaborate some of these suggestions.

But, relatively speaking, my differences with Walther Lederer are
mild. The liquidity approach which he employs makes sense to me
in the light of the special role of the dollar as the anchor currency in
the world monetary system. With selective refinements, I feel that
Commerce's method can be improved. I see less chance and fewer
salvage possibilities with the much more seriously deficient "official
settlements" approach.

I think by now it is pretty well understood that there is only one
key difference between the Bernstein Panel's measurement of the
U.S. payments deficit and the measurement provided by Mr. Lederer.
This is in the handling of changes in the short-term dollar holdings of
foreign private parties.

The Commerce Department puts all increases in such holdings
below the line, so to speak, conceding them to be one of the liquidity
changes by which the payments deficit is measured. The Bernstein
Committee, of course, puts these private capital flows above the line
and counts them all as capital inflows and not as settlement items.

I would respectfully suggest that in different ways the accounting
procedures of both the Commerce Department and the Bernstein
Committee tend to create misunderstanding of the "banking" role of
the United States in the world economy. This becomes clear, I
think, if one bears in mind that banks perform two closely related
principal functions: That of holding funds safe for owners and that
of lending funds to users.
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I would argue that Commerce-in its preoccupation with financial
solvency-tends to overstress the depository function of banking,
while the Bernstein Committee, in its eagerness to get the point across
that foreigners' working balances must grow, tends to overstate the
lending function.

In actual fact, the two are inseparable and one cannot be meaning-
fully assessed except in relation to the other. As leading banker for
the world, the United States must be prepared to see its dollar liabili-
ties to foreigners rise over time, but not so rapidly as to create doubts
in the minds of depositors as to whether their funds are safe.

What confronts us here is a knotty and very difficult problem of
judgment. One of the most significant facts about the "official set-
tlements" approach is that it sidesteps this problem as regards dollar
liabilities to private foreigners. By placing increases in such liabilities
above the line, the Bernstein Panel implicitly assumes that precisely
the correct amount of working balances is being provided and that the
United States, as a supplier and lender of dollars, is erring neither on
the side of generosity nor of frugality. In my view, that is a doubtful
assumption. Just as it is possible for a commercial bank to over-
extend itself, so too does this danger exist for the United States as
world banker.

At his appearance before this committee on May 11, Dr. Bernstein
put great emphasis on the fact that a zero balance of payments deficit
by the Commerce definition would not provide the world with addi-
tional dollars for working balances.

For the United States to continue supplying balances, he noted,
Commerce's figures would have to be in the red. And his contention,
in his appearance before this committee on May 11, was that there is
something inherently inconsistent about an indicator which signals
equilibrium at a reading other than zero.

May I stress that the special magic of zero completely eludes me.
I find it especially strange coming from the chairman of a committee
which has taken pains to warn against the hazards of simplicity and
which has emphasized that the appropriate focus of payments analysis
will change with changing circumstances.

It's worth noting that, thanks in part to the efforts of various
members of the Joint Economic Committee, we have in recent years
gotten away from the simplistic notion that there is something pecu-
liarly appropriate about a zero reading in the Federal budget. We
have come to appreciate that there are times when the budget should
be balanced, but times also when either a surplus or a deficit may be
desirable.

I think we must make the same kind of progress with our payments
statistics, and our attitudes toward them, facing up to-rather than
sidestepping-the difficult problems of judgment that are involved.
What this implies is that we must develop an analytical approach to
payments analysis that will help us decide what degree of departure
from zero is appropriate at particular times.

With respect to needed growth in foreign private working balances,
our starting point should logically be the trend of world trade. I
think most people would agree with that. This has expanded during
the past decade at an annual rate of about 7 percent. For two reasons,
my inclination would be to place the current growth need for working
balances somewhat below that percentage.
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I'd do so, first, because expansion in foreign private dollarhold-
ings has been particularly large in recent years (averaging about
10 percent since 1958), thus providing something of an operating
cushion.

Secondly, I think we may currently be witnessing a tendency toward
the more efficient use of dollars by foreigners-that is, more rapid
turnover rates, higher velocity of international payments money-
traceable in part to the development of the Euro-dollar market, which
is an exceedingly efficient bit of financial machinery. Changing pat-
terns of velocity, are, of course, highly relevant to the suggestion I'm
making.

Thus, I'd estimate the current growth need for working balances at
something like 5 percent annually. Five percent is an estimate.
I hold no particular brief for 5 percent; perhaps it should be 3 percent
or 7 percent. I would think, however, that it should be something
less than the rate of recent years.

This implies an expansion in absolute terms of between $500 million
and $600 million. By this standard, of course, the rise of almost
$1.8 billion, or roughly 20 percent, which occurred in 1964 was exces-
sively large. So, too, was the rise of about 19 percent that took place
in 1959. Both instances provided particularly clear-cut advance
warning that dollars were being spewed out at an unsustainable rate.

Since the dollar is not only the world's leading trading currency,
but also its key reserve currency, some growth over time also must be
expected in foreign official holdings of dollars. At present, however,
I'd tend to regard this need as relatively small, since the cooperative
efforts among this country and certain foreign countries during the
last several years aimed at minimizing U.S. gold losses appear to have
produced some residue of reluctantly held foreign official dollars
balances. The dollar needs of foreign monetary authorities will
change in the future, of course, depending on such things as the amount
of newly mined gold that finds it way into official coffers and the
evolution of multilateral credit facilities.

Others, looking at the present state of foreign official and foreign
private dollar holdings, would undoubtedly come up with a somewhat
different estimate of the amount by which Commerce's "balance on
regular transactions" would differ from zero if the United States
achieved something like payments equilibrium in 1965. I would
put the deficit bias at between $500 and $800 million and argue
that this should be a tentative target at which to shoot. More
important than these particular figures, however, is the analytical
approach, which I might note parallels that followed by our Federal
Reserve officials in trying to judge what rate of increase is appropriate
and safe in the domestic money supply.

If we can arrive at some rough consensus of what degree of departure
from zero is normal at particular times (as we have done, for example,
with our unemployment figures), I see no obstacle to achieving public
understanding of this modified way of interpreting payments figures.

Senator MILLER. Might I ask you a question or two at this point?
Mr. CHITTENDEN. Certainly.
Senator MILLER. With respect to the monetary supply, you have,

I believe, in effect, stated that we shouldn't be concerned too much
by a so-called zero balance approach. This implies that we should
be quite content and should probably welcome an increase in the
monetary supply; is that right?
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Mr. CHITTENDEN. Internationally, I believe you mean.
Senator MILLER. This implies that we should not only be willing

to accept, but encourage an increase in our money supply; is that
correct?

Mr. CHITTENDEN. Our domestic money supply?
Senator MILLER. Yes. That's what you were implying?
Mr. CHITTENDEN. That's implicit. From year to year there has,

of course, been a regular increase in the domestic money supply,
which has been tailored to the needs of the domestic economy, and it
is analogous to suggest that the world needs an increasing supply of
monetary liquidity as the volume of world business grows.

These two, I think-
Senator MILLER. In other words, you are drawing a parallel

between our domestic monetary supply and the world monetary
supply.

Mr. CHITTENDEN. Yes.
Senator MILLER. Well, now, the question gets into how much an

increase
Mr. CHITTENDEN. Yes.
Senator MILLER (continuing). With respect to the domestic mone-

tary supply, granted that there may be differences of principle, but
I presume that many people would suggest that the monetary supply
increase be directly proportioned upon our true economic growth:
is that not so?

Mr. CHITTENDEN. Yes.
Senator MILLER. I seem to recall an old economic principle that

if our money supply increases more than our true economic growth,
then as night follows day, we are going to have inflation.

Mr. CHITTENDEN. I am not-
Senator MILLER. Assuming that one is opposed to inflation or is

concerned about it, then I suppose that they would like to have the
money supply increase not more than a true economic growth.

(Senator Proxmire enters the room.)
Mr. CHITTENDEN. That is a desirable objective, of course, and no

one yet has figured out how to measure precisely the needs nor respond
to those needs with precision.

The point I am trying to make, of course, is that with the expansion
of world business, even as with the expansion of domestic economic
activity, there is a need for more money.

Senator MILLER. I think your point is very valid there. But I am
suggesting to you that we may have considerably more difficulty in
rationalizing the two points.

As I see it on the domestic scene, the test or the standard would be
true economic growth.

Mr. CHITTENDEN. Yes.
Senator MILLER. And on the international scene, beyond whether

we are capable of advocating or increasing the world money supply or
the monetary supply on the basis of world economic growth, are you
suggesting that that be the best, too?

Mr. CHITTENDEN. Growth in world business is even more difficult
to measure than domestic growth, of course, because it is more com-
plex and more diverse. The means of measurement that I have sug-
gested here is the growth in world trade. That is one indicator, one
key to appropriate increases in international liquidity. It is a con-
venient one. I make no brief for using it in isolation.
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Senator MILLER. I am glad you said it is an indication, but that
would be somewhat corresponding to our gross national product on
the domestic scene, would it not?

Mr. CHITTENDEN. I think we are in the habit of using those two
indexes in the same way; yes.

Senator MILLER. Yes; but I am sure you wouldn't advocate that
we increase our domestic money supply by the amount of the in-
creased gross national product?

Mr. CHITTENDEN. -No; but there is some key in one to the other
which is beyond me to define precisely. I think I can add no great
wisdom to the existing supply of it on that subject.

Senator MILLER. That you are. I just wanted to make sure I was
receiving your point of view on this and recognize that there is a rela-
tionship between-or at least there is a parallel between-our own
domestic money supply and the world money supply.

But I was hoping that you might be able to give us a little better
indication of how we might measure the amounts that should be
increased each year, both domestically and on the international scene.

Mr. CHITTENDEN. I am sure there are many of us that wish we
cound find that answer and then implement it.

Senator MILLER. Please continue.
Senator PROXMIRE (presiding). Let me just interrupt to say a

personal note that I am delighted to see Mvlr. Chittenden here. He
and I were at J. P. Morgan Co. years ago.

I am happy to see he has all his hair, hasn't aged, and is still more
handsome than before and has developed a great deal of experience in
this area in which he is testifying in this hearing. I am so happy to
see an old friend I haven't seen for about 20 years.

Mr. CHITTENDEN. I am delighted to be here and to see you looking
no older, though perhaps a little less adorned on top than when I last
saw you.

To go back to the discussion, this, to my way of thinking, is the
first of two major steps that we must take in the direction of improving
our payments analysis. I will get to the other in a few minutes.

First, however, I would like to stress that the Review Committee's
alternative recommendation takes us down quite a different and
much less promising path. By excluding all changes in foreign
private dollar holdings from its definition of the U.S. deficit position,
it distracts public attention from developments that are bound to
have a vital bearing on the international status of the dollar.

Sensing this itself, it tries-in effect-to undo some of the damage
by proposing that changes in the short-term dollar holdings of foreign
commercial banks be shown prominently as a separate category above
the line in balance of payments tabulations. Considering, however,
the public's tendency to focus mainly on the deficit figure itself, I feel
that this procedure provides no guarantee that changes in foreign
private dollar holdings will command the attention they deserve.

Moreover, I would strongly underscore the fact that on a short-
term basis the "independent" evaluation of changes in private dollar
holdings is especially difficult. This is because of the frequent large-
scale intervention of United States and foreign monetary authorities
in the exchange markets for the specific purpose of inducing private
parties to hold more or fewer dollars (usually more) than they would be
inclined to hold on a straight investment basis.



8 THE BALANCE OF PAYMENTS STATISTICS

The German Bundesbank, for instance, may sell spot dollars to a
German private bank on especially favorable terms, at the same time
providing the private bank with a guaranteed safe exit from the
dollars at some specified future date by entering into a forward
exchange contract.

Swap transactions of this kind and outright forward exchange
operations sometimes run into hundreds of millions of dollars quarterly,
as has been disclosed in periodic reports prepared by Mr. Charles A.
Coombs of the Federal Reserve Bank of New York.

Under Commerce's method of bookkeeping, these special exchange
activities do not affect the reported balance of payments deficit, since
there is a washout between the decreased dollar holdings of official
parties and the increased dollar holdings of private parties.

Under the Review Committee's definition, however, the reported
deficit would be held down in any period when private foreigners
wAre induced to keep or to acquire more dollars than they would have
been willing to hold, had they not been offered special incentives and
deals.

This is a major flaw in the "official settlements" method. If
special exchange transactions happen to total $250 million in a
quarterly period, as they have on past occasions, this would have the
effect of "prettying up" the deficit by a billion dollars at an annual
rate.

The Review Committee is forced to concede the possibility of such
distortion, but it seems to feel that this can be lived with if analysts
give careful attention to the extent to which foreign commercial bank
holdings of dollars have been influenced by official actions. But this
is precisely what analysts cannot do, since no country's balance of
payments accounting reveals the forward exchange contract liabilities
of its central bank, treasury, or private business and financial
community.

With a considerable time lapse, we do get an accounting in Mr.
Coombs' reports of the nature of U.S. involvement in exchange
markets, but the information usually comes too late to guide our
interpretation of quarterly balance of payments reports.

The degree and the thoroughness with which other central banks
report intervention activities varies greatly, and the whole constel-
lation of information that belatedly does come from central banks is
only partial by the time the analyst gets hold of it.

And we cannot reasonably demand it earlier, for there are times
when it would be disadvantageous for the United States to reveal
its forward exposure. It must wait until its position has been
unraveled-that is, until forward contracts have been fulfilled during
ensuing periods-as was the case with its enormous 1962 forward lira
commitments.

It was only last autumn that we finally learned that they had
totaled a half billion dollars at their peak. And that is only a part
of that particular picture, since the Italian central bank, Banca
d'Italia, had additional forward lira contracts of several hundred
million dollars outstanding concurrently.

The net of all this is that the "official settlements" method can
seriously warp payments figures over the short run. And it is in the
short run, as Lord Keynes reminded us in another connection, that
we do all our living.
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None of these difficulties plague Commerce's accounting procedures,
which is a prime reason why I favor concentrating on their improve-
ment along the lines mentioned earlier.

Senator ROXMIRE. Could I interrupt for a moment, Mr. Chittenden?
I recognize you have been responding to questions by Senator

Miller, but because our time is limited and because we do have
Mr. Lary and Mr. Lederer coming up, I would appreciate it if you
could summarize in the next couple of minutes and we will come back
in the question period to you.

Mr. CHITTENDEN. Well, my second recommendation is that the
Commerce Department undertake a netting of criss-crossing or self-
balancing banking transactions in instances where foreigners are
"locked into" holdings of U.S. dollars that they have received because
of closely linked liabilities to U.S. parties.

The Review Committee came to the conclusion that netting was
neither desirable nor feasible, but I do not find this contention ade-
quately supported in its report.

As the first candidate for netting, let me point to the existing sta-
tistics on the United States-Canadian market interrelationships. In
the last couple of years, the non-Canadian dollar deposit liabilities of
the chartered banks-most of which are U.S. dollars-have reached
a level of almost $5 billion. One continuing flow of money from the
United States to Canada involves the placement of U.S. dollar time
deposits with chartered Canadian banks through the intermediary of
their New York agencies.

From regular reports submitted by the Canadian bank agencies
to the New York Fed, an accurate and current record is kept of the
amounts of U.S. dollars the Canadian bank agencies receive from
and owe to their head offices in Canada, as well as the use to which
these funds are put in the U.S. market by these agencies.

It has always seemed unreasonable to me that this country's gross
placements of dollar deposits with the Canadian banks should count
as capital outflows, but that the important capital inflow represented
by the reinvestment of a certain part of these dollars in our market
should not be counted as an offset or as a capital inflow. This is a
money market phenomena, a bit of market action that is perfectly
normal. It is continuing and measurable. Some appreciable amount
of money could appropriately be netted.

There is another area that should be combed for netting possibilities.
That is the area of the Euro-dollar market. We should address
ourselves to the question of who supplies the dollars to that market
and undertake to determine also who holds those dollars, and to what
end use they are put.

There is, I believe, a discernible percentage of the total amount of
Euro-dollars, which is traceable in ownership to offshore U.S. entities,
who by Executive Order No. 10905, I believe, are not, in fact, per-
mitted to buy gold with their funds any more than the parent concerns
could do in the United States.

It appears to me that this kind of money, if identified and ac-
curately accounted, which I believe to be possible, could certainly be
used as an item susceptible to offsetting part of our short-term
liabilities to foreigners.

A large amount of these floating external dollars is banked with the
foreign branches of U.S. banks which in turn rebank these dollars with
their head offices at home.
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Another area which too often has been dismissed as too difficult
to deal with by netting is U.S. short-term investment abroad on a
hedged basis-so-called interest arbitrage. Those relatively few
banks and investment dealers that handle this type of transaction
know almost exactly the degree to which short-term investments are
hedged against exchange risk by the sale of forward exchange for dates
to match the maturity of the investment instrument purchased. Is it
not reasonable to use the total of this type of claim on foreigners in
full or in part as a measurable offset to total foreign claims against us?

The interrelatedness of these transactions is complicated, but it is
only through searching and sophisticated analysis, oriented to the
actual workings of the marketplace, that a realistic and meaningful
measurement of this country's international position can be made.

With a modest increase in staff, a bit more legwork, and closer
cooperation with the Federal Reserve Board and the New York
Federal Reserve Bank, the Treasury Department and, most im-
portantly, the marketplace, I feel that this type of analysis is well
within the capacties of the Commerce Department.

The several suggestions that I have made for netting do not exhaust
the possibilities. I shall be happy to discuss this subject further
during the question period if time permits.

Thank you.
Senator PROXIMIRE. Thank you, Mr. Chittenden.

PREPARED STATEMENT OF GEORGE H. CHITTENDEN, VICE PRESIDENT, MORGAN
GUARANTY TRUST Co. OF NEW YORK

I greatly appreciate this opportunity to appear before you to testify on the
important work of Dr. Bernstein and his colleagues.

Being neither statistician nor economist, if I am able to make a contribution
here this morning, it will be because my involvement in the foreign exchange and
international money markets has given me some knowledge of the kinds of
transactions which economists and statisticians conjure with in measuring the
country's payments position.

Those of you who have seen the May issue of the Morgan Guaranty Survey
have undoubtedly anticipated that I will be aiming some adverse remarks at the
Review Committee's proposals. The analysis contained in the May Survey
represents a consensus reached after lengthy discussion among a number of us
at the bank who have followed payments matters closely over the years. Though
I did not write it, I nonetheless propose to use it as the starting point for my
comments here today.

The Survey article takes issue with the Review Committee's recommendations
and conclusions, contained in chapter 9 of its report, as to how the country's net
payments position should be defined and measured. We have nothing but
admiration, however, for the committee's painstaking review of the many data-
gathering problems associated with the elements that make up the total payments
picture. The Panel's work in this area is splendidly informative. 1-lopefully, it
will have the result of increasing Congress' willingness to appropriate funds for
statistical improvements. This could well mean a heavier reporting burden for
business and banks. Much as we at times complain about the existing reporting
burden, that becomes a secondary consideration in the light of the vital national
policy decisions which are bound to be influenced by our payments statistics.

In particular, I think it is penny wise and pound foolish to settle for less than
the best information we can develop about U.S. capital outflows. These have
grown very rapidly in recent years, and there is reason to suspect-because of the
big swings in "net errors and omissions"-that some have gone unrecorded or
been misinterpreted. Other witnesses are far better qualified than I am to put
priority ratings on benchmark needs and to estimate the expenditures that would
be entailed. My understanding is that considerable benefits could be derived
from relatively small budgetary amounts.

As a case in point I would cite Commerce's pending request for an additional
$100,000 annually to undertake a series of surveys relating to U.S. international

go
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investments, including an updating of the 8-year-old benchmark data for direct
investments. Congress last year denied Commerce the funds that it requested
for this undertaking. Along with the Bernstein Panel, I would strongly urge
that the money be voted in the present session. It is a matter of great concern
that these funds have once again been deleted by the House Appropriations
Committee. There is still time, however, for the Senate to initiate corrective
action.

On the vital question of how the U.S. net payments position should be defined,
I feel obliged to take exception to the recommendations made by the Review
Committee. This is not because I am fully satisfied with the way in which the
Commerce Department has been keeping the accounts. In recent years, in a
number of speeches dealing with the U.S. payments situation, I have made remarks
concerning specific aspects of Commerce's bookkeeping. Later on this morning
I want to reiterate and elaborate some of these grievances.

But, relatively speaking, my differences with Walther Lederer are mild. The
liquidity approach which lhe employs makes sense to me in the light of the special
role of the dollar as the anchor currency in the world monetary system. With
selective refinements, I feel that Commerce's method can be improved. I see no
such salvage possibilities with the much more seriously deficient "official settle-
ments" approach.

I think bv now it is pretty well understood that there is only one key difference
between the Bernstein Panel's measurement of the U.S. payments deficit and the
measurement provided by Mr. Lederer. This is in the handling of changes in
the short-term dollar holdings of foreign private parties.

The Commerce Department puts all increases in such holdings below the
line in its payments tabulations, considering them to be one of the liquidity
changes by which the payments deficit is measured. It reasons that these dollars
may be readily shifted to foreign official accounts and that they therefore con-
stitute almost as much of a potential claim on the U.S. gold stock as do dollars
already in the accounts of foreign monetary institutions.

In the "official settlements" approach, all increases in the short-term dollar
holdings of foreign private parties are placed above the line and regarded as
ordinary inflows of capital to the United States. They are thus a credit entry,
helping to reduce the size of the country's payments deficit. In defense of this
procedure, the Bernstein Committee argues that, because of the financing role of
the United States in the world economy, it is normal for private foreign holdings of
dollars to expand as growth occurs in world trade. Far from being a source of
worry, increases in foreign private ownership of dollars, the Bernstein Committee
feels, should be viewed chiefly as a sign of the dollar's strength and acceptability.

I would respectfully suggest that in different ways the accounting procedures of
both the Commerce Department and the Bernstein Committee tend to create misun-
derstanding of the "banking" role of the United States in the world economy.
This becomes clear, I think, if one bears in mind that banks perform two closely
related principal functions: that of holding funds safe for owners and that of
lending funds to users. I would argue that Commerce-in its preoccupation
with financial solvency-tends to overstress the depositary function of banking,
while the Bernstein Committee-in its eagerness to get the point across that
foreigners' working balances must grow-tends to overstate the lending function.
In actual fact, the two are inseparable and one cannot be meaningfully assessed
except in relation to the other. As lending banker for the world, the United
States must be prepared to see its dollar liabilities to foreigners rise over time, but
not so rapidly as to create doubts in the minds of depositors as to whether their
funds are safe.

What confronts us here is a knotty and tortuous problem of judgment. One of
the most significant facts about the "official settlements" approach is that it
sidesteps this problem as regards dollar liabilities to private foreigners. By
placing increases in such liabilities above the line, the Bernstein panel implicitly
assumes that precisely the correct amount of working balances is being provided
and that the United States as a supplier and lender of dollars is erring neither on
the side of generosity nor of frugality. In my view, that is a doubtful assumption.
Just as it is possible for a commercial bank to overextend itself, so too does this
danger exist for the United States as world banker.

It is no secret that the management of a bank sometimes says no to the eager
proposals of its own lending officers because it judges that the bank is, for the time
being, "loaned up." This doesn't mean that the bank has no wish to continue
growing or to see its customers keep growing and help them keep growing. It
merely means that the management, mindful of its obligation to all depositors,
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deems it necessary to call a breathing spell. Any method of payments bookkeep-
ing which tends to direct our attention away from the need of judging considera-
tions of this kind serves the country poorly.

At his appearance before this committee on May 11, Dr. Bernstein put great
emphasis on the fact that a zero balance of payments deficit by the Commerce
definition would not provide the world with additional dollars for working balances.
For the United States to continue supplying balances, he noted, Commerce's
figures would have to be in the red. And his contention is that there is something
inherently inconsistent about an indicator which signals equilibrium at a reading
other than zero.

May I stress that the special magic of zero completely eludes me. I find it
especially strange coming from the chairman of a committee which has taken
pains to warn against the hazards of simplicity and which has emphasized that
the appropriate focus of payments analysis will change with changing circum-
stances.

It is worth noting that, thanks in part to the efforts of various members of the
Joint Economic Committee, we have in recent years gotten away from the simplis-
tic notion that there is something peculiarly appropriate about a zero reading in
the Federal budget. We have come to appreciate that there are times when the
budget should be balanced, but times also when either a surplus or a deficit may
be desirable. I think we must make the same kind of progress with our payments
statistics, facing up to-rather than sidestepping-the difficult problems of
judgment that are involved. What this implies is that we must develop an
analytical approach to payments analysis that will help us decide what degree
of departure from zero is appropriate at particular times.

With respect to needed growth in foreign private working balances, our starting
point should logically be the trend of world trade. This has expanded during the
past decade at an annual rate of about 7 percent. For two reasons, my inclina-
tion would be to place the current growth need for working balances somewhat
below that percentage. I'd do so first because expansion in foreign private dollar
holdings has been particularly large in recent years (averaging about 10 percent
since 1958), thus providing something of an operating cushion. Secondly, I
think we may currently be witnessing a tendency toward the more efficient use
of dollars by foreigners-that is, more rapid turnover rates-traceable in part to
the development of the Euro-dollar market. Thus, I'd estimate the current
growth need for working balances at something like 5 percent annually, which
implies an expansion in absolute terms of between $500 and $600 million. By this
standard, of course, the rise of almost $1.8 billion, or roughly 20 percent, which
occurred in 1964 was excessively large. So too was the rise of about 19 percent
that took place in 1959. Both instances provided particularly clear-cut advance
warning that dollars were being spewed out at an unsustainable rate.

Since the dollar is not only the world's leading trading currency but also its key
reserve currency, some growth over time also must be expected in foreign official
holdings of dollars. At present, however, I'd tend to regard this need as relatively
small, since the cooperative efforts among this country and certain foreign
countries during the last several years aimed at minimizing U.S. goal losses appear
to have produced some residue of reluctantly held foreign official dollar balances.
The dollar needs of foreign monetary authorities will change in the future, of
course, depending on such things as the amount of newly mined gold that finds its
way into official coffers and the evolution of multilateral credit facilities.

Others, looking at the present state of foreign official and foreign private dollar
holdings, would undoubtedly come up with a somewhat different estimate of the
amount by which Commerce's "balance on regular transactions" would differ from
zero if the United States achieved something like payments equilibrium in 1965.
I would put the deficit bias at between $500 and $800 million and argue that this
should be a tentative target at which to shoot. More important than these
particular figures, however, is the analytical approach, which I might note parallels
that followed by our Federal Reserve officials in trying to judge what rate of
increase is appropriate and safe in the domestic money supply. If we can arrive
at some rough consensus of what degree of departure from zero is normal at
particular times (as we have done, for example, with our unemployment figures),
I see no obstacle to achieving public understanding of this modified way of
interpreting payments figures. This, to my way of thinking, is the first of two
major steps that we must take in the direction of improving our payments analysis.
I will get to the other in a few minutes.

First, however, I would like to stress that the Review Committee's alternative
recommendation takes us down quite a different and much less promising path.
By excluding all changes in foreign private dollar holdings from its definition of
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the U.S. deficit position, it distracts public attention from developments that are
bound to have a vital bearing on the international status of the dollar. Sensing
this itself, it tries-in effect-to undo some of the damage by proposing that
changes in the short-term dollar holdings of foreign commercial banks be shown
prominently as a separate category above the line in balance of payments tabula-
tions. Considering, however, the public's tendency to focus mainly on the deficit
figure itself, I feel that this procedure provides no guarantee that changes in
foreign private dollar holdings will command the attention they deserve.

Moreover, I would strongly underscore the fact that on a short-term basis the
independent evaluation of changes in private dollar holdings is especially difficult.
This is because of the frequent large-scale intervention of United States and for-
eign monetary authorities in exchange markets for the specific purpose of inducing
private parties to hold more or fewer dollars (usually more) than they would be
inclined to hold on a straight investment basis.

The Bundesbank, for instance, may sell spot dollars to a German private bank
on especially favorable terms, at the same time providing the private bank with a
guaranteed safe exit from the dollars at some specified future date by entering
into a forward contract. Swap transactions of this kind and outright forward
operations sometimes run into hundreds of millions of dollars quarterly, as has
been disclosed in periodic reports prepared by Mr. Charles A. Coombs of the
Federal Reserve Bank of New York. Under Commerce's method of bookkeeping,
these special exchange activities do not affect the reported balance-of-payments
deficit, since there is a washout between the decreased dollar holdings of 'official
parties and the increased dollar holdings of private parties. Under the Review
Committee's definition, however, the reported deficit would be held down in any
period when private foreigners were induced to keep or to acquire more dollars
than they would have been willing to hold had they not been offered special deals.

This is a major flaw in the "official settlements" method. If special exchange
transactions happen to total $250 million in a quarterly period, as they have on
past occasions, this would have the effect of "prettying up" the deficit bv a billion
dollars at an annual rate. The Review Committee is forced to concede the possi-
bility of such distortion, but it seems to feel that it can be lived with if analysts
give careful attention to the extent to which foreign commercial bank holdings
of dollars have been influenced by official actions. But this is precisely what
analysts cannot do, since no country's balance-of-payments accounting reveals
the forward exchange contract liabilities of its central bank, treasury, or private
business or financial community. With a considerable time lapse, we do get an
accounting in Mr. Coombs' reports of the nature of U.S. involvement in exchange
markets, but the information usually comes too late to guide our interpretation of
quarterly balance-of-payments reports. And we cannot reasonably demand it
earlier, for there are times when it would be disadvantageous for the United States
to reveal its forward exposure. It must wait until its position has been unraveled,
as was the case with its enormous 1962 forward lira commitments. It was only
last autumn that we finally learned that they had totaled a half billion dollars at
their peak. And that is only a part of the full picture, since the Italian central
bank had additional forward lira contracts of several hundred million dollars
outstanding concurrently. The net of all this is that the "official settlements"
method can seriously warp payments figures over the short run. And it is in the
short run, as Lord Keynes reminded us in another connection, that we do all our
living. None of these difficulties plague Commerce's accounting procedures,
which is a prime reason why I favor concentrating on their improvement along
the lines mentioned earlier.

As I have said, there are two major steps we must take in the direction of
improving our payments analysis. The first is to change our analytical approach
to recognize and publicize that under the Commerce definition some departure
from zero is consistent with payments equilibrium This would improve the
meaningfulness of Commerce's overall summary indicator.

But there is also a need to correct certain deficiencies in the treatment and
presentation of the constituent elements of the balance of payments, particularly
with regard to short-term capital outflows. It is well understood, I think, that
some of these outflows add only marginally to the potential demands which for-
eigners can make on the U.S. gold stock. This is the case where foreigners are
"locked into" holding U.S. dollars that they have received because of closely linked
liabilities to U.S. parties.

My second recommendation, then, is that Commerce undertake a netting of
such crisscrossing transactions so as to represent the country's capital transac-
tions in a more meaningf ul way. This will entail some writing down of short-term
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capital outflows and a corresponding reduction in the increases shown in foreign hold-
ings of short-term dollar assets. As this occurs, it will of course reduce the indica-
ted growth need for foreign working balances, but that is something that analysts
can allow for. I am not prepared this morning to estimate the dollar sums involved
in netting, but only to point to some areas where I think the procedure could
appropriately start.

The Review Committee came to the conclusion that netting was neither desirable
nor feasible, but I do not find this contention adequately supported in its report.

As the first candidate for netting, let me point to the existing statistics on the
United States-Canadian market interrelationships. One continuing flow of
money from the United States to Canada involves the placement of U.S. dollar
time deposits with Canadian banks through the intermediary of their New York
agencies. Canadian banking statistics give an accurate and up-to-date figure of
the non-Canadian dollar deposit liabilities of the chartered banks, the bulk of
which are U.S. dollars. At the end of December 1964, for instance, they stood
at U.S.$4,852 million; at the end of January 1965, $4.965 million- at the end of
April $4,394 million. From regular reports submitted by the Canadian bank
agencies to the New York Fed, an accurate and current record is kept of the
amounts of U.S. dollars the Canadian bank agencies receive from and owe to their
head offices in Canada, as well as the use to which these funds are put in the U.S.
market by these agencies. It has always seemed unreasonable to me that this
country's gross placements of dollar deposits with the Canadian banks should
count as capital outflows but that the important capital inflow represented by the
reinvestment of those same dollars in our own market by the Canadian bank
agencies should not be used as a partial offset. Since 1958, Canadian banks have
held between $600 million and $1 billion of call loans in the New York market.
During these years the Canadian agencies have, in fact, supplied between a third
and a half of all of the call loan credit extended by the entire New York City
banking community to brokers and dealers for carrying securities. The point in
this is that a perfectly normal, continuing, and precisely measurable market
phenomenon of competitive international banking, which incidentally is a matter
of importance and value to the smooth functioning of the New York money and
securities markets, has a disproportionately negative effect on the U.S. balance-of-
payments computations as now made by the Commerce Department. In this
one, quite simple, example of failure to use readily available statistics lies much
of the reason why Commerce's payments figures have been criticized.

There is another area in which heretofore unpublished statistics which are now
being gathered by the Fed on behalf of the Treasury could reasonably be used to
determine on a current basis an appropriate offset to total foreign short-term
claims on the United States. These are the statistics which are gathered weekly
from all banks having branches abroad stating both the liabilities of the foreign
branches to head office and head office liabilities to foreign branches on a country-
by-country basis. Since these figures are not published I cannot quote them
accurately, but my guess is that at least a half billion dollars is kept on deposit
by the foreign branches of American banks with head offices in New York. It
takes a pretty vivid imagination to consider that all of these deposits, safely
stored with banks that are under the direct eye of our banking authorities, are
appropriately includable in the outside world's total potential claims on the U.S.
Treasury's gold stock. If I know anything about U.S. bank management, a
substantial portion of these liabilities is clearly subject to control by U.S. residents
and by no means beyond the influence of our monetary authorities.

There is another item in the complex of the Euro-dollar market which may also
be subject to appropriate netting by expert analysts. This revolves around the
question of who owns, supplies, and uses the sizable funds which float in the
international money market, or Euro-dollar market.

There is very little direct U.S. resident, U.S. address, money on the books of
American overseas branch banks. The bulk of the U.S. resident funds which
find their way to the Euro-dollar market flow through the Canadian banks. By
the time they reach the books of American branch banks abroad, the identity of
their beneficial ownership has become totally obscured. But American overseas
subsidiaries and affiliates, offshore trading companies, etc. have an instinctive
(and entirely justifiable) habit of keeping their working capital cash surpluses
in dollars rather than other currencies. These dollars seek temporary outlet in the
Euro-dollar market; and a goodly proportion, again quite wisely, is placed in
shortish time deposits with American branch banks abroad.

Dealing as I do in the Euro-dollar market I would estimate that approximately
20 percent of the Euro-dollar deposits in overseas branches of U.S. banks have
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been received from U.S.-controlled or U.S.-affiliated depositors abroad, and are
identifiable as such. In accordance with U.S. statute and regulation it would be
illegal for these American-affiliated companies to buy or hold gold. Is it there-
fore reasonable to count that kind of money as a serious direct or indirect threat
to our gold supply?

I do not suggest that enough data are now on hand to make this type of money
an immediate candidate for netting against our foreign liabilities, but I do suggest
that research in the general area of defining who owns all these foreign claims on
us should be pursued and that the pursuit is neither such a herculean task as the
Review Committee apparently believes it to be, nor so difficult or irrelevant as
the Commerce Department heretofore seems to have felt.

Another area which has been dismissed as too difficult to deal with bv those
who might be inclined to indulge in statistical netting is the international money-
market activity in short-term foreign investment on a hedged basis-interest
arbitrage. A number of years ago, our bank and others began supplying our
customers investment service which included short-term investment of funds,
largely in the Canadian and British money markets. We started this business
way back when foreign investment first became fashionable-long before anyone
dreamed that one day it might also be "unpatriotic." Parenthetically I should
state that since February 10 our customers' interest in this type of activity and
our willingness to suggest it has been materially reduced, and the total outstand-
ings of this type of investment have, during the past 4 months, declined by-
I would estimate-approximately one-third. Prior to the imposition of "volun-
tary restraint," U.S. holdings of short-term Canadian paper alone totaled at least
a half billion dollars.

Those relatively few banks and investment dealers that handle this type of
transaction know almost exactly the degree to which these investments are
hedged against exchange risk by the sale of forward exchange for dates to match
the maturity of the investment instrument purchased. Is it not reasonable to
use the total of this type of claim OD foreigners in full or in part as a measurable
offset to total foreign claims against us?

The interrelatedness of these transactions is complicated but it is only through
such searching and sophisticated analysis, oriented to the actual workings of the
marketplace, that a realistic and meaningful measurement of this country's
international position can be made. With a modest increase in staff, a bit more
legwork, and closer cooperation with the Federal Reserve Board and the New
York Federal Reserve Bank, the Treasury Department, and, most importantly,
the marketplace, I feel that this type of analysis is well within the capacities of
the Commerce Department.

The several suggestions that I have made for netting do not exhaust the pos-
sibilities. I shall be happy to discuss this subject further during the question
period if time permits.

Thank you.



THE BERNSTEIN REPORT I

THE PAYMENTS DEFICIT-WHAT MANNER OF MEASURE?

The balance of payments, like the vermiform appendix, doesn't attract atten-tion until something is seriously wrong with it. Government statisticians begancompiling payments figures, and publishing them in the Commerce Department'sTrade Information Bulletin, in the early 1920's, but the surpluses and deficitsthat interested most Americans over the ensuing decades were in the Federalbudget, not in the country's international transactions.
Popular discovery of the balance of payments came late in the 1950's, whenlarge gold losses flashed word that something had gone wrong. By that time, theinternational accounts kept by the Commerce statisticians had long been showingred figures in U.S. financial dealings with the rest of the world. If the paymentsscorecard had been getting half the attention that was going to such well-watchedindicators as industrial production, gross national product, or the unemploymentrate, quite possibly corrective action would have begun much earlier.
In any case, the balance of payments is not likely soon to slip back out ofpublic consciousness. The official quarterly readings-and the dribs and drabsof conjecture, surmise, and prediction that come between-will rank as importantnews at least as long as the present chronic deficit remains a threat to the dollar.But, if there is no longer any danger that balance of payments statistics will beignored, there is real danger that their effectiveness as a warning device will bedulled by the controversy that has developed over precisely what the balance ofpayments deficit is.
The controversy began among specialists in payments accounting just aboutthe time laymen were getting interested in the subject. Basically it involved achallenge to the Commerce Department's method of figuring the country'sinternational financial position. The official presentation, critics charged, wasoverstating the payments deficit. They pointed out that Commerce was usingstricter criteria than any other country. Commerce, in reply, noted that theUnited States occupies a unique position as custodian of the world's key reservecurrency and therefore needs a singularly strict standard.
When specialists differ, laymen tend to doubt. Sensing the need to main-tain public confidence in figures that would continue to have a vital bearingon national policy, President Kennedy in April 1963 announced that the Directorof the Bureau of the Budget was appointing a Review Committee for Balanceof Payments Statistics. This panel of eight economists from outside Govern-ment, known as the Bernstein Committee, after its Chairman, Dr. Edward M.Bernstein, 2 presented its report last month. The document's chief effect is togive formal statement to certain objections frequently leveled at the CommerceDepartment's approach, and presumably to set the stage for a decision at thehighest level of Government as to how the payments books are to be kept inthe future.
How that decision goes is important for reasons much deeper than mere con-siderations of statistical technique. What is at stake, indeed, transcends thesizable dollar differences between the U.S. payments position as it has beenreported by Commerce and as it would have been stated under the system ad-vocated by the Committee (table on p. 97). The choice ultimately made (aninterdepartmental study group has been created to comment to the BudgetBureau on the Committee's report, and congressional hearings on the reporthave begun) will inevitably condition the making of national policies to dealwith the balance of payments problem. It may well have a critical bearing

I Reprinted from the May 1965 issue of the Morgan Guaranty Survey, published monthly by MorganGuaranty Trust Co. of New York.
2 Besides Dr. Bernstein, who is a former Director of Research of the International Monetary Fund, themembers were: Prof. Richard E. Caves, Harvard University; Mr. George Garvy, economic adviser, Fed-eral Reserve Bank of New York; Mr. Walter N. Hoadley, vice president and treasurer, Armstrong Cork Co.;Prof. Harry G. Johnson, University of Chicago; Prof. Peter B. Kenen, Columbia University; Mr. Roy L.Reierson, senior vice president, economics, Bankers Trust Co.; Mr. Charles F. Schwartz, Assistant Direc-tor, Western Hemisphere Department, International Monetary Fund. The Committee was made ad-visory to the Bureau of the Budget pursuant to the Bureau's general responsibility for statistical coordina-tion and statistical standards within the Federal Government.
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on whether appropriate policies are pursued, and it certainly will affect the degree
of public support that those policies receive.

Most of the 194 pages of the Review Committee's report3 are devoted to
technical questions that do not bear directly on the controversy that led to the
panel's appointment. The group considers at length how best to arrange and
label tabular material so as to make it serviceable to users. It also painstakingly
reviews data-gathering problems associated with each element of the balance
of payments (exports, imports, travel, etc.). It considers whether enough in-
formation is being collected in each case and whether the figures that do come in
are correct.

Difference in deficits
[In millions of dollars]

Deficit Deficit
Quarters I Differ- Quarters Differ-

ence ence(1) 2 (2) 2 (1)-(2) (1) 1 (2) 2 (I)-(2)

-1s95-lt. 1, 101 748 353 1963-1st --- 1, 170 923 2472d --- 1,062 660 402 2d 1,314 1,129 1853d-1,191 668 123 3d 379 172 207
4th --- 824 444 380 4th 398 33 3611960-1st -- - 761 334 427 1964-1st 267 83 1642d --- 915 627 288 2d 622 177 453d 1,015 986 929 3d - - 659 218 4014th---- 1,227 1,106 -281 4th - 1,105 586 9191961-1st--- 491 784 -293 Years:
2dss - 554 43 511 1959 -- 4, 178 2, 520 1,6583d 728 429 299 1960 -- ------ 3,918 3,455 4634th 1,298 787 511 1961 -- 3,071 2,043 1,0281962-1st 892 364 128 1962---- 3,605 3,333 2722d - 496 589 -93 1963 ------- 3,261 2,257 1, 004
3d - 918 1,304 -386 1964 -- 3,053 1,507 1,546
4th 1,299 1,076 223

I Col. (1) shows U.S. payments deficits on "regular transactions" (Commerce Department).
2 Col. (2) shows deficits on "official settlements" (Bernstein Committee).
NOTE.-Quarterly data seasonally adjusted.

The Committee's work in this area combines scholarship and practicality. It
should have constructive effect, especially in sustaining the newly broadened
public interest in the Nation's balance of payments problem and in encouraging
Congress to put up the funds with which the Commerce Department's Balance of
Payments Division can do an even better job.

Not surprisingly, the report finds that a variety of improvements are possible
in the complex task of gathering payments statistics. It states, however, that
"the statistics currently collected and published provide a reliable basis for ap-
praising the U.S. payments situation." There is no reason for thinking, it says,
that any incorrect policy steps have thus far been taken because of gaps in statis-
tical coverage, but it expresses concern that wrong policy decisions "could occur
in the future" because of deficiencies in data.
Call for a new number

The juice of the report is in the 21 pages of chapter 9, where the Committee
deals with the crucial question of defining and measuring the country's net pay-
ments position. The panel's basic conclusion is that the Commerce Department's
concept "does not provide the most useful basis for summarizing the overall pay-
ments position, and may often yield a misleading impression of the position."
It argues that Commerce's "balance on regular transactions" should be replaced
by a new indicator, called the "balance settled by official transactions."

That such a changeover would have a profound impact on thinking about the
U.S. balance of payments problem is clearly indicated by the table on this page.
The official settlements approach yields a smaller deficit than does the Commerce
Department's present method in all but four quarterly periods from the beginning
of 1959 through the end of 1964. The discrepancies are often-as in the last
half of 1964-very large. On the basis of annual figures, the two concepts
produce markedly different impressions about the U.S. payments trend during
the last several years. Whereas the deficit as computed by the Commerce

a "The Balance of Payments Statistics of the United States: Review and Appraisal." Available from
the Superintendent of Documents, U.S. Government Printing Office, Washington, D.C., $1.50.
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Department was in the $3- to $3.6-billion range in each of the years 1962-64,
the official settlements deficit showed sharp year-to-year improvement in both
1963 and 1964. Conversely, the deterioration from 1961 to 1962 was more than
twice as great in the official settlements version as it was on the regular trans-
actions basis.

Clearly the two methods differ in the "feel" they create of the country's inter-
national financial position, and in the kind of policy decisions they are likely to
evoke. Curiously, the language of the committee's report suggests that the
members did not fully appreciate this. At one point the report notes that "the
committee is recommending an important modification, but not a change so
radical as to alter sharply the existing views as to the seriousness of the U.S.-
payments problem in recent years."

The difference between any two systems of balance of payments accounting
(there are many possible approaches besides the Bernstein and the Commerce
methods) is in the compiler's view as to what matters most in the accounting
country's international dealings. Every system deals with the same total set
of transactions, all of which can be divided into two opposing categories: receipts
and payments.

It is possible to take a completely neutral view of these transactions, making
no distinctions whatever among the impacts that various kinds of transaction
within each category have on the country's position. In such a view, all receipts
are simply set against all payments (table on p. 100) and the credit side of the
ledger balances the debit side-with the aid of an "errors and omissions" item
which covers transactions missed by the detailed reporting. This simplistic
method of presentation is a balance of payments in the most literal sense: the
terms "deficit" and "surplus" don't enter into it. .

Some analysts argue that payments accounting should go no further. To
assign special significance to certain credits and debits, they insist, involves judg
ments that are too arbitrary to have place in a statistical display.

Such purism has an arbitrariness of its own. As most economists agree, it is
important to focus on how the equality between payments and receipts comes
about. Only by doing so is it possible to judge whether the pattern of a country's
international transactions is sustainable. Consistently since the time of the
14th-century bullionists, for instance, it has been axiomatic that a country which
pays its way internationally by selling goods to foreigners is in much better shape
than one which is dipping into its reserves of gold to balance its accounts.

Accordingly, there is wide agreement that sales and purchases of gold have
particular importance. Payments compilers recognize this by pulling them out
of the simple credits-debits tabulation and, in the jargon of bookkeeping, dropping
them below the line. In payments accounting, below-the-line items are called
settling transactions, said to offset or finance the surplus or deficit which is the
net result of all the items that are above the line.

The Commerce view
The question of which items other than gold transactions belong below the line

is the hot nub of current debate about balance of payments accounting. Dis-
agreements arise because economists hold different hypotheses as to what is most
important about a country's international financial posture.

The Commerce Department stresses the U.S. special role of financial leadership
in the world economy and its unique commitment to gold convertibility. From
this premise it argues that the United States should keep its payments ledgers on
a conservative "hope for the best but be prepared for the worst" basis. To that
end it adopts an arrangement designed to highlight the way in which the country's
liquidity position is being affected by international transactions.

This approach assumes that one of the main purposes of payments accounting
is to warn of any persistent and significant deterioration in external liquidity-
that is, in the relationship between current liabilities and the current assets
available for meeting them. In line with this emphasis, Commerce statisticians
sift through the columns of debits and credits with the specific objective of identify-
ing: (1) changes in U.S. liquid liabilities to foreigners (making no distinction
among different classes of claimant since all foreign dollar holdings are assumed
to be potentially redeemable in gold), and (2) changes in liquid assets held by U.S.
official bodies and therefore usable to meet any demands that foreigners may make.

The chief examples of the liquid liabilities thus singled out are foreign holdings
of dollars deposited with U.S. banks, foreign holdings of marketable U.S. Govern-
ment securities regardless of maturity, and foreign holdings of short-term debt
instruments of U.S. borrowers other than the U.S. Treasury. On the asset side,
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the statisticians look at what has happened to U.S. gold holdings, to U.S. drawing
rights at the International Monetary Fund, and to holdings of convertible foreign
currencies by the U.S. Treasury and the Federal Reserve System.

All such items are dropped below the line (table on p. 100). The columns of
credits and debits above the line no longer being equal, the difference between
them is taken to be the measure of the country's payments surplus or deficit in
the period under consideration; it is, of course, precisely matched by the net effect
of the transactions that have been pulled out and placed below the line.

The Committee's view
The Bernstein Committee traces its "official settlements" concept to a

hypothesis that appears quite different from the one that is used by Commerce.
According to the Bernstein report, the key to arranging a balance of payments
presentation is to be found in the responsibility which national monetary au-
thorities-the central banks and treasuries of countries around the world-
bear for maintaining stable exchange rates for their currencies. In the course
of carrying out this task, monetary authorities gain or lose reserve assets; they
also experience increases or decreases in the liabilities they owe to other monetary
authorities.

The Bernstein Committee focuses principal attention on these changes in inter-
national reserves (consisting of gold, convertible foreign currencies, IMF position
and I 0 U's given by one monetary authority to another). It sees the size of such
changes as the best available measure of the imbalance in a given country's
international payments.

Thus, in constructing a statement of the U.S. balance of payments (table
on p. 102), the Bernstein Committee places below the line principally those debits
and credits which reflect changes in the reserves of U.S. monetary authotities
and changes in U.S. liabilities to foreign monetary authorities. No distinction
is made between "liquid" and "nonliquid" assets or liabilities. The test is whether
the liability which has increased or decreased is owed to a foreign national mone-
tary authority. If it is, it is considered to affect reserves and therefore goes
below the line, even though it may be, say, an acquisition by a foreign monetary
authority of a nonmarketable U.S. Government security whose maturity is far off.

GUIDE TO THE DIFFERENCE

The important bookkeeping differences between the Commerce Department
way of figuring the balance of payments deficit and the method proposed by the
Bernstein Committee can be traced in the tables on the next three pages. Table I
lists by categories all the transactions which entered into the balance of payments
in 1964, but does not show them as resulting in either deficit or surplus. Hence
the designation as "neutral." Tables II (Commerce) and III (Bernstein Com-
mittee) contain the same material as Table I but arrange it to show a net im-
balance-a deficit in both cases but of differing amount.

Each category of transaction bears the same identifying number in all three
tables; the categories which the Commerce Department and Bernstein methods
handle differently appear in boldface throughout.

The differences in handling come in decisions to place a given item above or
below "the line"-the horizontal divider which cuts across tables II and III.
The receipts (credits) and payments (debits) placed above the line are the ones
regarded as producing net imbalance (surplus or deficit) in the country's interna-
tional transactions. Placed below are the credits and debits whose net effect
is considered to "finance" the imbalance-paying for it in the case of a deficit,
or collecting for it in the case of a surplus.

