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A REVIEW OF BALANCE OF PAYMENTS POLICIES

MONDAY, JANUARY 13, 1969

CoxGRESS OF THE UNITED STATES,
STBCOMMITTEE ON INTERNATIONAL EXCHANGE AND
PAYMENTS OF THE JOINT F.coN031C COMMITTEE,
Washington, D.C.

The Subcommittee on International Exchange and Payments met,
pursuant to notice, at 10:05 a.m., in room 2128, Rayburn House Office
Building, Hon. Henry S. Reuss (chairman of the subcommittee)
presiding.

Present : Representatives Reuss, Moorhead, and Brock.

Also present: John R. Stark, executive director; John R. Karlik,
economist, and Douglas Frechtling, minority economist.

Chairman Rruss. Good morning. The Subcommittee on Interna-
tional Exchange and Payments of the Joint Economic Committee will
be in order.

Today we begin 3 days of hearings to review the balance-of-pay-
ments policies of the United States over the past 4 years. Since at
least 1958 the United States has suffered from a large and persistent
series of deficits in its balance of payments. Both the Kennedy and
the Johnson administrations have initiated steps to curtail our ex-
ternal deficits. Many of these measures have been highly unpopular
with either academic economists, bankers, businessmen, or with all
three.

However, I think we must concede that at least a portion of the
reduction in 1968 in our payments deficits has to be attributed to these
governmental efforts.

At this point in the record we will include the announcement of
these hearings and the schedule of witnesses.

CONGRESS OF THE UNITED STATES
Joint Ecoxomic COMMITTEE

STBCOMMITTEE ON INTERNATIONAL EXCHANGE AND PAYMENTS

REPRESENTATIVE REUSS ANNOUNCES JANUARY Hrarings To REview
U.S. BaLaxce-or-PaymeENTs PoLICIES

Representative Henry 8. Reuss (D-Wis.), Chairman of the Subcommittee on
International Exchange and Payments, today issued the following statement:

“In order to glean the collective wisdom of the officials who have administered
United States balance-of-payments policies during the past four years, the Joint
Economic Committee’s Subcommittee on International Exchange and Payments
has scheduled hearings for January 13, 14, and 15, to review the effectiveness and
continued desirability of these policies, The hearings will examine three major

(1)
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areas of U.S. external economic relations: (1) private current-account transac-
tions; (2) governmental military and economic assistance programs; and (3)
exports of capital by corporations, banks, and individuals.

‘At this time of transition, I feel a summary and re-evaluation of efforts to
reduce our payments deficits will be particularly useful. The Subcommittee will
request estimates of the amount by which U.S. external deficits would have been
larger without these special measures. It is possible that some programs have
never been vigorously implemented, while others may be losing their effective-
ness. Moreover, we are interested in whether official programs have contributed
to a fundamental strengthening of our external position, have only temporarily
dammed up a stream of net payments to foreigners, or may even have undermined
the U.S. balance of payments for years to come.

“Detailed topics to be covered in the hearings include the following :

“(a) Efforts to promote U.S. exports, and foreign travel to this country ;

“(b) Possible tax revisions that would foster exports or curtail imports;

“(c) The size of the contribution that U.S. military commitments abroad
an economic assistance programs make to our payments deficits;

“(d) Whether existing controls over capital exports (the Commerce
Department direct investment program, the credit restraints imposed on
banks by the Federal Reserve, and the Interest Equalization Tax) must be-
retained.

“On the basis of the information gathered at these hearings, we will be able
to determine whether existing programs should be continued, modified or
scrapped. This knowl8dge will aso be useful in evaluating the forthcoming bal-
ance-of-payments proposals of the Nixon Administration.”

The hearings will begin at 10:00 a.m. each day and will be held in the Bank-
ing and Currency Committee Hearing Room, 2128 Rayburn House Office Building.

CONGRESS OF THE UNITED STATES
Joint EcoNnoMICc COMMITTEE
SUBCOMMITTEE ON INTERNATIONAL EXCHANGE AND PAYMENTS

Hearings—January 13, 14, 15, 1969
A REVIEW OF U.S. BALANCE-OF-PAYMENTS POLICIES
Place: Banking and Currency Committee Room
2128 Rayburn House Office Building

Monday, January 13, 10:00 a.m.—Private Current-Account Transactions

Lawrence C. McQuade, Assistant Secretary of Commerce for Domestic and
International Business.

Will Arey, Acting Director, United States Travel Service, Department of
Commerce.

Stanley S. Surrey, Assistance Secretary of the Treasury (Tax Policy).

Tuesday, January 14, 10:00 a.m.—Government Expenditures

Robert C. Moot, Assistant Secretary of Defense (Comptroller).

William 8. Gaud, Administrator, Agency for International Development, De-
partment of State.

Peter Passell, Doctoral Candidate in Economics, Yale University.
Wednesday, January 15,10:00 a.m.—Private Capital Exports

Charles BE. Fiero, Director, Office of Foreign Direct Investments, Department
of Commerce.

Andrew F. Brimmer, Governor, Federal Reserve System.

Frederick L. Deming, Under Secretary of the Treasury for Monetary Affairs.

Gesualdo Costanzo, Executive Vice President, Overseas Division, 1st National
City Bank, New York City.
Wednesday afternoon:

Dr. N. R. Danielian, President, International Economic Policy Association.

Chairman Rruss. The purpose of these hearings is threefold : First,
to give the gentlemen administering these programs an opportunity
to explain and, if necessary, to defend their actions. )

Secondly, to give the Congress an opportunity to question them be-
fore they relinquish their responsibilities.
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Finally, the information gathered in_these hearings will be com-
bined with that obtained during the Joint Economic Committee’s
regular annual hearings to be held next month, and will be used by
members of the Joint Economic Committee in evaluating the policies
to be followed by the incoming administration.