"Above or below" decisions determine the nature and size of the imbalance
computed from a given set of transactions. Putting a credit item above the line
tends to increase a payments surplus or reduce a deficit; putting one below works
in the opposite direction (for example, item 7h in table III, compared with treat-
ment of the same item in table II). Putting a debit above tends to reduce a sur-
plus or increase a deficit; putting a debit below works in the other direction. The
two-sided arrangement of credits and debits is not observed below the line, but
the nature of each item placed there is reflected by mathematical sign-plus for
credits, minus for debits.
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TABLE I.-U.S. international transactions-"Neutral" concept, 1964; military
grant aid is excluded

[In millions of dollars]

1.
2.
3.
4.
5.

6.

7.

RECEIPTS (CREDITS)
Merchandise exports
Services sold to foreigners-
Income on foreign investments of U.S. residents
Sales of military equipment
Scheduled repayments by foreign countries on U.S. Government

loans-
Advance repayments by foreign countries on U.S. Government loans

(including sales of Export-Import Bank paper)
Increase in foreign-owned assets in United States:

(a) Private foreign long-term investment
(b) Miscellaneous U.S. Government liabilities (principally pur-

chase by Canadian Government of special nonmarketable
U.S. Government securities)

(c) Swiss Government purchase of special nonmarketable U.S.
Government securities

(d) Foreign funds placed with U.S. Government as advance pay-
ments for purchase of military equipment .

(e) Foreign funds placed with U.S. Government in connection
with specific foreign aid transactions

(f) Short-term brokerage and commercial claims of foreigners --
(g) Short-term claims of foreign central banks and governments,

including all marketable U.S. Government securities and
nonmarketable ones of short term or convertible to short

25, 219
5, 384
5, 162

758

572

122

241

207

30

206

48
118

term -1, 073
(h) Short-term claims of foreign commercial banks -1, 415
(i) Short-term claims of private nonbank foreigners -348

8. Net increase in dollar holdings of International Monetary Fund (de-
crease in United States drawing rights at IMF) -266

9. U.S. sales of gold -125

Total receipts - ---------------------------------------- 41, 294

PAYMENTS (DEBITS)
10. Merchandise imports -- 18, 638
11. Services bought from foreigners -- 5, 565
12. Income on foreign-owned investments in United States -1, 304
13. Military spending -- 2, 807
14. Remittances and pensions -- 830
15. Net increase in U.S. private investment abroad:

(a) Long-term -4, 253
(b) Short-term -2, 107

16. U.S. Government foreign grants and loans - -4, 277
17. Net decline in private foreign holdings of U.S. securities other than

Government -88
18. Net redemption of nonmarketable, nonconvertible U.S. Government

securities held by foreign monetary authorities -66
19. Net withdrawal of funds held in United States by nonmonetary in-

ternational organizations -246
20. Net acquisition by U.S. Government of convertible foreign currencies 220
21. Payments unaccounted for (errors and omissions) -893

Total payments - 41, 294
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TABLE II.-Balance of payments-"Regular transactions" concept, 1964; military
grant aid is excluded

[In millions of dollars]

RECEIPTS (CREDITS)
1. Merchandise exports
2. Services sold to foreigners
3. Income on foreign investments of U.S. residents
4. Sale of military equipment _ --
5. Scheduled repayments by foreign countries on U.S. Government loans
7. Increase in foreign-owned assets in United States:

(a) Private foreign long-term investment
(b) Miscellaneous U.S. Government liabilities (principally pur-

chase by Canadian Government of special nonmarketable
U.S. Government securities)

(e) Foreign funds placed with U.S. Government in connection
with specific foreign aid transactions _

(f) Short-term brokerage and commercial claims of foreigners -

25, 219
5, 384
5, 162

758
572

241

207

48
118

Total receipts ----- 37, 709

PAYMENTS (DEBITS)
Merchandise imports
Services bought from foreigners
Income on foreign-owned investments in United States
Military spending
Remittances and pensions
Net increase in U.S. private investment abroad:

(a) Long-term
(b) Short-term

U.S. Government foreign grants and loans
Net decline in private foreign holdings of U.S. securities other than

Government
Payments unaccounted for (errors and omissions)

18, 638
5, 565
1, 304
2, 807

830

4, 253
2, 107
4, 277

88
893

Total payments -40, 762
Total receipts -37, 709

Deficit -3, 053

Deficit was financed by net effect of following transactions:
I. Special Government transactions:

6. Advance repayments by foreign countries on U.S. Gov-
ernment loans

7. Increase in foreign-owned assets in United States:
(c) Swiss Government purchase of special non-

marketable U.S. Government securities
(d) Foreign funds placed with U.S. Government as

advance payments for purchase of military
equipment

18. Net redemption of nonmarketable, nonconvertible U.S.
Government securities held by foreign monetary
authorities -----

122

30

206

-66

Total special Government transactions -292

II. Change in U.S. external liquidity:
7. Increase in foreign-owned assets in United States:

(g) Short-term claims of foreign central banks and
governments, including all marketable U.S.
Government securities and nonmarketable
ones of short term or convertible to short
term

(h) Short-term claims of foreign commercial banks
(i) Short-term claims of private nonbank for-

eigners

1, 073
1, 415

348

10.
11.
12.
13.
14.
15.

16.
17.

21.
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TABLE II.-Balance of payments-"Regular transactions" concept, 1964; military
grant aid is excluded-Continued

[In millions of dollars]

PAYMENTS (DEBITS)-continued

Deficit was financed by net effect of following transactions-Continued
II. Change in U.S. external liquidity-Continued

8. Net increase in dollar holdings of International Monetary
Fund (decrease in U.S. drawing rights at IMF) --- 266

9. U.S. sales of gold -125
19. Net withdrawal of funds held in United States by non-

monetary international organizations -- 246
20. Net acquisition by U.S. Government of convertible

foreign currencies -_ -220

Total change in U.S. external liquidity -2, 761

Total of financing transactions -3, 053

TABLE III.-Balance of payments-"Official settlements" concept, 1964; military
grant aid is excluded

[In millions of dollars]

RECEIPTS (CREDITS)
1. Merchandise exports -25, 219
2. Services sold to foreigners -5, 384
3. Income on foreign investments of U.S. residents -5, 162
4. Sales of military equipment - 758
5. Scheduled repayments by foreign countries on U.S. Government

loans -------------------------------- 572
7. Increase in foreign-owned assets in United States:

(a) Private foreign long-term investment -241
(c) Swiss Government purchase of special nonmarketable U.S.

Government securities -30
(d) Foreign funds placed with U.S. Government as advance

payments for purchase of military equipment -206
(e) Foreign funds placed with U.S. Government in connection

with specific foreign aid transactions- 48
(f) Short-term brokerage and commercial claims of foreigners- 118
(h) Short-term claims of foreign commercial banks -1, 415
(i) Short-term claims of private nonbank foreigners -348

Total receipts -39, 501

PAYMENTS (DEBITS)

10. Merchandise imports-
11. Services bought from foreigners-
12. Income on foreign-owned investments in United States
13. Military spending-
14. Remittances and pensions-
15. Net increase in U.S. private investment abroad:

(a) Long-term-
(b) Short-term-

16. U.S. Government foreign grants and loans
17. Net decline in private foreign holdings of U.S. securities other than

Government-
19. Net withdrawal of funds held in United States by nonmonetary

international organizations
21. Payments unaccounted for (errors and omissions)

18, 638
5, 565
1, 304
2, 807

830

4, 253
2, 107
4, 277

88

246
893

Total payments -41, 008
Total receipts -39, 501

Deficit -1, 507
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TABLE III.-Balance of payments-"Official settlements" concept, 1964; military
grant aid is excluded-Continued

[In millions of dollars]

PAYMENTS (DEBITS)-continued

Deficit was financed by net effect of following transactions:
1. Reserve transactions:

7. Increase in foreign-owned assets in United States:
(b) Miscellaneous U.S. Government liabilities (prin-

cipally purchase by Canadian government of
special nonmarketable U.S. Government se-
curities) -207

(g) Short-term claims of foreign central banks and
governments, including all marketable U.S.
Government securities and nonmarketable ones
of short term or convertible to short term- 1, 073

S. Net increase in dollar holdings of International Monetary
Fund (decrease in U.S. drawing rights at IMIF) 266

9. U.S. sales of gold -125
18. Net redemption of nonmarketable, nonconvertible U.S.

Government securities held by foreign monetary
authorities- -66

20. Net acquisition by U.S. Government of convertible
foreign currencies -- 220

Total reserve transactions -1, 385

II. Special intergovernmental transactions:
6. Advance repayments by foreign countries on U.S. Govern-

ment loans ------------- 122

Total special intergovernmental transactions -122

Total of financing transactions -1, 507

Those Government gambits
The same transaction would also go below the line in the Commerce Depart-

ment's "regular transactions" table, but would be shown separately as a special
Government transaction financing the deficit. This handling has been adopted
for a variety of large, special transactions which the U.S. Government has ar-
ranged in recent years. In most cases the purpose of the transaction has been to
head off possible losses of gold by capturing dollars that have accumulated in
foreign official hands. For example, the Government has persuaded a number of
foreign governments to prepay debt owed the United States and to buy special
nonmarketable U.S. Government securities. Arrangements also have been
made which provide for advance payments by foreign governments on military
goods purchased in the United States.

These transactions achieve the intended purpose of making the deterioration in
U.S. external liquidity in a given period less than it otherwise would be. If
treated as ordinary "credit" items above the line, however, they might well mask
fundamental, longer term trends in the balance of payments.

Accordingly, the Commerce Department in 1963 began to show "special"
transactions apart from "regular" ones. The difference between total credits and
total debits above the line is identified as the surplus or deficit "on regular trans-
actions" (table on p. 10). Below-the-line entries, showing the "financing" of
the regular deficit, are divided into two groups. The first consists of such special
Government transactions as have occurred; the second shows net changes that
have occurred in U.S. external liquidity. The latter represents the portion of the
imbalance on regular transactions that has been "financed" by means other than
special Government transactions.

In principle, the Bernstein Committee agrees with Commerce the special
arrangements improvised by the Government should appear below the line. In
practice, it interprets "special" much more narrowly. The only item it so labels,
in fact, is the prepayment of debt by foreign powers. It lets items such as
advance payments on foreign countries' military purchases from the United
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States go above the line (where they rank equally with exports actually delivered
during the accounting period).

On the other hand, the Bernstein group is more stringent than the Commerce
Department in treating the 1964 purchase by the Canadian Government of $204
million in nonmarketable U.S. Government securities. Commerce makes an
exception to its rule for handling transactions in securities of this type. It puts
them above the line, where they count as a regular inflow of capital to this country.
The Department's handling is keyed to the fact that Canadian officials do not
count these securities among their reserves of U.S. dollars. They exclude them
from reserves because the Canadian Government has earmarked the proceeds
(the securities mature over a space of 7 years) for the purchase of materials to be
used in developing the Columbia River Basin. The Review Committee puts the
$204 million below the line as a reserve transaction between monetary authorities,
ignoring the fact that the Canadians don't count them as reserves. The fact that
the Committee throws above the line a $30 million purchase of nonmarketable
U.S. Government securities by the Swiss Government (choosing to view this
particular transaction as an "investment" of surplus budget funds) while Com-
merce officially puts it below, probably proves nothing except that special Govern-
ment transactions have profoundly complicated the problems of balance of
payments accounting.
Main cause of the gap

Quantitatively, the most significant difference between the Bernstein Com-
mittee's "official settlements" rendering of a payments statement and the "regular
transactions" version presented by the Commerce Department is in the handling
of changes in short-term dollar holdings of foreign private parties-particularly
foreign commercial banks. This divergence accounts for most of the gap between
the deficits computed under the two systems.

In the Bernstein method, with its focus on transactions among monetary
authorities, increases in short-term holdings of private foreigners go above the
line as ordinary inflows of capital. With minor exceptions, the Commerce
Department puts them below the line, considering them to be one of the liquidity
changes by which the payments deficit is measured. Each dollar so handled
means an additional dollar of reported deficit.

The Bernstein Committee makes several arguments in support of its method.
It feels that the rapid increases which have been occurring in foreign private
ownership of liquid dollar assets should be viewed chiefly as a sign of the dollar's
strength and acceptability. Because of the special role of the United States in
financing the world economy, it notes, growth in global dollar holdings is a natural
accompaniment of expansion in international trade and investment.

The Commerce viewpoint does not involve any denial of the relevance of these
points, although each of them obviously is valid in some immeasurable degree
rather than in the absolute. But Commerce's principal defense of its own
approach is that, whatever else the increased foreign holdings may be, they are
potential claims on U.S. reserves and, therefore, a cautioning signal of further
possible vulnerability. Whether the warning they give is mild or shrill depends
mostly on the size of the increase. While the willingness of foreigners to continue
adding to their dollar holdings speaks well for faith in the dollar, that faith is
likely at some point to be undermined if the spewing out of dollars is rapid and
sustained. As for the contention that a growing world economy requires growth
in external dollar holdings, this is true on a long-term basis, but the very steep
rise in such holdings in recent years may well be a signal that some pause in the
growth is needed.
Inflows and outflows

The Bernstein Committee makes a considerable point of the lack of parallelism
in Commerce's method of handling inflows and outflows of short-term private
capital. While inflows are treated as a below-the-line settlement item, rather
than as an above-the-line credit, outflows are posted above the line as a debit.
The Bernstein group hits hard at this lack of "symmetry." Indeed, the Com-
merce stand on this point has drawn criticism from a variety of sources in recent
years as being too austere-"calling them all," it is often alleged, "against the
home team."

Officials in the Balance of Pavments Division of the Department readily
admit that the approach now used produces some bias in the direction of enlarging
the reported deficit. They concede that some foreign claims on U.S. private
parties could not in practice be liquidated. Normally, for instance, a foreign
party borrowing dollars from a U.S. bank cannot cash the entire proceeds because
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a portion is kept on deposit as a compensating balance. Yet present accounting
lists the entire amount of the loan as increasing the payments deficit.

Many foreign claims are closely linked to liabilities that foreigners have to
U.S. parties, and thus are for all practical purposes "locked into' dollars and
not subject to encashment. A common instance is found in the deposit of U.S.
dollars by a U.S. party in a Canadian bank, with the dollars then being employed
by the bank in the New York money market. In essence, one U.S. party's
dollars are being lent to another U.S. party, with the Canadian bank (usually
through its New York agency office) serving as intermediary. In the balance of
payments accounts as now kept, however, the U.S. deficit is enlarged. The
unreality of this handling is pointed up by the fact that if the same set of trans-
actions happened to go through a New York branch (as distinguished from an
agency) of a foreign bank, there would be no balance of payments effect, since
branches are regarded as U.S., rather, than foreign, parties.

Anomalies resulting from interrelated capital flows have been the subject of
discussion for several years, and there is general agreement-by Commerce officials
as well as others-on the desirability of finding some statistically valid way to
"net" the crisscrossing transactions. The effect of netting would be to reduce
the total of short-term capital outflows, and correspondingly to reduce the increase
in short-term dollar assets held by foreign private parties. Thus it would result
in a smaller payments deficit.

The Bernstein Committee stresses the existence of close connection between
some capital outflows and offsetting inflows. It does not favor attempting to
net these. Its proposal, rather, bypasses the statistical difficulties which thus far
have deterred the Commerce Department from undertaking a selective netting.
The committee's approach, which simply lifts all changes in private foreign dollar
holdings above the line as credits, leaves the related capital outflo'w items-invest-
ments abroad, bank loans to foreigners, etc.-untouched and unadjusted in the
debit column. In other words, it is no more precise in dealing with the linkage
of capital inflows and outflows than is the Commerce method. Overall, in fact,
it probably is less precise. In effect, it treats the entire increase in foreign private
dollar holdings as if it were linked to offsetting transactions.
Wish it were

The substantial writing down of recent payments deficits which the Bernstein
method produces, chiefly because of its treatment of private foreign claims, creates
a strong predisposition to find in favor of the "official settlements" concept. Life,
presumably, would be easier for everyone concerned, including banks that carry
on an international business, if last year's payments deficit was really only half
as large as the Commerce figure says it was.

The persuasive power of a pleasant prospect is well demonstrated by the
generally favorable early response the Review Committee's proposal has received.
The Committee's own caveat, to the effect that the more wholesome looking
deficit figure doesn't really make the payments problem less serious, apparently
has not spoiled for many the happy feeling that a large part of the problem has
been solved by definition. The Committee's work deserves to be judged by a
stricter standard. The question to ask about its central recommendation of
change in balance of payments reckoning is: How well would the system it advo-
cates do the iob that payments accounting is supposed to do?

At one point the Committee's report states: "The most frequent use made of
balance of payments statistics is to turn to them for answers to the question:
Are things going well or badly, on the whole?" While the Committee takes pains
to point out that this country's international financial position is too complex to
be described by a single number, it also recognizes that the nature of human
attention demands iust such a sole, simple figure as the quick indicator of how
things are going.

Faced with this necessity, the Committee opts for the "official settlements"
figure as the prime measure of payments deficit or surplus. In so doing it down-
grades the importance of one large sector of international transactions-the
short-term holdings of dollars by private foreign parties. This is the decisive
failing of the Bernstein Committee's proposal. It would make the balance of
payments a less complete, less timely, less useful indicator than it now is.

UJ.S. payments bookkeeping cannot afford to let what happens to the dollar
holdings of private foreigners slip out of focus. Privately held dollars may, in
fact, represent more of a problem than dollars held by monetary authorities, be-
cause the actions of the latter are much less likely to be motivated by fear and
speculation. Monetary history provides repeated instances of pressure and crisis
that developed because private parties suddenly turned against a currency.
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The timing defect of the Committee's proposed summary measure is that it
would be a coincident indicator, proclaiming trouble only after trouble had already
become apparent in the foreign exchange markets and in conspicuous movement
gold. Coincident, and even lagging, indicators can be useful in economic analysis,
which seldom is hurt by a superabundance of data. The "official settlements"
way of looking at the payments deficit is not without significance, but is preoccu-
pation with central bank holdings of reserves robs it of timeliness. It is not in
central banks that the troubles of currencies ordinarily start.

The key virtue of the Commerce Department's summary figure is that it is a
leading indicator. By reflecting changes in all dollar holdings by foreigners, it
cautions early that trouble may lie around the turn in the road. As the table
on page 6 shows, one of the rare occasions when the "official settlements" deficit
was larger than the Commerce deficit was during the "gold rush" in the London
market in late 1960. Commerce's liquidity measure had been showing much
larger deficits for some time previously, warning of possible trouble.

More recent events confirm the contrast. In both 1963 and 1964 the pay-
ments deficit according to the "official settlements" method shrank dramatically.
This was a strange prelude to the huge gold losses that have occurred thus far
in 1965. Nor did it hint of the gathering trouble that led in February of this year
to imposition of the administration's voluntary program for reducing capital
outflows.

The Commerce tabulations, by contrast, gave readings consistent with subse-
quent developments. They showed large deficits persisting over the last several
years, with a particularly big rise in foreign private holdings of dollars in 1964.

The Bernstein Committee felt compelled to acknowledge that its treatment of
foreign private dollar holdsing is not "wholly satisfactory." Its report recognizes
that, instead of just passively buying and selling dollars to maintain stable ex-
change rates, monetary authorities often act aggressively to try to induce private
parties to hold more or fewer dollars than they would otherwise be inclined to hold.

Swaps and forwards
At times, for instance, perhaps out of domestic monetary considerations, the

German Bundesbank offers spot dollars in large quantities to private banks on
especially favorable terms in order to draw marks out of the German economy.
Such transactions take the form of "swaps," providing for reversal of the dollar-
mark exchange at a specified future date. At other times, as part of the present
pattern of international monetary cooperation, the Bundesbank may simply offer
forward marks against dollars to commercial banks on more favorable terms than
could be had in the market-the purpose being to encourage investment by private
parties in U.S. dollar assets on a hedged basis.

The swap technique tends to be used when the objective is to move dollars from
the central bank to private holders; forward operations are usually the mainstay
when the aim is to discourage private parties from turning dollars in at the central
bank. Swap or forward operations at times have run into hundreds of millions of
dollars in a single quarter. Their effect on foreign commercial bank holdings of
dollars is assumed to have been comparably massive. It is therefore conceivable
that in such periods the U.S. payments deficit as computed by the "official settle-
ments" method could have been "prettied up" by a billion dollars at an annual
rate.

This would have been grossly misleading, since no country's balance of pay-
ments accounting reveals the forward exchange contract liabilities of its central
bank, treasury, or private business and financial community. As to swap trans-
actions, only the spot or cash side gets into the statistics.

Under the Commerce method of payments tabulation, which views both private
and official foreign short-term holdings as a measure of liquidity, special exchange
activities of central banks do not cause distortion.

Considerations of this kind moved the Committee to concede at some length
the strategic importance of changes in short-term dollar holdings of foreign
commercial banks, and to urge that they "be shown prominently" in the payments
table. This hardly would meet the difficulty: without knowledge of what the
authorities have been doing, the analyst has no firm basis for evaluating the
information, however prominently it may be displayed. Since the figure's place
in the Bernstein payments table would be below the line, the defidit would be
artificially held down during any period when United States or foreign monetary
authorities were inducing private foreign holders to keep or acquire dollars they
otherwise would not be inclined to hold.
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The distinction made by the Bernstein Committee between dollars held pri-

vately and dollars held officially is questionable for other reasons as well. Some
foreign monetary authorities from time to time hold a large proportion of their
dollars either in foreign private banks or in foreign branches of American banks
in order to enjoy the returns offered by the Euro-dollar market. Dollars so held
show up in balance of payments statistics as U.S. liabilities to private parties,
even though they are beneficially owned and controlled by foreign monetary
authorities. No precise information is available on their extent, but from time
to time the Euro-dollar holdings of officials probably run well in excess of $1 billion.
If the "official settlements" concept were employed, routine moves of such funds
between commercial bank accounts and official accounts would deceptively affect
the U.S. payments deficit or surplus.

Even international financial transactions not directly involving U.S. parties
could cause swings in the U.S. payments accounts under the Bernstein Com-
mittee's plan. For instance, the recent sterling crisis (during which British
monetary authorities sold dollars to support the pound) undoubtedly led to some
transfer of dollars from official into private hands-especially insofar as the
dollars sold were borrowed from other official foreign holders and sold to buyers
willing, for the present, to continue holding dollars. Had the Committee's method
of bookkeeping been in use, this would have reduced the reported U.S. payments
deficit. Under the present bookkeeping system, which doesn't distinguish among
different types of foreign dollar holders, there would be no effect on the deficit.
Liquidity after all

In this communicative age, a report 2 years in preparation is not likely to vield
many surprises when it finally appears. The Bernstein Committee document
has at least one. This is the degree to which it accepts-although with a dif-
ference that is crucial-the liquidity orientation which is the basis of Commerce
Department payments accounting. Except for its exclusion of privately held
foreign claims-and it must be emphasized that this is a huge "except"-the
Committee shows the same preoccupation with resource-liability relationships as
do the analysts in the Balance of Payments Division.

Ostensibly, where it discusses the Commerce concept in the report, the Com-
mittee rejects liquidity as the key to payments accounting. When the arithmetic
gets down on paper, however, what the "official settlements" tabulation measures
is liquidity-a special, narrowly conceived kind, to be sure, but still liquidity.

Not at all surprising is the fact that the review committee has in no way made
simpler the tangled topic that is the balance of payments. For the unnamed
financial writer who told the Committee: "All I want is one number, with no
ifs, buts, or maybes," the report offers no encouragement. In fact, the Com-
mittee adds some ifs, buts, and maybes of its own to the thicket of qualifiers that
has always interlaced the bookkeeping of international flows of wealth.

The Committee's report is especially complicated in its overall effect by the
thorough job it has done of rebutting many of its own arguments. There are few
things to say against the document that it doesn't, at one point or another, say
against itself. The effect is to weaken the thrust and, it is to be hoped, lessen the
likelihood that the Committee's main recommendation will be adopted.
Grave mistake to switch

For switching to the "official settlements" method of computing the payments
deficit would serve the country poorly. It would delay receipt of vital signals
warning of trouble in U.S. financial dealings with the rest of the world. It would
ignore the building up of dollar liabilities around the world until they arrive at
the very threshold of presentation-in the central banks which are able, and in
some cases ready and more than willing, to cash them for gold from this country's
Su ply.

RWhat basically enabled the Bernstein Committee to make such a proposal
was the way in which it chose to view the consequences of the U.S. unique posi-
tion in the world financial system. It recognized the dimensions and the distinc-
tiveness of this country's monetary and economic role, but seemed unwilling to
admit that this creates vulnerability along with opportunity. Such unwillingness
is explicit in the Committee's citation of closer conformity with other countries
as an argument for U.S. adoption of the "official settlements" concept. The
fact that the U.S. deficit under present accounting cannot be matched up with
identifiable surpluses in other countries strikes the Committee as undesirable.
The panel heard, and faithfully reports, the reasons for nonconformity advanced
by the head of the Balance of Payments Division, Dr. Walther Lederer, who is
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the chief architect of and leading spokesman for the "liquidity" method of pay-
ments accounting. In essence these reasons are:

1. The U.S. dollar is the chief reserve currency, held and used throughout
the world; while other countries are obliged to maintain their currencies'
parity with the dollar, the United States has the much broader obligation
of being ready to redeem foreign dollar holdings in gold.

2. Many other countries use or are willing to use direct exchange controls
of one kind or other to help defend their currencies; the United States is
committed against this course.

3. As the chief source of finance, both public and private, to the world,
the United States must view its international balance sheet with a degree
of conservatism that other countries do not require. U.S. short-term claims
on foreigners are qualitatively very different from foreign claims on U.S.
parties. The bulk of what the United States owes is payable on demand;
many U.S. claims are short-term in name only and cannot be considered
liquid in any meaningful economic sense.

These considerations, all arguing for the stricter approach of the present
accounting basis, did not persuade the Committee.
Work to be done

To hold that the "regular transactions" method should be retained, and the
committee's principal recommendation rejected, is not to impute ultimate per-
fection to the present method. Clearly there is a need to take account of the
close interrelations that exist between certain short-term capital inflows and
outflows. Foreign-held dollars which in practice are not freely usable by their
owners should be netted out of U.S. private short-term capital outflows. This
would have the effect of reducing the payments deficit, but only by making it
represent reality more faithfully.

Commerce officials have for some time been studying the possibility of making
such selective adjustments and have concluded that they are both feasible and
desirable. Some of the figures needed, however (for example, those pertaining
to compensating balances), would have to be estimates, and there is a reluctance
to put them in the ledgers alongside hard figures taken straight from the books
of businesses and banks.

The solution may be to do the netting in supplementary tables, showing an
"adjusted" short-term capital outflow figure and an "adjusted" balance of pay-
ments surplus or deficit. This would add to the proliferation of summary figures
that has been occurring in the pages of the Department of Commerce's Survey
of Current Business in recent years, but an abundance of figures is not in itself
an evil-if the figures are sound ones.

Senator PROXMIRE. Our next witness is Mr. Hal B. Lary, National
Bureau of Economic Research.

Mr. LARY. Mr. Chairman. Many outside the professional field
must wonder why it is that the theorists and technicians experience
such difficulty in arriving at a consensus in this matter of definitions.
The root of the difficulty is, I think, that everyone, both laymen
and economists, would like to have a measure of the surplus or deficit
that could be taken as a fairly close approximation of the real dis-
equilibrium in a country's international position. And yet no measure
of the deficit, however defined, can be relied upon for this purpose.

Senator PROXMIRE. Let me just say, I think you are highlighting
your statement, which is fine. We will put the whole statement in
the record and I would appreciate if if you could complete it as rapidly
as possible, so we will have as much time as possible for questioning.

Mr. LARY. Yes; I shall do so, Mr. Chairman.
(Prepared statement referred to appears on p. 113.)
Mr. LARY. No matter how we define it, any measure of the deficit

would require major adjustments to serve as an indicator of disequi-
librium. Since these adjustments cannot in fact be made, except
qualitatively or with a wide margin for error, balance of payments
technicians have to fall back on secondhand solutions with a lot of
room for honest disagreement.
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According to the "liquidity" concept now employed by the Com-
merce Department, it is prudent to treat a rise in foreign private
dollar balances from the outset as an impairment of our international
liquidity position rather than wait for the dollars to be shifted over
to foreign central bank accounts here. The "liquidity" concept is
thus considered by its proponents to provide "the most sensitive
indicator" of shifts in this country's international financial position
and a "relatively early signal" of the need for analysis and possible
corrective action. Failure to provide such advance warning, it is
said, "would deprive the monetary authorities of the opportunity to
take corrective actions in anticipation of reserve losses, in time for
such actions still to be constructive, and it would also fail to alert
the public that such actions were needed."

No one acquainted with international monetary history would deny
the existence of the risks to which the "liquidity" concept is addressed.
The monetary authorities of any country must be alert to these
contingencies. It is elementary that their policies must be such as
to prevent unduly large and protracted losses of reserves, if their
intention is to maintain the currency at the existing foreign exchange
level. And we must agree that in our recent experience reserve losses
have, indeed, been large and protracted.

Granted all this, it does not necessarily follow that changes in
international liquidity, as defined by the Commerce Department,
should serve as the organizing principle for the balance of payments.

First of all, it seems to me that the "liquidity" criterion, focusing as
it does on the risk of disruptive withdrawal of foreign private holdings,
fails to give adequate attention to the positive reasons that lead
foreign banks, firms, and individuals to acquire and hold dollars, and
that it underrates the substantial and continuing advantages of the
dollar and of the U.S. money market as a medium and a place for
investing liquid resources.

An informative exposition on this subject is given in a recent paper
by Fred H. Klopstock, manager of the Research Department of the
Federal Reserve Bank of New York. More information and research
are needed, but I think it is already clear that there are good reasons
for the kind of growth indicated in the charts on pages 112 and 114
of the Bernstein Committee report.

In his Princeton paper 2 years ago, Mr. Lederer stressed the long-
term growth, with few reversals, of U.S. short-term assets abroad.
It would seem that the point is no less valid with regard to foreign
short-term assets here. I scarcely need add that the dollar volume
of international trade and other transactions has also risen rapidly
over this period.

Again, I am not suggesting that we can afford to take a carefree
view of our responsibilities in these matters. But neither must
we look on every dollar of increase in foreign private short-term
investments here as bringing a day of reckoning that much nearer.

Moreover, it may well be that the increase in foreign private
liquid dollar balances during the last several years is considerably
overstated, with the effect of overstating also the deficit as measured
on the "liquidity" concept. This is my second main doubt about
the concept: that it is probably a good deal less accurate in meas-
uring what it seeks to cover than commonly supposed.

48-195 0-6b--pt. 2-3
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A principal reason for thinking so relates to the "errors and omis-
sions" item, discussed in chapter 7 of the Bernstein Committee's
report. In the nature of the case, one cannot say anything for sure
about this residual item. And yet its pattern through time, as shown
in the chart on page 86 of the report, is strongly suggestive of large,
unreported capital inflows throughout the period 1934 to 1959, fol-
lowed since then by substantial unreported outflows. If we knew
the facts, therefore, the net increase in foreign private liquid claims
here during the last 5 years might well prove to be much smaller than
appears from the reported data.

It may be, of course, that the unrecorded foreign funds presumed to
have been withdrawn would not have been classed as "liquid." But
that possibility underlines, in my view, the unsatisfactory nature of
the "liquidity" criterion as an organizing principle for the statistics.
It is narrowly defined for its indicated purpose and leaves out elements
that would figure importantly in a liquidity crisis, if it should come to
that. I have in mind 4oreign-owned stocks and bonds and the famous
"leads and lags" which develop on ordinary commercial payments,
not to mention the American liquid capital which could come on the
market in such an eventuality.

My third criticism of the "liquidity" concept is that it needs re-
consideration to take account of the impressive cooperation achieved
between United States and foreign monetary authorities in countering
disruptive shifts of private liquid funds. European countries gam-
ing reserves have shown themselves anxious to avoid complicating
matters by attracting private funds.

The most effective measures of cooperation have been the currency
swaps and forward operations in the foreign exchange market, on
which Mr. Coombs of the Federal Reserve Bank of New York has
periodically reported.

More needs to be done, particularly in the coordination of credit
policies on both sides. Perhaps we are at a point where more progress
in this respect, too, is possible, now that some slack has developed in
the Italian and French economies and that, on our side, we may be
able to rely more on tax and budget policies for domestic expansion.
But we have already gone far enough in international cooperation,
I think, to render obsolete the view that the policies of foreign mone-
tary authorities can only complicate rather than alleviate our
problems.

My fourth criticism follows from the first three. This is that the
"liquidity" criterion may be undesirable and unreliable as a "sensitive
indicator" and "early signal." Sensitivity is not necessarily a virtue
in a statistical series.

Let me quote in this connection from a document well known al-
ready to the Joint Economic Committee. That is, the report on
"The Price Statistics of the Federal Government," prepared several
years ago by the Price Statistics Review Committee of the National
Bureau of Economic Research at the request of the Bureau of the
Budget. In the chapter on wholesale prices (p. 68), the report com-
ments:

The literature abounds with statements of the need for a sensitive price index
which measures the immediately current or prospective movements of wholesale
prices, as a guide in policy formation and in predicting business movements. * * *
Often what seems to be implied is that the index number should be based upon
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prices which change often or by relatively large amounts. * * * Sensitivity in
this context means only exaggeration, and it is difficult to see any purpose in
exaggerating current price movements.

I would hold the same doubt with regard to the deliberate choice of
a "sensitive indicator" of the balance of payments deficit, particularly
when the development to which it is supposed to point lags so far and
so uncertainly behind. The monetary authorities scarcely need to
have the figures grouped in this particular way for purposes of their
own analyses and operations.

And as far as alerting the public is concerned, this can be a two-
edged sword. It may, on the one hand, serve the constructive pur-
pose of developing the understanding and cooperation needed for
remedial action. But it may also touch off speculative activities and
create excessively pessimistic expectations in foreign official circles
and so aggravate the problem instead of merely calling attention to
it. I would, therefore, urge, if possible, neutrality rather than sensi-
tivity as the best guide to statistical practice in these matters.

The fifth and last main criticism which I would express regarding
the "liquidity" concept is that it may be misleading as a guide to
policy. To be sure, the same sort of doubt may be raised regarding
the deficit measured on any other basis, but I am particularly worried
by the implications of the "liquidity" concept in this regard.

If we were to take as our immediate objective an improvement of
$3 billion in the balance in relation to the 1964 results, I fear that we
would bring excessive pressure on a number of countries in a weak
position before the squeeze was really felt by the strong surplus
countries. I have spelled out this view somewhat more fully in a
recent paper attached as annex B.

If we think of the longer run, an even balance on the "liquidity"
definition would mean that foreign commercial banks, firms, and
individuals could increase their dollar working balances and other
funds here only at the expense of the official reserves of foreign coun-
tries. This might not be so unpleasant for us for a while, if only the
effects could be concentrated in the right places at the right time.
But as a continuing proposition, such an outcome would scarcely be
consistent with the growth of world trade and production.

Mr. Chittenden has just said that he sees no need to aim at a zero
balance if we continue to follow the "liquidity" concept. It does
seem to me in that connection that there is a little point in applyin
a definition of the balance of payments which tends systematically to
show a deficit if we then have to explain that the deficit doesn't
really mean what it seems to.

My concern as to the policy implications of the "liquidity" concept
may seem like borrowing trouble, since-at least until very recently-
we have fallen so seriously short of balancing our international ac-
counts. No one could say that we had been led to act with undue
vigor.

The basic reasons for the long duration of the problem have little
to do with the definition of the deficit, I believe, and can be summed
up as follows:

1. The difficulty of foreseeing at any one time during the last
half-dozen years the full sequence and strength of the changes
in the world to which we have had to adjust;

illl
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2. The special necessity for the United States, because of its
size, to try to avoid making adjustments at the expense of
weaker countries-a problem unique to the United States, as I
say, because of its size;

3. The possession 'of large reserves and borrowing privileges,
as a reserve center, relieving us of the necessity to make adjust-
ments more swiftly and ruthlessly.

Now, our room for maneuver has considerably shrunk, and we have
invoked far more vigorous and direct measures to correct the deficit.
The goals we set and the kind of guidance provided by the balance of
payments, therefore, become more crucial questions than before.

Mr. Chairman, in my written statement I go on to explain that I
still have a certain preference for the basic transactions concept.
Incidentally, the Bernstein Committee might well have noted that
this concept has been applied in another study well known to the
Joint Economic Committee; that is, the Brookings balance of pay-
ments study of 2 years ago.

I would, however, recognize that there may be practical difficulties
in the application of that concept. It is perhaps more useful as an
analytical tool than as a regular method of presentation. If there
must be only one measure of the deficit for purposes of publication,
I would tend to go along with the "official settlements" concept.

Senator PROXMIRE. You tend to go along with the Bernstein
position.

Mr. LARY. I think that the recommendation of the Bernstein
Committee would provide a more balanced definition of the deficit
than that to which I have just been voicing objections.

Even those who agree on the desirability of the change frequently
say that we should, nevertheless, wait for a more propitious moment;
that we should not make the change now because it might look as
if we were doctoring the figures. I do not know what the balance of
payments will look like this year, but there is one shift which seems
likely to me, and that is that the deficit will actually be smaller on
the definition now used by the Commerce Department than on the
''official settlements" basis.

This is because the rise in foreign private short-term funds here
was very, very large last year, and some reflux could be expected.
In addition, the likelihood is reinforced by the voluntary restraints
program inaugurated in February, which is bound to have the effect
of undoing some of the relationships that Mr. Chittenden referred to.
Incidentally, this may give a false impression of improvement in the
balance of payments to that extent.

Therefore, it seems to me that if the officers responsible for a
decision in this matter find a change desirable they may also find
this year a particularly good time to inaugurate the change. If
the "official settlements" approach produces the larger deficit, it
could scarcely be argued that the figures were being juggled.

Senator PROXMIRE. Thank you, Mr. Lary.

112
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PREPARED STATEMENT OF HAL B. LARY, AssOCIATE DIRECTOR OF RESEARCH,
NATIONAL BUREAU OF ECONOMIC RESEARCH 1

"The confusion concerning the meaning of a deficit or a disequilibrium in the
balance of payments is almost as old as the study of political economy." 2 If
that statement is no longer quite as true as it was when Professor Machlup wrote
it 15 years ago, the improvement is due in no small measure to the illuminating
contributions which we have had from Mr. Lederer both in developing and in
interpreting the statistics. And now we are further indebted to the able Com-
mittee headed by Mr. Bernstein for its judicious and informative report and
particularly for its efforts to appraise the meaning and the merits of different
definitions of a balance of payments surplus or deficit.

I

Many outside the professional field must wonder why it is that the theorists
and technicians experience such difficulty in arriving at a consensus in this matter
of definitions. The root of the difficulty is, I think, that everyone, both laymen
and economists, would like to have a measure of the surplus or deficit that could
be taken as a fairly close approximation of the real disequilibrium in a country's
international position.3 And yet no measure of the deficit, however defined, can
be relied upon for this purpose. Numerous adjustments would need to be made
made which, in fact, cannot be made except in qualitative terms or with a very
wide margin for error. To cite an old example, one would need to take account
of the relation between the level of employment and the level of imports and
exports. Countries may be importing less and exporting more, or importing more
and exporting less, than they would at normal levels of employment. One would
also want to allow for the effects of any special controls or restraints imposed on
imports or other payments. And one would want to sort out any special short-run
influences affecting the accounts. I would say, for instance, that late last year and
early this year we experienced a great flight of capital from this country-a flight
not of foreign but of U.S. capital and one inspired not by fear of the dollar but by
fear that restrictions of some sort were about to be imposed on further capital
outflows. Any measure of the deficit not adjusted for this situation could not be
relied upon to indicate the more fundamental elements in our international
position.

The impossibility of making such adjustments in the statistics means that the
technicians are forced to fall back on second best solutions, and that they have a
lot of room for honest disagreement. It is therefore appropriate that the Bern-
stein Committee should warn, as Mr. Lederer has warned before, that, "The
definition and measurement of a balance of payments surplus or deficit is a matter
of analysis rather than accounting." I Ideally, one might hope that the analysis,
conclusions and policy implications would be much the same regardless of which
concept of the deficit is taken as the starting point or, indeed, even if the figures
are not arranged so as to show any particular balance identifiable as the deficit.
The real world is rather different. The facts needed are hard to come by and
hard to interpret. As just one example, the Bernstein Committee rightly stresses
the serious deficiencies in the information available on relative prices.5 Other
aspects of competitiveness are even less subject to quantitative expression.
Analyses of the balance of payments problem therefore differ widely, and views
on policy seem to diverge even more.

These considerations do not mean that questions of definition and presentation
are unimportant. The least we can do is to try to ensure that the concepts em-
ployed are as logical as possible and that they do not themselves become sources
of any unnecessary confusion.

I This statement presents the views of the author and does not engage the responsibility of the National
Bureau of Economic Research.

X F. Machiup, "Three Concepts of the Balance of Payments and the So-Called Dollar Shortage," the
Economic Journql, March 1950.

a The Bernstein Committee, speaking of the problem of defining the deficit, goes so far as to say, "In the
Committee's view, the main purpose of a summary indicator of the balance of payments position should
be to indicate the extent of any disequilibrium that may exist in the country's international transactions."
(Report, p. 109.)

4 Report, p. 2.
«For information on a study by the National Bureau of Economic Research, see "International Price

Competitiveness: A Preliminary Report," Irving B. Kravis, Robert E. Lipsey, and Philip J. Bourque
(in press).
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II
The differences in the three concepts of the deficit discussed in the BernsteinCommittee's report turn essentially on the treatment of private short-term capitalmovements. As frequently noted, the treatment accorded by the CommerceDepartment's Balance of Payment Division under the "liquidity" concept isexplicity asymmetrical, U.S. private short-term capital going above the line andforeign private short-term capital going below it. The 'official settlements"

concept would remove this asymmetry by putting both elements above the line,and the "basic transactions" concept would do so by putting both below the line.These are the most essential and characteristic differences in the presentation ofthe figures, though questions also arise concerning the treatment of the errors and
omissions item and various lesser matters.These differences in statistical presentation reflect some important differences inviews, or at least in emphasis, concerning the most significant characteristics ofprivate short-term capital. As I see it, the liquidity concept focuses on the riskof disruptive withdrawal of foreign private short-term capital and accords thistype of capital flow a treatment different from that given to other private capitalflows. The official settlements concept stresses conformity to ordinary marketforces and makes no major distinction between United States and foreign privateshort-term capital in this regard. And the basic transactions concept, at least asI have used it, attributes particular significance in both cases to sensitivity to
monetary policy.

There is something to be said for each of these ways of looking at private short-term capital, and one aspect does not exclude another. The question is whetherone or another is sufficiently dominant or typical to provide the main organizing
principle for the presentation of the balance of payments.

III

As I understand it, the "liquidity" criterion, in putting changes in foreign privateliquid dollar balances below the line, treats additions to these holdings as a passiveand probably temporary acceptance by foreign banks and other private foreignersof part of the backwash of excess dollars generated by the deficit on items placedabove the line. The other part of this excess would be that accruing to foreigncentral banks in the form of additions to their own dollar or gold holdings as theyengage in operations to prevent the foreign exchange value of their currencies fromrising above the prescribed limits. The "liquidity" concept sees no essential dif-ference between these two parts. Even if there is a genuine rise in foreign privatedemand for dollars to be held as working balances or for other purposes, this de-mand is regarded as unstable and unreliable. Each increment adds by so muchto the potential claim on our own reserves. Some of these balances nominally
privately owned may, in fact, already belong to foreign central banks or be subjectto their control. Other privately owned funds may be withdrawn from thiscountry in response to a tightening of credit or other measures by foreign monetaryauthorities. Or, on their own initiative, foreign commercial banks and otherprivate holders may at some point elect to reduce their dollar balances as othercurrencies become more acceptable and usable in international finance. In theworst case, which becomes more likely as foreign balances here rise, the ownersmay lose confidence in the dollar and start a self-aggravating exodus. Dollars
withdrawn for any of these reasons accrue to foreign central banks and become,actually or potentially, a direct claim on our gold reserves.

In this view of the matter, it is prudent to treat a rise in foreign private dollarbalances from the outset as an impairment of our international liquidity positionrather than wait for the dollars to be shifted over to foreign central bank accounts
here. The "liquidity" concept is thus considered by its proponents to provide"the most sensitive indicator" of shifts in this country's international financialposition and a "relatively early signal" of the need for analysis and possible cor-rective action. Failure to provide such advance warning, it is said, "would
deprive the monetary authorities of the opportunity to take corrective actions inanticipation of reserve losses, in time for such actions still to be constructive,
and it would also fail to alert the public that such actions were needed." 8No one acquainted with international monetary history would deny the exist-ence of the risks to which the "liquidity" concept is addressed. The monetary
authorities of any country must be alert to these contingencies. It is elementary
* Quotations are from Walther Lederer, "The Balance of U.S. Payments: A Statement of the Problem"(in The Dollar in Crisis, Seymour E. Harris, editor, 1961), p. 120, and The Balance on Foreign Transactions:

Problems of Definition and Measurement, Princeton University, 1963, p. 65.
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that their policies must be such as to prevent unduly large and protracted losses
of reserves, if their intention is to maintain the currency at the existing foreign
exchange level. And we must agree that in our recent experience reserve losses
have indeed been large and protracted.

Granted all this, it does not necessarily follow that changes in international
liquidity, as defined by the Commerce Department, should serve as the organizing
principle for the balance of payments. For one thing, the monetary authorities
themselves have more direct, immediate and detailed information on changes in
foreign private liquid balances than that given in the balance of payments. For
another thing, alternative concepts of the deficit do not call for suppression of any
of the data on this subject now published or for any neglect of the subject in the
analysis. But there are other more specific reasons for questioning the validity
of the present method of measuring the deficit. I shall give them as briefly as
possible, because many of the relevant facts have been covered in the Bernstein
Committee's report and in the hearings held here on May 11 and also because I have
developed my own views at some length in a study published by the National
Bureau of Economic Research 2 years ago, excerpts from which are attached to
this statement (annex A).

First of all, it seems to me that the "liquidity" criterion, focusing as it does
on the risk of withdrawal, gives inadequate recognition to the positive reasons
causing foreign banks, firms, and individuals to acquire and hold dollars, and that
it underrates the substantial and continuing advantages of the dollar and of the
U.S. money market as a medium and a place for investing liquid resources. An
informative exposition on this subject is given in a recent paper by Fred H.
Klopstock, Manager of the Research Department of the Federal Reserve Bank
of New York.7 More information and more research are needed, but I think
we already know enough to see that there are good reasons behind the long-term
growth revealed by the charts on pages 112 and 114 of the Bernstein Committee's
report. In his Princeton paper 2 years ago, Mr. Lederer stressed the long-term
growth, with few reversals, of U.S. short-term assets abroad. It would seem that
the point is no less valid with regard to foreign short-term assets here. I scarcely
need add that the dollar volume of international trade and other transactions
has also risen rapidly over this period. Again, I am not suggesting that we can
afford to take a carefree view of our responsibilities in these matters. But
neither must we look on every dollar of increase in foreign private short-term
investments here as bringing a day of reckoning that much nearer.

On the other hand, it may well be that the increase in foreign private liquid
dollar balances during the last several years is considerably overstated, with the
effect of overstating also the deficit as measured on the "liquidity" concept.
This is my second main doubt about the concept: that it may be a good deal less
accurate in measuring what it seeks to cover than commonly supposed. A
principal reason for thinking so relates to the "errors and omissions' item, dis-
cussed in chapter 7 of the Bernstein Committee's report. In the nature of the
case, one cannot say anything for sure about this residual item. And yet its
pattern through time, as shown in the chart on page 86 of the report, is strongly
suggestive of large unreported capital inflows through the period 1934 to 1959,
with heavy concentrations at times of political and financial disturbances abroad.
The abrupt shift in the errors and omissions item to a large debit starting in 1960
is in keeping with this view, since the reversal followed the return to currency
convertibility by Western European countries and the stabilization of the French
franc in particular. Whatever other factors may have contributed to this change,
including unrecorded outflows of U.S. private capital, it seems plausible that
there have been substantial unrecorded outflows of foreign private capital since
1960. If we knew the facts, therefore, the net increase in foreign private liquid
claims here during the last 5 years might well prove to be much smaller than
appears from the reported data. It may be, of course, that the unrecorded foreign
funds p resumed to have been withdrawn would not have been classed as "liquid."
But that possibility underlines, in my view, the unsatisfactory nature of the
"liquidity' criterion as an organizing principle for the statistics. It is narrowly
defined for its indicated purpose and leaves out elements that would figure impor-
tantly in a liquidity crisis, if it should come to that. I have in mind foreign-
owned stocks and bonds and the famous "leads and lags" which develop on ordi-
nary commercial payments, not to mention the American liquid capital which
could come on the market in such an eventuality.

My third criticism of the "liquidity" concept is that it needs reconsideration to
take account of the impressive cooperation achieved between U.S. and foreign

7 "The International Money Market: Structure, Scope, and Instruments," Journal of Finance, May 196s.
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monetary authorities in countering disruptive shifts of private liquid funds.
Europ can countries gaining reserves have shown themselves, I think, anxious to
avoid complicating matters by attracting private funds. The most effective
measures of cooperation have been the currency swaps and forward operations in
the foreign exchange market, on which Mr. Coombs of the Federal Reserve Bank
of New York has periodically reported. More needs to be done, particularly in
the coordination of credit policies on both sides. Perhaps we are at a point where
more progress in this respect, too, is possible, now that some slack has developed
in the Italian and French economies and that, on our side, we may be able to rely
more on tax and budget policies for domestic expansion. But we have already
gone far enough in international cooperation, I think, to render obsolete the view
that the policies of foreign monetary authorities can only complicate rather than
alleviate our problems.

My fourth criticism follows from the first three. This is that the "liquidity"
criterion may be unreliable as a "sensitive indicator" and "early signal." Sensi-
tivity is not necessarily a virtue in a statistical series. Let me quote in this con-
nection from a document well known to the Joint Economic Committee; that is,
the report on "The Price Statistics of the Federal Government," prepared several
years ago by the Price Statistics Review Committee of the National Bureau of
Economic Research at the request of the Bureau of the Budget. In the chapter
on wholesale prices (page 68), the report comments:

"The literature abounds with statements of the need for a sensitive price index
which measures the immediately current or prospective movements of wholesale
prices, as a guide in policy formation and in predicting business movements * * *
Often what seems to be implied is that the index number should be based upon
prices which change often or by relatively large amounts * * * . Sensitivity in
this context means only exaggeration, and it is difficult to see any purpose in exag-
gerating current price movements."

I would hold the same doubt with regard to the deliberate choice of a "sensitive
indicator" of the balance of payments deficit, particularly when the development
to which it is supposed to point lags so far and so uncertainly behind. The mone-
tary authorities scarcely need to have the figures grouped in this particular way
for purposes of their own analyses and operations. and as far as alerting the pub-
lic is concerned, this can be a two-edged sword. It may, on the one hand, serve
the constructive purpose of developing the understanding and cooperation needed
for remedial action. But it may also touch off speculative activities and create
excessively pessimistic expectations in foreign official circles and so aggravate the
problem instead of merely calling attention to it. I would, therefore, urge neutral-
ity rather than sensitivity as the best guide to statistical practice.

The fifth and last main criticism which I would express regarding the "liquidity"
concept is that it may be misleading as a guide to policy. To be sure, the same
sort of doubt may be raised regarding the deficit measured on any other basis, but
I am particularly worried by the implications of the "liquidity" concept in this
regard. If we were to take as our immediate objective an improvement of $3
billion in the balance in relation to the 1964 results, I fear that we would bring
excessive pressure on a number of countries in a weak position before the squeeze
was really felt by the strong surplus countries. I have spelled out this view some-
what more fully in a recent paper attached as annex B. If we think of the longer
run, an even balance on the "liquidity" definition would mean that foreign com-
mercial banks, firms, and individuals could increase their dollar working balances
and other funds here only at the expense of the official reserves of foreign countries.
This might not be so unpleasant for a while, if only the effects could be concen-
trated in the right places at the right time. But as a continuing proposition, such
an outcome would scarcely be consistent with the growth of world trade and
production.

My concern as to the policy implications of the "liquidity" concept may seem
like borrowing trouble, since-at least until very recently-we have fallen so
seriously short of balancing our international accounts. No one could say that
we had been led to act with undue vigor. The basic reasons for the long dura-
tion of the problem have little to do with the definition of the deficit, I believe,
and can be summed up as follows:

(a) The difficulty of foreseeing at any one time during the last half-dozen
ears the full sequence and strength of the changes in the world to which we

have had to adjust;
(b) The special necessity for the United States, because of its size, to try

to avoid making adjustments at the expense of weaker countries;
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(c) The possession of large reserves and borrowing privileges, as a reserve
center, relieving us of the necessity to make adjustments more swiftly and
ruthlessly.

Now, our room for maneuver has considerably shrunk, and we have invoked
far more vigorous and direct measures to correct the deficit. The goals we set
and the kind of guidance provided by the balance of payments, therefore, become
more crucial questions than before.

IV

If one is troubled by the doubts I have expressed regarding the ambivalent
treatment of private short-term capital under the "liquidity" concept, the ques-
tion is which way to move to obtain a more balanced and symmetrical treatment.
On the "official settlements" basis recommended by the Bernstein Committee,
foreign private short-term capital would go above the line along with private
U.S. short-term capital as ordinary transactions. Only changes in official re-
serves (along with special intergovernmental transactions) would go below the
line. In support of this treatment, the report states: 8

"The size of these transactions in international reserves provides the best
available measure of the market intervention that has been necessary, of the
gaps that have had to be filled, and hence of payments disequilibria."

This exclusive emphasis on changes in official reserves may be justified by
practical considerations. But it fails to take into account that market interven-
tion by the monetary authorities assunmes the form not only of direct purchases
and sales of gold and foreign exchange but also of changes in credit conditions
affecting private capital flows. Let me quote what Mr. Bernstein himself said
on this subject a few days ago in his testimony before the Subcommittee on
International Finance of the Senate Committee on Banking and Currency:

"One of the purposes, and one of the principal effects, of monetary policy is
to induce a desired change in foreign private holdings of dollars. I believe that
an analysis of the behavior of the liquid assets of foreign commercial banks and
other foreign private holders will show that they have been responsive to U.S.
monetary policy and that they are a major justification for the use of monetary
policy as an instrument for improving the U.S. balance of payments."

Later in the same statement, speaking of the new voluntary program to
reduce capital outflows, Mr. Bernstein said:

"Credit policy should be used to reinforce the voluntary program by slowing
down the growth of bank reserves, so that banks do not have so much funds that
they can lend too freely abroad, and by holding up money market rates in this
country, in order to narrow the interest differential which attracts large sums
from U.S. nonbank concerns to foreign financial centers. Incidentally, such a
credit policy will also provide a greater inducement for foreign commercial banks
and other private foreigners to hold more dollars in our banks and in our mon ey
markets."

It is considerations of this nature which led me to invoke the criterion of
"sensitivity to monetary policy" and to place all private short-term capital
movements, both United States and foreign, below the line along with official
settlements. The "basic transactions" then go above the line. This approach
does not require, of course, that all elements included in short-term capital be
equally responsive to monetary policy. Nor does it mean that the United States
must be able to liquidate today what it loaned only yesterday. It is sufficient
under all ordinary circumstances that monetary policy be able to act on the mar-
gins, to reduce the outflow of U.S. short-term capital and increase the inflow of
foreign short-term capital, or vice versa, as the case may be.

The advantage of the "basic transactions" approach is that it does not confuse
temporary accommodations in short-term capital flows with more fundamental
adjustments in the items above the line. By contrast, the "official settlements"
presentation seems to assign the same value to an increase in receipts of foreign
short-term money as it does to an increase in earnings from exports of machinery.

It, therefore, still seems to me that the "basic transactions' method is a useful
way of presenting the figures and provides a good starting point for analysis.
I may also note, especially since the Bernstein Committee's report failed to do so,
that essentially the same organizing concept was used 2 years ago in another
study well known to the Joint Economic Committee; that is, the Brookings
balance of payments study 9 prepared by another group of able economists
headed by Walter Salant. I suspect, therefore, that good use will still be found

Report, p. 110.
'"The United States Balance of Payments in 1968," Washington, 1963.
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for this approach and that it may be improved as an instrument of analysis with
further research on the behavioral characteristics of the capital and other items.

On the other hand, I do recognize that difficulties arise in the regular application
of the basic transactions concept. Other types of capital movements, in addition
to short-term, respond in some measure to monetary policy. And the treatment
of errors and omissions raises difficult questions. As a practical matter, therefore,
I support the adoption of the official settlements concept, if indeed practice
must settle on only one definition.

Even on the part of those who agree on the desirability of a change, it is some-
times suggested that it should not be done now but only later after our inter-
national payments come into better balance. Otherwise, it is said, we will be
suspected of doctoring the figures. I do not know how close we may come to a
balance this year. But one shift which seems to me very likely is that the deficit
may well be smaller on the present definition than on the official settlements
basis. This expectation is prompted by the fact that the increase in foreign
private short-term balances was so very large last year and by the further fact
that they will now feel the effects of our own voluntary restraints program. I
therefore expect that these foreign private balances will decline this year, and
consequently that the deficit will be smaller if we continue to enter these items
below the line than if they go above it. It therefore seems to me that, if the
officers responsible for a decision in this matter find a change desirable, they
may also find this year a particularly good time to begin the change. If the
official settlements approach produces the larger deficit, it could scarcely be
argued that the figures were being juggled.
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Annex A to prepared Statement of Hal B. Lary

[Page 11 to 22 from Chapter II and all of Appendix A from Problems
ofthe United States as World Trader and Banker, by Hal B. Lary, Na-
tional Bureau of Economic Research, 1963.]

Chapter II

Sketch of the Balance of Payments
Since the War

An appraisal of our international payments position needs to take
account of the way it has evolved in recent years and of the varied
forces which have shaped its development. The point of central interest
is the size and persistence of the deficit. Section 1 of this chapter traces
the course of the deficit over the postwar period and considers some
of its cumulative effects, and is also concerned with the concept of
the deficit and how the deficit appears according to alternative methods
of measurement.' Section 2 reviews our balance-of-payments experience
more broadly and relates developments in our foreign trade and other
transactions to the course of events in the United States economy and
in the rest of the world. Section 3 discusses the problem of making
valid generalizations about our balance-of-payments position and how
it has altered over the postwar period.

1. The Concept and Evolution of the Deficit

DIsTINCrON BETWEEN LIQUm CAPrrAL MovsMEN Ts
AND OT0m TRNsAcnroNs

The approach taken here reflects the view that it is useful to
distinguish flows of liquid capital from other transactions in the balance
of payments. In recent years, liquid funds have proved to be extremely
mobile, as evidenced by the data given in Table 1 on the large
recorded flows of United States and foreign private short-term capital

, For a fuller discussion of concepts and methods of measurement of the
balance of payments, see Appendix A.
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TABLE 1

EVOLUTION OF T1E DEFICIT IN THE U.S. BALANCE OF PAYMENTS
ON THREE CONCEPTS

(millions of dollars)

Unrecorded
Trans-
actions
(errors

and
omissions)

(3)

- 21
477
601
339
173
503
543

1,157
488
412

- 592
- 602

- 696

4
- 140
- 159
- 297
- 29
- 366

193

- 400

106
- 134

- 494

2,956
3,772

- 816

Deficit (-) on
Commerce

Department's
Definition
(1+2+3)'

- 3,580
- 305
- 1,046
- 2,152
- 1,550
- 1,145
- 935

520
- 3,529
- 3,743

(-4,178)h
-3,925
- 2,461

(- 3,150)b
-1,895
- 2,62a4)b

- 680
- 775
-1,157
-1,313
- 319

176
( 548)h
- 910

(- 835)h
-1,408

(- 1,448)h
_ 476
- 226

(- 302)h
- 719

(- 1,190)b

-25,272
-10,193
-15,079

Period

1950
1951
1952
1953
1954
1955
1956
1957
1958
1959

1960
1961

19621

QuartersJ

1960 I
* II

III
IV

1961 1
11

III

IV

1962 I
II

HIP

Cumulative
totals

1950-1962k
1950-1957
1958-1962k

Deficit (-)
on Basic
Trans-
actionsa

(1)

- 3,432
- 717
- 1,599
- 2,608
- 1,054
- 1,461
- 1,021
- 449
- 3,655
- 4 a232
- 4,667)h
- 1,900
- 527

(- 1,216)h
- 573

(-1,302)h

- 581
- 375
- 443
- 501

116
858

(134)h
- 868

(- 793)h
-633

(- 673)h
- 268
- 1Wa

(_ 186)h
- 52

(_ 523)h

-23,085
-12,341
-10,744

Recorded Net
Outflow (-)

of U.S.
Private

Short-Term
Capitalb

(2)

- 127
- 65
- 48

117
- 669
- 187
- 457
- 188
- 362

77

-1,433
-1,332

- 626

- 103
- 260
- 555
- 515
- 406
- 316

- 235

- 375

- 314
18

- 173

-5,143
-1,624
-3,519

(continued)

12
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TABLE 1 (concluded)

Increase in U.S. Liquid
Liabilitiesd to Other

Than Foreign Monetary
Authorities

Commercial
Banks Other
(5) (6)

303 -35
498 345

31 193
-59 107
-41 68

414 -10
419 255

50 575
48 454

1,140 320

104 257
615 587

-60 387

457
132

5
-490
- 19

414

154

66

429
-256

-218

3,477
1,615
1,862

- 19
203

- 47
120

-55
156

80

406

263
246

-219

3,406
1,498
1,908

Deficit (-)
on Official

Settlements
Basis

(4 +5t 6
)e

- 3.312
538

- 822
- 2,104
- 1,523
- 741
- 261

1,145
- 3,027
- 2,283
-2,718)h
-3,564
- 1 259

- 1,948)h
-1,689
-2,418)h

- 203
- 556
-1,233
-1,572
- 382

659
(_ 65)h
- 675

(_ 600)b
- 861

(- 901)h
230

- 322
(- 398)h
-1,175

(- 1,646)h

-18,480
- 7,080
-11,400

Increase in
U.S. Liquid
Liabilitiesd
to Foreign
Monetary

Authoritiesf
(8)

1,569
-485
1,201

943
1,225

700
567

-347
752

1,552

1,862
517

979

153
462
596
651
36

-329

405

405

-420
529

625

10,790
5,373
5,417
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Period

1950
1951
1952
1953
1954
1955
1956
1957
1958
1959

1960
1961

1962i

Quartersi
1960 I

II
'III
IV

1961 1
II

III

IV

1962 I
II

IIP

Cumulative
totals

1950-1962k
1950-1957
1958-1962k

121

cold
Sales or

Purchases
(-) by the

United
Statesg

(9)

1,743
-55
-379
1,161

268
41

-306
-728
2,275

731

1,702
742

710

50
94

637
921
346

-330

270

456

190
-207

550

7,690
1,707
5,983

-
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NoTEs To TABLE 1

aGoods and services (including military expenditures), government grants
and capital, and private long-term investment. -

b Lcss net inflow of funds through changes in foreign commercial credits to
the United States (these changes being netted out in column 2 rather than included
in columns .5 and 6 in order to conform to the Commerce Department's present
method of calculating the deficit).

cEquals, with signs reversed, sum of columns 5, 6, 8, and 9. But see notes
i and j.

d As defined by the Commerce Department, liquid liabilities include foreign
holdings of deposits, U.S. Treasury bills and certificates, bankers' acceptances,
commercial paper, and other short-term claims on the United States (and also
foreign holdings of U.S. government bonds) as reported by banks in the United
States, government agencies, and nonfinancial concerns (i.e., exporters, importers,
and industrial and commercial firms). For the years 1950-1954 it is assumed that
all transactions of foreign countries in U.S. government bonds were for the account
of foreign monetary authorities; thereafter an estimated division is made between
these and other accounts.

eEquals, with signs reversed, sum of columns 8 and 9.
f Includes changes in U.S. liquid liabilities to the International Monetary Fund.
gIncludes, beginning March 1961, changes in holdings of foreign convertible

currencies by the U.S. monetary authorities.
h Figures adjusted to exclude effects of unscheduled repayments of foreign obli-

gations to the U.S. Government, as follows: 1959, $150 million in first quarter and
$285 million in fourth quarter; 1961, $724 million in second quarter, of which $75
million was advanced from the third quarter, and $40 million in the fourth quarter;
1962, $76 million in the second quarter and $471 million in the third quarter.

i First nine months (preliminary data) at annual rate, seasonally adjusted
except as explained in note j.

JColumns 1 to 4 are seasonally adjusted. (Quarterly figures in columns 5, 6,
8, and 9 add to the amounts given in column 4 before seasonal adjustment of the
latter.)

kThrough third quarter of 1962.
P Preliminary data.

SOURCE: U.S. Department of Commerce.
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as well as by the capital movements which may be inferred from the
behavior of unrecorded transactions (that is, errors and omissions).2
The monetary authorities are accordingly confronted with new prob-
lems because of their ability to influence the cost and availability of
credit and, hence, to affect the conditions determining international
flows of liquid funds.

This is not to say that variations in the size and direction of liquid
capital movements are to be explained only, or mainly, by changes in
relative interest rates at home and abroad. The determining conditions
are varied and variable. The steps towards external ("nonresident")
currency convertibility taken by most Western European countries at
the end of 1958 and subsequently by Japan were especially important
both in enabling their banking and business concerns to increase
working balances in the United States and in removing an obstacle to
the extension of American credits to these countries. Changes in the
value of several leading currencies and speculation of varying intensity
in these and other currencies, including the dollar, have also been
important influences, along with more usual economic forces affecting
the demand for credit and the flow of funds. Moreover, changes in
credit conditions in different countries will have more effect on some
kinds of capital flows than on others. To allow for such factors is,
however, a very different matter than to conclude that-under any
given set of circumstances-a change in interest rates in the United
States compared with those in other financial centers would have little
effect on capital flows between them or on the relative size of their
credit extensions to third countries.

Other sectors of the balance of payments are subject to a different
or wider range of economic forces, as in the case of foreign trade and
investment, or are determined essentially by political objectives, as
in the case of economic aid and military expenditures abroad. Respon-
sibility for policies affecting these different activities is dispersed,

2 It is usual to define liquid capital movements in terms of the characteristics
of the assets acquired-that is, whether or not the assets can be turned into cash
quickly and without appreciable loss. The United States monetary authorities may.
however, be more concerned with keeping fresh outflows of liquid funds from
becoming unduly large than with the possibility of obtaining the liquidation and
return of American funds which have already been placed abroad. From this point
of view, one may think of liquid capital movements as embracing more or less the
whole of so-called "short-term" capital movements, and some types of 'long-term"
capital movements as well.
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except as they are coordinated at the highest levels of government.
Monetary policy has little or no effect on some of these items and
influences others only indirectly and gradually through changes in
incomes, prices, and profits. From the standpoint of balance-of-payments
objectives, these various types of transactions tend to be slow to adjust
in the desired way and sometimes act perversely. It is, however, also
appropriate to describe them as "basic transactions," since their com-
bined behavior provides a measure of the adequacy of this country's
competitive strength and its ability to defend the value of its currency.

This does not mean that an even balance on basic transactions
is necessarily a sufficient goal of policy. An appropriate objective in
this regard would have to be determined in the light of various con-
siderations, including views and policies with respect to the size of
liquid capital flows.3 The distinguishing feature of the latter as con-
trasted with basic transactions is, however, that the monetary authorities
have the possibility of acting quickly so as to keep outflows of liquid
funds within tolerable limits and ward off excessive demands on gold
arising from this source. A solution to the payments problem need not
therefore require raising the surplus on goods and services by enough
to cover these flows along with all the other more stubborn burdens
resting on the balance of payments.

The size of the problem presented by liquid capital flows is inade-
quately revealed by the data provided through the reporting network
of banks and business concerns in this country. Americans may, for
instance, hold deposits directly in foreign banks rather than through
American banks, or buy and sell other foreign assets through channels
wvhich pass outside the reporting system. Similar possibilities exist with
respect to shifts of foreign capital into and out of the United States.
A clue to such transfers may be found in the balance-of-payments entry
for "unrecorded transactions," though this residual item registers the
net effect of all errors and omissions, wherever they may arise in the
balance of payments, and could not be attributed only to unreported
capital movements. The play of capital movements is, however, sug-
gested by the sudden shift in this item after 1959. Though varying in

3 Thc composition of liquid capital movements is also important since, depend-
ing on their nature, they may affect the availability of funds for payments on basic
transactions. To take one example, further commented on belowv, the growth of
American credits to Japan in 1960 and 1961 undoubtedly contributed to the rise
in United States exports to that country.
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size from year to year, it had been regularly positive in sign, indicative
of net unrecorded receipts, during the whole of the period 1951 to
1959 (Table 1), and averaged some $500 million per year. It then
shifted abruptly to a minus quantity of approximately $600 million in
both 1960 and 1961 and even more in 1962 on the basis of data for
the first nine months. This turnabout of $1.1 billion gives some reason
to suppose that the large negative residuals which started in 1960
may considerably understate the amount of unreported capital outflows
and their contribution to the large deficits of the last three years as
measured by the Commerce Department.4 Philip Bell, in a correlation
analysis covering the period 1952-1961, found that the entry for unre-
corded transactions had, in fact, varied closely with the reported move-
ments of United States private short-term capital, and he estimated
that the amount of unreported capital flow of this nature was well in
excess of $1 billion in both 1960 and 1961.5

THE SIZE AND CUMULATivE EFFECr OF THE DEFICIT

Table 1 shows the balance on basic transactions as here defined,
comprising exports and imports of goods and services, government

4 This reasoning presupposes that the errors and omissions which accounted
for the plus residuals in the 1950's (and which could represent either an under-
estimate of receipts or an overestimate of payments on "recorded" transactions)
have persisted on into later years, but, since 1960, have been outweighed by
unrecorded capital outflows. As an alternative, or complementary, explanation, it
is possible that the phenomena responsible for the residuals have now been reversed.
Thus, there is good cause to think that, in the earlier period, Europeans wanting
to escape exchange controls or the risk of devaluation, and Latin American dictators
or others wanting to hedge against the future, acquired assets in the United States,
and that they may now have ceased to do so or even shifted funds from the United
States to other countries. Many such transactions would have been handled through
domestic names and addresses or in other ways so that both the earlier inflows and
the later outflows of funds would have escaped the reports filed by American banks
and businesses on their liabilities to foreigners or other records of capital movements.

5 Philip W. Bell, "Private Capital Movements and the U.S. Balance-of-Pay-
ments Position," in Factors Affecting the United States Balance of Payments (Joint
Economic Committee), Washington, December 1962, pp. 395-481. Bell reports a
particularly close relation between unrecorded transactions and (1) claims on
Canada and Europe reported by nonfinancial concerns in the United States and (2)
foreign-currency claims on Canada reported by United States banks. His study also
contains a useful statement of the reasons why capital movements may fail to be
caught by the reporting system. For a fuller statement of the sources of errors and
omissions in the estimates, see Walther Lederer, "Measuring the Balance of Pay-
ments," American Statistical Association, 1961 Proceedings of the Business and
Economics Statistics Section, Washington, 1962, pp. 42-44.
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grants and capital, and private long-term investment. It also shows
the balance including, in accordance with the Commerce Department's
practice, transfers of United States private short-term capital and
unrecorded transactions. When the net flow on these latter items is
inward, as was generally true of the 1950's, the adverse balance on the
Commerce Departments definition is smaller than that on basic trans-
actions. The opposite result ensues when these flows are outward, as
in 1960 and 1961.

Without exhausting the range of possibilities, Table 1 presents
the balance according to yet another concept-that is, on the basis of
"official settlements." The rationale of this concept is that changes in.
liquid liabilities to foreign private holders6 are not merely a passive
consequence of the state of the United States balance of payments, as
might-be true of changes in the reserves of the monetary authorities,
but reflect rather the positive interest of foreign commercial banks,
business concerns, and other holders in increasing or, on occasion,
decreasing their working balances and other liquid assets in dollars.
Changes in these assets, like those in United States private short-term
claims on other countries, would therefore be entered in the balance
of payments before computing the deficit or surplus, leaving gold sales
or purchases and changes in the liquid claims of the monetary authori-
ties as the direct measure, with signs reversed, of the balance.

The "official settlements" measure of the balance is, however,
deficient in that some central banks, in addition to their direct dollar
claims on the United States, have come to hold important dollar balances
through commercial banks in their own or other countries. 7 An uncertain
but apparently significant part of what appears in United States sta-

6 See Table 1, columns 5 and 6. In addition to nonbanking concerns and
private individuals, column 6 includes foreign government agencies other than
central banks and treasuries, and international organizations other than the Inter-
national Monetary Fund.

I Oscar Altman estimates that the central banks and monetary authorities of
twenty or twenty-five countries hold deposits of dollars or sterling (mainly dollars)
outside the United States and the United Kingdom, respectively. He further esti-
mates that these official dollar deposits account for the greater part of the dollar
funds employed in the "Euro-dollar market"-that is, the multibillion-dollar inter-
national money market developed during the last four or five years by commercial
banks in London, Montreal, Paris, and other financial centers for deposit and loan
operations in U.S. dollar funds. See Oscar L. Altman, "Recent Developments in
Foreign Markets for Dollars and Other Currencies," in Factors Affecting the United
States Balance of Payments (Joint Economic Committee), Washington, December
1962, pp. 483.523.
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tistics as liabilities to foreign commercial banks therefore really belongs
to central banks. Shifts between official and private dollar accounts in
the United States may occur for other reasons as well, so that it be-
comes difficult to assign a clear meaning to changes in these separate
categories.8

All three concepts of the balance of payments portrayed in Table 1
are alike in showing deficits most of the time, and very large cumulative
deficits, over the period 1950 through the first nine months of 1962.
The cumulative deficit is largest on the Commerce Department's defi-
nition, amounting to $25.3 billion, of which $15.1 billion is accounted
for by the last four and three-quarters years. The cumulative deficit
on basic transactions is only moderately smaller for the whole of
the period, but with rather more of it in the earlier part and some $10.7
billion in the later part. As measured by official settlements, the cumu-
lative figure for the twelve and three-quarters years is $18.5 billion,
or considerably smaller than on either of the other two bases, but that
for the later part of the period is slightly larger than the deficit
on basic transactions. In all cases the deficits for some of the more
recent years are greater still if the figures are adjusted, as also indicated
in the table, to exclude advance repayments of foreign debt to the
United States Government.

As noted in Chapter I, the balance-of-payments deficits incurred
prior to the Suez crisis of 1956-57 served an essential purpose in enabling
other countries to rebuild their monetary reserves and in laying the basis
for the subsequent restoration of currency convertibility. Under these
circumstances, the deficits of that period could scarcely be regarded,
even now, as early evidence of some competitive inadequacy, especially
in view of the prevalence at that time of discrimination against imports
from the dollar area. But they may nevertheless have contributed
significantly to our subsequent difficulties by permitting the balance

8 This problem is illustrated by the following passage from the International
Monetary Fund's Annual Report 1962, p. 171: "Because world reserves conven-
tionally cover only official holdings, their size is affected by transactions between
the official sector and the private bank and nonbank sectors. Shifts of this sort may
reach significant proportions. In December 1961, for example, the German commer-
cial banks converted into deutsche mark foreign assets in excess of $600 million for
seasonal requirements, including window dressing purposes. Most of this was
reflected in an increase in the Bundesbank's net reserves. An even larger amount
of such assets was deposited abroad by the commercial banks in the following month.
If it had not been for this single factor, world official exchange holdings would have
shown only a very small increase during 1961."
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of payments to assume a structure which, with the added burdens
and increased foreign competition of later years, has proved difficult
to correct

Though the deficits registered since the Suez crisis have been large
by any standard, they show a rather different size and evolution accord-
ing to which of the three concepts is considered. They appear largest
and most stubborn on the method of measurement employed by the
Commerce Department. On this basis, and adjusted to exclude debt
prepayment to the United States Government, the deficit reached a
peak of $4.2 billion in 1959, remained over $3 billion in 1961, and was
still at an annual rate of $2.6 billion in the first nine months of 1962.
On the basic transactions concept, and again adjusted to exclude debt
prepayment, the deficit was as high as $4.7 billion in 1959 but fell to
$1.9 billion in 1960 and to an even lower level in 1961 and 1962.
Measured by official settlements, the deficit rose to a peak of more
than $3.5 billion in 1960, dipped below the $2 billion level in 1961,
but then rose again to a rate of $2.4 billion on the average for January-
September 1962.

All three methods of measurement thus show a decline in the
deficit in the last two years compared with earlier levels. The improve-
ment has not yet gone far enough, however, to preclude a further
deterioration in our reserve position. The composition of official settle-
ments given in Table 1 is of interest in this regard. Of the cumulative
total of these settlements from 1950 to 1956, about 30 per cent was in
gold and the remainder in the form of increases in the liquid dollar
assets of foreign and international monetary authorities. For the period
1958 through September 1962, more than 50 per cent wvas in gold. This
change seems to suggest that, as the cumulative effect of the United
States deficits and the rise in other countries' reserves, foreign monetary
authorities have become more disposed to regard gold as the preferred
means of receiving settlement.9

Evidence which runs "contrary to a so-called 'rush' to obtain gold"
has been developed by Oscar Altman in an analysis of the relation

9 The share of gold in official settlements could also vary, without signifying
{I shift in foreign preferences, if in one period gains in reserves accrued chiefly to
countrics which hold their reserves largely in dollars and in another period to
coiuitriCs which hold them predominantly in gold. For an analysis of central bank
practices in this regard, see a forthcoming study by Peter B. Kenen, Reserve-Assets
Preferences of Central Banks and Stability of the Gold-Exchange Standard, Prince-
ton Studies in International Finance No. 10.
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between United States gold movements and the size of its balance-of-
payments deficit or surplus as measured by official settlements. On the
basis of the relation for the period 1946 to 1961 (depicted in Chart 3),
Altman found that, as long as official settlements made by the United
States did not exceed $350 million per year, other countries added these
receipts to their dollar balances rather than take gold, but that each
increment in official settlements above that level was effected to the
extent of some 55 per cent in gold.10 It would therefore be the increased
size of the United States balance-of-payments deficits after 1957 rather
than a shift in foreign preferences that explains the higher proportion
settled in gold.

Altman's results would not appear, however, to eliminate the
hypothesis that the preferences of foreign monetary authorities have
shifted toward gold. If the points for the years 1949 to 1956, designated
by circles in Chart 3, are looked at in isolation from those for other
years, they do not show a very clear pattern." Six of the eight years
form a cluster from which no dominant relation emerges, and the gold
outflow for the whole of the 1949-1956 period was smaller, and that
for 1958-1961 larger, than would be indicated by Altman's equation.
Irrespective of whether or not there has been a shift in foreign prefer-
ences, however, the more important conclusion suggested by Altman's
analysis is that the United States could scarcely expect to continue to
run large deficits without further substantial gold losses.

10 See Oscar L. Altman, "Quclques Aspects du Probleme de l'Or," Cahiers de
rlInstitut de Science Economique Appliquie, Series R, No. 7, October 1962. With
the balance-of-payments deficit defined (1) by official settlements (as in Chart 3)
and (2) by official settlements plus the increase in liquid dollar holdings of foreign
commercial banks, the relations found by Altman for the period 1946 to 1961 are
expressed by the following equations (in billions of dollars):

(1) Cold outflow = -0.200 + 0.566 deficit
(2) Gold outflow= -0.282 + 0.543 deficit

If the years of large U.S. balance-of-payments surpluses ( 1946-1948) are eliminated,
the corresponding equations for the period 1949 to 1961 are:

(la) Cold outflow = -0.284 + 0.614 deficit
(2a) Cold outflow =-0.348 + 0.580 deficit

11 As Altman indicates (see preceding note), it may be preferable to disregard
the early postwar years of large United States surpluses.
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CHART 3

U.S. Balance of Payments and Gold Movements, 1947 to 1961

Id movements
A -

5 4 3 2
Surplus

I 0 1 2
Deficit

Bolance of payments

NoTE: Reproduced from data supplied by Oscar L. Altman (see note 10,
Chapter 2). The balance-of-payments surplus or deficit corresponds to the "official
settlements" concept, adjusted (along with the data on gold movements) to exclude
gold sales to the United States by the International Monetary Fund in 1956, 1959,
and 1960 for the purpose of acquiring income-eaming U.S. Treasury bills and notes.
The data also differ in some other respects from those given on "official settlements"
in Table 1.
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APPENDIX A

A Note on Alternative Ways
of Presenting the Balance of Payments

It has seemed useful in this study to stress the new importance of
international movements of liquid capital for the balance of payments
and for economic policy, and, without losing sight of certain interrela-
tions, to distinguish these movements from other international trans-
actions. The present note extends the discussion and considers the
implications of the increased international mobility of liquid capital for
the definition and presentation of the balance of payments.

It is hoped that this discussion, though brief and exploratory, will
provide some new perspectives on issues which have long engaged the
attention of international trade theorists and balance-of-payments spe-
cialists and contribute to the development of thought about some of
our current problems.

Direct repetition of ideas dealt with in the main body of this paper
has been held to a minimum, and this note should be read in con-
junction with the relevant portions of Chapters II and IV, especially
pages 11-17 and 117-126.

1. The Search for an Organizing Concept

For the United States or any other country committed to exchange
rate stability, with unrestricted convertibility into other currencies,
a. central point in any concept of the balance of payments concerns
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the country's ability to assure an adequate command over internation-
ally acceptable means of payment with which to defend the external
value of its currency. The balance of payments, as a statistical digest
of a country's international transactions,' is looked to in this context as
a basis for explaining the past and as a guide to the future. Many factors
must, of course, be considered in addition to those directly observable
in the balance-of-payments accounts. These include the general state
of demand and employment at home and abroad, changes in the rela-
tive levels of costs and prices, shifts in demand and supply affecting
particular products, and conditions influencing the international flow
of capital. No method of organizing and presenting the balance of
payments can be self-explanatory. Some may, however, provide a better
starting point for analysis and policy formation than others. Or, if no
one method clearly commends itself above the rest, a consideration of
alternative methods may at least reveal their various shortcomings.

If all transactions are accounted for, the balance of payments
must balance-that is, it will add algebraically to zero. The identifica-
tion of a "surplus" or "deficit" therefore involves the segregation of
certain items from the main body of the balance of payments as being
different in some significant respect from the rest. The question of
presenting and measuring the balance of payments can thus be posed
in terms of the search for a suitable distinguishing principle or organ-
izing concept for determining which items are to be placed in the main
body of the balance of payments ("above the line") and which are to
be placed outside ("below the line"). Account being taken of errors
and omissions ("unrecorded transactions"), both groups of items will
net out to the same figure with opposite signs.

The view developed here is that the nation's international trans-
actions can usefully be grouped according to the main causal forces
operating on them and, hence, according to the types of policy action
affecting them. This approach, as applied in the present study, leads
to the division of the accounts into two groups on the basis of the
degree of sensitivity to monetary conditions and policies. The balance
computed in this way corresponds to that sometimes called the "basic

1 It may be noted that the expression "balance of payments" is commonly used
to refer to either, or even simultaneously to both, of two ideas: ( 1 ) the statistical
summary of a country's international receipts and payments over a given period
or (2) the surplus or deficit shown by such a statement, computed as the difference
between certain of its items.
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balance," though the expression -balance on basic transactions" would
seem more appropriate and will be employed in this paper.2 The method
of grouping the accounts employed since the war by the Department
of Commerce is based on a different objective, described as that of
measuring changes in the nation's 'international liquidity."2

Summary statements corresponding to the two principal alterna-
tives discussed here are given in Table A-1.4 It will be seen that the
difference between the two arrangements derives from the disposition
of two items-recorded movements of United States private short-term
capital and unrecorded transactions-changes in which are believed
to reflect largely also movements of liquid funds.5 The question is

2 In an area in which terminological confusion thrives, the expression "basic
balance" or "basic deficit" seems particularly unsuitable and misleading since it
may appear to mean that special adjustments have been made to arrive at some
measure of the basic disequilibrium or "hard-core" deficit (for instance, allow-
ances for increased imports at higher levels of employment, for abnormal elements
in exports, such as a lumping of jet aircraft deliveries during a short period of
time, etc).

On the other hand, the expression "over-all balance," frequently used to desig-
nate the Commerce Department's definition, also suffers from lack of precision and
may be misleading. As will be clear from an examination of Table 1 (Chapter II),
it is less comprehensive in the types of transactions placed "above the line" than
the "official settlements" version of the balance, which, as noted below, some would
prefer.

3 Recently, the Commerce Department has introduced in its reports, on an
experimental basis, a supplementary presentation with a division corresponding to
the balance on basic transactions and containing certain useful details as well,
especially with regard to the Government's own international operations. (See
Table 2 in the articles on the balance of payments in the Survey of Current Business
for March, June, and Scptember 1962.) This new presentation employs the term
"Balance on Goods and Services, Government Assistance, and Long-Term Capital
Accounts" for what is here more briefly called "Balance on Basic Transactions."

4 The left side of the table is condensed from the familiar summary Table 1
appearing regularly in the quarterly balance-of-payments articles in the Survey of
Current Business, and all references in the present note to the tabular representation
of the Commerce Department's concepts are to that source.

6 As discussed in Chapter II, the entry for unrecorded transactions presents
serious analytical difficulties, registering as it does the net effect of all errors and
omissions in the balance-of-payments estimates. There seems to be little doubt,
however, that the big changes observable in the item have been closely associated
with short-term capital movements. This also seems to be the conclusion pointed
to in the Survey of Current Business, September 1960, which introduced a review
of the significance of fluctuations in the residual during the postwar period with
the following observation: "The close relationship between the changes in the net
of unrecorded transactions in the balance of payments and conditions which can
be expected to induce such short-term capital movements is indicated by the experi-
ences during the postwar period."

139

133



134 THE BALANCE OF PAYMENTS STATISTICS

TABLE A-1

SUMMARY SCHEMATA FOR ALTERNATIVE WAYS OF

PRESENTING THE BALANCE OF PAYMENTS

(billions of dollars)

1. Based on Concept of "Net International Liquidity'
1958-1959 1960-1961
(average) (average)

ITEMS TREATED AS MAKINC UP
THE OVER-ALL BALANCE"

1. U.S. payments, recorded 28.6 31.6

2. Imports of goods and services 22.1 23.1
3. Remittances and pensions .8 .9
4. U.S. government grants and credits 3.1 3.7
5. U.S. private long-term capital 2.5 2.5
6. U.S. private short-tenn capital .2 1.4

7. U.S. receipts, recorded 24.5 29.0
8. Exports of goods and services 23.3 27.6
9. Repayments on U.S. government loans .8 1.0

10. Foreign capital, excluding liquid funds .4 .4
11. Unrecorded transactions net .4 - .6
12. Balance on items listed above -3.6 -3.2

ITEMs TREATED AS MEASURING CHANcE
IN "NET INTERNATIONAL LiQumirrv

13. Cold and convertible currency holdings
of U.S. monetary authorities 1.5 1.2

14. Liquid liabilities to foreign and
international nMonetary authorities 1.2 1.2

15. Liquid liabilities to foreign
commercial banks and other private
or international holders 1.0 .8

(continued)
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TABLE A-1 (concluded)

11. Based on Concept of "Sensitivity to Monetary Policy'
1958-1959 1960-1961
(average) (average)

ITEMS TREATED AS MAKING UP Tos
"BALANCE ON BAsic TRANSACTIONS

1. U.S. payments, recorded 28.4 30.2
2. Imports of goods and services 22.1 23.1
3. Remittances and pensions .8 .9
4. U.S. government grants and credits 3.1 3.7
5. U.S. private long-term capital 2.5 2.5

6. U.S. receipts, recorded 24.5 28.9
7. Exports of goods and services 23.3 27.6
8. Repayments on U.S. government loans .8 1.0
9. Foreign long-term investment in U.S. .4 .4

10. Balance on items listed above -3.9 -1.2

ITEMS TREATED AS "SENSITIVE
TO MONETARY POLICY

11. Gold and convertible currency holdings
of U.S. monetary authorities 1.5 1.2

12. Liquid liabilities to foreign and
international monetary authorities 1.2 1.2

13. Liquid liabilities to foreign and
commercial banks and other private
or international holders 1.0 .8

14. U.S. private short-term capitals -. 1 -1.4
15. Unrecorded transactions, net .4 - .6

a Less changes in foreign commercial credits to the United States.
SouRcE:.Table B-1.
NOTE: Detail may not add to totals shown because of rounding.
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whether these items should be placed "above the line," as is the current
practice of the Commerce Department (left half of table), or "below
the line," as the alternative approach suggested here (right half of
table) would have it. Similar questions may be raised with regard to
some of the other capital items, as will be seen later.

It is apparent that the way this question is decided has an important
bearing on the measurement of the deficit. When the net flow of funds
in the form of reported U.S. short-term capital or through unrecorded
transactions is outward, as in 1960 and 1961, the adverse balance as
computed by the Commerce Department will be greater than that indi-
cated by the alternative method. The opposite result is produced when
these flows are inward, as was true, on balance, of the 1950's.

It is no mere coincidence that interest in alternative approaches
to the balance of payments has greatly increased in recent years with
the appearance of large deficits in this country's international accounts.
The subject itself is, however, much older. Both of the principal con-
cepts considered in this paper have their antecedents in the history
of balance-of-payments theory, and enough will be said of still other
approaches to indicate the considerable diversity of thought and prac-
tice in this area. One should therefore not assume that there has
hitherto been some unique way of measuring the deficit or surplus
which is only now being called into question.

2. The Concept of International Liquidity

The liquidity concept underlying the Commerce Department's familiar
summary balance-of-payments tables has been explained by Walther
Lederer, the officer in charge of this area of the Department's work.
After stating that the purpose is "to measure the changes in our cap-
ability to defend the exchange value of the dollar," he adds: "This
defense is the responsibility of our monetary authorities and their
capability depends upon their liquid resources and the liquid claims
which can be exercised against these resources."O

6 "MPeasuring the Balance of Payments," in Americaft Statistical Association,
1961 Proceedings of the Business and Economics Statistics Section, Washington,
1962, p. 45. See also Lederer's contribution, "The Balance of United States Pay-
ments: A Statement of the Problem," in Seymour E. Harris (ed.), The Dollar in
Crisis, New York, 1961, pp. 114-136. These articles, though written in a personal
capacity, are a fuller exposition of the concepts expressed in the regular balance-
of-payments articles carried in the Survey of Current Business (see, for example,
the issues for September 1960, p. 10, and March 1962, pp. 19-21).
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The liquid resources referred to in Lederer's statement include
the country's gold reserves and, since March 1961, convertible foreign
currencies held by our monetary authorities (i.e., Treasury and Federal
Reserve). The liquid liabilities include all foreign-owned bank balances
and other short-term assets in the United States together with U.S.
Government securities (of all maturities) held by foreigners, whether
official or private, and including also international agencies, both
monetary and other. Decreases in our liquid resources or increases in
our liquid liabilities reduce our international liquidity, and changes
of the opposite nature increase it. The sum of the changes in these
various items is thus taken to measure the net change in our international
liquidity and hence the "Surplus" or "deficit" corresponding to this
concept.

ALTERNATIVE WAYS OF TREATING U.S. LIABILITIES

Questions may be raised as to whether certain of these items should
be treated differently in the measurement of the deficit. There is con-
siderable support for a definition whereby only official settlements
between the monetary authorities would be entered "below the line,"
and changes in liabilities to commercial banks and other foreign holders
would be entered 'above the line."2 Though all foreign assets here can
be regarded as potential claims on our reserves, the case for making a
distinction according to the official or unofficial status of the holder
appears rather strong. Private claims on the United States, by com-
mercial banks and others, are sometimes discussed as if they were
merely the passive result, or even reluctant acceptance, of the backwash
of our own balance-of-payments deficits. There may be such an element
in balances held here on official account, especially to the extent that

7 Table 1, Chapter II, shows the composition of the deficit on the official
settlements basis compared with other definitions, and the discussion on pp. 18-19
points to some of the practical problems arising in the application of this concept.
See also Gardner's and Triffin's views discussed later in this note.
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foreign central banks or governments, to support the dollar, may refrain
from converting as much of their dollar accruals into gold as they
would otherwise do. But the large accumulation of short-term assets
here by foreign commercial banks and other holders, excluding mone-
tary authorities-rising from $3.1 billion at the end of 1949 to $5.7
billion at the end of 1957 and to $8.2 billion at the end of September
1962-is to be explained, in the main, as the deliberate acquisition of
dollar funds for the useful purposes which they serve.

It may also be noted that the presentation of the United States
balance of payments in the recent Annual Reports of the International
Monetary Fund 8 corresponds to yet another definition of the deficit,
whereby the items entered "below the line" include changes in short-
term and other liquid liabilities to official institutions and also to com-
mercial banks, but not to other private holders.

The foregoing questions relate to the inclusion or exclusion of
certain foreign claims according to the status of the holder as reported
in the statistics. Still other questions arise as to whether certain com-
ponents of these assets, if they could be separately identified by the
reporting system, should be segregated from foreign liquid claims on
the United States. For instance, the compensating balances which
foreign borrowers are required to keep on deposit, generally ranging
from 15 to 20 per cent of the amount borrowed, are not really liquid.
Similarly, banks in other countries accepting dollar deposits (creating
so-called "Euro-dollar" accounts) find it necessary to immobilize a
substantial part of the dollar assets so acquired against their dollar
liabilities. In practice, it might well be impossible to distinguish these
from other foreign assets. The Commerce Department has, however,
begun to segregate (and enter above the line) changes in foreign
commercial credits to the United States.

ASYMmETRY IN TREATMENT OF ASSETS AND LIABnxriEs

The most distinctive and debatable feature of the Commerce
Department's practice is the difference in treatment accorded American
private short-term capital compared with that given to foreign private
short-term capital, movements in the former being entered above the
line and movements in the latter below. This practice has been criti-

8 See p. 80 (1960) and p. 81 (1961).
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cized, by myself among others, as asymmetrical. 9 Thus, if an. American
bank and a foreign bank exchanged deposits, each crediting the other
with $100, the two operations would not cancel out in the Commerce
Department's presentation. Instead, the rise in American short-term
assets abroad would appear above the line with a minus sign as an
outflow of capital contributing to the deficit, and the rise in foreign
short-term assets here would appear below the line with a plus sign
as a direct measure (with signs reversed) of the deficit.

The point has also been made that the Commerce Department's
practice, if universalized, would lead to mutually inconsistent results
in that, in a time of generally rising international financial transactions,
several financial centers might simultaneously record an increase in
foreign private claims on them without reporting any offsetting assets.
To revert to the illustration in the preceding paragraph (and barring
other transactions), both the United States and the foreign country
concerned would show a balance-of-payments deficit of 100 on this
basis. The risk is that a number of leading countries might become
simultaneously concerned about a deterioration or lack of improvement
in their individual balances of payments and engage in mutually con-
flicting policies in the effort to strengthen them. That this risk is not
altogether negligible is suggested by a recent analysis of differences in
national statistical practices appearing in the Staff Papers of the Inter-
national Monetary Fund.10

In reply to these criticisms, Lederer has stressed that, unlike for-
eign private short-term claims on the United States, United States
private short-term assets abroad are only in part in the form of liquid
claims on other leading financial centers and include large amounts of
trade and other credits to countries, especially Japan and some of the
Latin American countries, which could not be quickly mobilized in

9 In a paper presented at the American Economic Association in December
1960, "Disturbances and Adjustments in Recent U.S. Balance-of-Payments Expe-
rience." American Economic Reviet, May 1961, pp. 417-429.

More detailed criticisms were formulated by Walter R. Gardner ("An
Exchange-Market Analysis of the U.S. Balance of Payments," IMF Staff Papers,
May 1961, pp. 195-211). Further reference to his criticisms and proposals is made
later in this appendix.

10 Poul Host-Madsen, "Asymmetries Between Balance of Payments Surpluses
and Deficits," lMF Staff Papers, July 1962, pp. 182-198. See also the article "WThat,
-No Creditors?" The Economist, January 20, 1962, p. 254.
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case of need.'" He has drawn the further important distinction that
American private short-term assets abroad are less surely available to
our monetary authorities, if needed, than would be true in the reverse
case of foreign private liquid claims on us. The reason for this dis-
tinction lies in the difference in the degree of influence or control
exercised over the national money market and banking operations by
American monetary authorities compared with their foreign counter-
parts.12

SHORTCOMINGS IN TiEm LiQUIDITY CONCEPT

If the relevant test is the certainty and speed with which funds,
once invested internationally, can be repatriated, it is hard to find
serious fault in the Commerce Department's practice. On the Depart-
ment's definition, however, the liquidity criterion itself may suffer from
certain deficiencies in relation to the broad objective assigned to it-that
is, to measure changes in the ability of the United States to defend the
exchange value of the dollar. It would seem that the Commerce Depart-
ment's approach to this objective is sharply focused on the eventuality
of a currency crisis in which all foreign liquid claims on this country
are suddenly exercised. The question implicit in that approach is: How
has the capability of the United States to meet such a crisis altered,
during any given balance-of-payments accounting period, as the result
of changes in our gold or other official reserves and in foreign official
and private claims on them?

First of all, one may ask if this question is not rather narrowly
formulated as a regular guide to the state of the balance of payments.
Our liquid assets and liabilities sometimes change for reasons which
have little to do with the fundamental factors in our international
payments position. It will be suggested in a moment that, within the
limits of what can be gleaned from this or that way of looking at the
data, the balance on basic transactions is probably a better guide to
this country's ability to defend the dollar than the net change in
international liquidity.

The eventuality of a convertibility crisis is, however, also a legiti-
mate and necessary concern. But in this regard the Commerce Depart-
mient's concept of international liquidity is subject to the further criti-

11 Sce Table 5, Chapter 11.
12 For a fuller statement of Lederer's views on these points, see the references

mentioned in footnote 6.
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cism that changes in foreign liquid claims on us relate to only a part
of the potential demands on our reserves. It is a measurable part and
also a strategic part, since foreign-owned balances are doubtless par-
ticularly sensitive to changing conditions at home and abroad. But this
last observation is also true, and perhaps increasingly so, of large
though not readily identifiable parts of American-owned dollar funds.
All liquid assets in this country-not merely the smaller part of the
whole which is owned abroad-may be regarded as potential claims on
United States reserves in that they may be exchanged for other cur-
rencies and thereby accrue to foreign central banks entitled to request
conversion into gold. 13 Events of the last three years have demonstrated
that the monetary authorities must be prepared to reckon with, and
may have to counteract or curb, large outflows of American private
funds and also those outflows which appear to be hidden in the errors
and omissions item.14

It is true that there is no way whereby the balance of payments
could take account of changes in financial conditions or psychological
attitudes that may add to, or subtract from, potential domestic demands
on our gold reserves through capital transfers abroad. But this difficulty
serves to emphasize the limitations inherent in the international liquidity
concept as a guide to the balance of payments. It might seem that one
should at least include in our payments to other countries (i.e., "above
the line") the amount of American private short-term capital which
has actually moved abroad in any given period as giving some kind
of indication of what the future outflow of this nature could amount to.
The burden of the argument developed here is that the one does not
provide even the roughest kind of guide to the other, and that an
assessment of potential future capital outflows must reckon with many

13 The frequently invoked analogy with a bank (though perhaps useful for
devising titles to papers such as this one) will thus be seen as an oversimplification,
and points to a limitation in the concept of net international liquidity as a basis
for measuring the balance of payments or for assessing changes in the capability
of the authorities to defend the dollar. A bank cannot be confronted with a drain
from within on its liquid resources (unless the officers make off with the cash),
but a nation can be faced with this problem and sometimes is.

14 This point has been strongly emphasized by Walter Gardner: "In short,
there is virtually no limit to the amount of U.S. funds that could flow abroad if
the inducements were sufficient. The picture that the Department of Commerce
balancing item gives of the changes in the ratio of reserves to certain liabilities is
a picture that touches only the fringe of this potential problem. The greatest
possibilities for mischief lie in the very categories that are omitted from the
Commerce package" (IMF Staff Papers, May 1961, pp. 203-204).
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factors, including above all the ability of the monetary authorities to
pursue policies aimed at keeping such flows within tolerable limits.

3. An Alternative Concept: Sensitivity to Monetary Policy

It is the particular concern of the monetary authorities with inter-
national movements of liquid funds that provides the clue to the
organizing concept employed in the present study. This approach
attempts to distinguish between our international transactions according
to their sensitivity to monetary policy, those judged to be relatively
sensitive being placed below the line and the rest above.

Monetary policy is here thought of as policy affecting the terms
on which capital can be lent and borrowed, including not only the.
activities of the Federal Reserve banks but also the debt management
operations of the Treasury. It would also include any taxes, special
charges, or other discrimination, other than that which the market
itself may establish, between the terms available to domestic borrowers
and lenders and those available to foreign borrowers and lenders-a
point of greater relevance at present to foreign monetary regimes than
to that of the United States. For present purposes, moreover, monetary
policy should include any intervention by the authorities in the foreign
exchange market such as to influence spot or forward rates.

The concept of sensitivity to monetary policy, as applied to inter-
national transactions, includes the notions of certainty of response,
speed of response, and magnitude of response, the idea being that cer-
tain transactions arc likely to be generally more responsive than others
in all three respects or in some weighted combination of them. Further
research, and perhaps further experience under recently restored condi-
tions of currency convertibility, will be needed to test the validity of
this distinction and, if valid, to determine how individual types of
transactions should be classified.