This morning’s session is gevoted to private current account trans-
actions. Tomorrow we will cover the governmental accounts, primarily
military and economic aid, and Wednesday will be devoted to the var-
ious measures introduced to it or control capital exports.

This morning we have Mr. Lawrence 8 McQuade, Assistant Sec-
retary of Commerce for Domestic and International Business; Mr.
Will Arey, Acting Director of the U.S. Travel Service, a subsidiary of
the Department of Commerce; and, very shortly, Mr. Stanley Surrey,
Assistant Secretary of the Treasury for Tax Policy.

All three of our witnesses have submitted very full statements
embodying their individual contributions to this symposium, and we
look forward to very interesting and informative hearings.

I would now like to ask the witnesses to proceed in their own way.

Mr. McQuade, would you start off, please.

STATEMENT OF LAWRENCE C. McQUADE, ASSISTANT SECRETARY
O0F COMMERCE FOR DOMESTIC AND INTERNATIONAL BUSINESS

Mr. McQuape. Thank you very much. I appreciate the opportunity
to make this presentation.

Obviously, my objective is to respond as usefully as possible to your
inquiry about the trade element in the current account of the U.S.
balance of payments.

I start with the basic premise that the U.S. trade programs and
policies at this time should concentrate on improvement in the U.S. bal-
ance of payments. Trade objectives can be stated simply—the United
States will continue to need a large trade surplus, about $5 billion a year
or more, until such time as an acceptable and stable balance-of-pay-
ments position can be confidently achieved by other means.

Before I go into the specific topic of the trade account, I would refer
to annex A of my prepared testimony which has a couple of useful
things to note. The first table shows the annual overall balance-of-
payments figures for 1958 through the third quarter of 1968 in a for-
mat which makes clear three interesting aspects. (See p. 18.)

The first is the balance-of-payments results if all “special trans-
actions” are eliminated. As you can see, in the last 3 years “special
transactions” have become an increasingly important item in our over-
all accounts. In 1967 without such transactions the balance-of-pay-
ments deficit would have been $4.5 billion instead of $3.6 billion. In
the first three quarters of this year special transactions have come to
$1.5 billion, well above the $950 million total in 1967.

My point is not to disparage the importance of the special transac-
tions in our balance of payments. The improvements reflected in the
special transactions have had a salutary effect in restoring confidence
and in providing time for fundamental factors to operate on our bal-
ance-of-payments problem.

But in discussing what our national goals in the trade account should
be, we have to be mindful of the impact of special transactions,
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and the need for a larger trade surplus, as well as other improvements
in our accounts, looking to the day when it is no longer possible or
desirable to rely on special transactions.

The second 1s the current account. Since 1964 the surplus on cur-
rent account (balance on good and services) has steadily declined. In
1964 the surplus was $8.4 billion but in 1967 we had a surplus of $4.8
billion and this year it showed a further sharp decline. Partly offset-
ting this dreary picture on current account has been improvement 1
our capital account in 1968. The main factors have been increased
purchases of U.S. securities by foreigners and the effect of the capi-
tal-restraint program.

The third concerns export figures. It should be remembered that they
include exports without regard to the method of financing, that 1s
AID and Public Law 480 shipments are included. This accords with
general international statistical practices, of course, but in the case of
the United States the quantities are sufficiently large to take note of
separately. Over the past 5 years, AID and Public Law 480 shipments
of U.S. commodities have averaged about $2.7 billion annually. Most
of these exports do not yield receipts in the current year. Most of the
ATID exports are on an extended loan basis, and in 1967 repayments
were the equivalent of $250 million. And AID and Public Law 480
do result in some follow-on business of a normal commercial character.

A substantial trade surplus remains today the keystone of a sound
international financial position for the United States and the dollar. It
seems likely, however, that the basic “mix” of our international ac-
counts will shift over time. The very large growth in the overseas
investment by U.S. corporations has, with a time lag, begun to be
reflected in repatriated earnings.

It may be expected that in the coming decades’ earnings on capital
account will be an increasingly significant factor among the plus fac-
tors in the balance of payments. However, the volume of our nontrade
needs, including the cost of mutual security, the flow of private foreign
investment, and the desire of Americans to see the world, will continue
torequire a large trade surplus.

Tae TrRADE ACCOUNT

To achieve a sufficient trade surplus I think we need to do three
principal things:

First, we need to manage our domestic economy in a manner that
will preserve the competitiveness of American goods within the do-
mestic market and in foreign markets. Foremost, we must eliminate
as soon as possible the inflationary pressures which have resulted in an
excessive import demand and which are beginning to erode the com-
petitive position of our exports.

Second, we must adopt policies to induce profit-motivated business
decisions which will shift a larger share of the gross national product
to export.

Third, the United States, by actions which it can take alone or
which must be negotiated, must achieve parity with its principal com-
petitors with respect to international trade rules and practices. We
are presently confronted with a structural disadvantage in world trade
which arises in part from differences between the U.S. tax system and
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the tax systems being adopted by some European countries, and in
part from the prevalence of a wide variety of nontariff barriers which
make other markets less open to U.S. products than the U.S. market is
open to foreign products.

Historicar AxNp CURRENT TRADE PERFORMANCE

The present trade problems confronting the United States are largely
problems of adjustment in a period of dynamic growth in international
trade and investment, and problems of relating domestic economic

olicies and performance to international trade and payments needs.

ince 1950 world production has approximately doubled and world
trade has trebled. For comparison, between World War I and World
War II world production grew only by 40 percent and international
trade by half as much. Particularly in the years since 1960 growth in
both the United States and most other industrial nations, which are
our principal markets, has been uncommonly strong.