TIHE STRATEGIC ROLE OF TImE BASIC TnA4SACrIONS

The transactions to be placed above the line according to the
sensitivity concept would be those which are influenced chiefly by
general economic forces, as in the case of foreign trade and investments,
or by our political and military objectives, as in the case of government
expenditures for military purposes and foreign aid.
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As noted in Chapter II, responsibility for policies affecting these
various types of transactions is dispersed, except as these policies are
coordinated at the highest levels of government. Monetary policy has
little or no effect on some of these items and influences others only
indirectly and gradually through changes in incomes, prices, and
profit expectations.

Variations in these transactions may be great, both relatively and
absolutely, and have major effects on the balance of payments. They do
not necessarily move, however, in the direction needed for balance-
of-payments adjustments and may not be readily amenable to policy
changes determined by these purposes. Seen in a balance-of-payments
context, these transactions tend to be slow to adjust and are sometimes
perverse in their behavior.

It is, however, also appropriate to describe them as "basic trans-
actions," since their combined behavior provides a measure of the ade-
quacy of this country's competitive strength and its 'capability to defend
the exchange value of the dollar." Changes in the balance on basic
transactions are therefore bound to be of distinct and strategic interest
in an evaluation of our balance-of-payments strength or weakness and
in the determination of policies affecting these items.

THE TACTICAL ROLE OF THE SENSrTVE ITEMS

The items to be grouped below the line would be those which are
relatively sensitive to monetary policy and which are therefore the
particular responsibility of the monetary authorities. They include,
first of all, changes in official holdings of gold and convertible cur-
rencies for the reason that these assets can always be sold to support
the currency. They also include those movements of private liquid
funds, both foreign and American, which are influenced by differences
in monetary conditions at home and abroad.

By their nature, these sensitive items can be made to serve only
in a temporary or tactical capacity to alleviate, or to avoid adding to,
strains arising elsewhere in the balance of payments. They could not
indefinitely compensate a serious imbalance in basic transactions. In-
deed, if confidence in the strength of the currency weakens under such
conditions, the flow of liquid capital may react adversely and add to
the loss of reserves. Even in the absence of such conditions, flows of
liquid funds are not to be thought of merely as passive "balancing
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items." This would tend to be true of official funds (except when

central banks or governments are, for example, borrowing for the

specific purpose of building up their reserves). But movements of pri-

vate funds are motivated by many factors, ranging all the way from

meeting the needs of foreign customers and acquiring working balances

to transfers of idle funds in search of higher yields.
It must be noted, moreover, that private short-term capital trans-

actions may themselves exert a causal influence on the balance of basic

transactions. This is notably true with regard to the provision of export
credits, which may be as important as price or other factors in our

competitive position in foreign markets. Exports and export financing
by the United States are thus not independent of each other-as they

would tend to be if the facilities of the various national money markets
were open to all countries without being tied to exports or otherwise

restricted. A reduction in the net flow of export credit from the United

States would therefore tend to mean some reduction also in United
States exports. The effect may be a good deal less than one-for-one,
however, since credits extended by American banks serve to finance

imports not only from the United States but also from third countries,
or to release other funds for this purpose, and since foreign borrowers
do, in fact, have considerable and increasing access to other sources
of financing, as discussed below.

The key question concerns the ability of the American monetary
authorities to act so as to obtain-when needed-a net benefit to our

reserve position, whether by inducing an inflow of funds or by cur-

tailing an outflow.15 This two-pronged statement of the question, it

should be noted, contrasts with the focus of the liquidity concept on

the difficulty and uncertainty of effecting a quick repatriation of

American private short-term assets abroad. The chief problem may be

I6 Much the same view was expressed in the Survey of Current Business,

December 1960, p. 10, which summed up its analysis as follows: "The recent
balance of payments developments suggest, therefore, two problems: The immediate
requirement of checking the outflow of short-term capital, and the longer range
requirement of bringing about a further improvement in the balance on our major
interchange." It may also be noted that this statement seems to make about the
same distinction as that suggested in the present paper between basic transactions
and items sensitive to monetary policy. The statement would seem to be still valid

as a characterization of our balance-of-payments position on the basis of develop-
ments through the first nine months of 1962, marked by the renewal of large-scale
outflows of liquid funds in the third quarter (as far as can be judged by the behavior
of "unrecorded transactions").
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simply to prevent, or reduce, the further outflow of funds into such
assets, irrespective of whether, or how quickly, the assets outstanding
can be enticed home again. The same contribution, in absolute amount,
to the strengthening of the balance of payments is made when an out-
flow of, say, 1,000 is reduced to one of 500 as when an outflow of 300
is replaced by an inflow of 200. The practical significance of this point
and of the distinction made with the liquidity concept stands out clearly
enough in relation to the size of the recorded and unrecorded outflows
in 1960 and 196L

Even so, it should not be supposed that American private short-
term assets abroad are completely illiquid. This would scarcely be true
of unreported American short-term funds abroad-an element which
may be overlooked in evaluations of liquidity based on what is known
about the composition of reported assets. With respect to the latter,
moreover, it seems reasonable to assign a fairly high degree of liquidity
to claims on leading foreign financial centers, amounting to some $2
billion at the end of 1961, or about one-third of the total short-term
claims on all foreign countries as reported by American banks and
nonfinancial concerns. For the rest, it is doubtless true that most other
countries would not be able, in the typical case, to reduce their total
foreign short-term indebtedness very quickly, or perhaps not at alL
But, as their obligations to American lenders mature, they may be
induced by appropriate changes in our policies to undertake some
refinancing in foreign money markets, including the active and well-
supplied Euro-dollar market.'r The significance and future potentiali-
ties of this relatively new source of financing should not be overlooked,
since foreign commercial banks have large holdings of dollars and
ready access to more through the Euro-dollar market and their own
central banks.17 Such credit operations in dollar funds between for-

16 There is sometimes a tendency, it seems, to confuse (1) the liquidity, or
lack of it, of total foreign claims on a particular country and (2) the liquidity of
a particular claim or set of claims on that country. Even a country which is over-
extended in its total external short-term indebtedness may find it advantageous,
if interest differentials change, to shift, for instance, some of its acceptance financing
from New York to other centers.

17 A comprehensive description of the Euro-dollar market has been provided
by Oscar L. Altman in two papers, "Foreign Markets for Dollars, Sterling and
Other Currencies" IMF Staff Papers, December 1961, pp. 313-352, and "Recent
Developments in Foreign Markets for Dollars and Other Currencies," in Factors
Affecting the United States Balance of Payments Uoint Economic Committee), Wash-
ington, December 1962, pp. 483-523.

151

145



THE BALANCE OF PAYMENTS STATISTICS

eigners, it must be remembered, do not add to the total amount of
foreign liquid claims on the United States but rather, as previously
noted, tend to make these claims less liquid than they would otherwise
be. Moreover, operations in the international Euro-dollar market, though
competing with the national money markets of other countries, are
largely free from the restrictions applied in some of these markets.

4. The Question of What to Include
Among the Sensitive Items

Stress is frequently placed on the practical difficulty of making a
meaningful distinction between "Short-term" and "long-term" capital
movements-the fact that these terms do not necessarily mean what
they may appear to; that statistics can only be based on the maturities
of the assets acquired, those maturing in one year or less being con-
sidered, in United States practice, short-term and others long-term;
that these maturities may not correspond to the intentions of the owners
of the assets; and that their intentions may in any event change, so
that funds placed in long maturities may be withdrawn after only a,
short time or, contrariwise, funds placed in short maturities may be
continuously reinvested in similar or other assets, or may not be avail-
able upon maturity because of the inability of the borrower, or borrow-
ing country, to make payment. The statistical data available may there-
fore match rather poorly with theoretical concepts or analytical needs.-"

This difficulty is less serious than might at first appear when we
seek to apply the sensitivity criterion. It will have become clear from
the preceding discussion that, under this concept, references to the
"outflow of private liquid funds" concern their liquidity and sensitivity
to monetary conditions at the time the flow takes place and not simply
their liquidity, or lack of it, after the flow has occurred. Under present
conditions, it may be less important for the United States to be able to
reverse the direction of the net movement than to influence, as may be
needed, the size of the outflows. We are therefore more concerned with

18 Discussions of these problems will be found in "Inflows and Outflows of.
Foreign Funds:' Bank of England, Quarterly Bulletin, June 1962, pp. 93 ff., and
"Short-term Capital Movements and the United States Balance of Payments,"
Federal Reserve Bank of New York, Monthly Review, July 1962, pp. 94 ff.
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the behavioral characteristics of the outflows in this regard than with
the length of life of the assets acquired.

RESPONSIVENESS OF SHoRT-TERM CAPrrAL To MONETARY -PoLIcy

The susceptibility of short-term capital flows to the influence of
monetary policy should be subject to empirical test, though, in fact,
the conditions necessary for such a test have existed for only a relatively
short time in postwar experience. Thus the balance-of-payments article
in the December 1960 issue of the Survey of Current Business com-
mented as follows:

International investments of liquid capital, particularly purchases and sales
of negotiable short-term obligations such as acceptances and Treasury bills, and
changes in deposits held in foreign banks are influenced by differences among
countries in interest rates earned on such investments.

In order to react to interest rate differentials, international capital movements
must also be relatively free of exchange control or other restrictions. It was, in fact,
the removal of such restrictions by most of the European countries in early 1959,
and more recently by Japan, that made the balance of payments of the United
States much more subject to international financial competition than it had been
prior to that time.19

The role of interest rate differentials in determining these move-
ments is also stressed by E. M. Bernstein, who observes that 'the
recorded outflow of U.S. private short-term funds in recent years has
been very responsive to interest rates in the United States and abroad"
and attributes to the emergence of significant differentials in these rates
the 'enormous outflow" of U.S. private short-term funds in 1960 and
1961.20

Recently, the influence of interest rate differentials on international
movements of capital has been called into question on the ground that
study of the quarterly data on capital movements during the last several

19 p. 7. After examining the course of interest rates in the United States,
Canada and the United Kingdom, the Survey (p. 10) further observed: "The
apparent advantage of holding liquid funds abroad based upon interest rate differ-
entials with or without forward cover paralleled the movement of short-term U.S.
capital as shown in the available statistics, and a similar movement of other funds
as is suggested by the swing from the usual net receipts to net payments on
unrecorded transactions."

20 "Interest Rates and the U.S. Balance of Payments," Public Policy, Cam-
bridge, Mass., 1961, pp. 169-187. Subsequently, in a paper presented at the meeting
of the American Finance Association on December 28, 1962, Bernstein qualified
his position on this point, stressing the importance of other factors in addition to
interest rate differentials in causing international capital flows.
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years shows little or no significant relation to changes in interest rates.21
It would, however, be most surprising if a systematic relationship
between these variables were to emerge, given the numerous other
factors which have influenced international capital flows.22 But this
does not mean that-in any given period and with developments as
they actually were except in regard to interest rates-a narrower
margin between interest rate levels in the United States and abroad
would not have meant a smaller net outflow of liquid funds from this
country. Nor can one overlook the possibility that large capital flows
motivated by differences in interest yields may, through their effect
on the reported balance-of-payments deficit and gold flows, disturb
confidence and thereby spark other flows out of any relation to such
changes in interest rates as may have occurred in the meantime.

Given the fact that some of the important influences affecting
capital movements are not susceptible of measurement, it is not yet
clear that statistical analysis can either prove or disprove the traditional
view that interest rates are important in their effects on international
capital flows. It would also be difficult to conclude from the available
data anything as to the extent of the relative change in interest rates
that might be needed to produce desired results. It could be that a

21 See paper by Philip W. Bell, "Private Capital Movements and the U.S.
Balance-of-Payments Position," in Factors Affecting the United States Balance of
Payments (Joint Economic Committee), Washington, December 1962, pp. 395-481.
Bell's treatment of this question is based on a correlation analysis covering quarterly
changes in various types of capital movements since the beginning of 1957. For a
defense of the view that "interest rate changes in our money and loan markets
relative to those in major foreign financial centers have a marked and prompt effect
on capital flows from and to the United States," see the statement by Fred H. Klop-
stock, Manager, Research Department, Federal Reserve Bank of New York, before
the subcommittee on International Exchange and Payments of the Joint Economic
Committee on December 13, 1962. A qualitative evaluation of the responsiveness
of different types of capital flows to relative degrees of credit availability among
countries and relative levels of market interest rates wili be found in Stephen H.
Axilrod and Ralph A. Young, "Interest Rates and Monetary Policy," Federal Reserve
Bulletin, September 1962, pp. 1110-1137.

22 These include, starting with 1957, the balance-of-payments difficulties of
the United Kingdom in that year and of several other countries in 1958, the steps
toward convertibility of leading foreign currencies at the beginning of 1959, strong
speculative pressures on the dollar and on the price of gold in the second half
of 1960, the appreciation of the German mark and the Dutch guilder in March
1961, the ensuing speculative movements of the next several months directed largely
against the pound, changes in the Canadian tax law at the end of 1960 providing
inducements to U.S. companies with Canadian subsidiaries to shift liquid funds to
Canada, and the depreciation and stabilization of the Canadian dollar in early 1962.
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relatively small change for the United States would be as effective as a
much greater change in the case of, say, the United Kingdom.

The role of interest rate differentials in determining the movement
of short-term funds may therefore be obscured at times by other influ-
ences. In its Annual Report for 1961, however, the Board of Governors
of the Federal Reserve System makes clear enough its view that a
change in short-term interest rates on the downside, with a widening
of the differential between domestic and foreign money markets, 'could
have led to greater outflows of short-term capital and so worsened the
balance of payments."23 The report is less explicit as to whether a change
on the upside would have appreciably reduced the very large outflows
which did occur or would have been outweighed by other factors.
One may detect a certain difference in emphasis between the effects
of a reduction and the effects of an increase in interest rates, possibly
reflecting the Board's concern that 'To reduce these outflows signifi-
cantly would have required greater restraint on the availability of
bank credit and expansion of liquidity than was appropriate for the
domestic economy in 1961."24 This is, no doubt, the more difficult
part of the problem-that is, whether and to what degree credit con-
ditions can be tightened, if needed to curtail the outflow of capital,
without running counter to domestic objectives and political forces.
The new constraints to which the monetary authorities are subject in
this regard and some of the implications for broadening the instruments
of economic policy are discussed in Chapter IV of this paper.

RESPONSIVENESS OF OTHER CAPITAL TO MONETARY POLICY

In considering the sensitivity of long-term capital movements to
monetary policy, we need not, for reasons already noted, be concerned
by the fact that these categories do not necessarily mean what they
appear to: the essential question is whether the items, regardless of
what they are called, are amenable to the tools of monetary policy.
Walter Gardner2 5 has, in fact, made a proposal, advocated also by
Robert Triffin26 with some amendments, for bringing together in one

28 Board of Governors of the Federal Reserve System, Annual Report, 1961,
p. 6.

24Ibid., p. 32.
25 IMF Staff Papers, May 1961, pp. 195-211.
26 "The Presentation of U.S. Balance of Payments Statistics, General Com-

ments," in American Statistical Association, 1961 Proceedings of the Business and
Economics Statistics Section, Washington, 1962, pp. 51-57.
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TABLE A-2
U.S. BALANCE OF PAYMEN-S-GARDNER PRESENTATION

(in billions of U.S. dollars)

1960

First Second
1957 1958 1959 1960a Half Halfa

A. Market Goods and Services
1. Exports
2. Imports

3. Trade Surplus
4. Net Services (excl. item C)

Total item A
B. Direct Investment
C. Noncommercial Transaction(excl. item G)

1. Military expenditures
2. Government aid abroad
3. Govemment interest receipts, etc.
4. Private transfers

Total item C
D. Basic Balance (A through C)
E. Opcn-Market Capital (excl. item G)

1. Portfolio securities, etc.
2. Short-term

a ~ Assets
b Liabilities to

( i) Commercial banks
ii) Other

3. Net errors

Total item E
F. Exchangc-Market Balance (D + E)
G. Compensatory Financing

1. U.S. loans
2. IMF dollar assets
3. Other official dollar assets
4. Gold

Total item G

19.4
-13.3

6.1
2.5

8.6

16.3 16.2
-13.0 -15.3

3.3 0.9
1.9 1.6

5.2 2.5
- 2.1 - 1.1 - 1.3

- 3.2 - 3.4
- 2.2b - 2.6

0.3b 0.3
- 0.5 - 0.5

- 5.6 - 6.2
0.9 - 2.1

- 3.0
- 2.4

0.2
- 0.6

- 5.8
- 4.6

19.4
-14.7

4.7
1.7

6.4
- 1.6

- 3.0
- 2.8

0.3
- 0.6

- 6.1
- 1.3

- 0.5 - 1.4 - 0.4 - 0.4

- 0.3 - 0.3 - 0.1 - 1.2

0.1
0.6
0.8

0.7
1.6

- 0.4b
- 0.4

C

- 0.8

- 1.6
For comparison with Item C above

Dcpartment of Commerce balancing item - 0.5

C
0.4
0.4

- 0.9

- 3.0

1.4
0.2
0.8

1.9
- 2.7

0 0.4
C 0.3
0.7 0.9
2.3 1.1

3.0 2.7

0.1
C

- 0.9

- 2.4
- 3.7

0
0.7
1.8
1.7
3.7

9.6
-7.7

1.9
0.8

2.7
-0.6

-1.5
-1.4

0.1
-0.3

-3.1
-1.0

9.8
-7.0

2.8
0.9

3.7
-1.0

-1.5
-1.4

0.2
-0.3

-3.0
-0.3

-0.1 -0.3

-0.2

0.8
-0.1
-0.2

0.2
-0.8

0
0.2
0.5
0.1

0.8

-1.0

-0.7
0.1

-0.7

-2.6
-2.9

0
0.5
0.8
1.6

2.9

3.5 3.8 3.8 1.4 2.4

NOTE: Rcproduced from Walter R. Gardner, "An Exchange-Market Analysis
of the U.S. Balance of Payments," IlAF Staff Papers, May 1961, Table 2, p. 206.

a Preliminary figures.
b Under the Anglo-American Financial Agreement as amended, the United

Kingdom borrowed $122 million in 1957 (item GI), paid $73 million of interest
(item C3), and repaid $49 million of principal (item C2). These amounts are
not entered in the U.S. balance of payments statistics.

c Less than $50 million.
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TABLE A-3

U.S. BALANCE OF PAYMENTs-TRIFN PRESENTATION

(years or yearly rates, in billions of dollars)

Line 1950-57 1958 1959 1960

1. I. Gross Current Account Surplus 6.8 7.2 4.5 7.9
2. A. Conventional current account 2.2 1.6 -0.6 3.1
3. B. Military exports under grants 2.2 3.4 3.1 3.0
4. C. Plus military expenditures 2.4 2.3 2.0 1.8
5. II. U.S. Military Programs and Basic

Capital Exports 8.2 9.4 8.4 9.2
6. A. U.S. Government 7.2 8.3 7.1 7.6
7. 1. Military programs 4.7 5.7 5.1 4.8
8. a. Export financing 2.2 3.4 3.1 1.8
9. b. Dolar settlements 2.4 2.3 2.0 3.0

10. 2. Economic programs: 2.5 2.6 2.0 2.8
11. a. Export financing 2.
12. b. Dollar settlements 0.6
13. B. Direct investment (net) 1.0 1.1 1.3 1.7
14. 1. U.S. capital 1.0 1.1 1.4 1.7
15. 2. Foreign capital (-) a a -0.1 -
16. III. Basic Balance: I-II -1.4 -2.1 -3.9 -1.3
17. IV. Open Market Capital -0.4 1.2 -1.5 2.7
18. A. U.S. capital 0.6 1.8 1.0 2.2
19. B. Foreign capital -0.G -0.2 -19 -0.2
20. 1. Dollar holdings -0.4 -0.2 -1.5 -
21. 2. Other -0.2 - -0.4 -0.2
22. C. Errors and omissions -0.4 -0.4 -0.5 0.6

23. V. Official Settlements: III-IV -0.9 -3.3 -2.4 -4.0
24. A. U.S. gold and convertible

currency holdings -0.2 -2.3 -1.1 -1.7
25. B. International institutions: - -0.3 -0.4 -1.0
26. 1. IMF capital subscription - - 1.4 -
27. 2. Dollar holdings (-) - -0.3 -1.8 -1.0
28. C. Foreign monetary authorities'

dollar holdings (-) -0.7 -0.7 -0.9 -1.2

NOTE: Reproduced from Robert Triffin, "The Presentation of U.S. Balance of Payments
Statistics, General Comments," in American Statistical Association, 1961 Proceedings of
the Business and Economic Statistics Section, Washington, 1962, Table I, p. 56.

a Unavailable separately, and included with long-term foreign capital (line 21).
SOURCE: Survey of Current Business.
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group all private capital transactions, both short-term and long-term,
excluding only direct investment. This group, designated "open market
capital," would be intermediate between transactions comprising a
"basic balance' (differing from those here called "basic transactions"
by the exclusion of the long-term capital items listed in the intermediate
group) and a set of balancing items termed "compensatory financing"
by Gardner and "official settlements" by Triffin. Their groups differ
from each other, however, not only in terminology and type of detail
but also in content because of Gardner's aim to identify and include in
his final category certain loans and repayments as "compensatory" when
made for balance-of-payments purposes. The presentations developed
by Gardner and Triffin to illustrate their proposals are reproduced
here as Tables A-2 and A-3, but their original articles and explanatory
notes should be consulted for a fuller statement of their views.

Gardner and Triffin seem to place special emphasis on the "vola-
tility"27 of the items grouped under "open market capital-a much
looser organizing concept, it would appear, than that of sensitivity to
monetary policy, and one of less operational significance. Such a broader
grouping may nevertheless be consistent with the sensitivity criterion,
if further study and experience show that the long-term capital items
involved are relatively responsive to monetary conditions and policies.
One- may doubt that the relation is very strong in the case of trans-
actions in equities, which bulk large in the category of 'long-term'
capital flows, but it may hold with respect to new bond flotations and
other transactions in fixed-interest securities as well as long-term bank
credits. If so, there could be considerable merit in a proposal like
Gardner's and Triffln's for grouping the latter types of transactions,
along with private short-term capital movements, in a category inter-
mediate between "basic transactions" and "official settlements."

"COMPENSATORY FINANCING"AND MAJOR SPECIAL TRANSACrIONS"

Gardner's endeavor to mold the balancing items ("below the line")
.according to the concept of compensatory financing merits further
comment because of the special interest it offers as an extension of
earlier experimental work along this line by the International Monetary

27 Gardner refers to the items included in this group as "all those forms of
capital movement that can easily shift from market to market-a sort of footloose
capitaL"
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Fund 28 and as an application of the distinction which has figured
prominently in theoretical discussions between "autonomous" or "spon-
taneous" capital movements, on the one hand, and "accommodating"
or "induced" finance, on the other.29 Referring first to his twofold
grouping above the line ("basic balance" and "open-market capital"),
Gardner explains his objectives as follows:

If this great aggregate of what might be tenned autonomous transactions
does not balance out, the exchange rate of the country will be pushed up or down,
and the authorities must supply whatever compensatory financing is required to
keep the rate from moving outside the support points. Thus we have autonomous
transactions above the line matched by compensatory financing below the line. The
compensatory financing may take the form of a movement of reserves, or a drawing
on the International Monetary Fund, or the use of ad hoc loans or other financing
for the purpose. It is only as we draw a line of this sort and group above it the
autonomous transactions, and group below it the compensatory financing that
comes into play only because the autonomous transactions fail to balance, that we
see what it is that is pushing the country's international exchange rate up or down
and creating an exchange-market problem.30

The application of these principles may involve a considerable
element of subjective judgment, since the identification of special com-
pensatory financing implies an opinion about the underlying causes
and motivations of particular operations. If, for instance, the Inter-
national Monetary Fund, the International Bank, and various national
credit agencies and commercial banks join together in the extension
of credits and loans to a particular underdeveloped country, how much
of the total amount provided is to be regarded as "compensatory" and
how much as "developmental" financing?

Such problems are thoroughly familiar to the proponents of the
concept of compensatory financing and do not necessarily invalidate
its use as an analytical device.3 ' One may wonder, however, if the
objectives which it is intended to serve may not be met equally well
by the Commerce Department's practice of showing in its summary

28 This approach was discussed in considerable detail in a section on "The
Concept of Compensatory Official Financing" in International Monetary Fund,
Balance of Payments Yearbook, 1938, 1946, 1947, Washington, 1949, pp. 4-24.

29 Cf. J. E. Meade, The Balance of Payments, Oxford University Press, 1952,
p. 11.

30 IMF Staff Papers, May 1961, p. 196.
31 See, for example, the discussion of "extraordinary financing" in Poul Host-

Madsen, "Measurements of Imbalance in World Payments 1947-58," IMF Staff
Papers, November 1962, pp. 3434-68.
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balance-of-payments table a final balance adjusted for 'major special
transactions' (Table A4). The emphasis in this case is on the "non-
repetitive' nature of transactions having "a major effect on quarterly
changes in net payments or receipts, such as subscriptions to inter-
national institutions, advance debt repayments or major private trans-
actions." The notion of "major special transactions" is much broader
and perhaps more arbitrary in application than that of compensatory
financing, but these limitations are made clear in the way in which the
data are presented and discussed.

One problem concerning the Commerce Department's practice in
this regard is that what is 'major" and "special" in the quarterly figures
may be much less so in the annual data. Thus, one may wish to show
a balance for the fourth quarter of 1960 adjusted to exclude such large
lumps as the $370 million Ford transaction in the United Kingdom and
the $74 million subscription to the International Development Associa-
tion, but it is much more doubtful that the balance for the whole of the
year should be so adjusted.32

32 The special adjustments employed in some of the tables and charts in the
present paper (noted in each instance) are limited to the exclusion of extraordinary
receipts in the form of unscheduled debt payments to the U.S. Government. In
addition all tables and charts exclude the payments of U.S. subscriptions to the
International Monetary Fund in 1947 and 1959 (see Table B-i, note a), but these
transactions are already omitted from the Commerce Department's summary pre-
sentations of the balance of payments (i.e., Table 1 in the regular quarterly
balance-of-payments article in the Survey of Current Business).
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TABLE A-4
PAYMENTS (-) AND RECEIPTS TREATED AS "SPECIAL TRANSACnIONS

IN THE U.S. BALANcE OF PAYMENTS, 1959-1962
(millions of dollars)

Quarterly or
Year and Annual Total Detail
Quarter (millions of dollars) Remarksa

1959 I 150 Prepayment by Germany of amortiza-
tion scheduled for 1961-1965 on settle-
ment (original amount $1 billion)
which Germany agreed to pay for
postwar economic assistance.

11 -100 Special relatively large direct invest-
ment transaction in Canada.

IV 285 Prepayment of debt by foreign gov-
ernments.

1959 Total 335

1960 11 - 80 Capital contribution by the U.S. to the
Inter-American Development Bank.

IV 444 -370 Payment by a U.S. corporation to pur-
chase minority interests in one of its
European subsidiaries.

-74 Capital subscription to the Interna-
tional Development Association.

1960 Total -524

1961 II 724 649 Extraordinary debt repayments by for-
eign governments ($587 million by
Germany, $40 million by the Nether-
lands, and $20 millions by the Philip-
pines).

751 Receipt of principal and interest ad-
III - 75 I vanced from third to second quarter.
IV -520 40 Prepayment of debt by Italy.

-150 Private bank loans to Japan, guaran-
teed in part by U.S. Government.

-100 Loan to the Philippines subsequent to
revaluation of the Philippine currency
and reduction in foreign exchange
restrictions.

- 38b Relatively large sales of stock by a
foreign company newly registered on
a U.S. stock exchange.

- 62 Capital subscription to the Interna-
tional Development Association.

-110 Capital subscription to the Inter-Amer-
ican Development Association.

-100 Very short-term (year-end) deposits
with European banks.

1961 Total 129

(continued)
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TABLE A-4 (concluded)

Quarterly or
Year and Annual Total Detail
Quarter (millions of dollars) Remarksa

1962 I 100 Reversal of operation noted in last
item listed above (1961 IV).

II 76 60 Payment by France deferred from
1957.

16 Prepayment of debt by Sweden.
III 471 293 Prepayment of deht by France.

178 Prepayment of debt by Italy.

&The explanations given are derived from the text and tables of the quarterly
balance-of-payments articles in the Survey of Current Buiness.

b Amount (not specified in source) obtained by difference between detail speci-
fied for other items and the total given for the quarter.

SouRcE: U.S. Department of Commerce, Survey of Current Business, various
issues, 1959-1962.
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(Annex B to prepared statement of Hal B. Lary)

THE STATE OF THE BALANCE OF PAYMENTS

(By Hal B. Lary, Associate Director of Research of the National Bureau of
Economic Research) '

The results for the first quarter of 1965 announced a few days ago tell us remark-
ably little about the current state of the balance of payments. The long dock
strike in January and February was alone enough to deprive the figures of any
clear significance. Even more important, the new balance of payments measures
announced by the President on February 10 established a watershed between the
first half and the second half of the quarter. We know that the rainfall was heavy
on the other side of the divide, but we are still learning about the climate on this
side.

To go back a bit, as recently as last autumn we seemed at last to be making
good progress on the balance of payments problem. The latest data then avail-
able showed that during the 12 months ended June 30 the deficit had been only
$1% billion-still large but a marked improvement over earlier periods. Gold
losses had been only some $200 million during that period, and we had recently
been able to make some small gold purchases. There was a congratulatory mood
in Washington. The newly enacted interest equalization tax, along with various
measures taken earlier, was given a large share of the credit for these encouraging
results.

Then, as winter came on, things began to fall apart. The deficit in the fourth
quarter was the highest ever and brought the deficit for the calendar year 1964 to
$3 billion, much worse than had been hoped for only a short time before. The
big change was in the outflow of U.S. private capital, which rose to a record total
of $6.4 billion, not counting reinvested earnings of U.S. foreign subsidiaries.
This was 50 percent more than in 1963 and 75 percent more than the 1959-63
average.

Several reasons may be invoked for this abrupt change of fortune. For one
thing, interest rates rose and credit became tighter in major foreign financial
centers. Second, the volume of new Canadian security issues was unusually
large in the fourth quarter, some of these issues having been postponed pending
enactment of the interest equalization tax. Third, worry that this tax, under the
Gore amendment, might be applied to bank loans of 1 year and over may have
provoked an increase in these loans as well as still larger commitments for future
loans. Finally, we began to feel the disturbing effects of the British sterling
crisis in November and of the more aggressive French gold-buying policy an-
nounced in January.

The cumulative effect of these developments was to generate further large out-
flows of U.S. private capital in the early weeks of 1965. Bank lending proceeded
apace, and many business firms are thought to have transferred funds abroad
that they would actually need only later on. The size and self-aggravating na-
ture of these flows meant that action to defend the dollar had to be concentrated
in this area, and quickly.

II

My impression is that the measures taken pursuant to the President's message
of February 10 will be effective, at least for the next year or so, in holding the
outflow of capital well below the 1964 level. One reason for thinking so lies in
the circumstances which I have just recited. Something like a flight of capital
had got underway by the time the President acted. But it was not, I think, a
flight from the dollar. One indication is that very little of the bank lending or
deposit of corporate liquid funds abroad was denominated in foreign currencies.

' This paper, given on May 21, 1965. at the annual meeting of the National Industrial Conference Board,
presents the views of the author and does not engage the responsibility of the National Bureau of Economic
Research.
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Another is that all through this period foreign commercial banks and other private
foreign holders added heavily-and presumably of their own free choice-to their
dollar balances here. The flight of U.S. capital was stimulated rather by the
growing belief that restraints of some sort were about to be imposed on further
outflows. Needless to say, once such a belief gains hold, it tends to become
self-fulfilling. But this also means that, when restraints are in fact imposed,
they are likely to be more easily enforced than if the capital flows had been inspired
by doubts about the currency.

The new restraints are particularly likely to be effective, I believe, as far as
bank lending is concerned. This is a big part of the whole question, since the
net increase in foreign loans and credits by U.S. banks came to $2% billion last
year, and the guidelines aim at holding the further increase to not more than $600
million for the whole of this year. The chances of reaching this target are en-
hanced by several factors. The banks that really count in foreign lending are
few in number; their guidelines are relatively simple and rigorous; they are likely
to feel, as part of the Nation's monetary system, a responsibility to help support
the dollar; and they may also feel exposed to the risk of adverse reactions in
Congress in case of failure.

Much the same sort of reasoning applies to that part of the operations of
American companies which consists of the placement of liquid funds in Canada
and other foreign money markets, usually in the form of U.S. dollar deposits.
These operations accounted for a net outflow of close to $600 million last year.
Merely to refrain from any further increase would improve the balance of pay-
ments by that amount in comparison with 1964-a simple point sometimes over-
looked. A further contribution would be made to the extent that some of these
funds are repatriated.

The situation as regards the foreign direct investments of U.S. companies
is more complex. The number of firms involved is far greater; the guidelines
are less clear cut and emphatic; and the penalties of noncooperation may be
more remote. Moreover, the various effects of direct investments on the balance
of payments, and particularly the timing of these effects, are difficult to sort out.
There is sometimes a tendency to take credit now for earnings that will be received
only after some years-a consideration more relevant to the longrun outlook than
to the immediate problem. For these reasons I would doubt the effectiveness of
voluntary, or compulsory, restraints on direct investment, if long continued.
But at least for the next year or so, some reduction from the outflow of $2.3
billion in this form last year would seem likely.

Some of the reductions which I have suggested may be canceled by increased
capital outflows in other and perhaps less detectable ways. Nevertheless, on all
counts combined, it seems to me reasonable to expect that the new restraints will
bring the total outflow of U.S. private capital down sharply from the 1964 level
of $6.4 billion-perhaps to somewhere in the range of $3 to $4 billion typical of
most other recent years.

It does not follow that the balance of payments will improve to the same extent.
One reason is that part of the effect will be to reduce earnings from exports rather
than the deficit, since some of our exports depend directly or indirectly on the
flow of capital. Independently of this connection, the market for our exports in
some countries looks less buoyant now than last year. This is also suggested by
the fact that export orders for durable goods, as reported by the Bureau of the
Census, were no higher in the first quarter of this year than a year earlier. Our
imports, on the other hand, should show a good increase in keeping with the rise
in U.S. economic activity. One must also suppose that our military expenditures
abroad have recently been increasing without their effects on the balance of pay-
ments being fully neutralized. In other words, it is no doubt still true that part
of each dollar spent in Vietnam turns up in Paris. And American tourists are not
great patriots-at least not until they get abroad-and may not be deterred by
exhortation. The role of their expenditures may, however, be exaggerated: the
net debit on travel account rises by only some $50 million a year.

We can also note other more favorable and perhaps more enduring tendencies.
Our competitive position in world trade looks a good deal stronger, in terms of
relative prices, than it was a few years ago. American companies with foreign
subsidiaries seem to be making an extra effort to push exports as a preferred way
of meeting the balance-of-payments targets assigned to them. And earnings
remitted from our foreign investments have been rising by some $400 million a
year, net of foreign earnings here, and are likely to continue to rise rapidly even
if new American investment abroad proceeds only at the pre-1964 rate.
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All things considered, I would expect the balance of payments to show a sig-
nificant improvement over last year, even if a good deal less than the reduction
in capital outflow. The improvement from March on could be striking precisely
because the capital outflow was so great in January and February.

This raises the question of how much improvement is actually needed in the
balance of payments. I mentioned earlier, as a token of confidence in the dollar,
that foreign commercial banks and other private holders had continued to add
to their dollar balances here. The increase in foreign-held balances, excluding
those belonging to central banks and treasuries, was $1.5 billion last year and
more than $550 million in the first 2 months of this year. These large inflows
of foreign funds (in addition to other types of foreign investment here) served as
a partial offset to our own outflows of U.S. private capital. They do not appear
so, however, under the balance of payments accounting methods employed by
the Commerce Department. On this basis, the outflow of U.S. private capital,
including short term, is placed "above the line" before drawing the balance and
hence is treated as contributing to the deficit. But the increase in foreign private
liquid claims on us is entered 'below the line," along with the increase in foreign
official balances and our gold losses, as a means of financing the deficit and hence
as a measure of the deficit. The Bernstein Committee in its report just submitted
to the Bureau of the Budget recommends that the items entered below the line
should be limited to official balances and gold; that is, "official settlements."
On this basis the balance of payments deficit last year would be $1.5 billion-
only half as much as given by the Commerce Department's arrangement of the
figures.

The practical point at issue is that, if we were to set our sights unwaveringly
by the Commerce Department's calculation of the deficit, we might find that we
were curtailing the outflow of U.S. capital too much and putting pressure on
other currencies. This would not be objectionable if we could draw reserves
from, say, France and Germany. But the risk is that the pressure will first fall
on countries less able to bear it, causing them to take restrictive action on their
side and adding to the less favorable tendencies in world trade and production
which I have mentioned.

In brief, we may soon face an awkward choice between doing too much or
too little in our efforts to strengthen the balance of payments. We may do too
much to the disadvantage of some of the weaker countries in world trade and
payments. And we may do too little to satisfy our critics-and, more to the
point, our creditors-in European central banks and finance ministries.
Neither horn of this dilemma is very inviting. It would ill serve our interests
to add to recessionary forces abroad. But we have also seen that the French
in particular are not loath to threaten the present dollar exchange standard
before there is anything satisfactory to put in its place. In this situation, I can
only suggest that every dollar withheld from investment or expenditure in con-
tinental Western Europe is worth several times as much to the U.S. balance
of payments at this crucial juncture as a dollar saved anywhere else in the world.

m

Rather than speculate further about the near-term prospects, I should like to
consider briefly the implications of our experience in recent years for the longer
run. What does this experience mean for the way we address ourselves to future
balance-of-payments problems and, more broadly, for the organization and
operation of the international monetary system?

A great deal of attention is being devoted to reform of the international monetary
system in the hope of avoiding strains and uncertainties such as we have been
experiencing. Too much of this attention is focused, I think, on the mechanics
of the system and not enough on the economics. That is to say, there is an undue
fascination with institutional devices governing the amount and availability of
international liquidity, while too little study is given to problems of keeping
within whatever limits prevail.

Even if, as I hope, international monetary reform is far more liberal than seems
likely in the present state of thinking in continental Europe, the United States
will almost certainly face much narrower limits for financing balance-of-payments
deficits than it has known in the past 15 years. Our scope for doing so has been
unique because of the size of the gold stocks which we had amassed by the end of
the Second World War and because of the desire of other countries to restore and
build up reserves and working balances of dollars. Both sources of financing are
now greatly depleted. Reform of the international monetary system may make
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our position easier in the future than it would otherwise be-but nothing like as
easy as it has been. The point deserves to be stressed because there seems to be
a good deal of confusion on this score some of it attributable, I think, to the
zeal with which proponents of reform argue their cause.

A reasonable expectation would therefore be that-with or without reform of
the international monetary system-the United States will be much more subject
than heretofore to the constraints imposed by the balance of payments under stable
exchange rates. Whether these contraints are borne easily or become intolerable
is likely to depend upon how successful we are in keeping our external accounts
reasonably in balance without sacrificing other important objectives and principles.
And success in this regard is likely to depend, in turn, upon our ability to develop
better instruments of policy and greater skill in their use.

Looked at in this perspective, our experience of the last several years is not very
encouraging. We have seen some brilliant tactical innovations to finance the
deficit and to soften its impact on our gold stock. And we have seen also a number
of specific measures to reduce the deficit, some in ways which everyone might
applaud and others of a more controversial nature.

But these have been, in the main, ad hoc expedients. Little progress has been
made in modeling and adapting the broad instruments of economic and monetary
policy to serve both our domestic and our external objectives. Under the old
19th-century gold standard, I may remind you, a balance-of-pavments deficit
was expected to cause a loss of gold, a contraction of the money supply, a tightening
of credit, and a fall in incomes and prices. These changes were expected in turn
to attract capital, encourage exports, and reduce imports, thus serving to correct
the balance-of-payments deficit. The opposite set of events was expected in
countries with balance-of-payments surDluses-that is, an expansion of the
money supply, an easing of credit, and shifts in trade and in capital flows such as
to eliminate the surplus.

Understandably, few countries today would be willing to go very far in applying
the old orthodoxy at the expense of significant fluctuations in employment,
production, and prices. It would seem that little remains of the classical adjust-
ment mechanism. A partial but perhaps important exception in our own case
is our success in maintaining, for several years, greater price stability than most
of our competitors, and this doubtless owes something to the persistence of
unemployment here and overfull employment in some other countries. It may
be that such a differential trend in prices is, as the Netherlands Bank suggested
several years ago, "the only policy which remains available as a means of restoring
equilibrium." Perhaps this way of adjustment is not so negligible after all, if
one may judge by the pronounced strengthening of our trade balance over the
last several years. But the experience also suggests that time-and therefore
financing-are needed for these effects to work themselves out.

A fair conclusion up to this point would be that we can scarcely hope to be
very deft and quick in adjusting the trade balance one way or the other as may be
needed. It then becomes all the more essential to be able to deploy policy,
particularly monetary policy, so as to keep capital movements from imposing
heavy and protracted strains on the balance of payments. This certainly does
not mean that interest rates here must equal the highest rates abroad. But it
does mean, I think, that we cannot expect to maintain over long periods credit
conditions and interest rates widely different from those prevailing in other leading
centers.

It is here that the clash of opinions in this country is especially sharp-that is,
over the question of using monetary policy to keep the outflow of private capital
within limits consistent with our overall balance of payments position. And it
is here that the failure to find solutions is most manifest. The monetary au-
thorities have kept a troubled eye on this problem, and have had some success
in nudging up short-term rates without raising long-term rates. It seems clear,
however, that their policies have been mainly determined by domestic economic
considerations, and that they have felt severely limited in shaping policy to meet
our external problems. Many critics would have liked to see an even more un-
qualified priority for domestic objectives and a still firmer commitment to mone-
tary ease and low interest rates. The familiar argument is that, especially in
the United States where the foreign sector is so small a part of the whole economy,
the balance of payments tail must not be allowed to wag the dog.

If this view correctly expresses the alternatives before us, then we are indeed
poor in the range of policy measures that can be applied to the capital component
of the balance of payments. With little room to employ monetary policy for this
purpose, we can only hope for the best and, in extremis, invoke emergency meas-
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ures such as those now being used. By the test of our actions, so far, our policies
for influencing international capital movements seem to have been reduced, in
the main, to direct intervention aimed at forcibly adapting the flow of private
foreign investment to whatever level is permitted by the rest of the balance of
payments.

This may not be the worst of all possible worlds, but it fits ill with our longstand-
ing preference for broad economic policies operating impersonally through the
market system. One must be concerned about the efficiency, equity, and viability
of a policy which tends to favor old, well-established operators against newcomers
and which puts the main burden on those most willing to comply and rewards the
least cooperative. The possibility of going all the way to direct controls, involv-
ing approval or disapproval of individual foreign investment transactions, opens
up still more disturbing questions of feasibility, justice, and honesty in
administration.

It is therefore a good time to ask whether measures of this kind are really the
best we can devise in developing policy and strategy for keeping the external
accounts in balance. Is it true that the achievement of our employment and
growth objectives must preclude the use of the broad and impersonal instruments
of monetary policy for balance of payments ends?

This question needs to be looked at in relation to fiscal policy. In the last few
years the idea of 'fiscal drag" has gained wide acceptance and, indeed, considerable
popularity, since it has been instrumental in the tax reductions which we have had
and those in prospect. This is the view that our tax rates since the war have been
so high as to constitute a barrier to economic expansion and full employment, and
that, as the economy grows and generates additional tax revenues, tax esmust be
cut or expenditures increased if recurrent fiscal drag is to be avoided.

From this view it would logically follow that rapid monetary expansion and low
interest rates are nor an indispensable feature of the American scene but have
hitherto been required to compensate for the unnecessarily restrictive effects of
fiscal policy. With a fresh approach and emphasis to fiscal policy, perhaps we
will now be able also to reassess the role of monetary policy and to develop a
better reconciliation between our domestic and our international objectives.

Our international difficulties have been aggravated because the Common
Market countries have manifested, on their side, the same sort of perverse policy
emphasis under the opposite set of internal and external circumstances. They
have tended to rely on tight money rather than tight fiscal policies to combat
overheating and inflation. In doing so, they have helped to attract the capital
inflow and to create the balance of payments surpluses of which they complain.
Here also the interests of the world economy would be served if these countries
would rely more on tax and budget policies for stabilizing their own economies
and adapt their monetary policies more closely to international needs.



(Annex C to statement by Hal B. Lary)
HYPOTHETICAL ILLUSTRATION ON THE BALANCE OF PAYMENTS DEFICIT ON

THREE CONCEPTS

The differences in the three concepts of the deficit are illustrated in a highly
simplified form in the accompanying table showing various hypothetical situations.
In situation A we see a surplus on goods and services offset by Government
economic aid and by a net outflow of U.S. and foreign private long-term cap-
ital, giving an even balance on "basic transactions." If, in accordance with
the "liquidity" concept, we also enter the outflow of U.S. private short-term capital
above the line, we have a deficit of 100. This we assume to be offset by an inflow
of foreign private short-term capital. If this inflow, too, is entered above the line,
as would be done on the "official settlements" basis, the accounts again appear to
be in balance.

In situation B a gap emerges in "basic transactions" because of a decline in
exports and a rise in imports, giving a deficit of 100. With U.S. private short-
term capital flowing out as before, there is a still larger deficit of 200 on the
"liquidity" concept. This is, however, partly offset by the continued inflow of
foreign private short-term capital, leaving a deficit of 100 on "official settlements"
covered by gold sales and an increase in foreign official claims on the United States.

In situation C the deficit on "basic transactions" and that on the "liquidity"
basis are the same as in B, but the flow of foreign private short-term capital turns
outward rather than inward, greatly increasing the deficit on "official settlements."
Situation D shows a contrary development: The outflow of U.S. private short-
term capital is reduced and there is a large inflow of foreign private short-term
capital. These changes reduce the deficit on the "liquidity' basis compared with
situations B and C and eliminate the deficit on the 'official settlements" basis.

Finally, in situation F balance is assumed to be restored in "basic transac-
tions," and the movements of U.S. and foreign private short-term capital are the
same as in situation A, yielding again a deficit according to the "liquidity"
concept and an even balance on "official settlements."

This sketch of hypothetical situations serves only to show how the several
measures of the deficit change in relation to each other with variations in the
component items. It may also be noted that, in the examples given in the table,
the deficit is always smaller on the "basic transactions" concept than on the
"liquidity" concept, and so it will always be except when there is a net withdrawal
of U.S. capital from abroad. And the deficit is smaller on the "official settle-
ments" basis than on the "liquidity" basis except when there is a net withdrawal
of foreign private short-term capital from the United States, as in situation C.

The deficit according to S concepts under various hypothetical conditions

Line Item A B C D E

1 Goods and services transactions, receipts -1,000 950 950 950 1,050
2 Goods and services transactions, payments-700 750 750 750 750
3 Goods and services transactions, balance -300 200 200 200 3004 Government grants and credits - -100 -100 -100 -100 -100
5 Private long-term capital United States and foreign-. . -200 -200 -200 -200 -200
6 Balance on "basic transactions" concept - - -100 -100 -100 .7 U.S. private short-term capital - -100 -100 -100 -50 -100
8 Balance on "liquidity" concept -- ------ -100 -200 -200 -150 -1009 Foreign private short-term capital-100 100 -100 150 10010 Balance on "official settlements" concept -- 100 -300 .

11 U.S. gold and other reserves - - 50 100
12 U.S. labiltles to foreign monetary authorities - - 50 200 .

NoTm.-In this simplified presentation it is assumed that there are no errors and omissions and no"special" Government transactions.
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Senator PROXMIRE. Our next witness is Mr. Walther Lederer,
Chief, Balance of Payments Division, Office of Business Economics,
U.S. Department of Commerce.

We are very happy to have you, Mr. Lederer.
Mr. LEDERER. Before I start my remarks, I would like to state

that I am speaking here entirely for myself, as an economist who has
had a reasonable experience in balance of payments analysis. But
whatever I will say here in no way reflects the position of the Depart-
ment of Commerce.

Mr. ELLSWORTH. Mr. Chairman, at that point, with the witness'
permission-

Senator PROXMIRE. Yes, Mr. Ellsworth.
Mr. ELLSWORTH. You are appearing here as the Chief of the Balance

of Payments Division in the U.S. Department of Commerce, and yet
you say whatever you say in no way reflects the position of the Depart-
ment or any other part of the Government.

I wish you could explan that a little bit.
Mr. LEDERER. I am appearing here as an economist. I am not

appearing here as Chief of the Balance of Payments Division. I
happen to be that at the moment, but what I am going to say is my
own personal opinion. It is not the opinion of the Department or
people in the Budget Bureau or any other part of the Government.

Mr. ELLSWORTH. In other words, what you are saying is that the
Budget Bureau has not seen this statement you are about to make nor
approved it and neither has the Secretary of the Department. Is
that what you are saying?

Senator PROXMIRE. In all fairness, I think it should be said Mr.
Lederer was invited to testify as an individual, as a competent eco-
nomics expert in the field, and not invited as a spokesman for the
Department of Commerce or the administration. Is that correct?

Mr. LEDERER. That is correct.
Senator PROXMIRE. So that the burden is on the committee rather

than on Mr. Lederer if he speaks as an economist. We have asked
him to do that, feeling he will have much greater freedom.

Mr. ELLSWORTH. I am delighted to have Mr. Lederer as a witness,
but I wanted to clarify what his position was. I appreciate the
chairman's clarification as well as Mr. Lederer's.

Senator MILLER. Can I-would the chairman yield?
Senator PROXMIRE. Yes, certainly.
Senator MILLER. I can appreciate that we don't want to add to Mr.

Lederer's problems and have him appear as anything but as an
individual and a very appreciated economist. But I was wondering
if there is any official position by the Department of Commerce or if
it would be feasible for the committee to obtain an official position
from the Department of Commerce.

Mr. LEDERER. I think the committee should have to address itself
to the Secretary of Commerce for that purpose.

Senator PROXMIRE. I might say, it is my understanding from Mr.
Knowles, our staff director, that no position has been taen by the
Department of Commerce, which I would suggest is a desirable
situation indicating they are open minded.

They are waiting until all the testimony is in, not only the Bernstein
testimony, but the testimony of Mr. Chittenden, Mr. Lary, Mr.
Lederer, and other experts, and then they will make up their minds.
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Certainly, I think the minds of all members of this committee are
open, those who are here this morning. We are anxious to hear the
competent witnesses before we decide. I think it is helpful that the
Department of Commerce has taken the same position.

Mr. ELLSWORTH. Mr. Chairman, in that connection-
Senator PROXMIRE. This is the only way Mr. Lederer can be an

advocate. He is a very able advocate, and it is so good to have
these contrary viewpoints.

Mr. ELLSWORTH. I appreciate that and in connection with making
a full record and making a full foundation of the position of the
Government, or lack of position of the Government, I wonder if the
staff has been able to get what I requested at our last hearings. That
is the letter of authorization of the Bernstein Committee.

I haven't seen it yet.
Senator PROXMIRE. It is my understanding it will be published.
(Documents originally requested by Representative Ellsworth for

inclusion in the record appear on pp. 31-36 in pt. 1 of these hearings.)
Mr. ELLSWORTH. Thank you very much.
Senator MILLER. Might I ask, just for a little clarification, is it

the chairman's understanding that the Department is going to come
up with a firm position on this problem in the near future?

Senator PROXMIRE. Well, we have no notion as to timing. I
presume that they will have to make a decision one way or the other
when these balance of payments positions are specified, spelled
out, presented, and published.

Senator MILLER. I wonder if it would be in order to ask that the
committee ask the Secretary whether or how soon we might expect a
firm position from the Department of Commerce. And I say this
because I realize that we can officially here accept Mr. Lederer's
position as an individual. This is not rare at all. It is done quite
often.

I did it myself when I was with the Government many years ago,
but nevertheless, it is realistic to appreciate the fact that members of
the press and the public generally will give great weight to the thinking
within a department when some official, especially someone like
Mr. Lederer, sets forth his personal views, and I think it might be
helpful if he could-I think as a matter of record-point out that the
Department has not made or reached an official position on this and
we would like to know approximately when we might obtain an
official position from the Department.

Senator PROXMIRE. I might say this is to be an interagency position.
It is one to be made by the Treasury, Commerce, Bureau of the
Budget, and perhaps other agencies have to be consulted. At any
rate, this is one that I understand they are anxious to make as soon
as the information is in.

They have to make it as a matter of necessity because they have to
make these reports, and I think it is very helpful that the Senator
from Iowa points out that the public wants to know and we want to
know.

It is helpful in determining our policy in the Congress if we have
these statistics presented to us in an agreed way just as soon as
possible.

Senator MILLER. Would the chairman yield at that point?
Senator PROXMIRE. Yes.
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Senator MILLER. It seems to me it is difficult for this committee,
and speaking more for the legislative branch, to appropriately com-
ment on this until we have heard the executive branch's position.

We might agree with it and we might not. But I think it would be
helpful in the overall understanding of this if we could have the execu-
tive branch come out with their position on this in the rather near
future.

Then, we are in a position to make our report, I think, much more
meaningful than it otherwise would be. I would urge the chairman
to do what he could to obtain some official statement from the execu-
tive branch before we come out with our final advice on this.

Senator PROXMIRE. Well, you see, this puts us in an interesting
position, because the executive branch is going to decide it. They
have the power and authority to act in this case and I am inclined to
think that possibly this committee might influence that decision if
we make up our minds, based on the expert testimony of people from
the administration as wall as competent outside witnesses.

But I think this is something that we can discuss a little later.
If the administration doesn't commit themselves and is open to our

influence and recommendations, perhaps this committee can have
more influence on this Executive decision.

Senator MILLER. It is an Executive decision, but it is then our
duty to recommend legislation on this, and I don't think the people
should get the impression that we are working at cross-purposes here
or dividing up into separate camps without some cross-fertilization.

I think we will do our utmost to work together on this, but never-
theless I think the usual approach has been for the executive branch
to come out with something, just like they do in the annual committee
report, and then we take over from there and make our comments and
recommendations.

Senator PROXMIRE. Well, I think this morning, Senator Miller, we
should have Mr. Lederer proceed, and we will be happy to discuss
this with you shortly.

At any rate, Mr. Lederer is here this morning as an independent,
competent economist and not as a spokesman for the administration.

Mr. LEDERER. The statement I have here is an abstract of a longer
paper I would like to submit for the record if the committee so desires.

First, I should like to emphasize that the Review Committee has
done a very creditable job analyzing our work, the methods we and
other agencies are using to obtain the figures, and the improvements
that may be required to make the data more reliable.

Senator PROXMIRE. Could I interrupt once more to ask if this large
document here represents your comments on the balance of payments
transactions?

Mr. Lederer. Yes.
Senator PROXMIRE. And we also have your prepared statement.

We would appreciate it if you could highlight your statement in your
testimony and we will include your comments in the record, too.

(Mr. Lederer's "Comments", the document referred to, appears in
the appendix.)
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Mr. LEDERER. Thank you. It should not be surprising that those
of us who have for many years worked in that field were quite aware
of the problems we are facing and we are very thankful for receiving
support in our efforts to do a better job.

I do not think that statistics on foreign transactions incorporate
more uncertainties than many other statistics, nor do I think that our
data are much less accurate than comparable data of other countries.
That should not preclude the need for improvements, however, and-
what may be even more important-the need to preserve the quality
of the data we now have through periodic comprehensive surveys
which serve as benchmarks for estimates based on less comprehensive
information obtained currently.

I will not go into the data-collection problems now, but shall be glad
to answer any questions which may be raised. Since the major inter-
est of the public, and the Government, seems to be concerned with the
conceptual problem of measuring the balance on our foreign transac-
tion, I will address myself principally to that problem.

I should like to stress again, however, that the conceptual problem
absorbs only the smaller part of the report of the Review Committee,
and concentrating here on the conceptual problems should not be
interpreted to mean that I consider the other parts as less important.

It is, however, the conceptual problem where we have some dis-
agreement. I might say here that I have the feeling that most of the
time my analysis of the balance of payments based on the data we
have on our international transactions and on related economic de-
velopments, both in the United States and abroad, does not differ
fundamentally from that of Dr. Bernstein (although that may not
apply to all of the other members of the Review Committee).

The problem is-whether we like it or not-that both policy officials
and the public want to have a more easily understood measure, per-
haps one that becomes available before a careful analysis can be made.

This is a very unsatisfactory situation. Very often it turns out
that whatever figures one uses to measure the balance has to be an-
alyzed and has to be qualified, and only after that has been done, can
one really know what has happened.

However, I recognize that these figures are used and have to be
used very often for quick policy decisions, and thereafter one has to
try to make them as reliable as one possibly can.

So, this should not, by any means, reduce the emphasis on the
later analysis, but occasionally one does not have sufficient time for
that.

There is a need, therefore, to select among the many figures that
appear in balance-of-payments compilations those on which attention
should be focused first, although the first impression may have to be
modified by more or less extensive qualifications.

The next point I would like to stress is that I have no intention of
either overstating or understating the balance-of-payments problem
relative to other economic problems about which we are concerned.

The policymaking officials have to find the balance between the
various economic and other problems they are dealing with, and if
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there are competing interests, they have to make the decision of what
should receive priority.

As for myself, I do not believe that the balance of payments can be
improved only at the expense of economic growth, reduction in unem-
ployment, or other desirable economic goals. On the contrary, I
think the two aims can, and in fact, have to be combined for either one
to be achieved.

There are, of course, expenditures we have abroad to meet certain
political goals. It is not for me to judge whether they are desirable
or not. Whatever the expenditures are, they together with all other
foreign transactions influence our balance of payments.

This means, as I see it, that the interpretation of the balance of
payments should not be influenced by the concern of the analyst,
whether balance of payments problems and related policies conflict
with other public or private policy goals. I do not believe that such
concerns have motivated the members of the Review Committee, but
I am afraid that other people have indicated preference for the con-
cepts of the Review Committee, precisely because its balance is
smaller, and has shown quite significant improvement between 1962
and 1964.

The analysis of the balance of payments should indicate whether-
as the Review Committee says-things are "going well or badly"
(p; 101 left, Review Committee Report), or one might add: getting
better or worse, and this should be judged from the point of view
of the balance of payments itself.

What the Review Committee wants to measure is the pressure on
the dollar in exchange markets and it proposes to do that by focusing.
on the changes in U.S. official monetary reserves and in dollar holdings
or other claims on the United States by foreign official monetary
agencies as they appear in the records of U.S. banks.

The committee believes that these items in the balance-of-payments
compilations provide a reasonable measure of these pressures, because
whenever such pressures occur, monetary authorities have to intervene
in the exchange markets either to supply the excess demand or absorb
the excess supply of foreign exchange arising from private or other
official transactions.

I do not believe that we can be satisfied merely to record the events
that occurred at the time pressures have occurred in the exchange
markets, but that we should look ahead, and examine whether any
given pattern of foreign transactions can be sustained in the longer
run or whether policy actions may be required to correct that pattern.

I believe that we should bring such developments to the attention of
the responsible officials and the public at a time when correcting
actions can still be undertaken with some chance for success, rather
than when events which we want to prevent have already occurred.
In other words, balance of payments analysis should be more than a
historical record.

Next, I do not believe that the assumptions underlying the concept
of the Review Committee are close enough to current realities to be
useful for analytical purposes.

1. Monetary authorities are not likely to be always passive factors
in the exchange market. They set up policy goals, and in pursuing
them, they may purchase and sell foreign exchange even if there is
no pressure in the exchange market.
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Controls over foreign exchange operations, particular capital trans-
actions, are quite extensive, and there are hardly any countries where
one can find a foreign exchange market where private decisions are
free of such controls. In most countries the authorities want to
limit foreign exchange expenditures, in order to build up reserves or
to prevent their decline; in some they are more concerned with the
prevention of undesired foreign exchange inflows, particularly through
capital transactions. In still other countries the authorities are con-
cerned with preventing a dilution of their control over their economy,
particularly when it is exercised through credit operations.

I do not believe, therefore, that one can determine once and for
all which transactions are autonomous, which compensatory, or which
transactors are autonomous in their decisions, and which enter the
market only in response to the decisions made by others. I do not
believe that there is a scientific way to make this distinction, and I
do not believe that it is necessary or useful in the analysis of the
balance of payments.

2. A rise in foreign official dollar holdings should not be construed
as a sign of weakness in the position of the dollar, any more than a rise
in foreign private dollar holdings.

If foreign official monetary organizations hold dollars, it must be
assumed that, all in all, they want to hold the dollars, although some
may refrain from purchasing more gold in order to reduce the strain on
U.S. reserves. Otherwise, they would exchange the dollars against
gold. They hold dollars because-and as long as-they have con-
fidence in the stability of the exchange value, convenience, and absence
of restrictions in the use and transfer of dollars, and because-and as
long as-the income they receive on dollar assets is in excess of what-
ever they consider to be a compensation for any risk they may take in
holding dollars rather than gold.

Precisely the same considerations apply to private foreign holdings
of liquid dollar assets. Liquid dollar assets yield less than similar
assets in most other countries. If foreigners hold them, it is primarily
for their liquidity, not as an investment for the income they can
obtain.

Private dollar holdings abroad are a part of the monetary dollar
supply held by foreigners, usually supplementing those held by official
agencies, in many instances under their close supervision, and some-
times to take over the function of official reserves, where the author-
ities cannot, or do not meet the function of a central reserve holding
agency upon which private business can rely for its foreign exchange
needs.

During the postwar period, particularly since 1958, foreign official
dollar holdings have risen much more, and far more steadily than
foreign private dollar holdings.

3. Pressures in the exchange market can be met by other means
than selling and buying foreign exchange in the spot market. Such
pressures can be met by operations in the forward market-and that
has been done extensively, more so than indicated by the Review
Committee.

To reduce the pressure from an excess supply of dollars, our, or
foreign, authorities can purchase dollars in the forward market, which
would increase the incentives for those holding dollars to keep them
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longer than they would have done otherwise. This would appear in
the statistics as a rise in liabilities to foreign private accounts.

Forward commitments of our authorities and those of foreign coun-
tries do not appear in the balance of payments data. Forward sup-
port transactions hide the balance of payments developments if the
balance is computed on the basis of the concept of the Review Com-
mittee, but it would not affect the balance reflecting changes in all
liquid liabilities, which I prefer to use as a base for analysis.

4. I believe the Review Committee has not given sufficient atten-
tion to the implication of the use of the dollar as an international
medium of exchange and reserve asset, both by official and by private
agencies abroad.

(a) The dollar is used extensively for payments by foreigners to
other foreigners probably more so than for payments to the United
States. These dollar transactions may be between residents of the
same foreign country or they may be between persons of different
countries. In the course of these transactions, dollar balances in U.S.
banks can be shifted between foreign official and foreign private
organizations.

The balance on the international transactions of the United States,
computed on the basis of the concepts by the Review Committee,
would be influenced by such shifts. The answer to the question of
whether things are better or worse for the United States would be
affected by transactions which take place between foreign countries or
sometimes between foreign official agencies and private residents of
the same country.

By implication, our balance of payments policy would also be
affected by such transactions. I do not believe that this is appropri-
ate. We should be concerned with changes in the total of all liquid
dollar liabilities, and that is what we reasonably can expect to influence
through policy actions. But after the dollars have been transferred
to foreign accounts, we can do very little to influence shifts of these
balances between foreigners resulting from transactions with each
other.

(b) Since the dollar is used as a medium of payments in international
transactions and as a reserve by foreign banks for credit extensions,
dollar holdings by private people, businesses and by banks can be of
concern to foreign monetary authorities.

To hold down inflationary pressures in their countries, foreign
monetary authorities may want to tighten credit, and limit the
expansion of the money supply in their country. If their residents
then substitute dollars for their own currency, and their banks extend
loans in dollars rather than in their own funds, this can frustrate the
official policies abroad.

It should not be surprising that the authorities which have that
experience take actions by which they hope to reassert their control.
Such actions would have to be designed to prevent a rise in the dollar
holdings of their residents, particularly banks. This, they assume,
can be achieved only by actions by the United States to reduce capital
outflows, and an effective way to stimulate the United States to take
such actions is to purchase gold.

Thus, I believe, foreign monetary authorities are not only con-
cerned with the dollars they happen to hold. They are also con-
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cerned-precisely because the dollar is used abroad as a cash asset-
with dollars held by the private sector in their economies.

This concern by foreign monetary authorities was perhaps the
major reasons for the recent rise in foreign purchases of gold following
the large increase in dollar assets held by foreign banks, particularly
in Europe. I do not believe, as Dr. Bernstein has stated, that these
purchases reflect a relaxation, made possible by the improvement in
our balance of payments, of a previous restraint on gold purchases
which foreign central banks had imposed on themselves to avoid an
undue disturbance of the international monetary system.

The foreign gold purchases started to rise during the last months of
1964, long before the recent improvement in our balance of payments
had set in. Therefore, if we are concerned with changes in our reserve
assets, we also should be concerned with out liquid liabilities, but
just as foreign monetary authorities are concerned with dollar assets
of their private residents, we should also be concerned with the corre-
sponding liabilities to foreign private residents.

(c) The Review Committee recommends that data on liabilities
to foreign organizations reported by U.S. banks should be used to
measure changes in dollar assets and other claims on the United
States by foreign monetary authorities.

'Dollar assets of foreign monetary authorities are, however, con-
siderably larger than data from U.S. banks indicate. We have
attempted to use foreign data (published by the International Mone-
tary Fund) to arrive at figures representing dollar holdings of these
foreign authorities, and find that their holdings based on their own
figures, exceeded at the end of 1964 the figures obtained from U.S.
sources by nearly $3 billion. Figures on foreign official holdings based
on foreign sources were about $18.3 billion, while U.S. sources re-
ported $15.5 billion.

I have a table in my longer report, on page 27, where these figures
are given in more detail.

Fro'm the end of 1958 to the end of 1964 foreign sources reported
an increase in dollar holdings of their monetary authorities of $8.5
billion, while U.S. sources indicated' an increase of $6.3 billion, a
difference of $2.2 billion, or more than a third.

A large part of the discrepancy between United States and foreign
data on dollar holdings of foreign monetary authorities arose during
the year 1959 and 1960, but there were also major increases in the
difference in 1963 and in 1964.

The discrepancy is due to the fact that foreign official organizations
do not have to hold their dollars on deposit or in custody accounts
in U.S. banks. They can also hold their deposits in foreign banks,
particularly British, Swiss, or Canadian, or they can deposit their
dollar funds in foreign branches of U.S. banks.

If foreign official organizations receive checks drawn against U.S.
banks, say in payment for a U.S. import, and they deposit that check
in a London bank, they will acquire a dollar balance in that bank.
The London bank will transmit the check for collection to the United
States, and thus will acquire a deposit balance in a U.S. bank. When
the U.S. bank reports liabilities to foreigners it will show an increase
in liabilities to a private foreign bank, not to an official organization.
That will be the case also if the London bank is a branch of an American
bank.
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Thus foreign official dollar holdings cannot be measured from U.S.
figures as the committee suggests, and U.S. figures cannot be used to
determine whether or not there have been pressures on the dollar,
even if that were otherwise possible or useful.

It is equally important to understand that a very considerable part
of the dollar balances which our banks attribute to foreign private
banks and other private holders really belong to foreign official
agencies.

5. The concept of the Review Committee opens up opportunities
for financial operations which would obscure balance of payments
developments. The possibility of transferring official support opera-
tions to the forward market has already been mentioned.

A similar effect on the statistical data could be obtained by inducing
foreign official organizations to transfer their dollar accounts from
U.S. banks to their foreign branches or to foreign banks. The deficit,
as measured by the Review Committee, could be wiped out for many
years by gradual transfers to foreign banks of the $15.5 billion of
liabilities to foreign official accounts reported by U.S. banks for the
end of 1964.

In setting up a measure for the balance on international transac-
tions, one must take into consideration that it is not only an analytical
tool, but also a suggestion of various policies which would help to
improve the balance. Special care must be exercised, therefore, that
the measure minimizes the possibilities for operations which affect
appearances more than real conditions. I believe that the measure
of the balance which we have been using lends itself much less to such
operations than the balance recommended by the Review Committee.

In view of all these and many other factors affecting U.S. dollar
liabilities to foreign private accounts, as reported by U.S. banks, it
should not be surprising that the changes in these liabilities were
rather erratic.

What is more important, however, is that these erratic movements
also made the balance, as measured by the Review Committee, rather
erratic, much more so than the balance we are now using. Being
more erratic, of course, makes the balance of the Review Committee
much less reliable and much more difficult to analyze in order to
determine the movements of the longer run trends.

The Review Committee claims that a rise in foreign private dollar
balances should be interpreted as a sign of strength of the dollar.
If so, it would be a sign that this strength is very variable, indeed, and
most unreliable. The annual variations in these liabilities during the
period from 1958 to 1964 averaged as high as $900 million.

What is more, however, is that during that period in each of the
two instances when U.S. banking liabilities to foreign private accounts
increased-i.e., in 1959 and 1961-that increase was followed in the
next year by a sharp deterioration of the balance, as measured by the
Review Committee.

The same development can be observed recently as the sharp rise
in liabilities to foreign private accounts in 1964 was followed by a
deterioration in the balance, based on the Review Committee's con-
cepts, during the first quarter of 1965.

Furthermore, that deterioration in 1960, 1962, and again in 1965
did not consist merely of a shift in liabilities from foreign private' to
foreign official accounts, but consisted of a decline in our reserve
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assets which affects our financial position much more immediately,
because the changes in reserves are less sustainable in the longer run
than those in liabilities.

Thus, a decline in our balance, as measured by the Review Com-
mittee, resulting from an increase in liabilities to foreign private
accounts should not be interpreted as a sign of strength in our balance
of payments, but as a rather reliable sign of impending reserve losses.

I am afraid that the signals, which policymaking officials and the
public would receive from the changes in the balance on our foreign
transactions measured on the basis of the concept of the Review
Committee, are not only unreliable; on the basis of our experience
during the last 8 years, they seem to be outright misleading.

Changes in reserve assets are included in measuring the balance on
foreign transactions from which analysis starts, because it is believed
that a decline in reserve assets cannot be sustained in the long run.

I am in favor of including, also, changes in all liquid liabilities-
not just liabilities to foreign monetary authorities-for the same
reasons, although I recognize that the statistical data have to be
adjusted to allow for changes in liabilities which reflect dollar balances
that are not freely disposable by their foreign owners, and that a
certain amount of growth in both official and private dollar holdings
should be considered sustainable to meet the foreign requirements for
internationally acceptable monetary assets arising from the normal
expansion in international transactions. Mr. Chittenden has already
mentioned some of these points.

The most important example of foreign dollar balances which may
be considered to be not freely available to their owners are com-
pensating balances which banks require as a condition for extending
loans. Such balances may vary from bank to bank, and borrower
to borrower, and statistical data on the amounts involved do not
exist.

The problem created by this practice affects not only the balance of
payments, as I prefer to measure and analyze it, since such balances
are also withheld from official accounts, even on loans to nonofficial
borrowers, they may also affect the balance as measured by the Review
Committee.

Furthermore, compensating balances create a problem in the con-
cepts and statistics of such important economic data as the domestic
money supply, banking liabilities subject to reserve requirements, and
the costs of borrowing. If data on compensating balances were de-
veloped, they would help to improve all of these statistics, and they
should also be used in balance of payments compilations and analyses.

Informal inquiries indicated that such balances on foreign loans
may average around 15 percent of the amounts loaned. If that were
so, the balance, as we measure it, would have to be reduced in 1963 by
about $200 million and in 1964 by about $300 million. The amounts
are too small to have a significant effect on the interpretation of the
balance of payments changes in that period. The total would be
down, but the movement for that year would probably not be very
much.

Somewhat more complicated is the problem of the need by foreign
countries for an increase in internationally acceptable monetary assets
to facilitate the normal growth in world trade and other international
transactions. The requirements do not depend on the increase in
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turnover alone. They depend more on the amounts of reserves
official and private organizations and persons want to hold, and this,
in turn, depends on the chances they have to borrow funds to meet
the gaps, and the efficiency with which reserves can be managed.

The need for cash reserves is difficult to estimate even domestically.
The difficulty is even greater in estimating the requirements of
foreigners for their international transactions. After deriving some
estimate, one would have to deduct that amount that may become
available from new gold production and Soviet bloc sales, from an
increase in sterling balances-if any-and thus derive a magnitude
that would indicate the need for additional dollar holdings. Such
an estimate cannot be substituted for, however, by reducing the
balance as we now measure it by omitting liabilities to foreign private
accounts or by netting out some of the U.S. nonmonetary assets
against liquid liabilities.

Whatever that estimate is, it may provide some guide in our balance
of payments policy. In other words, we do not have to interpret the
balance of payments measures to mean that we have to strive now
for a zero balance. Under present conditions, as long as there are
no other monetary assets to supplement the dollar, we may be satisfied
with a rise in liabilities by some magnitude, which should be separately
estimated, but which is likely to be considerably smaller than our
balance-as we measure it-is not.

This is not, I should say here, a new thought which I am just
expressing here at this moment. I said that many times before, such
as in the Princeton study that was mentioned earlier.

This problem also affects the balance as defined by the Review
Committee. The growth in international business also requires an
increase in foreign official dollar holdings, and under present conditions
the target of balance of payments adjustments cannot be a zero
balance even under the Review Committee concept.

I know that Dr. Bernstein denied that, but I think official reserves
have to rise to facilitate a growth in international business just as
much as private reserves.

It would be difficult to divide the total of the required growth in
foreign dollar holdings between official and private accounts. I
would think that an improvement in our balance of payments, inde-
cated by a decline in the rate of accumulation of dollar assets abroad,
would induce foreign monetary authorities to absorb a rising share
of these dollar balances.

The very important difference between the two measures of the
balance-that recommended by the Review Committee, and that
used by myself-thus is not that the level of one is more realistic
than that of the other. Both levels have to be adjusted.

The difference is in their respective reliability with which they
are indicating whether we are moving toward or away from the
goal we have set up. And there, I believe, the definition of the
balance now in use has proven to be considerably superior.

Senator PROXMIRE. Thank you very, very much, Mr. Lederer.
These have been mighty stimulating and helpful papers. I am

going to ask Senator Miller, who has a couple of brief questions to
start off and I will have some questions later.

48-195-65-pt. 2-7
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Senator MILLER. Thank you, Mr. Chairman. Gentlemen, I have
nine questions here which we would like to have you answer after
giving some thought to them.

I doubt if you would like to answer them right off the cuff, so with
the chairman's permission, I will give these questions to these
witnesses and perhaps in the next week they could provide answers
to them, separately.

I would appreciate having their answers in the record.
Senator PROXMIRE. Yes, indeed; I think that would be fine,

provided it is acceptable to the witnesses. Give us the answers in
writing at your leisure before the record is closed.

(Questions submitted to the witnesses in writing by Senator Miller,
and their answers, all subsequently supplied, follow:)

SENATOR MILLER's NINE QUESTIONS

1. In an article on the Bernstein report in the May issue of the Morgan Guar-
anty Survey, the Bank states that one effect of switching to the official settlements
concept would be to let dollar holdings of private foreigners "slip out of focus."
The Bank considers this dangerous because it believes that privately held dollars
are likely to be a greater problem than dollars held by monetary authorities. The
Bank feels that dollars held by monetary authorities are much less likely to be
affected by fear and speculation than are privately held dollars. Do you agree
with this view?

2. Do you agree with Morgan Guaranty's position that the official settlements
as a summary measure of the deficit would serve as a coincident indicator which
would proclaim trouble only after it had already become apparent in the foreign
exchange markets and in movements of gold? The Commerce Department's
measure, it is said, acts instead as a leading indicator which signals when trouble,
not yet apparent, may lie around the corner. Do you agree with this view?

3. The Morgan Guaranty Survey article suggests that our balance of payments
statistics could give a more realistic picture of the deficit by netting out of U.S.
private short-term capital outflows those foreign held balances of dollars which in
practice are not freely usable by their owners. Do you feel that such a practice
would be feasible and useful? Have estimates been made of the size of such
balances?

4. Can a valid case be made for the argument that a key currency country,
such as our own, should be required to use a more strict concept of surplus or
deficit that would be provided by the official settlements concept? On what basis
can such a case be made?

5. Would the addition of the official settlements concept to our balance of
payments data at this time weaken confidence in the dollar abroad? Might it
suggest that we are trying to solve the deficit by statistical operations rather than
by coming to grips with the fundamentals of our deficit?

6. Should there be an international agreement on the standardization of balance
of payments accounting so that all countries use comparable surplus and deficit
figures?

7. Have any wrong policy decisions been made because of the way the balance
of payments deficit has been defined? In general, Mr. Bernstein and those who
appeared with him here several weeks ago felt that mistakes had not been made
because of our present definitions.

8. Under the official settlements concept, transactions among foreigners could
add to our balance of payments deficit. This would occur if private residents
in one country transfer dollars to an official agency in another in payment for
trade or other obligations, or if within a foreign country dollars are transferred
from a private holder to the monetary authorities. Is it reasonable to record
such transactions as deficits-and perhaps adopt restrictive policies on the basis
of them-when they had nothing at all to do with U.S. international payments
and receipts? Do such transfers necessarily result from weaknesses of the dollar?

9. The balance-sheet position of the United States would be improved if our
short-term liabilities could be funded and replaced by long-term debt. But the
official settlement concept would not regard it as an improvement in our balance
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of payments even if all our liquid liabilities to foreign official monetary authorities
were replaced by long-term debt. Isn't this a serious defect in the official settle-
ments concept?

MORGAN GUARANTY TRUST Co. OF NEW YORK,
New York, June 21, 1965.

Dr. GERALD A. POLLACK,
Economist,
Joint Economic Committee,
New Senate Office Building, Washington, D.C.

DEAR DR. POLLACK: I'm enclosing my answers to the questions which Senator
Miller posed to the witnesses who testified on June 8. I've skipped the first three
since they ask for comment on our survey piece, and I am, of course, in full
agreement with the views expressed therein.

I've skipped No. 4 since much of my testimony was devoted to arguing that
the United States must employ a stricter standard than the "official settlements"
measure.

Cordially,
GEORGE H. CHITTENDEN.

ANSWERS BY GEORGE H. CHITTENDEN TO SENATOR MILLER'S QUESTIONS

5. The shortcomings of the "official settlements" concept have been so thor-
oughly exposed in the discussion of recent weeks that I do feel that psychological
hazards would be involved, not just abroad but at home as well, in the official
adoption of the concept. Inevitably, some people would conclude that the
Government was opting for the Review Committee's method, not because of its
merits, but merely because it gave a more pleasing appearance to our payments
situation.

6. If one starts from the assumption, as I do, that the United States plays a
unique role in the world monetary structure, the Review Committee's emphasis
on symmetry in accounting makes little sense. Actually, any technician so
inclined would have little difficulty in recasting country payments statistics on a
standardized basis when undertaking special analyses. A formal agreement to
achieve comparability, even if that were conceded to have some virtue, is scarcely
needed.

7. I think we probably have made some errors during the past several years
in formulating balance of payments policy. Those mistakes, however, have not
stemmed either from deficiencies of data or from the way in which we define our
net-payments position._

8. Our bookkeeping should be designed, as it now is, to show how this countrv's
liquidity position is being affected by transactions between U.S. and foreign
parties. Transactions between foreigners as such may at times reflect weakness
in the dollar, but that certainly is not the case with all such transactions, and the
consequence is that the Review Committee's approach would at times give
misleading signals as to the status of the dollar.

9. I believe it is important because of the banker status of the United States
to distinguish degrees of liquidity in the country's liabilities. The failure of the
Review Committee's approach to do so is, of course, a serious conceptual
deficiency.

ANSWERS BY HAL B. LARY TO SENATOR MILLER'S NINE QUESTIONS

1. The point made in the Morgan Guarantee Survey article overlooks essential
differences between foreign central banks and private parties. Under a system
of stable exchange rates, central banks must absorb any excess of dollars offered
for their own currencies in the foreign exchange market. They have no choice,
if they are to keep the exchange value of their currencies from rising above the
prescribed limits. Depending on their usual practices and current preferences,
they may use part or all of these newly acquired dollars to buy gold from the
United States. Or they may do so subsequently. Conversely, if the pressures
in the foreign exchange market are reversed with a change in the U.S. balance of
payments, foreign central banks will have to make good from their own reserves
any deficiency in the supply of dollars coming on the market. Again, they have
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no choice, if they are to keep the value of their currencies from falling below the
prescribed limits.

Foreign private parties are not required to do any of these things. If they buy
or sell dollar assets, it is not out of any obligation to support existing exchange
rates but rather for business reasons (including relative rates of return, the culti-
vation of good business relations, and protection of the value of their assets).
Indeed, transfers of private funds for these purposes may add to rather than relieve
the pressures with which the central banks have to contend.

If, instead of thinking about the usual characteristics of official and private
funds, one focuses on what happens in the event of a speculative crisis, both types
could, of course, prove volatile. This would also be true of some foreign "long-
term" investments here, such as holdings of U.S. stocks and bonds, which are not
treated as "liquid" in the Commerce Department's definition. And it would
also be true of some domestically owned liquid (and other) assets, which total far
more than foreign claims on us and do not figure in the current balance of pay-
ments at all. It is, however, one thing to say that our monetary authorities must
be alert to all these contingencies in framing their policies, and quite another
thing to say that the selection of certain foreign claims as "liquid" provides a
proper basis for defining the deficit.

2. Once again, we cannot ignore that foreign private acquisitions of "liquid"
dollar balances-and other assets-in one period could be followed by shifts of
these funds into official holdings of dollars or gold in a later period. But the
expression "leading indicator" (developed by the National Bureau of Economic
Research in its business cycle studies) suggests a fairly regular sequence of events
whereby the balance of payments deficit is larger on the "liquidity" concept in one
period and then larger on the "official settlements" basis in a later period. Our
balance of payments history so far does not seem to give much support to this
usage, and, as in the fable, premature and exaggerated warnings may serve no
constructive purpose. It seems to me that the term "leading indicator" is subject
to much the same criticism as the term "sensitive indicator," which I discussed in
my testimony on June 8.

3. This suggestion would probably yield some marginal improvements in the
application of the "liquidity" criterion, judged by its own logic. But I think
that it would not go very far. Can one identify balances held here by foreign
commercial banks as a counterpart to the foreign collection business which they
handle for American banks? Against what would such balances be "netted out"?
How would one "net out" the dollar reserves which foreign insurance companies
must hold against their business in this country? The suggestion also points to
much more basic difficulties in the "liquidity" concept. What is "freely usable"
depends on how anxious the owners are to liquidate their holdings, and attitudes
in this regard are subject to change. Moreover, assets which may not be "freely
usable" overnight may very well become liquid within the time span over which
currency crises usually drag out.

4. At first blush it seems obvious that a key currency country should be stricter
in its statistics-and in its policies-respecting the balance of payments than other
-countries. Amost everyone finds it easy and plausible to say so. And yet I am
not sure that this is really true. Any country, even one without significant
external liquid liabilities, can experience a severe exchange crisis or a prolonged
loss of real resources, if a weakening of confidence in its currency leads to a flight
of capital. In brief, all countries have currencies; all currencies are potentially
subject to attack; and all holders of that currency, regardless of where they live,
are potential participants in such an attack. The effects may be more serious,
relatively speaking, for a very poor country than for a rich one, or for a nonkey
currency country than for a key currency one. In either event, I do not think
that the case is strong for preferring a definition systematically yielding a larger
deficit over a definition yielding a smaller one, or vice versa. There are ad-
vantages and disadvantages either way, as indicated in my written statement,
and it is better to try to rule out such subjective considerations in trying to
determine the most appropriate statistical practice.

5. My expectation is that in 1965 the present "liquidity" criterion will show a
smaller deficit, or at least one not much larger, than the "official settlements"
measure. If so, the first will also show a much greater improvement than the
second. Some of the improvement on the "liquidity" basis will be spurious,
reflecting both the deliberate and the unintended wiping out of offsetting claims
and liabilities of U.S. banks and companies. This year may therefore be a good
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time to introduce the new concept and to contribute to a better public under-
standing of our international position.

6. I would hope that we could get rid of some of the more disturbing asym-
metries and discrepancies in our practice compared with the practices of other
countries, but I suspect that a good deal more study would be needed before
deciding whether or not international standardization is possible.

7. I suggest in my written statement that, if we set our sights by the $3 billion
deficit measured on the "liquidity" basis for last year, we risk applying our new
controls on capital movements too severely and indiscriminately, at the cost of
bringing undue pressure on a number of weaker countries and of increasing de-
mands for financial aid from the U.S. Government. A lesser but still disturbing
aspect of the new controls is that, in order to satisfy the demands of the "liquidity"
criterion, we may confuse shadow and substance; that is, some of the corrective
actions stimulated by the program may serve to reduce foreign liquid claims on
us but without any corresponding real improvement in our international position.

If we think of the situation as it evolved before February 10 of this year, my
chief concern about the effects of the "liquidity" definition would be that it may
have contributed to an exaggerated impression of financial profligacy on the part
of the United States, making it more difficult to obtain cooperation from some
countries and, in late 1964 and early 1965, leading to self-fulfilling expectations
that controls would have to be imposed on the continued flow of U.S. investments
abroad.

8. It seems that in both of the cases mentioned foreign private holders have
decided to reduce their holdings of dollars and that the dollars offered on the
foreign exchange market have been acquired by central banks. From the evidence
given, this would be a change in our international position analogous to a sale of
foreign holdings of corporate shares and would be appropriately reflected in an
increase in our deficit.

9. Surely, both the "liquidity" approach and the "official settlements" ap-
proach would treat the transaction in question as a special government transaction
and not as a real improvement in our balance of payments. The distinction made
in the question between our international balance sheet and our international
balance of payments is important: It is the first but not the second that would be
improved under the conditions stated.

ANSWERS BY WALTHER LEDERER TO SENATOR MILLER'S NINE QUESTIONS

1. The following figures show the total amounts of liquid liabilities to foreign
official organizations and to private foreigners since the end of 1958 as reported
from U.S. sources.

[In millions of dollars]

Liquid liabilities to foreign Liquid liabilities to private
official organizations foreigners

Amounts Change Amounts Change
outstanding during year outstanding during year

at end of year at end of year

1958 ------------------- 9,146 6,367
1959 - - -10,038 +892 7,657 r +1, 290
1960 ------------------ 11,039 +1,001 7,631 -261961-- 11,770 +731 8,375 +662
1962 12,681 +911 8,359 -16
1963 - - -14,353 +1,672 9,205 +846
1964 - - -15, 472 +1, 119 11,014 +1,098

The figures clearly indicate that the changes in the liabilities to foreign private
banks and other foreign private accounts are much more erratic than those in
foreign official accounts.
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2. The data following show that U.S. reserve assets fell sharply in the years
1960, 1962, and 1965 following a relatively large rise in liquid liabilities to foreign
private accounts in the preceding years 1959, 1961, and 1964.

[In millions of dollars]

Changes in
Changes in liquid liabili-
U.S. reserve ties to foreign

assets private
accounts

1959 - - - -771 +1,290
1960 -2,143 -26
1961 - -606 +662
1962 ------------------------------------ ---------- - 1,533 -16
1963 - -- -378 +846
1964 - - -171 +1,809
196-- - -842 +170

3. The exclusion from U.S. liquid liabilities to foreigners (including both official
and private accounts) of balances which in practice are not freely usable by their
owners (such as compensating balances held against loans provided by U.S.
banks) would be desirable. This requires, however, a definition which would be
statistically measurable, and the development of statistical reports to obtain the
necessary data. At this time neither a sufficiently precise definition, nor the cor-
responding data are available. A rough estimate of the net increase in compen-
sating balances included in foreign dollar balances would be as follows (in millions
of dollars):

1960 ------------------ - $120
1961 -190
1962 -75
1963 -200
1964 -300-------------------------- -

The balance on foreign transactions measured by changes in reserve assets and
all liquid liabilities may be reduced by these amounts.

A large part of these compensating balances are included in dollar deposits by
foreign official organizations. The argument that such balances should be de-
ducted from U.S. liabilities to foreigners also applies to the measure of the balance
on U.S. international transactions as measured by the Review Committee.

Other adjustments, particularly liabilities to Canadian banks which are tied
to U.S. deposits in these banks, also require conceptual clarifications, and probably
statistical data not now available.

4. If the United States would not be a "key currency country"-i.e., if the
U.S. dollar would not be used abroad as a medium of exchange, and public and
private reserve asset-foreign holdings of liquid dollar assets would, most likely,
have remained quite small. Since the United States under such conditions
would have had to balance its foreign transactions by drawing on its reserves, it
would have been forced to adjust its foreign transactions at a much earlier time in
order to avoid large reserve losses. Measures would have to be taken to keep
reserves at a level considered necessary to bridge temporary gaps between receipts
and payments on trade and other transactions, and for various emergencies.
Nearly all countries attempt to keep reserves for such purposes.

The United States has to keep reserves, however, also, because the dollar is
used for monetary functions abroad, and its acceptance by foreigners as a monetary
and reserve asset is contingent upon the ability of U.S. monetary authorities to
guarantee its convertibility into gold or other currencies at stable values and
without restrictions. Since the dollar is accepted and used for such purposes not
only by foreign official organizations but also by foreign private business, the
U.S. monetarv authorities have to keep reserves, also, to provide sufficient as-
surances to foreign private dollar holders. Or, to put it the other way around,
the United States has to watch the relation between its reserves and its liquid or
monetary liabilities held by all foreigners.

5. If the "official settlements" concept would really be appropriate for the
analvsis of the balance of payments of the United States it should be adopted.
There would be no reason to fear that the change in statistics would be misinter-
preted as an attempt to substitute a statistical for a real solution of our balance
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of payments problem. The danger in adopting the "official settlements" concept
is that it suggests a continuing and major improvement in our balance of pay-
ments situation from 1962 to 1964, and that it would lead to the conclusion that
major actions to improve the balance further are not needed at this time. In
fact, it would be very difficult to obtain support for such actions, both within the
Government and from the public. The lack of actions, or in the rescinding of
actions to improve the balance of payments already taken, could result in a
weakening of confidence in the dollar.

6. The International Monetary Fund and the Organization for Economic
Cooperation and Development are attempting to standardize balance-of-payments
accounting among their member countries. The two organizations cooperate
closely in that task. These efforts have had considerable success, but they have
also brought out the difficulties that are involved.

The different countries have different systems of collecting data on their foreign
transactions because these data are frequently obtained as byproducts of other
administrative operations, which vary considerably among different countries.

Countries differ markedly in their international and internal economic opera-
tions and institutions, so that transactions which may appear to be similar can
in reality be quite different with respect to their economic significance. For
instance, for some countries changes in exports may be a reasonable indication
of their changes in foreign exchange earnings. For the United States that does
not necessarily apply, because such exports may be financed by Government aid,
or by private investments and loans. Short-term assets held abroad by banks
in some countries can be mainly very liquid cash assets; in the United States such
assets are mainlv loans which would be difficult to liquidate. In some countries,
the governments have more control over foreign operations and assets of their
residents than in other countries.

Transactions between two specific countries may not necessarily appear in
their respective statistics on the opposite side of the ledger. Many countries,
for different types of transactions, act as middlemen or transit points.

Goods may be consigned by a U.S. exporter to the Netherlands, but may
actually go to Germany. A Dutch merchant may have arranged the transaction,
and may earn a middleman's commission or profit, but there is no reason why
the Netherlands should include such shipments in its imports or exports if they
did not enter their country or if their country had no share in producing them.

A bank in, say, the United Kingdom may accept dollar funds from a foreigner
and lend out these dollar funds to another foreigner on similar terms. The
operation does not affrct the economy (except for the earnings of the bank in that
operation), nor the financial position of the United Kingdom.

The country which has the middleman role may not want to show in its statistics
these kinds of transactions on a gross basis, as if each side would be unrelated to
the other, and each reflect separate aspects of that country's economic activity.

The interpretation of the balance of payments is even more difficult to
standardize. A balance of payments pattern that may be sustainable over the
longer run in one country may require corrective actions in another. What may
appear as a deficit situation requiring correction in one country does not neces-
sarily mean that the corresponding transactions in another should be interpreted
as a surplus. In recent years, for instance, Japan borrowed large amounts from
banks in the United States and, to a much lesser extent, in other countries.
These loans balanced the excess of payments that Japan had on other transactions
in part with other countries. Such borrowing cannot be expected to continue, at
least not at the previous rate, and earlier or later-the Japanese authorities will
have to make some adjustment in the foreign transactions of their country. It
does not matter whether one would say that Japan had "a deficit" in its balance
of payment measured by net borrowing, so long as the policy implications of that
balance of payments pattern are made clear.

On the other hand we cannot consider our banking claims on Japan as an
equivalent to our monetary reserves. If third countries have excess dollar supplies
and our monetary authorities have to repurchase the excess in order to preserve
the exchange value of the dollar, they cannot do so by selling the claims held by
our banks on Japan. The latter are not held by the monetary authorities, they
are not per se an acceptable medium of exchange, and they cannot be liquidated,
partly because they may not fall due, and partly because the Japanese authorities
may not have the funds to pay off the amount we may require. Thus we may
have to use our reserves to remove the excess supply of dollars from the exchange
markets.
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In this example the third country would gain reserve assets in an amount
equivalent to our losses, but Japan which may not have lost reserve assets may
nevertheless have to act to prevent such losses in the future. Taking all three
countries together, the adverse balances would exceed the favorable balance of
the third country which is gaining the reserve assets. This is not an unrealistic
appraisal of the situation; however, the volume of credit has expanded more
than the reserve base. This can also happen within an economy and may result
in an unstable and vulnerable financial condition. If it develops it should not
be hidden by rearranging statistics. It should be corrected to the extent it is
desirable by the creation of reserve assets in the amount necessary to facilitate a
desirable volume of business activity. This is also the problem in international
finance. If there is a need for additional international reserve assets to supple-
ment gold, it would serve us badly to pretend in our balance of payments statistics
that all deficits have to be offset by surpluses, and that the problem in inter-
national finance is merely a matter of the distribution of reserve assets rather
than one of their appropriate growth or sometimes one of overextension of credit.

7. I do not believe that "wrong policy decisions have been made because of the
way the balance of payments deficit has been defined", but I believe that wrong
policy decisions would have been made if the balance on our foreign transactions
had been measured on the basis of the concept of the review committee. Accord-
ing to the review committee, the "balance settled by official transactions improved
from -$3.5 billion in 1960 to -$2 billion in 1961, and consequently meaures
taken in 1960 to improve the balance of payments could have been relaxed in
1961.

An even larger improvement, from -$3.3 billion to -$2.3 billion occurred in
1963 and a further improvement, to -$1.5 billion occurred in 1964. These
changes would have made it virtually impossible to find support for the measures
that have recently been taken to improve the balance of payments; on the con-
trary the pressure to relax restrictive measures taken in earlier years would have
been hard to resist.

8. I do not believe that transactions among foreigners, even if they involve
transfers of dollars between foreign accounts in U.S. banks, should affect the
measure that we set up to indicate whether the balance on our transactions has
changed to the better or worse. The purpose of drawing attention to certain
items in the balance of payments accounts, such as changes in reserve assets or
in liquid liabilities is to advise those responsible for formulating policies, that the
foreign transactions have developed a pattern which in the longer run cannot be
sustained, and that, in the absence of self-correcting adjustments, policy actions
may be required to achieve a sustainable pattern. Shifts of dollar balances
among foreigners as a result of ordinary transactions cannot be subject to policy
influences by U.S. authorities. It is possible, of course, that dollar balances as
a result of transactions among foreigners are shifted to monetary authorities of
countries which-as a matter of traditional policy-convert all or a large part of
dollar receipts into gold. This may affect U.S. reserves and weaken the ratio
between reserves and outstanding liabilities. U.S. authorities would have no
power to prevent such shifts. Such shifts should be considered a normal risk
associated with the role of an interrnationally used currency. As long as the
dollar is such a key currency, the only policy U.S. authorities can pursue is to
watch closely the relation of reserves to all liquid liabilities and to keep that
relation high enough to meet such risks, so that shifts of dollar balances to gold
purchasing countries do not impair the confidence in the continued convertibility
of the dollar at stable values.

9. I believe that conversion of some of our liquid liabilities to foreign official
organizations into long-term debt would reduce the vulnerability of the dollar.
Such conversions would be the same as long-term loans and should be recorded
in balance of payments compilations as other long-term loans. If such long-
term loans reduce liquid liabilities, this should be considered an improvement in
the balance.

There may still be a question, however, whether such a loan was a transaction
which is limited in duration and amount. In that case the relief provided by that
loan would be temporary, and efforts to improve the balance of payments would
have to continue. This should be brought out in the analysis of the balance of
payments. One way of doing that is to indicate that the loan was a special
transaction, and to compute a balance omitting the loan. The same could be
done, however, with any other large nonrepetitive transaction, such as, for instance,
extraordinary wheat sales, or on the negative side, extraordinary large private
investments, of Government loans.
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Senator MILLER. A couple of brief questions now, if I may. Mr.
Lederer, you talked about the goal we have set up. What is that
goal?

Mr. LEDERER. This is looking to the future. I do not know
whether such a goal has been set up, but this is a lack of knowledge,
not anything else. I do not know that we have officially set up any
particular goal that we should be striving for. I think, however, that
some thought should be given to defining that goal.

We have been, obviously, so far away from any kind of reasonable
goal that the problem of setting up that goal was not an immediate
problem.

Senator MILLER. Do you have any recommendations on what that
goal should be?

Mr. LEDERER. No, I think this requires rather careful study, and
I don't think it should be determined in a quick and haphazard way.

Senator MILLER. I certainly agree with you, but it seems to me
that we do have a problem of defining the goal.

Mr. LEDERER. That is correct.
Senator MILLER. And until we define the goal, it is going to be

rather difficult to come to a conclusion on the means of obtaining that
goal.

I think you have done a masterful job of pointing out the need for
reliability, but that reliability still is going to have to be measured
against some goal. Until we know what that goal is, I think it will
be very difficult for us to define the means to attain it.

Mr. LEDERER. Yes; the goal depends obviously on some estimate
of the rise in world transactions, as Mr. Chrittenden has mentioned
before. It depends upon the need for dollars to finance these trans-
actions, to what extent, for instance, other currencies are available
or used, say within the Common Market area, within the sterling
area.

It depends on some estimate of accommodations which countries
have through borrowing from the IMF, and from other sources, so
there are many variables involved and I could not at the moment say
quickly what a reasonable target would be.

The other problem is, of course, that some people may very well
feel different about that at the moment. The dollar supply abroad
is higher than what we would like to see, and so, for a time, it may
well be appropriate to have a goal in our own balance of payments
policy, which is somewhat lower than the longer goal would be.

Senator MILLER. I would like to just ask one last question and ask
for brief replies from each of you witnesses.

The point has been made that we should develop some measurement
as to determining whether things are better or worse. In the concept
of what is better or worse, how important is it that we take into account
the outflow of gold problem? In other words, I detect that certainly
the first and last witnesses are not concerned about a zero balance.

Suppose we had a zero balance, would we have an outflow or could
we have an outflow of gold problem?

If we could, it might be that the zero balance with an outflow of
gold problem would not be as good for the national interest as a very
favorable-I mean, as an unfavorable balance of payments situation
with no outflow of gold problem.

Would each of the witnesses care to comment on that?
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Mr. CHITTENDEN. Would you like me to start, Senator Miller?
Senator MILLER. Yes.
IMr. CHITTENDEN. I think it is a good question and a difficult one to

answer like most good questions.
It seems to me it is altogether possible that this current year or for

at least a good part of this current year, we could have, as our balance
is now measured, equilibrium accompanied by continued and
sizable gold losses, which in effect would be the meeting by this
country of perhaps overdue, obligations that have been accumulated
through previous years.

It is hard to say how such an occurrence would be interpreted,
whether it would be interpreted as a sign that we were doing better
or worse. But, in fact, gold losses affect public opinion and attitudes,
even as a reading of a different situation which gave us a worse looking
appearance, might do.

The loss or gain in our gold stocks obviously has an effect on market
opinion. Its treatment statistically must be realistic. The facts
are there.

Senator PROXMIRE. Mr. Lary?
Mr. LARY. I think this question points toward the awkward choice

which seems to be looming up in our international financial policy.
It is implicit in the question that we may need to achieve enough of
a surplus to at least stop the gold losses, if not to reverse them.

The dilemma, as I see it, is that we may, through the corrective
measures that have been taken, run the risk of putting more pressure
on countries in a relatively weak position, which includes most
countries outside the Common Market, than would be consistent with
their economic welfare or with our own. We don't want to cause the
stagnation or a depression that would go against our own exports and
have other adverse repercussions.

On the other hand, the risk is that we may not go far enough to
satisfy some of our most severe critics and, more to the point, our
creditors in European central banks. It is difficult to maneuver in
these circumstances.

I think that this question also has a geographic focus. In this
dilemma we would do well to study the possibilities of bringing cor-
rective measures to bear with maximum effect on the surplus countries.
A dollar saved there is worth much more to the balance of payments
than a dollar saved in any other part of the world.

I might add this; That even this possibility may require a certain
amount of patience as against strong and hasty action, because the
development in France, in particular, seems to me to bear watcbing.
I would say that as of a year or more ago, France opted, putting it
crudely, for a strong currency as against a strong economy. I don't
think this is a choice she can live with very long. A new expansion
in France will do a great deal to relieve pressures that we have been
feeling against us.

Mr. LEDERER. I think Senator Miller has asked whether, whatever
we set up as a reasonable target of a balance, whether this could be
maintained if it would involve a sizable outflow of gold. Is that the
interpretation?