A look at the movement of the U.S. trade surplus since 1950 focuses
the problem somewhat more clearly. In the years 1950-55, the surplus,
on the basis of Census Bureau figures, averaged $2.2 billion or 0.6
percent of average GNP for that period; in 1955-60, it averaged $3.7
billion or 0.8 percent of GNP; and in 1960-65, it averaged $5.4 billion
or 0.9 percent of GNP. Our trade surplus reached an all-time high of
$7.0 billion in 1964 ; however, since 1964, it has tended to decline. The
surplus narrowed to $5.83 billion and $3.9 billion in 1965 and 1966,
respectively. The 1967 surplus moved marginally upward to $4.1 bil-
lion. In 1968, our trade surplus has deteriorated sharply from the 1967
level, and it is expected that it will be in the neighborhood of $1 billion,
or about 0.1 percent of expected GNP.

The performance of the trade account in 1968 has been very dis-
appointing. Through November exports were running at a very high
annual rate—$33.7 billion or 9 percent above the 1967 total. The ex-
tremely rapid growth of imports—up 22 percent over 1967 to $32.7
billion at an annual rate—threatened to wipe out the surplus entirely.

The 1968 surplus has been adversely affected by a number of special
developments. Most notable among these have been the copper strike,
hedge buying in anticipation of a steel strike and work stoppages in
the Port of New York early in the year.

The disturbing aspect of the sharp decline in the trade account is
that trade is not balance of payments “funny money”; trade is a basic
element in the payments account.

The convenience of talking about the trade surplus should never
obscure the fact that different dynamics are at work on the export side
and on the import side of that balance.

IateorTS

The pace of the domestic economy is the most important factor af-
fecting imports. Annex B to my testimony gives the percentage rela-
tionships over the last two decades between our imports and the Gross
National Product, and the same relationships for exports and GNP.
A fter fluctuating within a relatively narrow range until 1966, the im-
port ratio moved up strongly. So far this year it has reached 3.8 per-
cent, the highest point since World War II. The inflow of foreign goods



6

helps offset inflationary forces. But it hurts the balance of trade and
payments. In 1966 and in the first 9 months of 1968—periods of an
overheated domestic economy—imports jumped around one-fifth from
preceding periods. In 1967, when the domestic economy was in better
balance, 1mports rose only 5 percent over the preceding year. Put
another way, in 1965 and 1966 when the GNP rise averaged 814 per-
cent, the average annual growth rate for imports was nearly 17 percent.
The 9 percent rate of increase for GNP in the first 9 months of 1968
has exerted a similar strong pull on imports.

Over the last 5 years, the annual rate of increase in imports averaged
$3.1 billion, outpacing export growth by an average of $800 million
a year.

Since America has rightly eschewed efforts to control the gross
volume of imports by artificial limitations, the key to an impact on the
volume of imports lies in the pace at which we run the domestic econ-
omy. It not only affects overall demand, including the demand for
imports; it also affects the relative availability and competitiveness
of U.S. goods and imported goods within the U.S. market.

The largest component of our imports during the past several years
has been made up of industrial materials, which amounted to $12.8
billion or 42.6 percent of the January—November 1968 total. Iron and
steel mill products, crude petroleum, petroléum products, industrial
chemicals, and copper were among the largest items in this category.
Consumer goods accounted for $8.3 billion of imports, 27.5 percent of
the total, with new automobiles by far the most important single item.
Food and beverage imports contributed 16 percent or $4.8 billion to
the 11-month total and capital equipment $3 billion or 9.9 percent.
I have provided more detail on 1967 and 1968 imports in annex A.

ExpPorTs

Our economy here at home is also an important factor in our export
picture. The competitiveness of U.S. nonagricultural goods in foreign
markets has declined as a result of a sizable increase in unit labor
costs in manufacturing since 1964 compared to a decline in the early
years of the decade. From 1964 to 1967 our unit labor costs rose by 6.9
percent and in the year 1968 they continued to move sharply upward.
In contrast, the increases in unit labor costs of our major European
competitors and Japan have generally slowed in the last several years.
(See annex D for chart on export prices.) Nevertheless, U.S. exports
have grown at a slightly faster pace than has the gross national prod-
uct in this period. Overall we have apparently not yet priced our-
selves out of foreign markets. Depending upon quality, marketing
and other factors, the effect of a rising domestic price level will be
felt differently by different U.S. products or services.

The second major element in our export picture lies in the purchas-
ing power and relative strength of the economies of our major trading
partners. For example, the slow down in economic expansion in West-
ern Europe in 1966 and 1967 caused our exports to that area to suffer.
Likewise our exports to Canada and Japan have prospered when their
economies have been running at a strong pace.

A third element in our export picture consists of the institutional
climate faced by American exporters in foreign markets. Part of this
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consists of the cultural and buying habits which put our marketing
abilities to a test; part consists of the tariff, nontariff, and tax cir-
cumstances distorting our access to foreign markets in comparison to
their indigenous producers.

A fourth element lies in the institutional environment here in the
United States. The comparative attractions of the domestic market
and overseas markets to the U.S. businessmen affect the energy and
priority with which they involve themselves in exporting. With a big
$790 billion market in 1967, U.S. exports were a mere 4 percent of our
GNP compared with 9 percent of GNP for Japan, 10 percent of GNP
for France, 13 percent of GNP for Italy and the United Kingdom,
18 percent of GNP for West Germany, 32 percent of GNP for Nether-
lands, and 35 percent of GNP for Belgium-Luxembourg. This drama-
tizes the understandable internal orientation of American marketers,
as a whole, as compared with some of their major competitors.

It also dramatizes the value of a program of trade promotion, export
credit, and other incentives asa means of stimulating greater attention
to the international market, where there is room for greater U.S. suc-
cess if the ingenuity and attention of the American businessman is
fully applied.