Senator MILLER. You could so interpret my question, I think.
Mr. LEDERER. I think the answer to that is "No." And I did

indicate in my paper that we could sustain for some time a rise in
liabilities of some magnitude, but not a decline in gold.
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Senator MILLER. I was going to come back to you and ask you
how much that sum is.

2Mr. LEDERER. That is the problem that I mentioned before, and
that I don't want to solve it just in a quick manner. Probably several
hundred million dollars, maybe somewhere between half a billion
and a billion.

But, mind you, this is not a considered judgment. This is now a
mere guess and a considered estimate would require a good deal more
study. Even then, however, I would like to emphasize again, that
this may be acceptable as long as there is no supplementary monetary
assets that would supplement the use of the dollar.

I think even, if we would have rising liabilities, say of a billion
dollars a year, with steady gold holdings and that would go on for
10 years, that would certainly increase our vulnerability and it may
not be a desirable development.

So, the longrun solution would probably be to get some kind of a
supplementary monetary asset in the world and there have been
many proposals, including many that have been discussed here,
and so what I am talking about here is more or less an interim solu-
tion as of this moment.

Senator MILLER. Thank you. I thank the chairman very much.
Senator PROXMIRE. Incidentally, it is my recollection that Mr.

Bernstein predicted that when we bring our balance into equilibrium,
we will suffer a substantial loss of gold and we should achieve the bal-
ance very rapidly for that reason. We will suffer the loss because
some countries will feel we no longer need their assistance and they
won't have to exercise as much restraint as in the past. Some of us
got the fleeting impression that maybe we ought not to move to
equilibrium, because we will lose a lot of gold if we do. Of course,
Mr. Bernstein quickly disabused us of this.

I would first like to ask if it is true, that there is not a single, final,
precise answer here. You can't come up with one figure and have
it give you an answer that means anything without substantial,
sophisticated, discriminating analysis.

Mr. LEDERER. Right.
Senator PROXMIRE. Would you all agree with that?
M\r. CHITTENDEN. Yes.
Senator PROXMJRE. I think your testimony certainly implies that

and I think it is a great contribution to us here.
I would like to ask Mr. Chittenden to take first this question.
We explored with the Review Committee the possibility of reporting

the balance of payments data without defining a deficit or surplus
and reserving an analytical discussion and presentation for separate
tables. In response to our question the Review Committee stated
that a neutral position would be impractical.

They said:
The Committee considered this idea, but found it impractical. It is impossible

to tabulate international transactions without choosing some method of classifying
them and some sequence in which to list them. These choices unavoidably
involve analytical judgments, even if every effort is made to hold these to a
minimum. For example, almost everyone would pu' U.S. gold transactions near
the bottom of the table, treating them as somehow the result of other transactions.

Now, in your article-we understand you disclaimed authorship,
unlike most Senators. We almost always insist on getting credit for
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what our assistants do for us. Your "Morgan Guaranty Survey"
said:

It is possible to take a completely "neutral" view of these transactions, making
no distinction whatever among the impacts that various kinds of transaction
within each category have on the country's position.

It seems, therefore, that you do not agree with the Review Com-
mittee. Would you like to elaborate on this?

Mr. CHITTENDEN. I think that the statement is simply that "it is
possible to"-I don't believe-

Senator PROXMIRE. You don't necessarily recommend this?
Mr. CHITTENDEN. I don't believe that is the intention of that

statement. You can be wholly "neutral," but my personal feeling is
that that does not serve the public interest in the best possible way.

That implies either an unwillingness or an inability to assess the
relative importance of various elements of the tabulation, which I
think is-

Senator PROXMIRE. I understand that would be left to a later
place.

Mr. CHITTENDEN. A later place
Senator PROXMIRE (continuing). Later place in the tables; is that

right?
Mr. CHITTENDEN. But it is a matter of publishing findings of
Senator PROXMIRE. One would be neutral just setting forth the

fact-separate tables. But you feel the Department of Commerce
should come to a conclusion specifying what in the best judgment of
the Department of Commerce the surplus or deficit is in the balance
of payments.

Otherwise, don't you have a chaotic situation rather than an
authoritative official position, even if it might not be the best?

Mr. CHITTENDEN. Well, I think the average man, who is looking
for guidance, would be troubled if presented with nothing more than
tabulations of statistics without interpretation. He does not have
the time himself to make a sophisticated analysis. He looks to the
professionals for assistance in that, so that he can use this information
intelligently in his own decisionmaking.

I think that the mere tabulation of the numbers without interpreta-
tion falls far short of the public need.

Senator PROXMIRE. Let me move on then to something else.
What is wrong with having both the "official settlements" and the

present system which would include foreign private dollar holdings?
This, as a matter of fact, was the Review Committee's position as a
starter.

They went into the "official settlements," but they agreed to wait
a few years.

Mr. CHITTENDEN. For a while, perhaps, the two exercises could be
carried out beneficially. I think the answer to that comes down to an
opinion of whether in fact the "official settlements" approach ulti-
mately provides a better measure.

I think throughout the "Morgan Guaranty Survey" article and in
the remarks I have made this morning, it is clear that in our opinion,
and in my opinion, that the "official settlements" is not as good as the
present method, which happily can be further refined and improved,
so I would say-
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Senator PROXMIRE. The "official settlements" does have certain
advantages and certain disadvantages. For one thing, it has the
support of the Bernstein Committee which was an eminent committee
of economists competent in the area. It also has the advantage of
symmetry; that is, if all countries were included, you would have an
aggregate of zero with the net increase in gold production as a plus.

I recognize that the approach that is now used has distinct advan-
tages, too. You think you will ultimately have to make a choice
and a choice ought to be made, and you would come down on the
side of the present system.

Mr. CHITTENDEN. That is correct. Incidentally, I do not see the
merit of symmetry just for symmetry's sake. Even if it could be
obtained, which is a difficult thing to do in human and financial
affairs, has it any particular value per se?

I feel that the objective of a zero reading in the presently recorded
balance of payments is not of paramount importance.

Senator PROXMIRE. I would agree it is not of paramount impor-
tance, it is a convenient benchmark, however, to inform people.
But when we read the balance of payments as a surplus or a deficit,
almost all nonexperts assume the symmetrical and zero basis. We
are misled unless we have this deeper understanding which you have
expressed this morning.

You all understand it.
Mr. CHITTENDEN. It would be wonderful if we could arrive at a

universally acceptable measurement of the figure for our international
payments position.

These hearings attest to the very difficulty of realizing such a desir-
able position or situation.

Senator PROXMIRE. Let me read to you what Mr. Bernstein said
when he appeared before us and I asked him about it-I would like to
get Mr. Lary's and Mr. Lederer's reactions to this:

* * * I think those who support the present definition should be asked to
estimate the average deficit that could be sustained over a long period without
causing serious payments difficulties.

Another advantage of the Review Committee's definition is that it would be
symmetrical if used by all countries. If every country used the deficit as the
official settlements definition, the sum of the deficits and surpluses of all countries
would be zero, except for the addition of gold to monetary reserves.

Now the question, of course, refers to the first statement. Those
who support the present definition should be asked to estimate the
average deficits that could be sustained over a long period without
causing serious payments difficulties.

Mr. CHITTENDEN. The figures cited in my comments are inexact,
difficult-to-defend figures.

But based on an increase in world trade, I personally feel that a
deficit as presently tabulated on the order of $500 million to $1 billion
would be sustainable.

Senator PROXMIRE. Mr. Lary
Mr. CHITTENDEN. This is not ad infinitum. Conditions sometimes

change, and expansion lets down or increases.
Senator PROXMIRE. Mr. Lary?
Mr. LARY. Mr. Chairman, your question, I think, points to a pos-

sibly desirable solution to this dilemma. I would see no good reason
not to regard the large table which spreads across two pages or more
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in the Survey of Current Business as primarily a basic data table
without attempting to add it up to a deficit of one kind or other, and
to accompany that with a m re analytical table which could show the
deficit on more than one definition. And, as you may suppose, I
would rather favor including the basic transaction type of computation
there, too. I think we may be trying to go too far in catering to the
kind of demand that was attributed in the Bernstein committee
report to a journalist who wanted one figure and one only-with no
if's, but's, or maybe's. I don't quite see that that is a reasonable
type of demand to be catered to. If the problem is complicated,
we are probably doing a better public service if we recognize that it is.

It is like trying to reduce the complexities in Vietnam to a slogan
to try to tie the whole balance of payments up into a single deficit.

This would put an extra burden, I think, on Mr. Lederer. He
would be obliged to have more figures. It might require a different
kind of publication, something supplementary to your Survey of
Current Business.

I would think the people to be served are mainly the banks and
companies that are active internationally, and perhaps these people
should be given a more sophisticated type of analysis than would
serve the needs of the journalist.

MIr. LEDERER. On the question of the presentation-and again I
am just speaking for myself-I am quite in favor of separating out
the tables which provide the data from those which provide the
analysis. In other words, I do think that that can be done; not
only the basic data, but perhaps, also those data after seasonable
adjustments.

The analysis, as I said, and the Bernstein people said, in reality is
a matter of judgment, and that whatever figure we present, that, too,
is a matter of judgment, and that should be made clear. This is an
interpretation by somebody, and somebody else could very well have
a different interpretation, and that should be separated and clearly
stated. Here are the figures and here is some person's interpretation
of these figures and these interpretations, of course, can be expressed
in figures, if you have to.

Senator PROXMIRE. Why not add to that an entire interpretive
article each quarter, separate from the strictly factual report of the
tables?

Mr. LEDERER. As far as I am concerned, that would be fine.
Senator PROXMIRE. Do you want to comment on the second part

of it?
Mr. LEDERER. The second question is: How much? That was the

Bernstein question: How much of it can be sustained?
Senator PROXMIRE. I think you probably answered that in your

testimony.
Mr. LEDERER. I did, to some extent. In the first place, I want to

say that Mr. Bernstein somehow or other escaped that question,
because he said that his balance could, or would have to add up to
zero, and that that kind of a zero balance could then be sustained over
the long run.

That is entirely true. That can be sustained from our point of
view, that is, from the position of this country; but it is not the sort
of thing that can be sustained from the point of view of the rest of the
world. And you might say equally well, from our point of view, the
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zero balance in the private accounts could also be sustained. What
we are worried about is that as long as the dollar is an international
currency we do probably need some rise in foreign dollar holdings, and
that applies to official as well as private holdings. So, if you talk
about an amount by which-

Senator PROXMIRE. Let me just interrupt at that point and say that
Bernstein has a little bit the better of the argument at this point,
inasmuch as the tendency of the present definition is more conserva-
tive and, therefore, would provide for a zero balance when we have,
in effect, a favorable balance of payments, and would for this reason
be inclined to have a more adverse effect on the holdings of dollars
abroad. Is that correct?

Mr. LEDERER. I think it applies to both concepts.
Senator PROXNIIRE. It applies to both? It applies a little more

strongly against yours. However, I will ask Mr. Lary to help me
out on this.

Mr. LARY. I think there is an important qualification to what Mr.
Lederer is saying, and again the famous question of symmetry arises.
It would be possible for us to have a rise in our dollar liabilities to
foreign monetary authorities, and at the same time have an offsetting
rise in our official claims in foreign currencies in other countries in a
strong position. This seems to me, pending a better solution of the
world's monetary problems, a more desirable way in which to move.
So, if we had a rise of 100 in our official liabilities and a rise of 100
in our official assets, you would have increased reserves on both sides,
and as far as this item goes, would have a balance. Again I say,
symmetry here and symmetry in the private balances, and you would
be all right.

Senator PROXMIRE. Mr. Lederer?
Mr. LEDERER. This idea of symmetry, in the first place, is statis-

tically not possible on the basis of the way the Bernstein Committee
recommends the figures to be collected. Obviously, if a foreign official
agency has a dollar balance in a foreign private bank, there is no way
we can show that to be symmetrical, and neither would the foreign
country.

In other words, if a Swiss bank gets dollar balances from some coun-
try, say Spain, and deposits these balances here in the United States,
there is absolutely no reason in the world why Switzerland should
consider that as being a deficit for itself. This is a perfectly sustain-
able situation. In fact, the Swiss are making a little bit of money
on the way. As long as the Swiss banks can be held-and they are
being held-to maintain dollar balances here or elsewhere in the same
amount and in the same degree of liquidity as their dollar obligations,
this is perfectly all right for Switzerland.

Senator PROXMIRE. Let me just zero in on what is really the crux
of this thing, and again quote from Mr. Bernstein's testimony about
our concern with the claims of foreign commerce banks and other
foreign private claims. He says this:

I think the argument that these dollars can get into the hands of the monetary
authorities is certainly hypothetically true. It simply does not conform to the
behavior of the last 20 years. As I have said in my statement, from 1945 to
1964 there were only 2 years in which private holdings of dollars declined. This
includes periods of the greatest stress for these foreign countries, when they were
desperate for dollars, when they had complete exchange control. It includes
periods when there were great doubts about the strength of the dollar. Never-
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theless, except in 1948 and 1960, when private holdings of dollars went down by
$26 and $65 million, they actually rose in every single year.

By contrast, Senator, there are other holdings of assets in the United States
by foreigners which are much more volatile, and when foreigners, for example,
sell their common stocks, the dollars get into the hands of their monetary authori-
ties, unless they are acquired, perhaps, by banks or some other private holder.
Well, net sales of U.S. stocks by foreigners were $350 million in 1964. There are
a half a dozen years in which there were net sales of such securities, so if we are
looking for assets which are volatile, which may be sold by foreigners, and which
will provide dollar proceeds that get into the hands of the monetary authorities,
here are foreign assets that are much more likely to result in dollars getting into
the hands of the monetary authorities. Nevertheless, such transactions are put
in the capital account of the balance of payments.

And I think all of you would agree they should be in the capital
account and should not be here.

How do you answer the Bernstein argument that the private claims
that you are including now in your present definition are not volatile
and do not represent, on the basis of experience, the most serious
threat against our gold, or represent an element that really should
be included on the basis of experience?

Mr. LEDERER. In the first place, if you compare the privately
held liquid dollar funds with those held by foreign official organizations,
you will find that the dollar funds held by foreign official organizations
have not declined either. They have risen continually over the
postwar period, and what is more, they have risen much more steadily
than the privately held liquid dollar assets.

So, the question is not so much whether private funds are volatile,
as against other transactions or stockholdings or something like that.
The fact is that official dollar funds have also risen very steadily, and
the question is why are we concerned about these things at all? Why
aren't we merely looking at our gold reserves and stop worrying about
liabilities? And it isn't as to whether liabilities are official or private.
In fact, we could worry less about official liabilities.

Senator PROXMIRE. No. 1: We agree the official claims have to be
seriously considered. Nobody says they should be disregarded; that's
quite true.

Mr. LEDERER. That's true.
Senator PROXMIRE. As far as practice in other countries on the other

hand-am I right or not-the practice in other countries is not to
include, as we do, private claims of foreign banks and others in de-
termining their settlements balance.

Mr. LEDERER. I should say that the countries that we should be
talking about are the ones which have extensive international banking
operations, and these are the only ones.

Senator PROXMIRE. Yes.
Mr. LEDERER. Those countries which have such banking operations

generally net out all or certain of their assets against their liabilities,
but they do not distinguish between liabilities to foreign private
organizations and liabilities to foreign official organizations. No
country that I know of does that. They can net out their assets
against their liabilities because their assets essentially are of the same
type as their liabilities, and the foreign monetary organizations force
these banks by persuasion or otherwise, but force them quite ef-
fectively, to hold a balanced position.

In other words, if Swiss banks have dollar liabilities, the Swiss
National Bank would see to it that they have equivalent dollar
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assets in the same magnitude and in the same liquidity; and if there
is a withdrawal of these dollar deposits by other countries, which
they hold in Switzerland, then the Swiss banks are more or less forced
to liquidate their own dollar assets so that the dollar liabilities of
the Swiss banks are not a potential drain on the Swiss National
Bank. The Swiss Na-ional Bank has seen to that, and if I am
wrong, Mr. Chittenden can correct me here.

What we have in this country is an entirely different situation.
Our banks have very few foreign assets which are similar in nature
to their liabilities. Our liabilities, I should say, are almost exclusively
deposits and liquid investments in the money market. We do have
some foreign assets of that type. But what our banks are holding
is very, very small.

Our banks, as far as I know, hold abroad in cash assets something
in the order of a quarter of a billion dollars. Our liabilities-and
these are cash liabilities-are $25 billion. That is the difference.

Senator PROXMIRE. Give me those statistics again.
Mr. LEDERER. Our banks hold in cash assets abroad something of

of the order of a quarter of a billion dollars, as far as I know.
Mr. CHITTENDEN. For their own account, that's right.
Mr. LEDERER. Our liabilities are $25 billion. That means that our

banks in effect do not hold cash reserves against foreign liabilities,
cash reserves which are foreign assets.

They hold against their foreign liabilities the same kind of domestic
cash reserves that they hold against their domestic liabilities, and that
means in turn that any claim on our liabilities by foreigners must be
met ultimately by the official reserves which this country is holding,
since the banks of their own do not have the equivalent type of cash
reserves.

This is a situation which is quite different from what we have
elsewhere; and if we had the same kind of situation that say, either
the Swiss or the British, or whoever it is, has, I think we would do
precisely the same thing they are doing. We have no conceptual
disagreement with them on that point, but I think the Bernstein
committee does have a conceptual disagreement because the Swiss
would never show a dollar liability to a foreign official organization as
a deficit for Switzerland, and I don't see any reason in the world why
they should, as long as they keep equivalent dollar assets.

Senator PROXMIRE. It is my understanding that, from 1950 to
March of 1965, U.S. short-term banking liabilities to private foreign-
ers, rose $7.3 billion, while U.S. short-term claims on private foreigners
rose $6.2 billion. The $7.3 billion contributed to our deficit or liability
balance. The $6.2 billion was not offset against it. This is certainly
hard for a layman to understand, or even just a plain, ordinary, every-
day banker who is not involved in international transactions.

In other words, we count the claims against us. We don't count
our claims against them. And may I just interrupt at this point to
ask Mr. Chittenden, why he goes along with that?

Mr. CHITTENDEN. I don't believe that you'll find on the record that
I do.

Senator PROXMIRE. You think we should count our claims?
Mr. CHITTENDEN. On a selective basis, Senator Proxmire, and I

have suggested some areas of selection in my paper, this morning, and
on previous occasions, and I think, Mr. Lederer-

48-195-65--pt. 2-8

189



THE BALANCE OF PAYMENTS STATISTICS

Senator PROXMIRE. We would count the claims by foreigners against
us, without the selection or discrimination? We would count our
claims against them on a discriminating and select basis?

Mr. CHITTENDEN. Again, I think we must because I am persuaded
the United States and its currency are unique in the overall picture.
We are in a different position from the Swiss and all other countries,
with the exception, of course, of Britain. What has seemed strange
to me-and I am just expressing the puzzlement that you yourself
expressed-is that the more business this country does in carrying out
its role in international finance, in the role of international financier
for the world, the worse our balance of payments looks because our
claims, which are counted as debits, go up. As the countervailing
liabilities, which are below-the-line financing items, go up, we wind
up with a set of figures such as Mr. Lederer mentions, $25 billion of
liabilities against a hard core of realizable counterclaims of $250 million
which we don't even use as offsets.

Senator PROXMIRE. This is great to hear you say this because I
never thought I would live to see the day when the administration,
under the new Great Society was more conservative than the House of
Morgan. Here we have the Morgan Guaranty, the pinnacle of con-
servatism and success and soundness in the American financial com-
munity, expressing a more liberal position than the Department of
Commerce in this particular area.

Mr. CHITTENDEN. I believe that is a statement of the facts as I
have related them, and a reflection, at least, of my feelings on the
subject.

Senator PROXMIRE. Mr. Lary, do you want to comment? Then
we will get back to Mr. Lederer. Mr. Lary wanted to comment on
this point.

Mr. LARY. Mr. Chairman, I am worried about the line of argument
just expressed by my colleagues on the panel. In its ultimate logic,
it would seen to be saying the United States should cease to be an
international center. I think that would be a very serious loss.
Where else in the world can banks and businesses keep liquid funds
with equal assurance?

Senator PROXMIRE. I'm sure that would be the farthest thing from
the mind of Mr. Chittenden or Mr. Lederer.

Mr. LARY. I'm sure it would be. I think there is an inconsistency
in what we are saying in addressing ourselves to the statistical problem,
and what we are really thinking about the position of the United
States. There are good reasons why foreign assets here should appear
to be liquid even though, in the mass, they would be less liquid than
when one considers the criteria applicable to this or that particular
consideration.

Certainly, gold is a costly thing to hold, even though some prefer it.
For those who want to keep their funds active internationally, where
can they go? Do they want to hold them in France or Germany, who
have strong positions for the moment, but have had great political
and monetary turmoil. I think we have to recognize that the position
of the United States is unique in this regard.

May I supplement that by saying that I think there is an
unduly restrictive concept of liquidity in offsetting $25 billion of
liabilities against $250 million of assets. It is perhaps true that, if
you wanted to liquidate overnight, $250 million might be the most
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instantaneously available. But if you are thinking of problems and
policies that allow more time and a more careful approach, there are a
lot more items that would come in, including claims expressed in
dollars as well as those in foreign currencies.

Senator PROXMIRE. Yes. But first, Mr. Chittenden said it
should be selective. Secondly, it seemed he said equal things should
be offset against each other. It seems most logical that we should
count the foreign claims that our banks have which are at least of equal
strength and validity, and so forth, thereby getting a net that makes
the best sense we can make out of the situation.

Mr. LARY. I don't think we should be too limited in the definition
of liquidity we attribute to these items.

Senator PROXMIRE. I see. Mvlr. Lederer, I think we have taken the
ball away from you, and it is your ball.

Mr. LEDERER. If we really look at the claims that American banks
have, we will find that the great bulk are loans. They are not cash
assets. They are not at all the same things as our liabilities. They
are loans.

And, now, just as a general proposition, if you look at a bank
statement in itself, you would, of course, compare the deposit liabilities
of the bank against its cash assets and not against its total assets,
because total assets and total liabilities always have to be the same.
You have to make a certain selection.

What is it that you want to watch in a bank itself? A bank would
extend loans, yes, if they have the reserves to do so, and in extending
loans, they will increase their deposits. There is a certain ratio that
a bank would want to watch, and Mr. Chittenden, I am sure, would
agree that his superiors at the top level of the bank are watching that
kind of a ratio.

Now, what we are doing is, really, not so very much different. Our
banks have loans abroad, but they have very little in the way of cash
assets. And what is more, these loans are not to the kind of countries
where you can recall these loans. The major part of these loans are
very much frozen in.

Just to give you here a few figures for the end of last year: Our
banks had assets outstanding abroad-these are so-called short-
term assets-of $7.4 billion. Out of the $7.4 billion, Japan accounted
for $2.6 billion; Latin America accounted for $2 billion, and other
underdeveloped countries for over $1 billion, so that the total of all
countries where you would not have much chance to pull back all the
funds added up to over $5.8 billion out of the $7.4 billion. In other
words, these are, for all practical purposes, for the country as a whole
but not necessarily for each individual bank, rather long-term loans.

Senator PROXMIRE. Would it be possible to make any selective
analysis of this? I'm sure some of the loans which have gone to
Japan, for instance, which I would not consider by any means an
underdeveloped country, but probably is the best developed country
in Asia, more fully developed than most countries in Europe.

Mr. LEDERER. Right; but you couldn't pull the money back.
Senator PROXMIRE. Are you telling us you can't pull any of those

loans back from Japan?
Mr. LEDERER. I would probably say, on balance, relatively little

without causing problems over there which, for political reasons-
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Senator PROXLIIRE. These are short-term loans. Are you telling
us these loans are being made to underdeveloped countries with the
notion we are not going to be able to liquidate them ever?

Mr. LEDERER. "Ever" is a long time.
Senator PROXMIRE. Liquidate them period.
Mr. LEDERER. These are loans that are continuously renewed.

They are made with the understanding that they will be renewed,
and these are loans which would be very, very difficult to liquidate,
and particularly to liquidate at the time when our monetary authority
needed the funds to support the dollar.

In other words-
Senator PROXMIRE. This is the strongest argument I have heard in

a long time against the foreign-aid program. If the bankers are
giving their money away, why should the Government do it?

Mr. LEDERER. I don't want to go into this, but the same situa-
tion-

Senator PROXMIRE. It is very difficult for me to believe that private
commercial bankers would make short-term loans to banks in under-
developed countries, or in other countries such as Japan, which cannot
be liquidated. There may be a few exceptions.

Mr. LEDERER. Sure, but the individual bank ;may very well at
times be able to liquidate something provided another banker supplies
the funds or provided, as we have seen many times, that the U.S.
Government is providing the funds.

Senator PROXMIRE. Aren't you saying that our banks' loans
abroad are in the same practical status as those the foreigners make
in this country, or claims foreigners have in this country, because
these latter, in fact, are not and will not be liquidated en masse.

They haven't been in the past, as Mr. Bernstein said, despite the
fact the dollar has been under attack at times and there have been
profound stresses in the world.

We have had good experience with these loans by U.S. banks abroad.
We have every reason to believe this favorable experience will con-
tinue in the future. Foreign banks with claims here are no less likely
to liquidate their loans en masse than our banks with loans in Brazil,
Argentina or Japan. I should say, based on my experience with such
American international bankers as Mvlr. Chittenden and others, that
their loans abroad are likely to be not only sound but liquid.

Mr. LEDERER. I would say that, too. This opens up the much
broader question of why are we worried about our liabilities or any of
these liabilities at all? Whether it is private organizations, because
after all, official organizations too have increased their dollar holdings
in this country and have done so much more steadily even than
private organizations.

There have been more periods than Dr. Bernstein indicated where
we had liquidations of foreign private funds, in the United States,
but there were very, very few cases, as far as I know, where we have
had extensive liquidations of official funds.

So why worry about liabilities at all? And my answer to that is,
it is not because foreigners don't want to keep dollars here and it is
not because their holdings of dollars in any way indicates a weakness
of the dollar.

On the contrary, it is an indication of strength, and it is strength
even if official organizations hold their dollars here. In other words,
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you can't say it is a weakness if the Canadians or the Japanese or
the Germans hold their dollars here; it is not at all.

The problem is whether this increase in these liabilities is the sort
of thing that you can expect to continue. Is that the kind of thing
which is sustainable over the long run, and if it is not sustainable,
if in effect we cannot expect that foreigners would add to their dollar
holdings-say $2 or $3 billion a year-then the question is whether
we do not have to change our transactions so that there would not
be such an increase, and the next question is when?

Should it be done earlier or should it be done later? Now if it
has to be done at some time, maybe not down to zero, as I said before,
but to a somewhat higher point, it certainly would be in our interest
to do it earlier rather than later, because what these liabilities mean
is either one of two things: We can induce foreigners to hold more
dollars by paying them higher interest rates, and the more they have.
the higher the interest rates would have to go.

The other thing is that certainly the more liabilities we have and
the more dollar assets they have, the more I think our freedom of
action is being curtailed. You have to look at the British experience
and the experiences of other countries. It is simply that if we have
to recognize that foreigners can-even if they don't do it now-con-
vert some of their dollar holdings into gold, and if we like to have gold,
if we care about that, then that means that our freedom to pursue the
kind of policies which we like to pursue is reduced because what we can
do will be determined to a certain extent by what foreign dollar holders
like us to do or don't like us to do.

And it is this concern, essentially, that we lose in the long run our
freedom of action, freedom of policy, that we are affected by conditions
over which very often we have no control, that this is the position that
should be prevented and prevented earlier rather than later.

It is not that this is a certain point beyond which we cannot go;
it is the gradual sliding into that condition. ' Do r

When the British Government was elected in October of last year,
it had promised all sorts of welfare and other programs. Whether we
like these programs or not is not the issue. The issue is that there
were large sterling liabilities and it was precisely the private foreign
holders of these sterling balances who attempted to sell these sterling
assets, and, in effect, threatened the monetary system of Britain.

The result of that was that many of the policies that the British
Government wanted to undertake had to be abandoned, reluctantly
perhaps, but abandoned nevertheless. It had to raise the interest
rate to 7 percent. It had to curtail consumer expenditures.

The problem, to me, is whether that is the kind of situation that
we want to go into-gradually go into. Or should anybody in my
position, at least, say, "Well, if you go into it you have to make the
decision, but as far as my function is concerned I should let you know
what you are doing."

Senator PROXMIRE. Let me say that I think everybody who has
testified-that the members of the Bernstein Committee-would agree
we want to improve our balance of payments situation. Dr. Bernstein
made no qualifications about that. He stressed the seriousness of our
balance of payments deficit very, very vigorously. We agreed we
should act just as promptly and vigorously as possible to improve
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our balance of payments situation, and many of us in Congress feel
it is the most serious economic problem we have today.

But it is a matter of having statistics as reliable and accurate and
responsive to the actual facts as we can get them, so we know precisely
what we are doing and we aren't deceived either way by them.

The hour is getting late. I have just a couple of questions which
can perhaps be answered briefly. I would like to ask Mr. Chittenden
this. Mr. Chittenden, one of the most serious controversies between
the members of this committee and the members of the Federal
Reserve Board and some of the people in the banking fraternity
has been over high interest rates.

We have been told we should have higher interest rates to attract
foreign short-term loans, but under the liquidity concept, an inflow
of funds induced by higher interest rates would not improve our
balance of payments. Does this make sense?

Mr. CHITTENDEN. I don't think it does. And this is why I have
pleaded in the past, and here now, in the statement submitted this
morning, further urged that there be developed a more refined means
of measurement; one that more truly reflects money market realities,
one that provides a better assessment of the relative hotness of the
tabulated total claims on this country by foreigners.

It is true that higher interest rates here, if sufficiently high to be
competitive with interest rates abroad, will induce an acquisition
of short-term dollar assets by foreigners. Of course, to the extent
that dollars are taken from official holdings and transferred to private
holdings, the overall statistics do not change. But do we not, because
of the magnetic attraction of interest rates, have a firmer hold on those
investments which outsiders place with us for such reasons than we
do with respect to funds placed with us without regard to interest
rate considerations?

There is no rating of the temperature of this 25-odd billion dollars
of claims. This is what I would like to see developed.

I think at times we give the appearance of defeating our purposes
when we successfully attract foreign funds to these shores. We come
up with a measurement of the international cash inflow which puts
the dollar in the worst light, and this does not make sense to me.

Senator PROXMIRE;. Do you other two gentlemen agree with that
in general?

Mr. LARY. I think so.
Mr. CHITTENDEN. I don't think you can disregard all the claims

by any means, because of the fact, as I mentioned, that there are
times, perhaps because of interest rate factors, when money does flow
out of this country at a rate high enough to foreshadow an increased
threat to our gold supply.

As mentioned, I think we are now suffering gold losses that reflect
the deficits we have experienced in the last couple of years, most
particularly in late 1964.

Senator PROXMIRE. Let me just ask one final question.
This is directed primarily to Mr. Lederer. You other gentlemen

are invited to comment if you wish to do so.
In view of the competence of the Bernstein Review Committee and

the thoroughness of their study, and it took, I understand, 2 years-
how can you account for their precise statement of officially held dol-
lars, when you flatly contradict the accuracy of this statement by
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saying "about $3 billion, which our sources report as privately held
are really officially owned?"

This is one of the most startling relevations you have given us this
morning and it really brings to us very serious questions on the Bern-
stein report and the confidence that this committee could have in it.

If you say that $3 billion of this is really officially owned instead
of privately owned, I think that is a pretty strong indictment of the
official transactions definition.

Mr. LEDERER. It is not only
Senator PROXMIRE. On the other hand, it seems to me it indicts

some very competent, able, honest economists whom I am sure you
have faith in and regard

Mr. LEDERER. The thing is that what the figures that I presented
meant is, that as far as I can estimate, and there may be some flaws in
those figures too, foreign official organizations hold about $3 billion
more than what our statistics show. But that is not the whole story
either.

Foreign official organizations control many more billions than even
that. For instance, of our liabilities to foreign private banks, which
are a little over $7 billion-of that amount, well over $1 billion is
held by the Japanese banks.

Now, everybody, I think, knows that the Japanese official author-
ities have a very strong control over the dollar holdings of their private
banks, and what is more, included in that billion dollars held by
Japanese banks are, in fact, official balances, which are held in
branches of American banks in Japan or in Japanese banks.

This may be several hundred million, I don't know the precise
amounts.

Then we have-and this is not included in the figures which I
have quoted before-the forward operations which have been men-
tioned before. These place in the private banks, in effect, hundreds
of millions-sometimes more, sometimes less-which are effectively
controlled by official organizations. So that I would say that of the
total of what we show to be liabilities to foreign private organiza-
tion, probably more than half are either directly owned by or under
the direct control of foreign official organizations.

That is roughly the situation, as I see it. Even if one would agree
with the Bernstein Committee concept in principle-and I don't
think I quite do-but even if I would, the statistics which we have
from our side make it absolutely impossible to measure that principle.

Senator PROXMIRE. You think there is such a variation that you
not only would get an overall misunderstanding at any given time,
but that the trend could be distorted, and would be likely to be
distorted quite a bit?

Mr. LEDERER. Yes, very much so.
Senator PROXMIRE. Occasionally you might even get a picture of

an improving situation that might be deteriorating and vice versa.
Mr. LEDERER. Yes, very much so.
Senator PROXMIRE. You think that it is really possible?
Mr. LEDERER. Yes. I mean the dollars placed by official orga-

nizations in foreign private banks and these forward operations Mr.
Chittenden has mentioned; and you may hear more about those
perhaps from other witnesses tomorrow.
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Senator PROXMIRE. I think this is a sufficiently serious indictment
that the committee should request Mr. Bernstein to give us his
advice on it and we will do so.

(Senator Proxmire's letter to Dr. Bernstein and the subsequent reply
and comments follow:)

JUNE 10, 1965.
Dr. EDWARD M. BERNSTEIN,
President, EMB (Ltd.), Research Economists, Washington, D.C.

DEAR DR. BERNSTEIN: During our hearings on June 8 and 9 on the report of
the Review Committee on Balance of Payments Statistics, several criticisms were
leveled at the "official settlements" concept which raise serious questions con-
cerning the validity and applicability of that concept. I should like very much
to have your comments on the following two points.

(1) The Statistics Subcommittee received testimony that foreign data show
dollar holdings of foreign monetary authorities to be $2.9 billion larger at the end
of 1964 than is shown in U.S. statistics. We were advised that large amounts
of official dollar assets are deposited in foreign branches of U.S. banks or in
foreign banks, and that such deposits are reported by U.S. banks as liabilities
to private banks. Walther Lederer testified that "The fact that a major part
of foreign official dollar holdings is not reflected in U.S. banking statistics on
liabilities makes it practically impossible to provide a statistical measure from
U.S. sources for the concept recommended by the Committee."

(2) The Subcommittee received testimony that the official settlements concept
inadequately measures pressures in the foreign exchange market because it fails
to indicate the consequences of forward support transactions. In your testimony
before the Subcommittee on May 11, you stated that "* * * the sums involved
have never been very large," that $250 million was the largest in any single quarter,
and that forward transactions "get reversed after a couple of months." The
Review Committee's report stated, "It does not appear that official intervention
has accounted in more than a few quarters in recent years for a substantial pro-
portion of the change in foreign commercial bank claims on the United States."

However, Mr. Peter Fousek of the Federal Reserve Bank of New York testified
as follows:

"The German Federal Bank and the Bank of Italy have carried out the largest
operations of this nature in order to affect domestic liquidity. The German
central bank has done so in every year since 1958. In both 1961 and 1962 its
dollar placements with German commercial banks, in the form of preferential
swap transactions, reached $1 billion. There have been about a dozen quarter-
to-quarter changes when these German operations affected the official settlements
concept by $200 million or more, including several when the impact was $2 billion
or more on an annual rate basis; and very few such periods when there was no
effect. The Bank of Italy's placements of dollars with Italian commercial banks
through swaps and deposits likewise reached $1 billion. The quarterly swings in
the volume of its outstanding placements have not been as pronounced, but they
have exceeded $200 million on several occasions, at one time reaching as high as
$400 million.

"Official U.S. forward exchange operations have never reached such high out-
standing totals. But the impact on quarter-to-quarter changes in the official
settlements balance has been large and' has exceeded $250 million four times
since early 1961 when these operations were first undertaken, and at one time the
impact was almost $400 million."

The subcommittee will be very interested in your comments. To enable us to
print the record promptly could we have your reply by June 18?

We greatly appreciate the valuable work you and your committee members
have done in this difficult field, and are grateful to you, in particular, for the
excellent testimony you presented to the subcommittee.

Sincerely yours,
SUBCOMMITTEE ox EcoNzo3ic STATISTICS,
WILLIAM PROXMIRE, Chairman.
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E M B (LTD.),
June 21, 1965.

Senator WILLIAM PROXMIRE,
Committee on Banking and Currency,
U.S. Senate, Washington, D.C.

DEAR SENATOR PROXMIRE: I enclose comments on the two points raised in your
letter to me of June 10. These comments were drafted by Mr. John E. Reynolds
who served as Staff Director for the Review Committee. I am in broad agree-
ment with what he has written and believe that it represents the viewpoint of the
committee.

Sincerely yours,
EDWARD M. BERNSTEIN.

COMMENTS ON Two POINTS RAISED BY SENATOR PROXMIRE IN HIs LETTER TO
MR. BERNSTEIN OF JUNE 10, 1965

(Drafted by J. E. Reynolds, Staff Director for the Review Committee)

(1) The Statistics Subcommittee received testimony that foreign data show
dollar holdings of foreign monetary authorities to be $2.9 billion larger at the end
of 1964 than is shown in U.S. statistics. We were advised that large amounts of
official dollar assets are deposited in foreign branches of U.S. banks or in foreign
banks, and that such deposits are reported by U.S. banks as liabilities to private
banks. Walther Lederer testified that "The fact that a major part of foreign
official dollar holdings is not reflected in U.S. banking statistics on liabilities makes
it practically impossible to provide a statistical measure from U.S. sources for the
concept recommended by the Committee."

This point was dealt with in the committee's report (pp. 117-118) and is dis-
cussed also in the answer, enclosed with these comments, to question 21 submitted
by the Joint Economic Committee on May 13. Nevertheless, the stress laid
upon it in the hearings of June 8 and 9 suggest the need for some further comment.

Use of the official settlements concept recommended by the Review Committee
does not require, as Mr. Lederer suggested, that U.S. statistics should measure
changes in "foreign official dollar holdings." It requires only that they measure
"changes in all U.S. liabilities to foreign official monetary institutions" (p. 111 of
the committee's report). The latter can be measured rather easily and accurately.

With the Review Committee proposed to measure differs from what Mr. Lederer
understood it to wish to measure in two important respects. First, not all of the
U.S. liabilities that the committee would treat as settlement items are denominated
in dollars. Some are denominated in foreign currencies (e.g., most of the so-called
Roosa bonds). The fact that these are foreign-currency liabilities, rather than
dollar liabilities, does not alter the fact that they are liabilities of the United
States. They are counted by the foreign official holder as reserve assets, and as
claims on the United States, and Mr. Lederer himself treats changes in them as
settlement items.

Secondly, some "foreign official dollar holdings" are not liabilities of the United
States. In fact, the $2.9 billion referred to by Mr. Lederer is an estimate, not of
foreign official dollar claims on the United States, but of foreign official claims
on other foreigners. The fact that such claims do not appear in the U.S. statistics
represents neither a defect in the statistics nor an obstacle to the use of the
official settlements concept.

It is sometimes argued that the dollar-denominated claims of foreign monetary
authorities on other foreigners should be added to their claims on the United
States in order to arrive at a true measure of U.S. liabilities to foreign monetary
authorities. But in fact, the two items are not additive. To a large extent, the
dollars deposited by one foreign central bank with a commercial bank outside
the United States are then lent and relent to other foreigners and end up either
adding to some other central bank's claims on the United States or preventing a
decline in such claims that would otherwise have occurred. Similarly, if a foreign
central bank decides to withdraw dollars from a foreign commercial bank in order
to place them directly in the United States, or to buy gold from this country, then
the claims on the United States of some other central bank are likely to be reduced
as a result.

It is true that a foreign commercial bank may sometimes attract dollar funds
from a foreign central bank for the purpose of using them directly in the United
States rather than for relending to other foreigners. But this is not the usual case.
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It probably does not account for a large proportion of M\Ir. Lederer's $2.9 billion,
and is certainly not "major" in relation to U.S. liabilities to foreign official holders
of nearly $16 billion at the end of 1964. And even in this case, the foreign com-
mercial bank involved should not be regarded as a purely passive intermediary
to be netted out of the statistics. It will normally enter into a transaction of this
kind only when the constellation of interest rates and lending opportunities make
the transaction profitable.

(2) Official intervention in forward exchange markets.-The Review Committee
had before it the published information on the forward exchange market opera-
tions of the U.S. monetary authorities and the German authorities. No doubt
Mr. Fousek has somewhat fuller and more systematic information on a quarterly
basis. Nevertheless, the facts he cites do not demonstrate that such official oper-
ations have dominated the changes in foreign commercial bank claims on the
United States.

It should be noted, first of all, that the overall payments deficit fluctuates con-
siderably from quarter to quarter, however it is measured. The average quarter-
to-quarter change in the seasonally adjusted "balance settled by official trans-
actions," as shown on page 121 of the Review Committee's report, was about
$350 million, and there were changes of more than $400 million in 7 of the 23
quarter-to-quarter intervals. Similarly, the "balance on regular types of trans-
actions" showed average quarter-to-quarter changes of about $290 million in this
period, with changes of more than $400 million on six occasions. Clearly, policies
and appraisals of underlying trends should not and do not swing back and forth
with everv swing in the overall deficit. They are made over longer periods.

Even if the forward operations cited by Mr. Fousek had a 1-for-1 effect on
the balances held in this country by foreign commercial banks, it is not clear from
Mr. Fousek's evidence that they would have dominated the behavior of such bal-
ances in a majority of quarters. They would certainly have had much smaller
relative effects over longer periods of several quarters. And they would have had
only a minor effect on the $4 billion increase in foreign commercial bank holdings
over the whole period since 1958.

In fact, it is most unlikely that official forward exchange market intervention
has anything like a one-for-one effect on commercial bank holdings. As noted
on page 116 of the report, a foreign bank, "given the offer of a favorable forward
rate, might do at that rate not only whatever additional business the rate induced
but also some business that it would have done in anv case."

The Review Committee recognized that the effects of official forward operations
complicate the analysis of foreign commercial bank behavior. But on the broad
question whether changes in foreign commercial bank claims on the United
States should all be regarded as settlement items, or all be placed above the
line as ordinary capital flows though deserving of special scrutiny, the Committee
found the latter treatment more appropriate.

It may be noted that Mr. Fousek prefers to avoid this question of how to classify
changes in foreign commercial bank balances. He would prefer to make "appro-
priate adjustments" in the present concept, including adjustments for foreign
private working balances, compensating balances, and "liabilities that arise out
of the intermediary role of foreign commercial banks." And in the end, he would
not choose a single concept of the deficit or surplus, but would prefer "a presenta-
tion organized in such manner that the various major components can be readily
observed and put together in a manner that will be most useful to the analyst.'
The Review Committee was sympathetic to various suggestions of this kind, but
found them impracticable. Therefore it did have to face the question of how to
classify foreign commercial bank claims.

Do you gentlemen want to comment at this time?
Mr. LARY. I would like to comment. I don't know just what Mr.

Lederer means, how broad his meaning is, when he says that such a
large part of our liabilities to foreign commercial banks is under
foreign official control. But I would suggest that even here, too, Mr.
Chairman, the situation is no longer as different as it was before
February 10, because we have seen the possibilities for the admin-
istration here also to exercise influence on the flow of U.S. funds to
other countries.

In that connection, may I just say once more that the line of analysis
pursued by Mr. Lederer turns on the eventuality of a great inter-



THE BALANCE OF PAYMENTS STATISTICS 199

national liquidation, a scramble to undo positions, and the real ques-
tion, the more current question, is: How do you improve the balance
of payments from one period to another?

This you cannot do just by drawing back funds from Latin America
or Japan or other areas, which may be hard to liquidate easily, but
you can do it by slowing down the outflow. A striking illustration of
that is given in the current program. Last year, American banks
placed abroad $2X billion in short-term and long-term loans. The ob-
jective under the voluntary program for this year is to keep the flow
between $500 and $600 million. There will be some offsetting effects,
to be sure, but the figures illustrate my point that one has to be con-
cerned about the ability to influence the rate of flow in considering
how to improve the balance of payments, rather than concentrating on
what happens in case of international liquidation.

Senator PROXMIRE. Mr. Lederer wants to say something.
Mr. LEDERER. I just want to say one word about this, and I think

this is precisely it.
I fully agree with Mr. Lary.
Senator PROXMIRE. He is shaking his head.
Mr. LARY. If he agrees, I have slipped up.
Mr. LEDERER. The problem, as I see it, is precisely to control the

outflow of funds and not get into action only when foreign private
organizations sell their dollars to foreign official institutions. That is
the point which is too late, because at that point we have very little
control. It is exactly the point where Mr. Lary says, "The policy
actions should be undertaken" and this is why we define the balance
as we do.

Senator PROXMIRE. Mr. Chittenden.
Mr. CHITTENDEN. Just a brief comment, Senator Proxmire.
Your question was whether these statements we have made, par-

ticularly with reference to the uncertainty surrounding recorded
official holdings of dollars, and the large discrepancy that Mr. Lederer
has pointed out between the $1S.3 billion and the $15.5 billion figures,
do not constitute a serious indictment. This in fact is an indictment
of the Bernstein Committee's report in this one especially critical
area. At the very least, the use of the official settlements approach
presupposes that official holdings of dollars are identifiable.

The point I'd make is that it is impossible and misleading to dis-
tinguish foreign official from foreign private holdings of dollars.
Beneficial ownership is often obscure-most particularly since foreign
ownership of dollars is subject to manipulation, if you will, render-
ing analysis uncertain.

I think we mean these comments-I do, at least-to be directed to
the basic question of the wisdom of the Bernstein Committee findings.

Senator PROXMIRE. Thank you very much.
I have learned a great deal this morning and 1 am sure the record

is certainly enlightened by your testimony and excellent papers and
responses to questions.

The committee will reconvene tomorrow to hear Professor Angell of
Columbia University, Peter Fousek, Assistant Vice President of the
Federal Reserve Bank of New York, and Richard Holton of the
University of California at Berkeley.

The hearing stands recessed until then. Thank you very much.
(Whereupon, at 1 p.m. the hearing recessed, to reconvene the fol-

lowing day, Wednesday, June 9, 1965 at 10 a.m.)



APPENDIX

COMMENTS ON THE MEASURE OF THE BALANCE ON FOREIGN TRANSACTIONS
RECOMMENDED BY THE REVIEW COMMITTEE I

(By Walther Lederer, Chief, Balance of Payments Division, Office of Business
Economics, U.S. Department of Commerce)

A. GENERAL PRINCIPLES OF ANALYSIS

There is general agreement that any measure indicating improvements or
deteriorations in the balance of payments and the size of the balance of payments
problem is a matter of analysis of the data on foreign transactions. The double-
entry bookkeeping principle used in the balance of payments compilations im-
plies-by definition-that the totals of all credit and all debit entries are equal.
The figures on the total of all transactions do not show positive or negative
balances.

To obtain a measure indicating improvements or deteriorations in the inter-
national transactions certain figures have to be selected and which figures should
enter into that selection depends (a) upon the purpose for which the analysis is
being made, (b) a judgment of what standards these purposes require, and (c) a
determination of the data which can best indicate whether international trans-
actions in the aggregate move toward or away from these standards.

The selection of the standards and of the data measuring actual performance
in terms of these standards will, in turn depend upon certain assumptions which
are made concerning various factors affecting economic developments in general,
and various types of international transactions more specifically. These assump-
tions should not, however, pertain to motivations of those engaged in the trans-
actions, since there is almost no possibility to determine such motivations, and to
develop statistical systems reflecting opinions concerning such motivations.
(This point is also supported by the Review Committee on p. 1041 although-
as will be shown later-the concepts recommended by the Review Committee
are based on definite assumptions concerning motivations.)

There is also general agreement that no single figure can meet all analytical
purposes and policy needs. Careful analysis requires the use of many data, and
whatever data are selected to start an analysis, have to be supplemented by
others in order to determine whether progress is made toward the chosen standard
of performance.

B. THE CONCEPTS USED BY THE REVIEW COMMITTEE

I agree with the Review Committee that balance of payments statistics and
analysis are "essential to an understanding of economic processes and events,
policy formulation by the Government, and the evaluation of Government
policy by the general public." The Review Committee proceeds to say that the
tool would be most useful if it would show "the closest measure of the pressure
on the dollar in the exchange market." The standard chosen by the Review
Committee, therefore, is the absence of pressure in the exchange market. The
best measure of the movement toward or away from the point of no pressure
in the exchange market can be obtained, according to the Review Committee,
by adding changes in U.S. official reserve assets, and in U.S. official and U.S.
private liabilities to foreign official monetary organizations.

The explanation of the reasons for measuring the balance in our foreign trans-
actions in this manner may be found in the following paragraphs (p. 2, right
column):

"In the present international financial system, the key demarcation in inter-
national transactions is between those of the monetary authorities and all other

I The views expressed in this paper are entirely those of the author, and in no way purport to reflect those
of the Office of Business Economics, the Department of Commerce, or any other part of the U.S.
Government.
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transactions. Leading countries have established fixed parities for their currencies
and have undertaken by international agreement to maintain exchange rates
within prescribed margins of those parities. The monetary authorities use re-
serves to prevent a decline below this limit and acquire reserves to prevent a
rise above this limit in the foreign exchange value of their currencies. In effect,
the monetary authorities fill the gap between the private demand for and the pri-
vate supply of foreign exchange, and the size of this gap, measured by the trans-
actions of the monetary authorities, provides the most useful starting point for
balance of payments analysis.

"In U.S. statistics, the transactions of the monetary authorities, which may be
termed 'reserve transactions,' are shown by changes in the reserve assets of U.S.
monetary authorities and changes in all U.S. liabilities to foreign monetary au-
thorities. The large prepayments of official debts to the United States in recent
years should also be regarded as official settlement items, undertaken to avoid
a drain on reserves. Thus, the main measure of deficit or surplus should be the
balance financed by official settlements, the latter comprising reserve transactions
and debt prepayments."

The measure of the balance recommended by the Committee is called by it
"Balance settled by official transactions." To avoid misunderstandings of the
term it should be made clear that "official transactions" does not mean transac-
tions by U.S. official agencies with official agencies of foreign countries. This
balance includes all purchases and sales of U.S. reserve assets by U.S. monetary
authorities from, or to residents of foreign countries as well as residents of the
United States, and all purchases and sales of dollar assets by foreign monetary
authorities from, or to private U.S. or private foreign residents. The measure
excludes, however, changes in either short- or long-term debt obligations by
official monetary organizations of the United States to foreigners which are not
considered monetary authorities, although similar types of liabilities to foreign
official monetary organizations are included.