A Dbrief look at the kinds of products we export will round out this
analysis of exports. In discussing exports we are really talking about
two quite distinct categories of products, agricultural and nonagricul-
tural. It is expected that exports of agricultural products will be static
during the next several years.

My discussion of exports is primarily applicable to nonagricultural
products.

Among nonagricultural products, machinery exports totaled $8.1
billion during the January-November 1968 period, or 26 percent of
total exports. Engines and parts and agricultural equipment made up
an important part of this total. Exports of transport equipment con-
tributed 16 percent, or $5 billion, to the 11-month export total, with cars
and trucks, automotive parts and accessories, and civilian aircraft
making up about 75 percent of this category. Chemicals accounted for
$3 billion, or 9.6 percent of the 1l1-month export total; and other
nonagricultural products, $9.4 billion, or 30.1 percent of total ex-
ports for the 11 months. Nonagricultural products totaled $25.1 bil-
lion, or 81.8 percent of the total for the first 11 months. The figure for
agricultural products, most importantly wheat, soybeans, and corn,
was $5.7 billion. More detail on 1967 and 1968 exports is provided in
annex A.

Tae OuTtLooK FOR TrADE During THE NEXT 5 YEARS

What the future holds in store for the trade surplus and the balance
of payments cannot be accurately forecast. Speculation and projections
are, however, possible and useful so long as it is clearly understood
that these are at best heavily qualified possibilities.

The Commerce Department has been thinking about setting an ex-
port goal of $50 billion for 1978—roughly 4.3 percent of projected
GNP in 1973.* To reach that level, exports must grow at an average

1 GNP for 1973 is projected at $1,132 billion, a figure having no official sanction but one
which has been used in congressional testimony by a representative of the Office of Business
iﬂéggo‘%ics. The figure assumes annual average growth of 6.2 percent in GNP in the perfod
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annual rate of 8.3 percent, as they have since 1962. Nevertheless, $50
billion in exports represents a very ambitious goal and one that will
not be achieved without vigorous, across-the-board Government action.

If exports were to remain at a level of 4 percent of the gross national
product (see annex B), they would total $45.3 billion in 1973. If im-
ports, which rose to 8.8 percent of the gross national product in 1968,
maintained that ratio in 1973, they would amount to $43 billion. The
$2.3 billion surplus that would result would be significantly below
the level which we believe will be needed to support balance-of-pay-
ments equilibrium.

A great number of factors will help decide whether these are realistic
estimates.

I do not think we can safely rely on imports dropping off materially
in relation to the gross national product:

(1) To the extent that the economy continues to have a strong in-
flationary aspect, we would expect imports to be higher than the %ore-
going projection.

(2) Consumer preferences for some foreign products such as small
cars, certain kinds of transistor radios and certain styles of footwear
may not readily shift to U.S. products.

(3) Foreign manufacturers have begun to recruit American skills
in advertising and merchandising and to build effective organizations
for penetrating the U.S. market. Also many foreign companies now
scale their operations to be more successful in the U.S. market.

(4) As we saw last year, imports are also subject to fluctuations as
the result of random events, such as actual or potential work stoppages.

The longer term outlook for export growth does not seem to have
any important, foreseeable dynamic promising a better-than-average
future performance:

(1) The most important determining factor for U.S. exports over
the next few years will probably be the conditions that exist in our
major foreign markets. gontinuing increases in economic activity in
these markets appear probable, though at a somewhat slower rate.
This would slow the rate at which our exports to these markets will

TOW.

(2) In due course, tariff reductions agreed to in the recent Kennedy
Round should increase both our imports and our export opportunities.
However, since the reduction will not become fully effective until 1972
the effect of the Kennedy Round during the next 5 years probably will
not be large.

(8) The outlook for stopping the current inflationary situation and
reestablishing the price stability of the early 1960’s is not all that clear
or certain.

(4) U.S. exporters will continue to face a variety of measures, in
addition to tariff duties, which inhibit full access to foreign markets,
especially for agricultural commodities.

Some important unknown factors in the longer term outlook include
the net effect upon the distribution of international trade patterns of
(a) the growing scope of large international corporations and (5) the
greater diffusion of technology into the industrial plant and equipment
of more and more countries.

The operating scope of the large, international corporation—some-
times rightly and sometimes wrongly called a multinational corpora-
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tion—oflers it choices which complicate anfr assessment of its impact
on the U.S. balance of payments. When such a firm invests in overseas
production facilities, at least the following may be elements in deter-
mining the final impact on the U.S. balance of payments:

—The construction of the new plan may involve major exports of
capital equipment from the United States for installation.

—The new plant may displace exports which the parent company
had been previously shipping from the United States, both to the coun-
try where the new plant is located and perhaps to nearby third
markets.

—The existence of the new plant may mean major continuing in-
crease in exports from the U.S. parent in the form of materials to be
further processed or packaged by the new plant for sale in a widening
market.

—There may be an increase in export shipments from the United
States of other elements of the company’s product line which are not
made in the new plant yet which can ride piggyback on the sales out-
lets incident to the investment.

—Exports from the United States might have faced elimination
by a competitor’s act or a change in economics and the new plant serves
to preserve the business for a U.S. entity which will at least remit
earnings to the United States.

U.S. manufacturing affiliates abroad generate a large market for
U.S. exports which might be difficult to obtain in the same magnitude
by other means. In some cases as much as 50 percent of a manufacturer’s
exports goes to its own affiliates.

Large U.S. corporations tell us that it is easier for them to forecast
their total foreign sales than the specific part provided by their ex-
ports from the United States. Export from this country is only one of
the options open to these multinational corporations. The options for
supplying foreign markets from overseas affiliates have multiplied in
recent years.

Large business entities with plants in the Unied States and in for-
eign countries can be expected to shift the source of their “third coun-
try” exports to their foreign plants unless (@) their U.S. production
is equally competitive and () the array of credit facilities and other
incentives available to their U.S. operation are competitive with those
available to their foreign operation.

The large, international corporation also plays an important role in
the stepped-up rate at which technology is being diffused among indus-
trial nations. The U.S.-controlled international corporation inevitably
transfers at least some of the technology of the parent company to its
foreign affiliates. Major transfers also occur through licensing agree-
ments. While U.S. firms both give and receive new technology through
licensees, the net flow is outward.

The consequences of the accelerated diffusion of technology cer-
tainly include added difficulties for U.S. manufacturers to O§Zet by
technological superiority wage differentials. Japanese steelmaking fa-
cilities are very modern indeed, as any U.S. member of the industry
will be quick to acknowledge.

This phenomenon reinforces my concern that there be a minimum
of self-imposed, artificial limitations upon getting the fullest use of
advances—such as containerization to move cargo, new techniques for
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building houses, and automation—which increase the productivity of
the U.S. economy.

CorrReNT ExPorRT STIMULATION ACTIVITIES

It is clear from this review of the export and import projections of
the next 5 years that we cannot rely upon any built-in corrective forces
to re-establish the substantial trade surplus which the country needs—
or, for that matter, any trade surplus at all. We need aggressive, de-
liberate action.

Before outlining the additional measures which may meet this re-
quirement, it will be helpful if I first briefly review the current export
promotion activities of the Department of Commerce, as the committee
requested.

hey can be grouped into four broad categories; direct overseas pro-
motion; promotion here at home; collecting and disseminating com-
mercial and economical information ; and creating a better climate over-
seas for U.S. exporters, Annex C provides details of the promotion
activities.

I would, however, like to call your attention to three types of direct
overseas promotion activities—trade fairs, trade centers, and America
Weeks. The first involves Commerce sponsorship of exhibitions of U.S.
products at international trade fairs abroad. The second, trade centers,
are permanent overseas showrooms which the Department operates in
six foreign commercial centers. America Weeks are Commerce-ar-
ranged promotions of American consumer goods in foreign depart-
ment stores.

While we cannot precisely measure the export results of all of our
programs, we have been able to measure with a good deal of accuracy
the results of our trade fair, trade center, and America Week promo-
tions. During fiscal years 1964 through 1967 Commerce spent $20 mil-
lion on these three types of promotions. Confirmed first-year export
sales resulting from tﬁese events amount to $300 million. This means
that every $1 of Commerce appropriated funds spent on trade fairs,
trade centers, and America Week generated $15 in export sales within
1 year of the promotional event. The balance-of-payments return of
these activities is even more striking. Since only about half of the
Commerce expenditures are made overseas, every $1 spent by Com-
merce abroad resulted in about $30 in export earnings.

Recent analysis indicates that $300 million in sales will generate
tax receipts by the Treasury of $18 million. Thus the net cost of the
program during this 4-year period, on the basis of 1-year sales results,
was $1.9 million. Succeeding year sales and revenue receipts are ob-
viously very large and could more than offset this cost.

I would emphasize again that the $300 million represents first-year
results only and that these are the results of only three of Commerce’s
activities. As mentioned earlier, the results of other elements of our
export expansion program cannot be measured precisely. I can only
say that we strongly believe that the promotion we have given to ex-
porting and the wide range of services and information we have
provided have had an important stimulative impact on U.S. exports.

Commerce export expansion services are used by both large and
small firms but are particularly helpful to the smaller firms that can-
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not afford to maintain a large foreign sales organization. Commerce
services provide a relatively inexpensive method for the small, medium,
or large-size firm to research a foreign market, test it, find an agent,
and begin exporting. But large firms are more likely to have foreign
marketing departments and/or overseas subsidiaries to handle these
matters. Nevertheless, some of the largest U.S. companies do come
to us for information and large firms provide about half of the par-
ticipants for our overseas exhi%ition activities.

erhaps the single most significant development in our trade promo-
tion program came about in 1968 as a result of President Johnson’s
New Year’s Day balance-of-payments message. That message con-
tained two specific proposals related to Commerce export expansion
activities—“an intensified 5-year, $200 million Commerce Department
program to promote the sale of American goods overseas,” and “a
joint export association program” through which “we will provide
direct financial support to American corporations joining together to
sell abroad.”

The call for a 5-year program resulted from a study of export pro-
motion by one of the action committees of the National Export Ex-
pansion Council, a group of 72 business and professional leaders who
advise the Secretary of Commerce. The report of this action com-
mittee, issued in March of 1967, called for a long-range export ex-
pansion program around which business and industry could plan and
program their international export business. The committee felt that
business should have a long-term commitment by Government to ex-
port expansion as a prerequisite for greater business cooperation and
interest. The committee urged a program of specific targets, specific

The objective of the 5-year program developed in response to the
committee’s recommendation is to raise the level of exports from 4
percent of GNP—the level at which it has remained for the past
decade or so—to 4.3 percent of GNP. Had exports been at the 4.3
percent level in 1967 we would have added almost $2.5 billion to our
trade surplus. To do this, we must motivate American industry to alter
its basic assessment of domestic marketing versus international mar-
keting so as to induce a greater allocation of corporate resources to
export. Specifically, over the 5-year period the Commerce program
calls for—

A doubling of our commercial exhibitions in our trade fairs and
trade centers overseas, with a trebling of business participants;

A substantial increase in our export stimulation efforts;

Increased foreign market research and export market develop-
ment work, with a much higher degree of automation of data;

A Joint Export Association (JEA) program for cooperative
Government-industry export market development under which the
Department will share with groups of U.S. companies the cost
of development. We signed the first five JEA contracts last Friday
(January 10,1969) ; and

The development jointly with industry sectors of 5-year export
targets to meet the national export expansion goal.