C. PRINCIPAL OBJECTIONS TO THE MEASURE OF THE BALANCE ON FOREIGN TRANS-
ACTIONS OF THE UNITED STATES RECOMMENDED BY THE REVIEW COMMITTEE

The principal objections to that concept and the analysis of the statistical data
based on it are as follows:

(1) Monetary authorities are not likely to be always passive factors in the
exchange market: they set up policy goals, and in pursuing them, they may
purchase and sell foreign exchange even if there is no pressure in the exchange
market;

(2) A rise in foreign official dollar holdings does not indicate a weaknes
in the demand for dollars;

(3) Pressures in the exchange market can be met by other means than
selling or buying foreign exchange in the spot market;

(4) Changes in foreign official dollar holdings are affected not only by
transactions between the United States and foreign countries but also by
transactions within and among foreign countries;

(5) Large and varying amounts of dollar assets of foreign official organ-
izations are held in foreign private banks (including foreign branches of
U.S. banks) and thus are not reflected in the data on liabilities to foreign
official organizations reported by U.S. banks;

(6) The measure does not allow for balance of payments improvements
through the sale of long-term obligations to foreign monetary authorities;

(7) The measure proposed by the Review Committee shows much more
erratic movements than the balance measured on the basis of the "liquidity"
concept, and the concept preferred by the Review Committee not only is less
useful as a policy tool, but is more likely to be misleading;

(8) The concept provides the opportunity for financial operations resulting
in shifts of foreign dollar assets from official to private accounts which would
conceal balance of payments developments;

(9) The concept suggests that the balance of payments is favorably affec-
ted by a rise in liquid liabilities to foreign private persons or enterprises even
if this rise involves the payment of higher interest rates and the growing loss
of freedom of policy formulation and actions by public authorities as well
as private business and persons in the United States;

(10) The concept suggests that there is a symmetry in international bal-
ances of payments when, in fact, the aggregate of national policy goals of all
countries reflect a need for a growth in aggregate reserves. The need for the
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creation of an international medium of exchange and reserve assets supple-
menting the dollar (or substituting for it) and the need for international
cooperation becomes more evident, if the international accounting systems
recognize frankly that improvements in the reserve position of one group of
countries do not necessarily have to be offset by deteriorations in the reserve
position by all other countries, and that, therefore, balance of payments in-
terests of the various countries do not necessarily have to be opposed to
each other.

In the following paragraphs the principal arguments against the analytical
concept recommended by the Review Committee are provided in more detail.

(1) The Committee recommendation implies that all changes in foreign official
dollar holdings are the result of foreign monetary authorities using reserves only
to prevent the value of their currency from falling below the limit permitted
under the Bretton Woods Agreement and acquiring reserves only to prevent the
value of their currency from rising above that limit.

It is correct that the Bretton Woods Agreement requires monetary authorities
to keep the value of their currencies on the spot market within a fixed range
around the agreed parity and that monetary authorities have to purchase or sell
international reserve assets to accomplish that task.

It is wrong and unrealistic, however, to draw the conclusion that:
(a) Foreign monetary authorities purchase or sell reserve assets only when the

value of this currency reaches the outer limits of the range within which they are
permitted to fluctuate. Actually, there is very little correlation between move-
ments of currency values on the market and changes in the reserves of the coun-
tries involved. This indicates that monetary authorities very frequently (in fact,
more often than not) purchase and sell reserve assets while the exchange rates are
well within the permissible limits, and sometimes irrespective of their movement
within that range. It thus appears that movements of exchange rates even within
that range are influenced to a large extent by other policy goals and operations
of the monetary authorities, and not by private market forces alone. The at-
tached chart published in the monthly issues of the Statistical Bulletin of the
OECD illustrates the point. It can be seen that only in rare instances were
reserve assets purchased by foreign countries when their exchange rate was at
the maximum of the permitted range, or sold when it fell to the minimum. The
chart gives the impression that exchange rates either were kept at levels deter-
mined by specific policy considerations and that the demand and supply of
foreign exchange on the market were equalized at those levels rather than at the
margins, or that purchases and sales of reserve assets are made for other reasons
than merely equalizing supply of and demand for foreign exchange arising from
transactions by others than the monetary authorities.

(b) International exchange markets abroad are largely markets where private
businesses are free to purchase and sell foreign exchange and the exchange rates
are determined by the size of private demand and supply for foreign exchange
and that monetary authorities enter the market only to absorb the excess supply
of foreign exchange when its rate declines to the low point of its permissible price
range, or to sell foreign exchange to meet the gap between demand and supply
at the high point of its permissible price range.

It is highly unrealistic to assume that monetary authorities merely fill gaps in
the supply of, and demand for, foreign exchange, and that their role in the exchange
market is largely compensatory while private transactions are autonomous. On
the contrary, it is more realistic to assume that in the modern world, monetary
authorities, except when they are affected by an initial shock of a rapid change in
the foreign exchange market, or when they do not have the institutional facilities
to pursue monetary and credit policies within their country, purchase and sell
foreign exchange not only to maintain the exchange value of their currencies, but
also to achieve other policy goals and to that extent are autonomous agents in
the market. Such policy goals include the achievement of foreign exchange
reserves which they consider adequate for their country, the expansion and con-
traction of monetary liquidity in their own country, and the reinforcement of
various types of direct controls which their governments attempt to exercise over
their economy.

To meet such policy goals monetary authorities and governments interfere in
the market through restrictive measures applying either to all transactions or to
capital transactions only. There are very few countries where foreign transactions
are completely free of some sort of restrictive regulation. In some countries,
monetary authorities interfere in the market by varying incentives or subsidies,
for instance by selling or lending dollar assets to their banks on terms which are



THE BALANCE OF PAYMENTS STATISTICS

- 8A -

Official reserves anci spot exchange rates

Reserves officielles et taux de change au comptant

, s ~~~~~~~~~~~~~I I ._....._., . .. ....... ...

Conod.

* t~b~e~ .AdX~eep.,,,.

* ... .. h o P. -I.*lo e

.e . 1 . .l ., ;...

204

590 1961 19|2 1963 1964

-. go d .rs 6elg'.n -B.lgiq-e

* ..- 1.1.1, .- � .,�..d

I "I "I C111, - - ., - q�, -. - .,.d- . .... :: 111.7.111,1ZI., -.



THE BALANCE OF PAYMENTS STATISTICS 205
more attractive than those obtainable in the open market. This is equivalent toa subsidy to the banks to induce them to purchase or hold more dollar assetsthan they otherwise would do. In some countries, monetary authorities haveborrowed or purchased dollars from their own banks on favorable terms in order
to avoid drawing down their official reserves.

Only in the rare instances, where monetary authorities are satisfied with thelevel and movements of their reserves and where they do not use foreign exchangeoperations to pursue economic policies within their own countries, can one assume
that they limit themselves to compensatory transactions in the exchange markets.In all other instances, where monetary authorities have effective policy instru-ments, it would be more realistic to assume that changes in private holdings offoreign exchange are dependent upon official policy decisions, rather than thatchanges in official holdings are dependent on supply of and demand for foreignexchange resulting from private decisions, as is implicit in the assumptions under-lying the concepts used by the Committee.

The Review Committee (on p. 115r) says that this argument applied largely tothe early postwar period, and that "at that time precisely because of the strictcontrols the assets of foreign commercial banks in the United States were small.
The huge increase in such holdings in recent years has come largely as a result ofrelaxations of exchange controls, and foreign commercial banks now move fundsabout rather freely for their own account."

It may be important in this connection to point out, that during the 5-yearperiod from the end of 1959 to the end of 1964 dollar liabilities to foreign com-mercial banks increased by about $2.5 billion, including about $1.4 billion in 1964alone. Of the $2.5 billion, about $930 million, or 37 percent accrued to Japanese
banks which were, and still are, under rather strict controls by their authorities.About $230 million accrued to banks in less-developed countries, most of whichare also closely supervised.

European banks increased their holdings by $880 million, less than those ofJapan alone, and a very large part of that amount reflects dollar assets whichwere deposited in them by foreign official organizations. The remainder of about$500 million accrued to Canadian banks and reflects partly deposits by U.S.residents and partly by residents of other countries, possibly also their officialagencies. It is most important in the analysis of the balance of payments of theUnited States to keep in mind that the international transactions of the UnitedStates are with all areas of the world, and that it cannot be assumed that conditionsand institutions all over the world are similar to those in the more developedcountries of Europe.
The Review Committee (p. 115r) agrees that banks (apparently in Europe andCanada) "are often still subject to general regulations, which may be changedfrom time to time, e.g., requirements that they maintain a balanced spot andforward position in foreign currencies. * * * but the presence of regulationsshould not determine how the affected transactions are to be classified in thebalance of payments." What is in question, however, is not the classification,

but the interpretation of the data, and an interpretation which is based on theunrealistic assumption that foreign private dollar holdings are determined solelyby private business considerations, must ipso facto also be unrealistic.In setting up concepts for the interpretation of balance of payments data the
substantial regulatory powers of the monetary authorities in most of the foreigncountries over the foreign exchange operations and holdings of their banks andother residents should be recognized. It is correct that currencies in the majorEuropean countries have been made convertible in the late 1950's, and thatmore recently this step has also been taken in Japan. In most of these countries,however, convertibility was provided for foreign residents only, while defensiverestrictions continued against capital exports by domestic residents. In othercountries, e.g., Germany and Sxitzerland defensive measures have been appliedagainst capital imports.

Where monetary authorities exercise strong control over foreign exchangeassets and policies of their banks, it cannot be assumed that the authorities aremerely passive agents in the foreign exchange markets.
Where monetary authorities are able to keep exchange rates stable, and tosupply foreign exchange without restrictions, and where that condition is expectedto continue, foreign exchange holdings by private business is generally small.

Where that condition does not exist, private holdings of foreign exchange assetsare large, because private business has to absorb the function of the monetaryauthorities of holding foreign exchange assets. Of the total dollar liabilities toforeigners other than banks and official organizations amounting to about $3.9
48-195-65--pt. 2-9
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billion at the end of 1964, Latin America accounted for $1.6 billion and other
less developed countries for nearly $0.5 billion. Dollar holdings by Western
European business were only $1.4 billion, or less than those of Latin America,
and those of Canadian business were less than $400 million.

Liquid dollar assets held in the United States by private business (other than
banks) in Latin America comprised at the end of 1964 about half of all such dollar
assets held in the United States by that area. For Europe the share of private
business (other than banks) was only 10 percent.

(2) A rise in foreign official dollar holdings does not indicate a weakness in the
demand for dollars. Foreign monetary authorities do not have to hold the dollars
they acquire. They can acquire and hold other reserve assets, particularly gold
and at any one time there are important differences in degree between countries
with respect to the preference of their official organizations for gold or for dollars
as reserve assets. When they increase their dollar holdings, it must be assumed
that they prefer dollars to gold (or at least that they want to refrain from pur-
chasing gold in order to avoid unfavorable repercussions on U.S. gold reserves).
Dollar reserves of foreign official monetary organizations are usually kept in income
yielding assets. While for most countries income obtained from them may not
be a major amount in terms of their balance of payments, it can be quite important
in the budgets of central banks or other official organizations. It cannot be as-
sumed, however, that considerations for income would outweigh those for liquidity
or stability in the exchange value. In that respect, motivations governing dollar
holdings by official organizations are not fundamentally different from those of
private organizations with respect to their holding of liquid dollar assets, partic-
ularly since income on liquid dollar assets is smaller than income on similar types
of assets held in most of the other currencies or countries.

If the private foreign demand for dollars were weak because the continued
stability of the exchange rate or free convertibility were questioned, it cannot
be assumed that foreign official organizations would want to increase their dollar
holdings. Weakness or strength of the dollar must be assured to affect official
as well as private demand for dollars; it does not seem realistic to assume that-
except for short periods and minor amounts-the official demand for dollars can
move in opposite direction from the private demand.

The argument by the Review Committee that "the massive buildup of foreign
bank claims over the past 6 years represents a genuine inflow of private capital"
(p. 117r) and therefore reflects an "autonomous" demand for dollar assets can
be applied even more convincingly to foreign official dollar holdings. They have
risen by much larger amounts, and much more steadily than foreign private
holdings. It does not seem to be a valid argument that private dollar holdings
reflect an autonomous demand while official dollar holdings do not.

(3) Purchases and sales of foreign exchange by the monetary authorities in
order to keep foreign exchange rates within the permissible range do not have to
be made on the spot market but can also be made on the forward market. Only
purchases and sales on the spot market, however, affect the official holdings of
foreign exchange as recorded in balance of payments statistics. When foreign
monetary authorities want to prevent their currencies from rising above their per-
missible limits, instead of selling them on the spot market and acquiring dollars,
they may purchase dollars and raise its price and sell their own currency on the
forward market. With such operations they make it more attractive for their
own banks and residents to hold or to purchase dollars rather than selling them,
and thus to induce a rise of the spot market rate for the dollar above the lower
limit. Thus a weakness of the dollar would appear to result in a rise in private
rather than in official holdings.

The Review Committee agrees that this is a "troublesome case" (p. 115 r) with
respect to the applicability of its concept. The examples, given in its report, of
forward operations and special inducements provided to foreign banks to hold
dollars indicate that such practices have been widespread, and the charts on
foreign currency assets of German banks indicate wide fluctuations, some of which
may have been induced by official operations. The Review Committee also agrees
that "there is no way of ascertaining statistically the effects of forward exchange
operations" (p. 116 r). Nevertheless it questions on page 117 (left col.) "whether
the portion [of foreign exchange holdings of banks affected by official forward
intervention] is so dominant so much of the time as to justify placing below the
line all changes in foreign commercial bank claims on the United States."

The Committee has concluded that "this would not be the appropriate solu-
tion. It does not appear that official intervention has accounted in more than a
few quarters in recent years for a substantial proportion of the change in foreign
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commercial bank claims on the United States. Furthermore there is a decisive
longrun argument for putting commercial bank claims above the line."

It may be noted that the Review Committee agrees that the effects of forward
operations cannot be measured but nevertheless comes to the conclusion that
they have been important only in a few quarters. If these were the quarters
when the balance, as measured by the Review Committee, has shown major im-
provements, that measure would have given misleading impressions, and policy
signals.

It is not sufficient that a measure is correct in the long run, it also has to be so
in the short run. Balance of payments statistics are needed as an indicator of
shortrun developments because many situations require quick actions by policy
officials. It is important, therefore, that the need for actions is recognized as
early as possible, not after a longer run trend can be observed.

What is even more significant, however, is that official authorities would be led
to believe that by intervening in the foreign exchange market through forward
rather than spot transactions, the balance of payments would in fact, and not
only in appearance, be improved. The danger is not only that the authorities
could hide the situation and deceive the public, they could even deceive themselves.
A concept that could have such consequences is not just weak as a tool in the
analysis of the historical past, it can be rather dangerous in its function as a
policy guide.

(4) The concept by the Review Committee implies that the exchange market
for dollars reflects only foreign dollar receipts and dollar requirements associated
with foreign transactions of the United States; i.e. the U.S. balance of payments.
This assumption is not compatible with the fact that the dollar is an international
currency which is used in transactions between residents within the same foreign
country and between residents of different foreign countries. In some countries,
such as Germany and Italy, monetary authorities purchase and sell dollar assets
to regulate the liquidity of their banking system. This is the equivalent of
open market operations in this country, but dollar assets are used to supplement
the relatively small supply of locally issued marketable debt obligations.

If the foreign central banks want to reduce the facilities of their private banks
to create credit in their own currency, they would sell dollar assets on the spot
market and repurchase them on the forward market. This would make it more
attractive for the private banks to hold dollar assets and thus reduce their facility
to acquire domestic assets. The rising price on the forward market would also
make it attractive for those receiving dollars from foreign transactions to hold
them, and thus reduce the supply offered on the exchange markets. The private
banks would sell less dollars to the monetary authorities and thus would not
build up their reserves. If those who require dollars purshase them directly or
indirectly from the central bank, bank reserves would tend to shrink, and bank
lending facilities would be reduced. Thus a decline in foreign official dollar
holdings, and a compensating rise in foreign private dollar holdings would not
indicate (as the concept favored by the Committee would suggest) an increased
strength in the position of the dollar as a result of favorable shifts in the balance
of transactions by the United States, but rather a shift in the internal economic
policies abroad. In fact, dollar purchases in the forward market may be under-
taken by foreign countries to counteract inflationary pressures that may arise
from a surplus in their balance of payments. In that case, as indicated
above, the rise in private foreign dollar holdings would reflect a weakness rather
than strength of the dollar in the exchange market.'

If all liquid liabilities are included in the measure evaluating the developments
of the balance of payments of the United States, it is not distorted by such trans-
actions: an increase in total liabilities would signal a warning, a mere transfer
from official to private balances or vice versa would be neutral.

I The following tabulation shows the amounts of dollars (in millions) involved in swap arrangements by
the German Bundesbank with German private banks. These transactions may have been undertaken to
support foreign exchange rates, influence the liquidity of German private banks or for other reasons. Similar
transactions were undertaken by other countries in even larger amounts.
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Amounts Change Amounts Change
End of period outstand- during End of period outstand- during

ing period ing period

1958 -78 +78 1964 I-- 96 +96
1959 -178 +100 II -- 147 +51
1960 -401 +223 III 91 -56
1961 -284 -117 IV -- 89 -2
1962 33 -251 1965 I - -240 +151
1963 I -20 -13 May -- 250 +10

II- -20
I V-

Source: Monthly Reports of the German Bundesbank, May 1965, p. 131.

Alternatively, the foreign banking authorities could raise the minimum reserves
which their banks are required to hold in the central bank. This would induce
the banks to sell to their central bank dollar assets which they would draw from
their own holdings or would obtain by borrowing abroad. This method, in con-
trast to that described above, would result in an increase in foreign official hold-
ings. Actually foreign central banks may find it difficult to employ this method,
as long as foreign private banks are able to obtain additional dollar resources
through loans from the United States.

The Review Committee (p. 115r) discusses the latter operation, and concludes
that a tightening of the foreign credit market by foreign authorities which would
result in the transfer of liquid dollar assets from foreign private banks to foreign
official agencies should be interpreted as "an outflow from the United States of
foreign private (bank) capital" and that "this is precisely the sort of adjustment
that the foreign country would be striving for if it were coping with a payments
deficit."

It is clear that this comment does not apply to the operations through the for-
ward market described above. In that case, the foreign central bank would
attempt to sell foreign exchange assets which would be the opposite of what "it
would be striving for if it were coping with a payments deficit."

Even in the latter case it is important that the intervention in the exchange
market would be originated by the foreign official banking authorities, and would
not be the result of changes in the demand for, or supply of dollars due to transac-
tions with the United States (although it may induce an increase in the supply of
dollars through new loans by the United States). Even if it is the "adjustment
that the foreign country would be striving for if it were coping with a payments
deficit," it does not mean that the similarity of actions must reflect a similarity
of causes. In fact, there were many cases when foreign countries were attempting
to restrict internal credit when they had a surplus in their balance of payments.

There may be some question of whether such policies are effective or desirable,
but that is not the issue here. The fact is that interventions in the foreign
exchange market, by foreign banking authorities through tightening of reserve
requirements or open market operations in liquid dollar assets are not necessarily
undertaken in response to balance-of-payments developments in their own coun-
tries or in the United States. Consequently, it does not seem appropriate to
interpret shifts between foreign private and official accounts in U.S. banks in a
manner which would suggest that the United States should adjust its balance-of-
payments policies, so long as the total of foreign dollar holdings is not increased.
What should be watched in the analysis of the U.S. balance of payments is the
rise in total foreign dollar holdings, even if it occurs in private holdings.

The foreign policy of dampening inflationary pressures by inducing private
[banks to hold larger dollar assets may not be successful, however. Because the
dollar is an international medium of exchange, a rise in the dollar supply held by
'foreign banks creates the base for an expansion in dollar loans provided by them
and thus has the same effect on foreign economies as a rise in reserves in their
own currencies; a rise in dollar deposits held by foreign business and persons in
foreign or U.S. banks has the same effect as a rise in their domestic money supply.
Dollar credit and dollar deposits thus can frustrate credit and monetary policies
by foreign monetary organizations. Foreign monetary authorities which are
*concerned with the size and changes in their domestic liquidity, therefore, have to
be concerned also with dollar holdings of their private residents. They cannot
easily neutralize a net inflow of dollars. They can be expected to take steps to
Ilimit it. 'ZThe recent gold purchases by foreign central banks and governments
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seems to have reflected not only a concern with the size of their dollar holdingsrelative to their gold reserves, but also an attempt to restore their control over theirown credit and monetary system by inducing the United States to take measureswhich would stem the increase in liquid dollar holdings by their private residents.

Thus, because the dollar is used abroad as a medium of exchange, a reserve asset,and a medium for extending credit, an increase in foreign private dollar holdings,not only in official holdings, may induce foreign purchases of gold and thus affectour international reserves.
Since a rather large volume of transactions between foreign countries are con-ducted in U.S. dollars, dollar balances are transferred between foreign accounts.No data are available on the volume of these transactions, but since trade andother transactions between foreign countries (even excluding trade within thesterling and French franc area) are several times as high as foreign transactionswith the United States, the dollar transfers between foreign accounts are likelyto be considerably larger than the dollar transfers between U.S. and foreignaccounts. Such transfers can affect the distribution between foreign official andprivate accounts and thus the balance on our foreign transactions, as defined bythe Review Committee.
Whether acquisitions or losses of liquid dollar assets by foreign countries accrue

to official or to private accounts depends to a considerable extent upon the policiesof the official organizations in the various countries and the institutional facilities
they have to execute them. In some countries the official organizations willattempt to absorb as large a part of the foreign exchange inflow as possible, inothers they may permit, or even induce, private persons and enterprises to holdforeign exchange, and in still others they may attempt to obtain foreign exchangeacquired by their residents, but do not have the facilities to succeed.

If the concepts of the Review Committee were used in formulating balance ofpayments policies of the United States, transfers of dollars from a country in whichliquid dollar assets are held primarily in official accounts to a country where theyaccrue to private accounts would result in policies appropriate to a balance ofpayments surplus; if the net movements of dollars were in the opposite directionthe policy would have to be shifted to one appropriate to a balance of payments
deficit. Thus our policy would be influenced not only by our own foreign transac-tions, but also by those among foreign countries, provided they follow differentpolicies with respect to foreign exchange holdings of their residents. To minimizeour deficits we would have to attempt to strengthen the trading position of thosecountries which permit private holdings of foreign exchange and weaken theposition of those concentrating their foreign exchange resources in their officialreserves. This may mean favoring those countries which have sufficient foreignexchange reserves over those where the authorities are anxious to raise them,which could be contrary to our customary policy.

The Review Committee seems to acknowledge some of these difficulties, butstates (p. 115r):
"As a matter of practical experience, shifts of dollar funds among countrieswith widely different foreign exchange holding patterns do not seem to have beena major element in either the shortrun or longrun behavior of foreign commercialbank claims on the United States."
It does not supply any evidence to support that conclusion, however.
(5) By recommending that liabilities only to foreign official organizations asshown in reports by U.S. banks be included in the measure of the balance, theReview Committee neglects the fact that large amounts of foreign official dollarassets are deposited in foreign branches of U.S. banks or in foreign banks. Theseforeign branches of U.S. banks or the foreign banks send the dollar checks whichthey had received from foreign official organizations to their head office or to otherU.S. banks and thus increase their own deposits in the United States. TheU.S. banks will report these deposits as liabilities to private banks. If foreignbanks transfer these dollars to other foreigners, the latter would appear in U.S.bank records as the owners of the accounts. It is thus possible that some dollarsare indirectly transferred from one official account to another.
At the end of 1964, the total of foreign official dollar assets (excluding those heldby the Soviet bloc) amounted to about $18.3 billion or $2.9 billion more than theamounts shown in U.S. statistics. The biggest rise in the difference betweenU.S. and foreign records of official dollar reserves occurred in 1959 and 1960 andanother large increase took place in 1963 and 1964.
From the end of 1958 to the end of 1964, the rise in foreign official dollar holdingswas roughly $2.2 billion or one-third higher than would appear on the basis ofU.S. records. These $2.2 billion equal about 60 percent of the $3.6 billion increase
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in liabilities to foreign private banks. While it may not be quite true that all

of the $2.2 billion are reflected in the dollar holdings of foreign private banks, it

would be safe to assume that a very considerable part of the liabilities to foreign

private banks are indirect liabilities to foreign official organizations. The data

are shown in the following tabulation:

Foreign official dollar assets estimated on the basis of foreign sources (International

Financial Statistics) and U.S. liabilities reported by U.S. sources

[In billions of dollars]

Position at end of 1964:
Western Europe - -
Japan-
Canada
Latin American Republics --
Other countries-

Total-
Changes in total during:

Foreign
sources

Foreign
official

organizations

10.9
1.6
1.6

2.6
18.3

U.S. sources

Foreign
official

organizations

9. 2
2. 7
3. 4
1.3
1.8

15. 5

1.1

Foreign
private
banks

3. 3

0.4
0.5
7.15

1.4

Otherforeign
residents

1. 4
(2)

.4
1. 6

.53.9

-.4
1964 ----- ------- - ------------- -------- -- -------. X..>
1963 4-2.-1 1. 7 .- 5 4

1962 -
1.1 .9 -. 1 .1

1961 -
.6 7 .6 .1

1960 }------ 3.3 1.9 1.2 (2)

End of 1958 to end ofl964
5 --

-------------- 8.5 6.3 3.6 1. 0

1 The figures are still subject to revisions. They are based on total foreign official exchange holdings as

reported in the most recent issues of IFS, adjusted for sterling holdings reported by the Bank of England,

and for foreign exchange holdings of other than dollars reported by countries of the French franc area. The

data are also adjusted for changes in the net gold position of the BIS.
2 Negligible.
3 Differences may be due to rounding.

The deposits of dollars by foreign official organizations in European banks are

a major part of the dollar resources of the Euro-dollar market. These deposits

(and some from other sources) enable these banks to lend dollars to other for-

eigners, and thus increase dollar assets and liabilities abroad to a multiple of the

original dollar deposits they have received.
The Review Committee on page 117 r states:
"While official transactions in Euro-currency markets do pose some difficulties

of interpretation, these do not appear to be decisive * * *. The decision of a

British bank to hold dollar assets in New York as cover for its liabilities (to foreign

official institutions) is, in any case a private business decision; the bank could have

sold those dollars for sterling or invested them in some other form. Nationality

of residence ought to take precedence over nationality of currency in balance of

payments classifications, and generally does so. The fact that obligations of one

foreigner to another happen to be denominated in U.S. dollars does not make them

U.S. obligations. It is not the pyramided aggregate of such claims, but the

nonduplicated claims on the United States that matter."
This comment misses the point. The total of liabilities to foreigners as meas-

ured on the basis of U.S. banking records is not pyramided, but these records do

not provide the source to determine the ultimate ownership of the dollars. If tile

committee believes that pressures on the exchange markets for dollars can be

measured by changes in dollar holdings of foreign official organizations, such a

measure-even it it were otherwise possible-would have to be based on data for

such holdings. U.S. banking records on liabilities to foreign official organizations

alone-as the table indicates-are too far off the mark to be useful in that respect.

In fact, for the period 1958 to 1964 the change in U.S. liabilities to all foreigners

($10.9 billion) comes nearly as close to the change in foreign official dollar holdings

($8.5 billion), as the change in liabilities to foreign official agencies reported by

U.S. banks ($6.3 billion). For the period 1958 to 1963 the change in liabilities

to all foreigners ($8 billion) is considerably closer to the change in foreign official

dollar holdings ($7 billion) than the change in U.S. liabilities to foreign official

organizations, as recorded by U.S. banks ($5.2 billion).

I
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Whether foreign central banks and other official organizations responsible

for holding and administering foreign exchange reserves hold their dollar assets
directly in U.S. banks or in their foreign branches or in foreign banks will notaffect their policy with respect to gold purchases from the United States. The
fact that a major part of foreign official dollar holdings is not reflected in U.S.banking statistics on liabilities to foreigners makes it practically impossible
to provide a statistical measure from U.S. sources for the concept recommended
by the committee. If the concept were accepted there is a danger that balance
of payments developments would be misjudged, as the developments in recentyears indicate. Use of the data on foreign dollar balances estimated on thebasis of foreign sources would raise the deficit as measured by the Reveiw Com-
mittee from $6 billion during the 2 years of 1959 and 1960 to about $7.4 billion,from $2.3 to $2.7 billion in 1963, and from $1.5 to $1.8 billion in 1964.

Furthermore, and much more serious in its consequences, is the likelihood
that the committee's concept is interpreted to mean that a transfer of foreign
official dollar assets to U.S. banks is a weakness in our balance of payments,
transfers to foreign banks reflect strength. This would suggest that the balance
of payments can be improved by inducing foreign official organizations to shifttheir dollar assets from U.S. banks to foreign banks including foreign branches
of U.S. banks.

A balance of payments concept is not only an analytical tool. It is also aguide to policy operations. There is great danger in the Committee's concept
that it becomes a guide to achieving favorable but ineffective appearances of our
balance of payments rather than a guide suggesting the need for actions to achieve
real improvements.

(6) Another shortcoming in the Committee's concept is its failure to allow forthe possibility of monetary organizations assisting each other through long-term
loans. If such loans were provided to the United States and would result in anexchange by foreign authorities of liquid assets for nonmarketable long-tern
obligations, the Committee would not record that transaction as an improvement
in our balance of payments. If the same type of obligations had been sold toforeigners other than monetary authorities-even at less favorable terms-and
had been paid for with funds previously held by the foreign official organizations,
the Committee would record the transaction as having a favorable effect on the
U.S. balance of payments. Thus the Committee, in effect, recommends thatlong-term borrowing abroad-even by U.S. monetary authorities for the purpose
of obtaining foreign exchange resources-should not be done from foreign central
banks or such government agencies which the Committee would consider monetary
organizations, but should be done from others, even if such loans would have to
be more expensive to obtain the funds.

(7) The difficulties associated with the interpretation of balance of payments
developments on the basis of the concept used by the Review Committee become
apparent in the relatively large fluctuations in the balance as measured by the
Committee. These fluctuations considerably exceed those in the currently usedbalance on "regular types of transactions."

An examination of the data in table 2, page 5 of the report shows three periods
of major improvements in the Committee's balance since 1958: 1959, 1961, and1964. In all of these three periods the "improvement" in the balance coincidedwith a rise in private dollar balances. It is noteworthy that both the 1959 and
the 1961 "improvement" (according to the Committee's concept) was followed
by a substantial deterioration in the next year. A deterioration probably would
have happened also in 1965 if it had not been for the President's balance of pay-ments program, and the related actions taken by banks and nonfinancial corpora-
tions. The balance for the first quarter of 1965 computed on the basis of theCommittee's concept was, in fact, less favorable than that for any quarter in 1964and the deterioration was even larger if measured from the average of the year
1964.

The deterioration in the balance as measured by the Review Committee in theyears following a sharp rise in liquid liabilities to foreign private accounts did not
take the form of a rise in liquid liabilities to foreign official accounts, but of amore-than-average decline in U.S. reserve assets. Over the period 1959 through
1964 the average annual decline in reserve assets was $0.77 billion. In 1960 re-
serve assets declined by $1.7 billion, in 1962 by $0.9 billion, and in the first quarter
of 1965 alone by $840 million. With reserve assets lower than liquid liabilities, a
decline in reserve assets is more serious than a rise in liabilities.

The figures would suggest that rather than considering a rise in liquid liabilities
to foreign private accounts as a sign of strength for the dollar-as the Review



212 THE BALANCE OF PAYMENTS STATISTICS

Committee does-such a rise should be viewed as a strong signal of danger to the
official reserves.

The signals to policymakers provided by the concept of the Review Committee
are, therefore, not only unreliable, but-on the basis of experience during the last
6 years-likely to be misleading. They suggest improvements in the balance of
payments when in fact deteriorations are to be expected.

In that respect the interpretation of balance of payments developments based
on the concepts of the Review Committee compare unfavorably with that based
on a measure of the balance which includes liabilities to foreign official as well as
private accounts.

Misinterpreting the movement in the balance is much more serious than possible
uncertainties concerning its absolute level. As will be pointed out in subsequent
sections of this paper, and as has also been done in my earlier Princeton paper,
there are several reasons why under current conditions the target for balance of
payments adjustments may not be a zero balance, but should allow for some rise
in foreign dollar balances, both private and official. The magnitude of this allow-
able rise is uncertain; however, it depends on judgment and cannot, at present at
least, be expressed in firm figures and included in balance of payments com-
pilation.

This consideration, as will be pointed out, does not only apply to the "liquidity"
balance, however. It also applies to the balance recommended by the Review
Committee. Under neither concept can the absolute level of the balance be con-
sidered a firm measure of the amount of adjustment that has to be achieved at
any one time.

D. BASIC ASSUMPTIONS UNDER THE IcLIQUIDITY" CONCEPT

The assumptions and principles used in the analysis of balance of payments
developments as published in the Survey of Current Business, and explained by
me in various articles, are believed to be closer to reality than those used by the
Review Committee, and thus provide also a better tool in the formulation of
public policy. The principal assumptions are as follows:

(1) While it is correct that governments and central banks intervene in the
exchange market to meet gaps between private demand and supply of foreign
exchange in foreign exchange markets, in most countries they also pursue policies
of their own which require purchases or sales of foreign exchange and gold. Such
policies involve the exercise of influence over private transactions, sometimes by
the imposition of restrictions (including "moral suasion"), sometimes by the
creation of special incentives or subsidies. The policies themselves, and the
means by which they are executed, vary from country to country.

It would be difficult to define whether private transactions induced by official
agencies in order to accomplish what otherwise the official agency would have
to do are autonomous or compensatory. This applies not only to transactions
actually undertaken, but also to transactions which were not undertaken because
of official restraints.

Further, even in a free market, compensatory actions will be undertaken by
private business to even out temporary movements of exchange rates around the
established parity, provided there is general trust that the established parity rate
will be maintained by the monetary authorities.

Consequently, it is unrealistic to assume that transactions by monetary author-
ities are always compensatory in the exchange market, while all other private or
public transactions are always autonomous. There is no scientific way to pre-
determine on the basis of type or transactor, the transactions which are always
either compensatory or autonomous, or even to decide for specific transactions
whether the credit or the debit part is the autonomous, or the compensatory side
of the transaction. It is not valid, therefore, to designate certain types of foreign
transactions or the transactions of certain transactors, such as monetary author-
ities, as those which "finance" all other types of transactions. There is no single
valid way to "draw a line," and to designate certain items to be "above," and
others to be "below the line" as the Review Committee attempts to do.

(2) The U.S. dollar, far more than any other currency, is used as a medium of
exchange not only in transactions between the United States and foreign countries
but also in transactions, both private and public, among foreign countries and
sometimes within foreign countries. It is also used by private business and per-
sons, as well as Government agencies (including central banks) abroad as a reserve
asset, and frequently as a medium of denominating and extending credit.

This is illustrated by the following quotation from the "Ministerial Statement
of the Group of Ten and Annex prepared by Deputies," Annex - 19 (quoted from
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N inth Special Report to the President and to the Congress by the National Ad-
visory Council on International Monetary and Financial Problems, April 1962-
June 1964, U.S. Government Printing Office, 1965; p. 70):

"While the report focuses on official liquidity, private liquidity is also of impor-
tance to the international monetary system and to official liquidity. Traders'
credits and working balances in foreign exchange are an indispensable part of
the dav-to-day transactions of private traders and investors; and foreign exchange
held by commercial banks as working balances plays a role as a secondary reserve
asset alongside official reserves in many national banking systems."

(3) The significance of the choice of method to analyze the balance of payments
is not merely its success in recording and explaining past developments. Any
interpretation of the balance of payments, particularly if it focuses on certain
types of transactions as an indicator of improvement or deterioration, will serve
as a guide to private and public policies to improve or at least to prevent a de-
terioration in the balance.

Consequently special care has to be exercised in the selection of these types of
transactions to minimize the possibility of stimulating changes in the methods
of transacting foreign business which merely change the appearance of the balance
of payments without changing the more fundamental facts.

For instance, if the balance of payments analysis draws a sharp distinction
between long- and short-term loans, so that a rise in the amount of short-term
loans outstanding is considered an offset to a decline in reserve assets or an in-
crease in liquid liabilities, the suggestion is made implicitly that the extension of
short-term loans does not affect the balance of payments and that a switch from
long- to short-term loans, even if the latter are expected to be renewed is desirable.
Likewise, if changes in liquid dollar assets held by foreign private banks or persons
are not included among the items by which the balance is measured, as the Review
Committee recommends, a transfer of dollar balances by foreign official organiza-
tions from private U.S. banks to their foreign branches or to foreign banks is
encouraged because such a transfer would reduce the liabilities to foreign official
organizations as recorded in U.S. statistics, and thus appear as an improvement
in the balance. For the same reasons operations by official agencies in the forward
market would be encouraged relative to operations in the spot market.

Whatever measures are chosen to analyze the balance on foreign transactions,
the possibility of "window dressing" has to be minimized, therefore, to avoid
deception which would merely postpone and frequently raise the costs of policy
actions needed to achieve real improvements.

E. GUIDING QUESTIONS FOR BALANCE OF PAYMENTS ANALYSIS

The concept used by the Balance of Payments Division is based on the funda-
mental question of the purpose of balance of payments statistics. The Committee
also raises that question and says (ch. 1, p. 13r): "Statistics and analysis are
essential to an understanding of economic processes and events, and hence to
decisionmaking, whether by private citizens or by national governments." That
implies that the analysis should be focused on those developments which require
attention by those responsible for decisionmaking at a stage of these developments
when there still is an opportunity to make meaningful policy decision. The
concept used by the Balance of Payments Division in the analysis of balance of
payments data is designed to meet these criteria.

Next, it has to be decided, whose need to make decisions should be considered,
and what policy goals are involved. The answer is that the analysis should be
focused on the needs of those authorities within this country who are responsible
for the "maintenance of stable and orderly exchange rates" (p. 141). These
policy goals, as the Review Committee also stresses (p. 141), cannot be separated,
however, from other policy goals, in particular the orderly development of the
domestic economy, which requires that international transactions do not reduce
or overstimulate domestic business activity or unduly disturb the prevailing level
of prices.

The question is, therefore, whether a given pattern of international transactions
is sustainable from the point of view of these policy goals over the longer run or
whether policy actions are required to change the prevailing pattern into one that
is sustainable. If the pattern is not sustainable, analysis should draw attention
to that condition as early as possible so that policy actions can be taken. Other-
wise its usefulness to those responsible for policy actions is considerably reduced.
The question is, therefore, to determine those patterns which usually are not
sustainable, although from time to time other patterns which also may not be
sustainable over the longer run should receive proper attention. Clearly, this
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analvsis is a matter of judgment, and to be effective such judgement needs to be
adjusted to changes in the significance of transactions and the institutional
environment in which they take place.

F. TRANSACTIONS REQUIRING SPECIAL ATTENTION

(1) Changes in reserve assets
Sales of reserve assets by the monetary authorities are not sustainable over the

long run because they are limited in amount. They may be tolerated, however,
in controlled and specific amounts if the current holdings exceed the amounts
which under given conditions are considered desirable. They may also be toler-
ated within safe limits if the sales are associated with reversible transactions (such
as a temporary increase in inventories of imported goods), so that within a fore-
seeable time and without the need for further policy actions reserves can be
expected to be replenished again.

If the supply of reserve assets were infinite we would not be concerned if they
had to be paid out. Neither would we have to be concerned about weaknesses
of our currency in the exchange market. What matters is not that such weak-
nesses develop, but that the means to compensate for them are limited. It does
not matter, however, whether the loss in reserve assets was due to weaknesses in
the exchange rate or to other reasons. A foreign monetary authority can obtain
the dollars with which it purchases gold from us by interfering with the market
and limiting the amount of dollars available to its residents. It may purchase
gold by using dollars it had obtained through voluntary sales by its residents and
may do so because of traditional policies, concern for the exchange value of the
dollars, concern for economic developments within its own economy, or for political
reasons.

Gold may also be sold by the United States to private persons abroad (in-
directly perhaps, but nevertheless) in order to keep the price of gold in the principal
foreign gold markets within certain limits. About $100 million a year are cur-
rently sold to domestic purchasers for industrial purposes. No matter to whom
and for what reasons gold is sold, it represents a decline in our holdings of reserve
assets, which must be considered as a development which cannot be sustained in
the long run. The Review Committee also includes all sales of reserve assets
into the balance that needs to be focused on, but by doing so it is inconsistent with
its concept, because such sales are not necessarily associated with settlements
between official monetary organizations, and the decline in our reserves does not
necessarily correspond to an increase in foreign reserves.

(2) Changes in liquid liabilities
(a) The use of the dollar as an international monetary asset.-Nearly all countries

analyze their balance of payments on the basis of changes in their official reserves.
Their international transactions are generally not settled in their own currencies
and their currencies are not used in transactions among other countries. This
does not apply to the United Kingdom and the United States, and the fact that
the United States dollar and the British pound are used as international media of
exchange and reserve assets is the essential reason for analyzing the balance of
payments of these countries on a different basis from that applicable for the rest
of the world. To use the same criteria for all countries would clearly be based
on the quite unrealistic assumption that all currencies play the same role in
international transactions.

The currency of the United Kingdom is used in international transactions and
as a private and official reserve asset mainly by the sterling area and some other
countries with which the United Kingdom has relatively close economic relations.

The United Kingdom and those countries which use sterling as a reserve asset
also use dollars as reserve assets, and a large part of their transactions are paid in
dollars. Thus the United Kingdom has international monetary assets in dollars
and monetary liabilities in sterling. This is reflected in its balance of payments
compilation which focuses on the balance between its reserve assets including
dollars and its liabilities which are mainly in sterling.

The United States is in the unique position of having its currency used through-
out the world as money in transactions between foreign countries and to some
extent within foreign countries, as reserve assets for private business and official
organizations and as a base for credit extension by banks. In contrast, the
United States itself hardly at all uses foreign currencies in its foreign transactions.
and holds only very small amounts of "convertible currencies" in official reserves.
(Even these "convertible" currency holdings by the Federal Reserve System and
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the Treasury are not freely usable in transactions with third countries as is
gold. Foreign currency assets are not used as reserve assets by private U.S.
businesses and persons, quite in contrast to the way dollars are used and held
abroad. (Cash balances held by the weekly reporting member banks in foreign
banks early in 1965 were around $250 million, and that amount has increased by
only about $100 million over the last 3 years.

This role of the dollar abroad, and the very limited role of foreign currencies
here makes the international position of the United States quite different from that
of other countries. This has to be reflected in the analysis of the balance of
payments of the United States. If it were not, the analysis would not be realistic.

(b) The long-term growth in foreign requirements for monetary dollar assets.-
Liquid dollar assets are held abroad principally as monetary assets or near mone-
tary assets. Such assets include demand and time deposits in U.S. banks, and
such private and Government securities which mature within relatively short
periods (generally within 1 or 2 years), and which have a rather broad market in the
United States, so that they can be liquidated at any time with a minimum risk of
a loss in value. Time deposits can usually be liquidated before their maturity
although this may involve loss of interest.

Liquid dollar assets yield less than assets in most other currencies. Thus they
are held because of their superior liquidity and wide acceptance as a medium
of exchange rather than for the income that they yield. They are not invest-
ments in the sense of an asset which is purchased primarily for its yield. The
Committee considers private, but not official foreign holdings of liquid dollar
assets primarily as investments, but this is not a proper evaluation of the char-
acteristics of these assets relative to other foreign and domestic assets, and the
purpose for which they are held.2

Transferring liquid dollar assets to foreign residents thus increases their hold-
ings of monetary or quasi-monetary assets. The question is whether a balance of
payments pattern which includes a continuing increase in such holdings can be
considered a pattern which can be sustained regardless of the size of the increase,
and thus would not have to evoke concern, or whether it may have to be considered
a pattern which cannot be sustained, and thus requires correction through policy
changes.

To the extent the dollar is used and needed in international transactions
throughout the world, it can be assumed that a growth in such transactions would
require an increase in foreign dollar holdings. If a 4-percent annual growth in
international business would require an equivalent rise in foreign monetary
assets, the total of foreign gold, dollar, and sterling assets would have to rise by
about $2Y% billion a year. If official gold reserves would be increased through
sales of newly mined supplies and sales by the Soviet bloc by about $1 billion
(which is more than had been obtained from these sources during recent years),
the remaining foreign requirements for official and private liquid reserve assets
amounting to about $1Y2 billion, could take the form of either dollar accumulations
or gold purchases from the United States, assuming that foreign holdings of
sterling would expand only by minor amounts and that currencies of other
countries are not being used to supplement the U.S. dollar and the British pound.

International monetary assets do not have to increase in the same proportion
as the volume of international business, however. Working funds can be used
more intensively, particularly as banking operations become more efficient.
Reserves do not have to rise as fast as the volume of business if opportunities
increase to use credit to meet temporary cash shortages, and, of course, if business
activities become more stable and coordinated so that cash shortages are less
likely to appear. Furthermore, the amount of gold entering official reserves
is likely to increase as the supply of dollars abroad tightens relative to the demand
and confidence in the dollar as a reserve asset strengthens.

Thus it would be difficult to estimate the additions to foreign dollar holdings
that would currently be required to facilitate a satisfactory rate of growth in
international business at reasonably stable prices, but it is likely that the per-
centage increase in foreign dollar holdings could be somewhat smaller than the
rate of increase in the volume of transactions. The demand for additional dollar
holdings to meet the rising volume of business comes from foreign official agencies
as well as private business. The argument that this demand should be deducted

2 The view that liquid dollar assets held in foreign private account are essentially monetary assets is also
shared by Ministerial Statement of the Group of Ten, Annex sec. 36, p. 73, quoted above. "I I I the
initiative already taken toward strengthening the multilateral character of the international monetary
system by bringing within the review and appraisal processes of multilateral surveillance the various ele-
ments in international liquidity--whether of a prirate or official character [italic supplied by the author of
this paper] available or created for the financing of surpluses and deficits."
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from the measure of the deficit in the U.S. balance of payments applies therefore
to the currently used concept which includes changes in all liquid liabilities in the
balance as well as the concept recommended by the Committee which includes
only liabilities to foreign official organizations. Since the distribution of the
additional dollar holdings between foreign official organizations and private
holders depends largely upon the balances of payments of foreign countries, and
their internal arrangements and policies, one cannot estimate the required increase
for official holders or private holders separately. An allowance should be made
for a growth in foreign dollar holdings required to meet the monetary demand
of a growing world economy, but that allowance can be made only for the total
amount and deducted from a measure of the balance which includes the change
in liquid dollar holdings by all foreigners.3

(c) Limitations in the foreign demand for liquid dollar assets.-There may be a
question, however, whether a rise in foreign dollar holdings, even in that magni-
tude could necessarily be sustained over the long run.

The dollar is accepted internationally as a medium of exchange and a reserve
asset by foreign official organizations as well as private business not only because
of the large share in world production and commerce held by the United States,
and because of the freedom with which it can be used, but also because of con-
vertibility by foreign official organizations into gold at stable rates. This is
also the basis for the acceptability of the dollar as a private reserve asset abroad,
because the dollar can at any time and within a narrow price range be con-
verted into local currencies and reserve assets.

If foreign dollar holdings would rise simultaneously with a rise in U.S. gold
holdings, confidence in the continued convertibility of the dollar into gold could
be maintained, and-assuming that foreign dollar holdings do not rise faster
than the volume of international business-the process could be sustained. If
the liabilities do not exceed the gold reserves by too large an amount, it may
even be possible that they could rise faster than gold holdings as long as the ratio
between them does not decline. Under such conditions the balances on U.S.
foreign transactions, as defined by either the concept used by the Balance of
Pavments Division or the Review Committee could show small "deficits," and
either measure would have to be qualified to indicate an approximate amount
which may be considered as target for policy purposes.

Even if the rise in liabilities does not exceed the requirement of the growing
volume of world business transactions, but occurs simultaneously with a decline
in U.S. reserve assets, it cannot be expected to be sustainable, however, because
confidence, by official as well as private holders of dollars, in the continued ability
of the United States to convert the dollars into gold is likely to decline.

A decline in confidence would affect not only the additions to the foreign dollar
supply but impair also the usefulness of existing dollar balances held abroad.
A rise in foreign dollar holdings under such conditions could be detrimental
rather than helpful to the expansion of world business. In the long run the in-
crease in foreign requirements for an international medium of exchange would
more successfully be met through the development of another form of international
money, rather than through an increase in foreign holdings of liquid dollar assets,
unless there were also a rise in U.S. reserve assets in amounts sufficient to preserve
confidence that convertibility of the dollar remains unimpaired.

A rise in U.S. liquid liabilities used as monetary and reserve assets abroad is
even less sustainable if it exceeds the requirements for such assets at any given
level of business activity and prices. A rise above that magnitude can have one
of the following results:

(i) It can lead to a rapid decline in the price of the dollar on exchange markets
with the result that the excess supply is sold to monetary authorities. The
authorities may sell the dollars which exceed their own requirements for gold.

Even when monetary authorities do not pursue a more or less fixed policy with
respect to the composition of their reserves, and even if they do not lose confidence
in the dollar, they may convert some of the dollars they receive into gold. Pur-
chases of dollars from their banks increase the reserves of the banks and thus
expand their lending facilities. If the monetary authorities of these countries
are concerned about inflationary pressures within their economies they may try
to hold down the rise in bank reserves by selling dollars or other liquid assets
back to their banks. This can be done by lowering the spot price of such assets,
or by entering into forward purchase agreements at higher prices. Since these

3 Ministerial Statement of the Group of Ten and Annex sec. 19, p. 70: "I * I over time, the probable
need for growth of private liquidity should be taken into consideration along with the needs for official
resources."
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operations tend to be expensive, and often are effective for only short periods oftime, foreign authorities have also attempted to reduce capital inflows throughdirect measures, for instance by limiting interest paid on foreign funds depositedin their banks (even to negative rates), or by requiring banks to maintain higherreserves on foreign than on domestic deposits. Germany has imposed with-holding taxes on earnings on securities held by foreign residents.