Appropriations for Commerce Department export expansion ac-
tivities totaled $4.6 million in fiscal year 1960, the year in which the
program began. Funds had increased to $12.2 million by fiscal year
1964. Reduced payments deficits and other spending priorities, how-

25-765—69 2
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ever, resulted in only very small funding increases in 1965, 1966, and
1967, with total export expansion funds in the last of these years
amounting to $14.7 million. Appropriations began growing again in
1967 and reached $19 million in the current 1969 fiscal year.

The Commerce Department’s efforts to assist in expanding exports
are not limited to overseas promotion programs and information serv-
ices to business. There are a number of Government agencies other than
Commerce whose programs and activities have a major impact on U.S.
trade. Effective export promotion requires a broad, comprehensive ap-
proach. Consequently we have been active in interagency councils 1n
order to create a better climate for trade and to help insure that Ameri-
can business is competitive in areas where Government export credit
and insurance are involved. For example, the Department has always
been one of the two or three key agencies in the formulation and ad-
ministration of trade policy. It worked closely with the Office of the
Special Representative for Trade Negotiations (STR) during the
Kennedy round and continues to work with STR and the other relevant
agencies on such current problems as border taxes and other nontariff
trade barriers.

Commerce 1s unique among the Federal departments and agencies
involved in trade policy matters in the diversity of the expertise it can
bring to bear on trade policy problems. It is the only agency with a
staff of trade policy specialists, country specialists for all areas of the
world, and commodity specialists for virtually all products, including
some of the important agricultural products. It has responsibilities
and programs dealing with foreign investment, export finance, and
trade promotion—activities which have an important bearing on the
formulation and administration of trade policy.

Commerce has worked closely with the Export-Import Bank to
improve export financing and credit. About 5 years ago, I was chair-
man of an interdepartmental committee examining the export credit
policies of the U.S. Government. This led to the first formulation of
the proposal for a special facility at the Export-Tmport Bank to take
a more aggressive role in export lending, guaranteeing, and insuring of
U.S. exports. Last year, the Congress authorized Eximbank to earmark
$500 million of its lending authority for such a special facility. The
facility permits financing of export transactions that may not meet
the Bank's traditional “reasonable assurance of repayment” standards
so long as the financing, guarantee, or insurance of the transactions
can be judged to improve the balance of payments and foster the long-
term commercial interest of the United States. We were a prime ad-
vocate of this new $500 million export expansion facility at the Bank
and the President appointed the Secretary of Commerce as Chairman
of an Export Expansion Advisory Committee to help guide the use of
this facility.

Members of this Committee, which also include the Secretaries of
State and the Treasury and the Chairman of the Board of Eximbank,
with the Federal Reserve Board as an observer (or their designees)
meet regularly. While a main function has been to advise on specific
transactions recommended by Eximbank for the special facility, as
well as on matters of general policy affecting the long-term commercial
interest of the United States, in practice it is having a liberalizing
effect upon the regular operations of the Bank as well.
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Among other things, we have moved significantly toward a more
effective coordination of the Commerce Department export strategy
and the Eximbank programs. Under a recent agreement, Eximbank
has undertaken to work closely with our trade promotion people to
assure that fiancing will be available to U.S. exhibitors at trade shows
and fairs and to members of Commerce sponsored trade missions. We
hope that this interagency cooperation will amplify the sales efforts
of U.S. exporters in promising overseas markets, thereby increasing
on-the-spot and follow-on sales resulting from Commerce’s promo-
tional programs and related activities.

‘We have cooperated closely with—

The Foreign Credit Insurance Association to assist in improving
its insurance coverage for U.S. export sales;

The Agency for International Development so that companies
might make current sales in the developing countries and concur-
rently establish valuable trade relations for the future;

The Small Business Administration to get smaller businesses
more active in overseas selling; and

The Agriculture Department to get mutual support out of our
parallel programs.

A Procrad oF GREATER ACTION

While export expansion activities are not as decisive as other forces
affecting ourt export outlook, they can be highly effective in stimulting
exports. At current levels, these activities will not, of course, generate
all the increased volume of exports needed. These activities should be
expanded and should play a useful part, along with other actions, in
helping the United States achieve a $50 billion 1973 export target. The
most important of the required additional measures are the following:

1. Manage our domestic economy in a manner that will preserve the
competitiveness of American goods both in the domestic market
and in foreign marlkets

A. The most important help to our trade balance would be price
stability in the domestic economy. Inflation at home tends () to at-
tract more imports, () to absorb domestic production in the home
market, and (¢) to raise the prices of domestic goods and services so
they are less able to compete either in the home market or in foreign
markets.

B. The United States should also focus more intensely upon in-
creasing domestic productive efficiency. In trade terms, this will help
us remain competitive in spite of our marketedly higher standard of
living compared to our competitors. For example, we should rethink
our approach to labor-management relations with the objective of re-
moving impediments to greater economic productivity. The economic
security of the worker should be attainable by a more sensible means
than featherbedding and artificially impeding the introduction of con-
tainerization and other steps toward greater productivity. It would
help us preserve our high wage economy in real terms if we change our
laws and practices to promote rather than impede rising productivity.
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2. Make further progress toward an improved international monetary
system which can assure adequate liquidity for rising levels of
trade and a timely adjustment of imbalances between different
national economies.

Monetary instability usually stems from shifting relative values
of currencies without adequate adjustment. The current international
monetary system, with its fixed exchange rates, has no easy means
of achieving a new equilibrium. The pressures of persistent disequi-
librium eventually force adjustments—sometimes domestic austerity
of buoyancy, sometimes devaluation or revaluation.

These steps have often been negotiated or unilaterally adopted in
moments of international financial turmoil. Recent events suggest
some possible directions.

The British are moving away from maintaining the pound as a
reserve currency.

In this most recent crisis, the Germans reduced their “border taxes”
to cut down on their trade surplus; the French did the reverse. We
witnessed an important, conscious use of tax and trade measures as
a part of an international payments adjustment process.

The pragmatists have created a new element of liquidity in special
drawing rights at the International Monetary Fund (IMF) and have
split the gold market into two.

Theorists are putting forward a variety of more automatic ways
to adjust exchange rates to changes in relative currency values. The
names are perhaps more ingenious than the ideas: “Floating exchange
rates,” “wider bands,” “the crawling peg,” “the self-adjusting crawl-
ing peg,” etc. The idea is to let market forces play a more significant
role in the adjustment process. More flexibility is desirable.

Much is happening. The United States has some important thinking
to do if we are to support our trade goals with adequate world i~
quidity and a system in which orderly adjustment replaces evolution
by crisis.

3. Develop economic incentives to greater export effort

I suspect that the United States will not succeed in achieving a
goal of $50 billion of exports by 1978 without some special spur to
the businessman. The objective would be to switch his concept of the
relative merits of sales within the U.S. economy and sales in foreign
markets. For some, perhaps, this incentive is not needed; but those
who are disposed to ignore or give second-class service to their export
markets need a greater incentive to get them to upgrade their expert
effort.

The incentive could take many forms. But the biggest sure-fire in-
centive would be sufficiently greater profitability so that top manage-
ment sees a profit “plus” in exporting.

The most common suggestion, of course, is the tax incentive. Such
an incentive can obviously change the profit prospects and therefore
do the job. There are defects to it: (1) In some forms, it might violate
the antisubsidy provisions of GATT, but I believe this could be avoid-
ed, (2) it would have a significant revenue cost if it were sufficiently
big to do a really useful job of stimulation; conversely, however, an
incentive that generated significant amounts of new business could
generate new tax revenues to offset the costs of the incentive; (3)
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it could give a windfall to some exporters, in the sense that they would
get a tax benefit whether or not their export growth would have
oceurred for normal business reasons anyway.

The National Export Expansion Council has offered a number of
proposals for tax incentives which seem to be permissible under GATT
of which two are briefly described below :

The first is a proposal to liberalize sections 970-972 of the Internal
Revenue Code dealing with the deferment of U.S. tax on income earned
by export trade corporations. The change would increase the base
on which deferment could be claimed and would be primarily of
interest to large firms.

The other proposal would give taxpayers an extra deduction—in
addition to the full deduction now allowed—for increases in certain
export promotion expenses in excess of the average of these expenses
during the prior 2-year period. This device is designed to stimulate
entry into foreign markets particularly by smaller firms.

1. Assure U.S. exporters an adequate supply of export credit

Credit plays an important role in export sales. U.S. exporters’
requirements for financing are expected to grow faster than the avail-
ability of loanable funds from both private and official sources. These
two ideas put a premium on opening up sources of export credit
both by direct action through the Government and by removal of
impediments to the flow of private credit for this purpose. Two limita-
tions which bear watching are: (a) overall budgetary restrictions
operating on the Eximbank and (b) limitations on commercial export
financing arising from the Federal Reserve Board’s voluntary credit
restraint program.

On the positive side, the Eximbank has created a rediscount facility
for export paper which encourages banks to finance exports since they
know that, in a time of need, they can free-up their money. A further
step has been suggested, namely an automatic rediscount facility for
export credits, possibly within the Federal Reserve System. The FRB
views this idea with caution. From the export expansion point of view,
however, such a major change would increase the available funds for
export finance and encourage greater reliance on private sources.

A second useful forward step is the export expansion facility to
which T have already referred. Some additional things can be done
within this authority to beef up the export credit provided by
Eximbank.

A third initiative may lie in the planning now underway to develop
a new organization to deal with the growing need for financing so-
called big-ticket transactions either through an Eximbank affiliate
or a wholly private institution. The idea would be to mobilize long-
term private funds and remove larger export transactions from pres-
ent U.S. budgetary constraints.

A fourth and continuing action lies in further strengthening and
simplifying Eximbank’s procedures and criteria for granting export
credit guarantees and insurance, and adding new coverage. The Exim-
bank and the affiliated Foreign Credit Insurance Association operate
complementary and somewhat overlapping facilities for insuring
medium-term export transactions. Consideration could be given to a
merger of the two and the opening of well-staffed field offices in major
U.S. commercial cities.
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T also think that there is room for some new types of coverage in the
export credit guarantee and insurance programs, such as somewhat
greater coverage for local cost financing.

5. Enlarge and improve the effectiveness of a Government-industry,
b-year export expansion program

The new 5-year, systematic Government export promotion program
should be further developed and pressed forward vigorously. Full im-
plementation of this program (@) will bring the U.S. Government’s
export expansion efforts more in line with those of governments of com-
peting nations, (&) will provide the additional resources needed to
exploit the increased opportunities generated by the lowering of tariffs
in the Kennedy round negotiations, and (¢) will serve to facilitate
long-range Government and industry export planning.

The enlarged export effort provides for both the strengthening of
the Commerce Department’s basic promotional program—overseas
trade fairs and trade centers, trade missions, America Weeks, and over-
seas market research and other commercial information services—and
the introduction of new programs.