(ii) The excess dollar supply may be used by its foreign holders as monetaryassets and spent or lent to others in lieu of, or in addition to, their own currency.This, as has been indicated earlier, would tend to frustrate monetary and creditpolicies by the foreign monetary authorities and governments, particularly ifthey are attempting to restrain inflationary pressures. Their reaction can beexpected, as indicated above, to increase pressure on the United States by pur-chasing gold. Thus even if the excess supply of dollars is initially not sold byforeign private holders to their monetary authorities, they may neverthelessincrease their gold purchases. The sharp rise in gold purchases starting in thelast quarter of 1964 and accelerating in the first quarter of 1965 can probably-atleast in part-be attributed to the reaction by foreign central banks and govern-ments to the large rise in dollar assets by foreign private banks and other holders.These considerations by official authorities and actions related to them do notfit into the concepts used by the Review Committee, because they are based onthe assumption that the role of these authorities in the foreign exchange marketsis limited to filling gaps arising between demand and supply of foreign exchangein private transactions. These recent events indicate again how deceptive itwould be to rely on these assumptions.
(iii) Even in those countries where central banks and governments are relativelyineffective in maintaining the internal and external value of their currency and insupplying foreign currencies to those who want to purchase them, a rise in dollarholdings by private enterprises and persons-and the major part of dollar holdingsby foreign nonfinancial enterprises and persons appear to be in such countries-cannot be expected to be sustainable in any amount and for any length of time.Although it can be assumed that dollars could continue to compete as a reserveasset with the local currencies of such countries, and consequently would not besold to local banks or the local central banks, they can be exchanged for otherforeign currencies, which appear to better meet the requirements of reserve assets.Whether or not that would be done, depends on the confidence of holders in thesecountries that in spite of the rise in their own, and worldwide dollar holdings, theU.S. authorities will be able to maintain the value and free convertibility of thedollar. Thus dollars held privately in Latin America, for instance, which com-prise the major part of dollars held abroad by others than banks, can be sold forother currencies; e.g., Swiss franc. If Swiss banks sell the dollars to their centralbanks, the major part would probably be converted into gold.

A decline in confidence may not necessarily become evident gradually but islikely to appear suddenly, triggered by political or economic events. The samepolitical or economic events may have a different effect on confidence dependingon the amount of dollars held abroad relative to U.S. reserves. The larger thatamount is, the stronger may be the impact. It will also vary as between thoseholding the dollars, and is likely to affect official holders less than private holders.The Review Committee states that a rise in dollar holdings by private foreignbanks, enterprises, and persons should be considered a sign of strength of thedollar. The same should apply to a rise in holdings by foreign official monetaryagencies although the Review Committee considers the latter a sign of weakness.The question should be whether private holdings are more likely to be sustainablein the longer run. Unless that question can clearly be answered in the affirmative,the Review Committee's analysis can result in a dangerous illusion, as the recentexperience with the British pound sterling illustrates. The run on the poundwas made by foreign private holders, not by foreign official holders. In reviewingthe history of the sterling crisis in the last months of 1964 the Economist ofDecember 12, 1964, states (on p. 126 1): "Since * * * Britain has never managedsignificantly to strengthen the intolerable international banking balance sheetwith which it emerged after the war, so that its ratio of quick assets to quickliabilities has remained consistently between 1 to 3 and 1 to 4, this currency
system has itself been a major ingredient in the succession of sterling crises."The ratio of quick-dollar liabilities to quick assets available to U.S. monetaryauthorities is currently slightly between than 2 to 1. We may be advised by theBritish experience, however, to keep its further rise to a minimum. It would bean illusion, however, to improve that ratio by excluding from it quick liabilitiesto foreign private holders.
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(iv) In order to prevent excess liquid dollars from being sold by their private
foreign holders to the monetary authorities of their own or of other countries, and
to discourage foreign official holders of dollars from exchanging them for gold,
the United States can raise interest rates. This may compensate foreigners for
the rising risk they are taking in holding increasing supplies of dollars while U.S.
reserves decline or at best do not expand. If the foreign dollar supply continues
to rise relative to U.S. reserve assets the price paid to foreigners for holding the
dollars would also have to continue to increase. According to the Review
Committee a rise in private foreign dollar holdings should be considered as an
indication of strength in the balance of payments and not a situation which
requires correction. This concept is based on the assumption of passivity on
the part of monetary authorities in the exchange market which implies that a rise
in interest rates must be the result of developments in the private capital market
alone and not of actions by public authorities to influence the foreign holders of
liquid dollar assets. The assumption is not only unrealistic, but can also result in
most undesirable consequences, because in the longer run a rise in interest rates
resulting from a policy to stimulate the holdings of dollar assets by foreigners
could have a retarding effect on domestic business activity. It would also raise
the costs to the U.S. balance of payments by raising interest paid to foreigners.
And finally it would reduce interest in corrective actions which are inevitable,
but would become more difficult the longer they are postponed.

(3) Other transactions which may not be sustainable
Although the analysis of the balance of payments-first of all-should take

into consideration changes in official reserve assets and then those in liquid
liabilities, there are sometimes developments in other transactions or in the
economy in general which have to be taken into account.

(a) Advance repayments of foreign debts to the U.S. Government may be
an example. Such repayments do reduce the amount of liquid dollar holdings
abroad, and may also reduce foreign purchases of gold. They do, therefore,
provide relief to the net cash position of the United States. Since the amount of
loans outstanding, particularly in countries that otherwise would accumulate
the dollar or purchase gold, is limited more or less to the loans they had received
in the early postwar period, such repayments can only provide temporary relief
to the balance of payments, and should be considered to be not sustainable. It
is preferable, therefore, to consider such transactions in an intermediate category,
between the changes in reserve assets and liquid liabilities, and the other trans-
actions.

The Review Committee also recommends that advance debt repayments be
included among the transactions by which the balance on foreign transactions is
measured. The major differences between the concepts used by the Review
Committee and those used in the analysis published in the Survey of Current
Business are as follows:

(i) The Review Committee restricts such transactions to those between
governments (p.. 119) while the concept used in the Survey would include also
advance repayments received by the United States on loans extended to foreign
borrowers which' are not governments. This broader concept has the advantage
among others of relieving the compiler of data from the need to decide how re-
payments of loans by foreign government-owned enterprises or loans guaranteed
by foreign governments should be treated. A large share of U.S. Government
loans would fall into these categories. The broader concept also includes sales to
foreigners of foreign debt obligations held by the Export-Import Bank to either
the debtors themselves or to third parties abroad.

(ii) The Review Committee restricts such loan repayments to those which have
"been specifically arranged for the purpose of financing an international payments
surplus or deficit" (p. 119). Thisrestriction imposesupon the compiler the burden
of determining the motivations of those engaged in the transaction, not only of
those in the United States but also of those abroad. Such determinations are
always open to dispute. Furthermore, the Review Committee also requires that
such repayments be considered as part of the balance if they are made to "finance
a foreign surplus" not only a U.S. deficit. The foreign surplus could, of course,
be the result of the debtor countrv's transactions with other countries, rather than
with the United States. In fact, the United States at the time in question may
not have a deficit, and, therefore, may not require or welcome such repayments.

Other types of transactions which have to be watched, whether they are sus-
tainable, include depletions of inventories of imported goods, particularly food
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stuffs and industrial materials for which domestic demand can be expected to be
relatively closely related to domestic business activity, incomes or population.
A continuing rise in liabilities for imports may also arouse concern. Thus an
improvement in reserves obtained by reducing such inventories or by deferring
payments for imports should not be considered an improvement in the balance of
payments; stable reserves under such conditions hide a deterioration.

On the other side, reductions in reserves resulting from an increase in such
inventories should not necessarily be considered as a deterioration in the balance.

Such changes are difficult to measure, however. They can only be indicated
by more or less close estimates. For that reason it is preferable to include them
in a qualitative rather than a numerical or tabular analysis of the balance of
payments.

Advances on sales of military equipment by the Department of Defense have a
complicated and mixed history which made it necessary to consider them as
special transactions. They are also made in relatively large irregular amounts
which makes it easier to analyze changes in the balance of payments without
them. When such payments were received from Germany in large amounts,
particularly in 1959 and 1960, they exceeded the amount of orders actually placed.
The funds were placed in a special interest-earning Treasury account from which
they could be withdrawn again. Thus, these deposits were treated in balance
of payments accounts as liquid liabilities such as foreign holdings of marketable
Government securities. These payments by Germany seem to have been facili-
tated and influenced by the budgetary and balance of payments surpluses of
Germany at that time.

In the latter part of 1961 negotiations were conducted with Germany to increase
German payments to the United States for military equipment to an amount
approximately equal to U.S. military expenditures in Germany. At the same
time it was arranged that the amounts accumulated in the Treasury account be
used only for military purposes. Thus about $470 million which had been in
that account at the end of 1961 were shifted from liquid to nonliquid U.S. liabili-
ties from then on, as advances were received or deliveries were made, nonliquid
liabilities were either raised or reduced. Receipts on that account continued to
be subject to negotiations, however. Until recently, new advances considerably
exceeded deliveries of military goods, and for that reason the question could be
raised whether the rise in liabilities should be considered in the analysis of the
balance of payments as a development which could be sustained over the longer
run. Although these liabilities were not liquid or monetary liabilities, and there-
fore not included in the measurement of the balance, it nevertheless seemed con-
sistent with a cautious interpretation of the data to call attention to these trans-
actions by including them as "special" transactions. As deliveries approach
cash receipts, the need for such treatment may disappear, however.

Finally, but as important as any other aspect of balance of payments analysis,
is its relation to the state of the domestic economy. Stability in reserve assets
and in liquid liabilities while domestic business activity is shrinking relative to
productive capacity should not be interpreted as no change in the balance of
payments. If a rise in business activity would raise imports and dampen in-
centives for exports without being compensated in the capital account (excluding
the items by which the balance is measured) a stable balance of payments would
merely hide a potential deficit. Such a situation should not be considered to
be sustainable in the longer run, and its correction would require precisely the
same measures as if a deficit in the balance of payments had actually occurred.

The size of the deficit under such conditions cannot be measured on the basis
of actual transactions, however. Perhaps an attempt should be made to estimate
on the basis of various assumptions, and historic relationships a "full employment
balance of payments" somewhat analogous to the estimates of a full employment
cash balance in the Government budget. This is clearly a complicated analytical
task, which would, however, help materially in understanding the balance of
payments developments at any particular time, and provide a better guidance to
Government policy than is now possible. It may be pointed out here, however,
that the need for this type of approach is more clearly indicated by the analytical
approach of examining whether a given balance of payments pattern has moved
toward or away from one that can be expected to be sustainable over the longer
run, than by the approach recommended by the Review Committee of measuring
the gaps in the supply and demand for foreign exchange arising from transactions
of private business and nonmonetary official agencies at given rates of exchange,
even if that were possible.
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G. MAJOR ARGUMENTS AGAINST INCLUDING CHANGES IN LIQUID LIABILITIES TO

FOREIGN PRIVATE ACCOUNTS IN THE MEASURE OF THE BALANCE ON FOREIGN

TRANSACTIONS

I. The measure exaggerates the deficit
"Because of bookkeeping rules followed by Government statisticians, the mag-

nitude and the nature of the U.S. balance of payments deficit have been placed
in the worst possible light." I

The argument is illustrated in the National City Bank Letter (and in other
places) by this quotation: "When an American deposits $100 in a bank abroad,
the transaction is recorded 'above the line' as an ordinary capital outflow; but
when a foreigner deposits $100 in a U.S. bank, the transaction is recorded not as an
ordinary short-term capital inflow-side by side with U.S. capital outflows-but
'below the line' as one of the means through which the U.S. balance of payments
is measured and financed." I

The Review Committee (p. 108r) makes a similar statement "Thus any inflow
of foreign private capital into U.S. bank deposits, commercial paper, or Treasury
securities has been treated as a settlement item that helps to finance the deficit
on ordinary transactions, rather than as an ordinary capital inflow that helps to
reduce the deficit. Outflows of private U.S. capital, on the other hand, all go
above the line as ordinary transactions, and swell the deficit."

To determine the interpretation of such transactions under the concepts pre-
ferred by the Review Committee and under the "liquidity" concept both their
credit and debit side has to be shown. Thus, if an American deposits .100 in a
foreign bank, it results in a transfer of $100 from the account of that American
in a U.S. bank to the account of the foreign bank in that U.S. bank. This trans-
action consists of an increase in U.S. assets abroad and in foreign assets in the
United States or, which is the same, in U.S. liabilities to foreigners. Under the
concept of the Review Committee the transaction would be recorded as follows:

Outflow of private U.S. capital -- 100
Inflow of private foreign capital -+100

Balance -----------------------------
Under the "liquidity" concept it would be recorded:

Outflow of U.S. private capital -- 100
Increase in liquid U.S. liabilities -+100
which would be interpreted as an adverse balance of 100.

If the $100 balance in a U.S. bank were transferred by the foreign bank to its
own or some other country's central bank or other official organization it would
be recorded by the Review Committee as follows:

Outflow of private foreign capital- -100
Inflow of official foreign capital- +100
which would be interpreted as an adverse balance of 100.

The same transaction under the liquidity concept would be assumed to cancel
out thus showing a balance of zero.

There are several problems connected with the analysis of this example of a
transaction.

(1) It can be seen that the analysis under the concept of the Review Committee
and under the liquidity concept results in the same measure of the balance if
the U.S. deposit abroad is matched by a foreign official deposit in the United
States. Even under the Review Committee concept the U.S. private asset is
not offset against a U.S. liability provided the latter is to a foreign official
organization. The problem therefore is not whether foreigners obtained the
deposit in U.S. banks as a result of a deposit by an American in a foreign bank, by
a long-term investment by an American abroad, as a payment for U.S. imports
or any other transaction. The decisive question for the Review Committee is
whether the dollars are or are not transferred to an official organization. The
decisive question under the liquidity concept is whether the total of liquid (i.e.
monetary or near monetary) dollar assets held by all foreigners is changing.

Under either concept privately held assets are not the equivalent of assets held
by those official organizations which are responsible for the maintenance of the
exchange value of the currency and the international reserves. If the balance of
payments were analyzed to measure changes in international monetary assets and

4 First National City Bank of New York, Monthly Economic Letter, April 1965, p. 45;
' Ibid p. 46.
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liquid liabilities of all residents in a country the transaction would, indeed, cancel
out, whether or not the dollars are held by foreign official organizations. Under
neither concept is the analysis focused on the monetary assets of all residents, but
only on such assets held by certain residents, namely, the official agencies.

Under the liquidity concept, however, attention is drawn to the pattern of
international transactions at the time when liquid liabilities are rising, which in
this example would be the outflow of U.S. capital, while under the concept of the
Review Committee attention is drawn to the sale of liquid dollar assets by foreign
residents to their monetary authorities. The liquidity concept thus makes it
pssible, that policy actions are directed toward a reduction in such outflows of
U.S. capital, while under the concept of the Review Committee they would be
designed to prevent the sale of dollar assets by foreign private holders to foreign
official holders. Drawing attention of policy formulating officials to the first
stage of the operation, not only makes it easier for them to act, since presumably
they can influence domestic residents more effectively than foreign residents, but
also gives them an earlier and additional opportunity to prevent such capital
outflows to affect our monetary reserves.

(2) If foreigners increase their liquid assets in the United States not through
transfers of dollar deposits from a U.S. account, but from a foreign account held
in U.S. banks, the transaction would appear in the balance of payments compila-
tions as follows:
Increase in foreign dollar account A - +±100
Decrease in foreign dollar account B -- 100

Under the "liquidity" concept these changes cancel out.
Under the concept of the Review Committee, however, distinction is made

between foreign dollar accounts belonging to official monetary organizations
and those belonging to other foreigners. If A is a private account and B an
account of an official monetary organization, according to the concept of the Re-
view Committee, the transaction would result in a surplus for the United States,
and if A were an official monetary organization, the transaction would result in
a deficit. This applies to transactions between residents of the same foreign
country and to those between residents of different foreign countries. Thus,
according to the concept of the Review Committee the balance of payments of
the United States can be affected by transactions in which the United States is
not a partner, as long as payments are made through transfer of funds between
bank accounts held in the United States. According to the "liquidity" concept
such transactions are not treated as transactions by the United States, but among
foreigners, and thus have no effect on the balance.

(3) Privately held assets abroad can, in principle, be offset against liabilities
under the liquidity concept, if the dollar balances were not freely usable by the
foreign holders, but tied to the holdings of U.S. assets abroad. This would
happen in cases of swaps of deposits between banks for "window dressing" pur-
poses at the end or middle of the calendar years. It also happens in October
and November when Canadian banks want to build up their U.S. dollar assets
and induce U.S. corporations to deposit funds with them. If these transactions
could be measured, appropriate adjustments could be made in the liquid liabilities.
In any case, these transactions are more or less smoothed out in the seasonal
adjustments. Compared with window-dressing transactions in the form of
transfers of dollar balances between foreign private banks and official organiza-
tions which tend to distort the balance as measured by the Review Committee,
those affecting the "liquidity" balance are relatively small.

Compensating balances which foreign borrowers have to hold under loan
agreements with U.S. banks should not be considered liquid liabilities. Such
balances cannot be drawn on. This problem also affects the measure of the
balance preferred by the Review Committee, because such balances are not
acquired as a result of compensatory operations of official agencies in the exchange
market, and because the foreign monetary agencies do not have them, de facto,
at their disposal. In some cases, foreign official balances are earmarked even for
loans to foreign banks and productive enterprises, particularly if they are effec-
tively controlled by the official agencies.

Compensatory balances are not always provided by the recipients of the loans
or other foreigners having balances in the lending bank. They may also be
provided by U.S. parties at whose request the loans have been provided. This
would apply to loans to foreign subsidiaries of U.S. corporations, and sometimes
also to loans to other foreigners, even to foreign governments.

48-195-65--pt. 2-10
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The problem of compensating balances is not limited to the balance of pay-
ments. It also affects other statistics, particularly the measures of the domestic
money supply, and such regulatory and accounting concepts as the relation of
bank reserves to deposit liabilities. It also affects the measure of the costs of
loans, and thus of the effective interest rate.

There are no data on compensating balances. If such data were available
not only balance of payments statistics could be improved, but many other
economic statistics as well.

Compensating balances vary between borrowers and banks, and over time
according to changes in the demand for loans and in lending facilities of the banks.
For foreign loans such balances are believed to be generally lower than on domestic
loans. On loans to borrowers in Europe compensating balances may be less than
on loans to other borrowers. Informal inquiries indicated that the average may be
around 15 percent. The practice of earmarking such funds applies to short- as
well as long-term loans and to acceptance credits.

Assuming that compensating balances have been set aside only from foreign
balances (which would tend to overstate the amount) and that the rate was
about 15 percent, the amount by which the balance on U.S. foreign transactions,
measured by the "liquidity" concept could be reduced would be (in millions of
dollars): 1960, $120; 1961, $190; 1962, $75; 1963, $200; 1964, $300.

With these adjustments the liquidity balance and the balances on regular
transactions would change as follows:

1960 1961 1962 1963 1964

Liquidity balance:
Before adjustment- - 3, 881 2, 370 2, 203 2,644 2, 761
After adjustment- 3, 761 2,180 2, 128 2, 444 2, 461

Balance on "regular" transactions:
Before adjustment- 3, 918 3, 071 3,605 3,261 3,053
After adjustment -3,798 2,681 3,30 3,961 2, 753

The improvement in the balance on "regular" transactions from 1962 to 1964
would appear somewhat larger after the adjustment for compensating balances
than before, but the differences are too small to change the interpretation of the
developments significantly.

II. The measure is not symmetrical
On the surface it seems reasonable to assume that a balance of payments surplus

of any one country should be offset by an equal deficit in the aggregate of the
balances of payments of all other countries.

This would be correct if the balance were defined to include the changes in the
total amount of international monetary assets and liabilities of all residents in
each of the various countries, and if, for these monetary assets which are physical
products, such as coins or gold bars, it were assumed that their stock cannot be
changed by new production or destruction, and for those monetary assets which
are debt obligations, including bank deposits, that an increase is offset exactly
by an increase in monetary liabilities. After monetary debt obligations have been
created, an increase in the holdings of such assets by one country would be matched
by a decline in holdings by another country. A contraction of such assets would
be offset by a corresponding contraction in liabilities.

This symmetry does not exist in the real world because the stock of physical
monetary assets does change. Furthermore the focus of balance of payments
analysis is not on the changes in monetary assests and liabilities of all of a
country's residents but only on those changes which cannot be sustained if the
monetary authorities are to continue to maintain the exchange value of their
country's currency.

Setting up balances of payments of various countries according to a symmetrical
format may be desirable in order to relate positive and negative balances of the
various countries, but this is not only impossible because certain of the postulates
stated above do not exist, but it would also fail to meet policy requirements in
each of the countries concerned.

The following examples may illustrate these points:
(a) Monetary gold reserves are increased by official acquisitions of newly mined

gold, so that the stock of monetary gold is rising in some countries without an
equivalent decline in others. The United States is currently reducing its monetary
reserves by about $100 million a year through the sale of gold to domestic industry,
which is not offset by an equivalent rise in reserves of other countries.
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Shifts of gold between official monetary organizations of a country and private
persons and enterprises are recorded as surplus or deficit for that country even
according to the Review Committee's concepts notwithstanding that these bal-
ances are not matched by opposite balance of other countries.

(b) Shifts from official to private holders of dollars held abroad are treated by
the Review Committee not only as a deficit abroad but also as a surplus for the
United States. The treatment under the "liquidity" concept would be the same
as in the case of a shift in gold holdings.

The Review Committee argument for treating the two cases differently is that
gold is an asset without being any one country's liability, while currencies con-
stitute also liabilities of the countries issuing these currencies and assuming
responsibility for their exchange value and their continued usability as a medium
of exchange and reserve asset. Thus, if residents of country A shift their cash
holdings from their own currency to dollars the transaction could be interpreted
as a rise in the relative strength of the dollar in the exchange market, and this
should be reflected in the U.S. balance of payments. A reverse transaction
consisting of a shift in the cash holdings of private residents of country A from
dollars back into their currency and a corresponding rise in official dollar holdings
in that country would be interpreted as a weakening in the market position of the
dollar.

This argument seems plausible. This interpretation implies, however, that a
weakening of confidence in the currency of country A by its own residents of
those of other countries would be a desirable development from the point of
view of strengthening the balance of payments of the United States, as long as
that development results in a change from official to private dollar holdings. If
such a development could be induced by policy actions, we should attempt to
promote such policies.

Actually, we do the opposite. We are cooperating with governments and
central banks of other countries to prevent distrust in their currencies, and thus
preserve foreign official reserves, even if they consist of dollars. This policy is
well founded. Essentially it implies that a major shift of foreign private cash
holdings from foreign currencies into dollars whch are withdrawn from foreign
official reserves is an indication of a weakening in the position of these currencies,
rather than of a rising strength in the position of the dollar.

The need for international cooperation is based on the assumption that the
weakness of a major currency may undermine the international payments system,
and thus ultimately also affect confidence in the dollar itself. In effect this policy
implies that a shift of dollar holdings from official to private reserves is comparable
in its effect to a shift of gold from official reserves to private hoards.

If balance of payments compilations are to serve as guide to those responsible for
policy formulation, the concept under which both types of transactions are in-
terpreted in the same, although asymmetreical, manner is likely to be more in tune
with the general goal of achieving a balance of payments pattern that can be
maintained over the longer run, than the concept preferred by the Review
Committee.

(c) The Review Committee recommends that each country report as deficit
an increase in banking liabilities to foreign official organizations, but not in banking
liabilities to foreign private organizations. Even if the figures were available to
follow that recommendation, the following example shows that balance of pay-
ments reports based on this concept may present a wrong guide to the monetary
authorities and that it is most unlikely that they would accept this guide.

The following example may illustrate the case:
1. U.S. travelers spend dollars in Spain.
2. The dollars accrue to the monetary authorities of Spain.
3. The monetary authorities of Spain deposit the dollars in a Swiss bank.
4. The Swiss bank increases its deposits in New York.
According to the Review Committee:
1. Spain should show a surplus.
2. Switzerland should show a deficit.
3. The United States would be in balance.
If the Swiss authorities make and enforce a rule (as most countries do) that

their private banks maintain a reasonable balance in their foreign assets and
liabilities, not only with respect to amounts but also with respect to their respective
liquidity, there is no reason to assume that such transactions by the Swiss banks
could not be continued without adverse effect on Swiss reserves or on the Swiss
economy. Switzerland would not, and should not, evaluate such transactions
as creating a deficit in its balance of payments, and initiate the type of policies
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which would be necessary to eliminate a deficit. If Switzerland shows its trans-
actions to be in balance, however, the surplus of Spain would not have an offset,
and the international symmetry would not materialize.
According to the "liquidity" concept the United States would record a deficit

which would match the surplus of Spain. This would seem to be the appropriate
analysis, since in this example, the chain of transactions started out with expendi-
tures by U.S. tourists in Spain. It would also provide the proper guide to policy-
making officials since only the economies of the United States and of Spain
would be affected, certainly not the economy of Switzerland, except for a small
income from interest rate differentials which it would earn from that type of
transaction.

The Review Committee says (p. 117r): "that it is not clear that the Com-
mittee's version of the official settlements concept misstates the facts. It is a
[Swiss] bank, not a U.S. bank, that has incurred a liability to a foreign official
institution, even though the liability is denominated in dollars. The decision of
the [Swiss] bank to hold dollar assets in New York as cover for its liabilities is,
in any case, a private business decision; the bank could have sold those dollars
for [Swiss francs] or invested them in some other form. Nationality of residence
ought to take precedence over nationality of currency in balance of payments
classifications."

Of course, the Committee would not misstate the facts, but it would employ
an interpretation of these facts which would not only be useless but also mis-
leading to those interpreting international economic developments, and to those
who have the responsibility of taking policy actions to keep foreign transactions
in a pattern which over the longer run can be sustained.

(d) Symmetrical presentation of the balance on foreign transactions, as recom-
mended by the Review Committee to be adapted in balance of payments presenta-
tions of the United States as well as of other countries would require that trans-
actions between foreign countries paid in dollars be reflected in the figure
measuring the balance on the international transactions of the United States if
dollars are transferred between the official account in one foreign country and a
private account in another.

Thus, if a payment by country A to country B is made through a transfer of
dollar balances from an official account in country A to a private account in
country B, the U.S. balance of payments should show that transaction as a
surplus, and the opposite movement as a deficit. The Review Committee
supports this concept on the ground that there has been a change in the market
value of the dollar reflecting a change in the desire by foreign private persons and
enterprises to hold dollars. In reality no development of that type may have
taken place in either of the two countries involved in the transaction. What
happened was that dollars were transferred between countries which differ with
respect to the distribution of liquid dollar assets between private and official
accounts, but that the conditions governing that distribution were not changed in
either country.

The Review Committee (p. 115r) says that "acquisitions by foreign central
banks of claims on the United States, and declines in foreign private claims on
the United States do indeed represent transactions with this country." This
reflects the fact that a transaction of that type in the balance of payments of the
two countries would appear as follows:

COUNTRY A COUNTRY B

Imports from B- -100 Exports to A - +±100
Decline in official dollar holdings Increase in private dollar hold-

in the United States- +100 ings in the United States - -100
The change in dollar holdings is interpreted by the Review Committee as a

transaction with the United States. If the dollar holdings of both foreign parties
are in accounts of U.S. banks, statistics collected from these banks would reflect
the transaction as a shift between foreign accounts. The question is not whether
such transfer of funds are recorded in U.S. statistics, but rather how they should
be interpreted. The case may be illustrated by a simple domestic transaction.
If a sale is paid with a Federal Reserve note, the Committee would interpret it as
an investment by the seller in the Federal Reserve System and a corresponding
disinvestment by the buyer. Similarly, if a sale is paid by a check drawn on the
buyer's bank B, the Committee would interpret the transaction as a disinvestment
by the buyer in his bank B and an investment by the seller in the same bank B.
When the latter deposits the check in his own bank S there would be an investment
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in bank S and a disinvestment in B. This does not seem to be a meaningful
interpretation of the transaction. Both the seller and the buyer have for various
reasons selected the bank in which they keep their accounts. That was the occa-
sion when they made the investment decision. Each could revise his previous
decision by shifting his account to another bank. That is not involved, however,
when the buyer uses his funds to pay for his purchases. The resulting shift of
funds was not due to decisions involving shifts of investments by any single person,
but due to trading transactions between different persons.

Presumably, showing a favorable or unfavorable change in the balance o f
payments of the United States as a result of transactions between third countries
would also suggest that U.S. policies should be influenced by such developments.
While a change in U.S. policies may affect the total net outflow of dollars, or change
incentives for foreigners to hold dollars, it cannot be expected that it can affect
trade and other transactions between foreign countries, nor should U.S. balance
of payments policies have that as an objective.

Symmetry in balance of payments accounting as recommended by the Review
Committee is not only unattainable, it should be rejected for a country such as
the United States, whose currency is widely used in transactions within and be-
tween foreign countries. Balance of payments compilations based on that
concept, may not only be irrelevant, but could have rather undesirable effects.
In contrast, in compilations based on the concept, that the analysis of the balance
of payments should be started from the changes in reserve assets and in all liquid
liabilities, transfers of dollar assets between foreign countries would cancel out,
and the policy implication is that the total dollar supply abroad needs to be
watched rather than its distribution over which we have no control.

(e) As indicated earlier, and shown in greater detail in the appendix, foreign
countries in their own balance of payments publication do not follow the concept
of the Review Committee. Most countries focus on their reserve assets, although
their policy officials may not necessarily be guided solely by this single item.
Some of the countries whose banks are more extensively involved in international
transactions, particularly as middlemen in international capital movements,
also include the net foreign exchange position of their banks in the balance, with
liabilities including both official and private accounts.

In general, the central banking authorities exercise considerable control over
the banks with respect to this net position. This policy provides a reasonable
assurance that banks are able to meet foreign claims on them from their own
foreign resources and that when the occasion arises they in fact do so. Thus
foreign liabilities of the banks are not likely to become claims on the reserves of
the monetary authorities.

The principle underlying the balance of payments presentation of these coun-
tries is quite compatible with the "liquidity" concept. The difference between
these countries and the United States in the application of that concept reflects
the real difference in the type of foreign assets and liabilities of our banks as
compared to theirs. The foreign assets of our banks are not matched in size or
liquidity with their foreign liabilities and there is no control over their net foreign
position. The liabilities are largely dollar deposits which for banking policy con-
sideration are a part of their total deposit liabilities, and these are covered by the
usual domestic reserve assets. They do not hold reserve assets abroad. Foreign
assets are almost exclusively loans which do not qualify as "cash" assets. Further-
more, unlike in most foreign countries, the official agencies supervising banking
activities have no authority to force banks to meet their foreign obligations first
by drawing on their foreign assets.

The reserves for deposit liabilities of U.S. banks to foreigners (omitting com-
pensating or other tied liabilities which may not require reserves) are, therefore,
for all practical purposes the reserves of the monetary authorities, since the banks'
own foreign cash assets are quite small (as was mentioned earlier) and probably
needed in day-to-day transactions.

The net foreign position of U.S. banks with respect to their liquid assets and
liabilities (with the possible exception mentioned above) is almost identical with
the amount of their foreign liabilities.

Thus the measure of the balance on foreign transactions under the "liquidity"
concept is much closer to corresponding measures used abroad, than the measure
of the balance recommended by the Review Committee.
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III. Data on liquid liabilities to all foreigners are less reliable than those on liabilities
only to foreign official organizations

The Review Committee says (on p. 111r) that "there are reasons to suppose
that changes in the (errors and omissions) result in large measure from changes
in private capital flows that are not reported." While it is possible that there
are major movements of private foreign funds that are not reported, it is more
likely that these would consist of purchases and sales of income yielding assets
such as stocks or real estate. It is rather unlikely that foreign residents who
some time ago have shifted their investments to the United States in order to
avoid political perils, currency depreciations, or restrictions on their use, have
kept their funds in demand or time deposits or limited their investments to
Government bills and similar quasi cash assets.

These uncertainties affecting the size and movement of all liquid liabilities are
likely to be very small compared with the errors in the analysis of the balance
of payments based on the Review Committee's concept, that can arise from the
difference of dollar balances held by foreign monetary organizations according
to their own reports, from those reported by U.S. banks. As was pointed out
earlier, that difference at the end of 1964 was close to $3 billion, and has grown
since 1958 by approximately $2 billion.

IV. Liquidity is difficult to define
What constitutes liquid assets is sometimes difficult to decide, as the character

and use of assets changes. However, such decisions are made continuously by
accountants, bank supervisory authorities and financial analysts. The major
difficulties arose from newly created Treasury securities, but the way these
securities were treated in the published balance of payments compilations was
widely accepted.

In contrast, the distinction between monetary authorities and other foreign
official organizations remains difficult. The example of the purchases of special
U.S. bonds by Canada in connection with the Columbia River power development
is important. These securities, amounting to $204 million, are nonconvertible,
nonmarketable securities which were sold to the Canadian Government to absorb
the major part of the funds paid by a group of U.S. utilities to British Columbia in
connection with the development of Columbia River power facilities. The bonds
will come due in installments to coincide roughly with the needs for the money
to finance the construction activities. These bonds were not included in Canadian
reserves and they were not included in our measure of the balance of the United
States.

The Review Committee, however, decided that these bonds should be included
in the U.S. balance, presumably on the ground that they were sold to the Canadian
Ms\inistry of Finance, which also holds Canada's international reserves and thus
may be deemed to be a foreign monetary authority.

Another example are the sales of corporate securities by the British authorities.
These securities are administered by the same Government agency that also holds
the British reserves. To use the concept of the Review Committee, it would have
to be decided whether the securities are held by the monetary authorities of the
United Kingdom. If the answer is "Yes," the United States would have had a
deficit when these securities were originally taken over from their former private
owners, but there would be no deficit when they are sold by the British authorities,
and the proceeds deposited in U.S. banks. If the answer is no, the United States
would have the deficit now, when the securities are sold.

Thus it is far from true that the balance as measured by the Review Committee
is less beset by uncertainties of evaluation and interpretation, than the balance
as measured under the liquidity system. The opposite seems to be more likely.

V. The distinction between private foreigners and private U.S. residents ib too sharp

The Review Committee makes the following statements: (On p. 109 1.)
"The Balance of Payment.- Division draws too sharp and artificial a distinction
between private foreigners and private U.S. residents, and it fails to distinguish
between private foreigners and foreign monetary authorities." (On p. 110r.)
"The motivations that affect private behavior operate similarly for both private
residents of the U.S. and private residents of foreign countries." (On p. 109 1,
continued.) The Balance of Payments Division "implies that U.S. reserve
assels are needed to protect the dollar only against withdrawals of foreign holdings,
whereas historical experience demonstrates that outflows of domestic capital
typically play a leading role in payments deficits and speculative runs on a
currency. On the other hand, the Balance of Payments Division concept implies
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that all foreign holdings represent an equal threat to the reserves, whereas in
fact only foreign monetary authorities can directly draw down U.S. reserves."

There are several important differences from the point of view of the balance
of payments between a foreign and a domestic resident. The U.S. resident most
likely derives his income in the United States, and his expenditures are largely
in the United States. That means that legally he must accept payment of
obligations owed to him in dollars, and he may pay most of his obligations in
dollars, since the dollar is legal tender in the United States. For the foreigner
his currency is legal tender.

The American does not use foreign currencies for internal domestic transactions,
and rarely in foreign transactions. The foreigner uses dollars sometimes in his
domestic transactions; e.g. he may borrow and repay in dollars, and quite fre-
quently he uses dollars in his international transactions with the United States
as well as with other countries. He also uses dollars as an optional reserve
asset, and he does all that because he assumes that he can convert dollars into his
own currency whenever he so desires, and at a reasonably fixed rate in terms of
gold. He does that because he considers the dollar not only a very convenient
monetary asset, but also a very trustworthy asset. This, of course, applies also
to foreign official agencies. If the foreign resident loses confidence in the continued
convertibility and stability of the dollar, he will switch to the use of alternative
(although at the present time less satisfactory) media of exchange and reserve
assets because the obligations to him and his own obligations to others are gen-
erally in his own currency. When that happens foreign monetary authorities
will be under pressure to switch to gold. It is most unlikely, and in fact has
rarely happened, that private sales of dollars because of a decline of confidence
in the future of the dollar will be compensated for by an increase in official dollar
holdings.

The American resident neither has that option nor does he have the incentive
to acquire other currencies so long as his total dollar holdings do not exceed his
cash requirements in his business or household. If he were worried that the
foreign exchange value of the dollar would decline, he may want to convert the
excess of his cash holdings into another currency which he expects to appreciate
against the dollar. If he wants to protect himself against rising prices within
the United States he may change his cash or other assets into investments such
as stocks or real estate, which are also likely to rise in price. The foreign holder
of liquid dollar assets is not likely to exchange these assets for U.S. stocks or real
estate, because presumably he wants to have liquid assets, and if not in dollars
then in another currency.

The domestic problem lies largely in whether cash holdings exceed working
capital requirements. Some of that excess could be used to purchase foreign
assets if the incentives to do so increase. Whether these incentives increase
gradually or suddenly, the difference in reaction would be one of degree rather
than in the underlying reason.

What we then have to watch in safeguarding our balance of payments-and
ultimately our international reserves are these elements:

First, our own domestic liquidity relative to domestic requirements. This is a
ratio, which we can influence by changing either of the two magnitudes; that
ratio, in turn, has to be considered in relation to the corresponding ratios in foreign
countries.

Second, the liquid dollar assets held abroad relative to foreign requirements.
In that ratio we can influence only the net outflow of liquid dollar assets.

Third, of course, changes in our monetary reserves, which we can influence only
through the offer of paying higher interest rates to induce foreigners, private as
well as public, to hold more dollars than they otherwise would, or by refraining
from actions which may-in foreign opinion-increase their risk of holding dollars.

Watching the balance of payments involves step 2, but the real effort must be
directed toward improving the more basic conditions indicated in step 1, although
the pertinent statistics do not appear in balance of payments compilations.
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ANNUAL CHANGE IN FOREIGN DOLLAR HOLDINGS
( AS REPORTED IN U.S. DATA)
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PRESENTATIONS OF BALANCE OF PAYMENTS ACCOUNTS BY LEADING FOREIGN
COUNTRIES

(By Samuel Pizer, Assistant Chief, Balance of Payments Division, Office of
Business Economics, U.S. Department of Commerce)

A review of the balance of payments accounts prepared by a number of leading
countries shows that while they conform to a relatively standard arrangement
for current transactions and longer term capital, they reflect a variety of indi-
vidualized treatments of short-term or monetary accounts. A summary of the
official accounts issued by these countries (United States, Canada, United King-
dom, France, Germany, Italy, Netherlands, and Japan) is given in table 1. That
table attempts to follow a framework not distorting unduly the individual country
accounts, but some of the relatively minor variations have had to be consolidated
in order to keep the list of items reasonably brief.

In addition to these standard accounts, several countries prepare rearranged
accounts to bring out special features of their accounts, or insert memorandum
items permitting alternative summarizations. Still other arrangements are
published by the International -Monetary Fund, including an "analytic presenta-
tion" summarized in table 2.

The variety of the presentations used by these countries is a reflection of the
fact that they have different views, but more important, that they have different
monetary relationships with the rest of the world and that the foreign assets and
liabilities of their banks have differing characteristics and purposes. It is per-
fectly clear that there is no standard "European" measure of balance of payments
surplus or deficit; also, monetary authorities use as a policy guide those elements
of their balance of payments accounts that affect the whole liquidity situation of
their countries, rather than a single item such as reserves held directly by the
authorities.

A brief review of the presentation of each of these countries may bring out the
differences and similarities:

Canada: The Canadian statements do not exhibit a "balance" as such, but are
structured to call attention to the change in official reserve assets. Canadian
commercial banks hold large amounts of foreign assets but these are closely
matched by foreign liabilities, and the net foreign position is kept within narrow
margins. These banks act as intermediaries in short-term capital markets, being
relatively liquid on both sides of their accounts. The Canadian balance of pay-
ments accounts therefore enter only changes in the net position of the banks, and
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treat these changes as commercial transactions rather than as monetary move-
ments.

Since Canada does not have significant liabilities to foreign monetary authorities,
and its banks maintain a balanced foreign position, there would be no justification
for the adoption by Canada of measures which emphasized these accounts, they
would clearly not be appropriate. However, the Canadian authorities must have
regard for their forward foreign exchange position which may be large at times but
is not reflected in the balance of payments accounts.

United Kingdom: The United Kingdom has adopted a "balance of monetary
movements" which consists of most of the external assets and liabilities of com-
mercial banks and the reserve holdings and liabilities of the Government. As
explained by the Bank of England I "The common feature of the items in 'mone-
tary movements' * * * is that, from the point of view of the owner or creditor,
they all represent money assets having a sufficient degree of liquidity to be regarded
as a means of settling international debts." Obviously, the items under this
heading have differing degrees of liquidity. On the liability side the United
Kingdom is in the same position as the United States in that holdings of its cur-
rency are for the most part regarded as liquid reserves by the holders, both private
and official, subject to liquidation on demand. As to assets held by United
Kingdom banks, these are generally in more liquid forms than those held by U.S.
banks, notably with respect to the large amount held as U.S. dollar claims in the
United States and Europe.

Although the United Kingdom issues data on liabilities to foreign central
monetary institutions, these have not been treated differently in the accounts from
similar liabilities to others. The largest holders would be monetary authorities of
the overseas sterling countries. In the issue of the Bank of England Quarterly
mentioned heretofore, an experimental reformulation of the accounts along lines
suggested by the Review Committee was worked out. This would make no
significant difference in 1963, but would make large differences in earlier years.
The Quarterly makes the following comment:

"Other, perhaps more fundamental, problems of classification arise in the
application of this method. Nonofficial sterling balances, although their changes
are treated as autonomous, are often compensatory in their behavior. So far
as the overseas sterling area is concerned, the sterling holdings of commercial
banks reflect seasonal and cyclical developments in trade; a rising trend of trade
brings a rise in working balances; the acquisition of sterling funds purely as an
investment (which would properly be an autonomous movement) is less important.
On the other hand, official holdings may rise or fall for investment reasons, and
are thus not always purely compensatory.

"Perhaps it would be fair to say that the concept of compensatory official
financing is not easy to translate into a group of items which can be selected from
the available statistics and which can retain the same components in all periods,
but that it is a useful and enlightening approach to employ on occasion in the
right context."

France: In the French accounts a balance is indisated that includes official
monetary reserve assets as well as the liabilities and assets of commercial banks.
The changes in the position of the commercial banks have not been particularly
significant; on balance the banks have been net borrowers of short-term funds
(including Euro-dollars presumably) so that including their balances tends to
offset somewhat the extent of the increase in officially held assets in recent periods.
In recent years the French accounts also include a supplementary measure of
balance reflecting the large advance repayments of postwar debts.

Germany: The German standard statement drew attention particularly to the
last line, which is the change in the Central Bank monetary reserve assets and
some minor liabilities. However, the accounts also show separately the change
in credit institutions' foreign exchange position. The latter is especially important
for Germany, because the Central Bank uses as a very important tool of monetary
policy its ability to induce German banks to vary their holdings of dollars and
other liquid foreign assets under a type of swap agreement with the Central Bank.
Consequently, there is no doubt that the German authorities use the combined
change in Central Bank and credit institutions' foreign exchange positions as the
best measure of the "balance" in German foreign accounts. In effect, much of the
change in one part of this balance is matched by an offsetting change in the other.

I Bank of England, Quarterly Bulletin, December 1964, P. 27S.
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Since Germany (as well as nearly all other countries) has no significant liabilities
to foreign monetary authorities, there would not be a measure of official settle-
ments that differed greatly from the change in gross reserve assets of the German
monetary authorities. The Germans certainly would not take this alone as a
reliable indicator of changes in their international liquidity position.

Italy: The standard Italian statement does not show a "balance" as such, but
is so drawn as to call attention to changes in reserve assets of the central monetary
authorities and of private monetary institutions. Italian banks are in somewhat
the same situation with respect to their liquid international position as the German
banks discussed above. Italian banks have had large changes in their emplov-
ment of short-term funds borrowed in the Euro-dollar market and changes in
these liabilities are taken into account by Italian authorities in analyzing their
reserve change. In 1963, for example, the deterioration in the Italian balance of
payments would be measured not only by the drop in official reserve assets
(table 2) but also by the large increase in net foreign borrowing by Italian banks.

Netherlands: In the Netherlands accounts, a measure of surplus is shown
which includes reserves of the Netherlands Bank and the net foreign position
of commercial banks (though the latter may be selective). This formulation is
very similar to that used in other countries where the commercial banks are
significant borrowers of liquid funds as well as holders of foreign exchange. Of
course, the specific mix of various kinds of liabilities, and especially assets, may
vary significantly among these countries, requiring analysis of detailed data not
provided in the balance of payments accounts themselves.

Japan: The balance of payments accounts of Japan are issued in the standard
IMF format, which does not draw a balance but focuses attention on accounts
of the central monetary institutions and other monetary institutions. Japanese
commercial banks have, of course, been major borrowers in the United States and
in the Euro-dollar market. Consequently, a combined balance of the type shown
in table 2 is probably generally employed as a measure of changes in liquidity,
although there may be some question about the inclusion of all of the foreign
assets of the commercial banks.

United States: A measure of balance in the U.S. accounts as given in the
"standard" (rather than analytical) presentation, is shown in table 1. The
principal features are that it includes all liquid liabilities to all foreigners, but that
short-term foreign assets of commercial banks are not included among reserve
assets.

The inclusion of all liabilities is on the same grounds as in the British case; the
dollar is an internationally held reserve asset, and though foreign holdings may be
expected to grow along with the growth of world trade and payments they may
also be withdrawn on demand. No other countries (except perhaps Switzerland)
need have this concern about foreign holdings of their currencies.

The exclusion of short-term foreign assets of commercial banks from reserve
assets, though they tend to be taken into account by other countries, reflects the
specific nature of these assets and the U.S. monetary system. Briefly, the
foreign assets of U.S. banks consist primarily of short-term credits rather than
cash reserve items, which would be prominent among the foreign assets of many
foreign banks. Moreover, U.S. banks are not in the position of borrowing abroad
at short term in order to relend the proceeds at home and abroad. Their foreign
position is not kept at any necessarily limited balance, and in fact there is no
relationship (except for relatively small amounts of compensating balances)
between their rate of foreign lending and the rate of increase in their deposit
liabilities to foreigners. Moreover, their foreign assets are held as the result of
the commercial judgments of the banks, rather than as reserves, or in accordance
with monetary policy of U.S. authorities. They have tended to grow con-
sistently, and are not readily reversible.

Of course, these are not all hard and fast distinctions, but reflect an appraisal
of the principal characteristics of the assets. Other countries have to make
similar appraisals of the types of assets and liabilities held by their banks. In
fact, one of the active areas of statistical research abroad is to discover more
about the size and type of liquid foreign assets and liabilities held by foreign banks,
as a better indication to foreign monetary authorities of the change in their overall
international liquidity position. As these data are improved, there will be more
consistency in the measures being used in different countries.
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TABLE 1.-Schemnatic outline of official balance of payments accounts of selected
countries, 1963

[Milions of currency units]

TUnited Canada United France Ger- Italy Nether- Japan
States (Canadi- King- (U.S. many (U.S. lands (U.S.
(U.S. an domr dollars) (deutsche dollars) (guil- dollars)

dollars) dollars) (sterling) marks) ders)

Balance on goods and serv-
ices ------------- 1,8 557 113 f 84 3881 947~ 924 -734

Unilateral transfers -- -2,722 127 } 3 8 290 63 -46

Goods, services, and
transfers -- -. 2,963 -557 113 511 881 -657 987 -780

Capital account (increase in
assets (-)) -- 5,268 703 -115 15 2, 219 -560 -483 571

Government capital-- -1 657 7 -105 -429 -1,089 -23 -371 -43
Private long term abroad

(assets) -- 3,573 -87 -309 59 -1,144 -264 -1,064 -236
Private foreign long (lia-

bilities) - - 329 693 259 457 4,185 1,214 1,015 743
Short term abroad, bank-

ing (assets) -742 (4) (5) (5) (4) (5) -153 (5)
Other (assets) 8 (4) (5) -117 -437 -188 188 8

Foreign short term, bank-
ing (liabilities) (6) 40 (5) (5) 5 704 (6) (5) (7)

Other (liabilities) '367 -26 (5) 45 (Q) 154 -98 99
Other, not specified - - 76 (5) - - - 10-1,453 --------- ---------

Errors, omissions, and un-
identified -- 339 (') -111 11 128 -528 -35 (7) 45

Balance (increase in assets
(-)) - 2,644 (7) 153 -654 -2,572 (7) -504 (7)

Official monetary reserves 378 146 58 -856 -2,572 602 -604 -246
Foreign assets of banks--- (12) (12) (5) -189 (12) 173 (') -438
Banking liabilities to for-

eigners- 13 2, 266 (12) 14 132 391 (i2) 477 6100 848

To foreign official ac-
counts ---------- 31, 672 (i2) (7) (7) (7) (7M 7

To other foreign ac-
counts53 594 (12) (7) (7) (7) (7) (7)

Miscellaneous ------------- --- - - - -37 -- --- --------- --------- --------- ---------

I Excludes military grants.
2 Includes small amounts of private contributions and $61,000,000 of official contributions.
IIncludes large private and official unilateral transfers.
4 Not shown separately.
5 Below.
5 Net.

Entry not contained in original source.
'Includes certain U.S. Government held liquid liabilities.
'Includes net change in foreign assets and liabilities of commercial banks.
° Primarily return of Italian bank notes.
'1 Includes net balance of overseas territories.
' Above.

13 Includes marketable or convertible obligations of the U.S. Government held by foreigners.
I Net change in sterling and foreign currency assets and liabilities of banks and certain agencies.
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TABLE 2.-IMF "analytic presentation" of monetary sectors of balance of payments
of selected countries, 1968

[Millions of currency units; increase in assets (-)]

United Canada United Ger- Nether-
States (Ca- King- France many Italy lands Japan
(U.S. nadian dom (U.S. (deutsche (U.S. (guild- (U.S.

dollars) dollars) (sterl- dollars) marks) dollars) ers) dollars)
ing)

Commercial bank capital:
Liabilities - 1438 53 391 -287 476 416 848
Assets- ----------- -109 -189 860 174 -316 -439

Total -438 - 2 -65 202 573 650 100 409

Official monetary move-
ments and related items:

Liabilities:
Liabilities to central

banks and govern-
ments ----- - ------- 3 1, 629 (4) 318 (4) (4) ( (4) (4)

Liabilities, miscella-
neous or not specified 40 --- - -39 -117 (4) -26 -226

Assets:
IMF accounts 30 -86 13 -12 -139 -23 --
Foreign exchange assets- -113 (4) 50 -217 -1,965 725 -506 -22
Gold - -------- 461 -60 98 -588 -658 -100 -72 -1

Total --- - - 2,007 -106 479 -956 -2,879 602 -604 -249

Total of above items
(not added in IMF
tables) ----- 2 445 -106 423 -684 -2,396 1,212 -104 160

I Liabilities to foreign commercial banks as reported.
2 Includes miscellaneous short-term capital and liabilities to foreign private and nonmonetary sectors.
3 Includes special U.S. Government securities.
4 Not shown separately.
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