The new programs constitute a planned system of long-range export
promotion. This involves:

—setting overall U.S. export targets in relation to the potential
size of the world market and the probable strength of the
competition;

—developing export goals or targets for certain industries or
categories of goods;

—developing measures that the U.S. Government can take to make
exporting more attractive;

—monitoring U.S. export performance to help assure that the
export potentials are realized with the assistance of appropriate
government policies and incentives; and

—conducting a continuing dialog with business, at both the national
and local levels.

An “export market identification” program that spots specific mar-
kets for specific U.S. products overseas is in the initial stage of develop-
ment. This program will use automatic data processing techniques in
collecting and analyzing foreign market data and in finding U.S. firms
capable of taking advantage of the opportunities so identified. The
U.S. business community is being encouraged to become an active part-
ner in this project.

The ability of the Government to sustain the systematic long-range
export effort pledged last January will depend on continued budget
support.

6. Press vigorously for removal of foreign nontariff barriers to U.S.
agricultural and industrial goods, especially those with a large
negative impact on U.S. export sales

This program should concentrate on those foreign nontariff barriers
which violate the GATT or other international obligations and on those

arguably sanctioned under GATT but significantly impeding U.S.

exports.

Among the kinds of restraints upon U.S. exports which merit atten-
tion is the growing practice of many industrial nations to insist that
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certain types of U.S. exports, such as civilian aircraft or military
equipment, include locally made components as a condition of their
purchase. This is also true in less developed countries, many of which
regard Mexico’s economic progress as evidence that such restrictions
are sensible.

A first step to deal with this melange of trading problems would be a
clear congressional mandate to the administration to undertake nego-
tiations on nontariff barriers, subject to review and confirmation of the
results by Congress.

7. The United States should continue to work for revised GATT rules
on the tazation of exports and imports

Existing GATT rules have the effect (a) of penalizing countries like
the United States which rely primarily upon income taxes rather than
indirect taxes as the principal source of tax revenue and (J) of re-
warding the European countries which have the reverse situation. The
present lack of parity tends to promote imports into the United
States, and to impede U.S. exports. Conscious of this, the National
Export Expansion Council recommended a formal study of the merits
of a value-added or other broad-base indirect tax for the United
States as a means of helping our trade account. These studies would
include substitution of the turnover value added tax (TVA) for a
portion of the corporate income tax, institution of an optional form
of tax payment by business based in part on the TVA or equivalent
and in part on income tax, and substitution of a manufacturer’s excise
tax for some part of corporate income tax. This would allow us to
parallel the border tax/tax rebate scheme of the Europeans and stay
within the GATT.

I would not favor adopting a TVA system for the United States
unless it met the test of being desirable in terms of our domestic tax
and economic system.

If that is not the case (and I have no clear knowledge about the
merits of such a system within the U.S. economy), then I believe we
should seek from the Europeans a relaxation of the GATT rules and
and of the practices under them so that direct-tax countries like the
United States are not a disadvantage in world trade because of the
peculiarity of the rules.

CoxcrusioNn

To regain a substantial trade surplus and thereby augment the cur-
rent account part of the balance of payments is of major importance.
I have suggested a range of measures which are among those which
would help us reach the goal. There are, no doubt, a number of other
actions that can be taken to enhance U.S. export performance. There
are not easy choices in the balance-of-payments business. No panaceas.
A careful balancing of the many competing national interests means
that our financial objectives sometimes must give way to other impor-
tant national aims. The American people, in electing the new admin-
istration, have given it the difficult job of choosing and implementing
a program balancing these interests as wisely and effectively as
possible. I wish it well.



ANNEX A

U.S. BALANCE OF PAYMENTS ON A LIQUIDITY BASIS, 1958—JANUARY-SEPTEMBER 1968

[In millions of dolars]

January-

September

1958 1959 1960 1961 1962 1963 1964 1965 1966 1967 19681
Exports, adjusted 2___ ... ... . . ... .. 16, 264 16,295 19, 487 19,944 20,606 22,071 25,297 26, 244 29,176 30, 468 25,089

(Exports, excluding estimated Public Law 480 and

AID shipments). ... i (14, 800) (15 000)  (17,900) (18,200  (18,500) (19 400) (22 500) (23 600)  (26,500)  (27,700)  (23,200)
Imports, adjusted 2. ____ .. ... ........ 12,952 15,310 14,744 14, 522 16,219 17,014 18,648 21,516 25,541 26,991 24,765
Trade balance_ ... .. ......._ +3,312 -+985 +4,743 +5, 422 -4, 387 +5, 057 -+6, 643 +4,728 43,635 +-3,477 +324
Military transactions._.._ ... ... ... ... —3,135 -2, 805 —2,752 —~2,596 —2,449 —2,304 —2,129 —-2,115 —2,906 —3,100 —2,310
Investment income. .. .. .. liioicaa.o. +2,176 +2,215 +2,286 +2,935 -3, 309 +3, 324 +3,930 +4, 164 +4,178 +4, 565 +3, 641
Other goods and services_ ... ... ... ..__.... —147 —248 —307 —303 —262 —265 —41 +124 +173 —174 +141
Balance on goods and services_............... +2, 206 4147 +3,970 +5, 458 44,985 +5, 812 +-8, 409 -+6, 901 +5,080 +4,768 +1,796
Unilateral transfers. ... ..ol —2,361 —2,448 —2,361 —2,578 —2,697 —2,808 —2,784 —2,835 —2,925 —3,076 —2,109
Capital transactions, excluding special transactions. . _. —3,713 —2,425 —4,678 —5,094 —4,180 -5,818 —7,785 —4,98] —4,880 —5,681 —1,724
Errors and omissions._ . ... ... ... +511 +423 —892 —~847 —997 —244 860 —315 -210 —532 —228
Balance, excluding special transactions..._..... -3,357 —4,303 —3,961 —3,061 —2,889 —3,058 —3,020 -1,230 —2,935 —4,521 —2,265
Special HANSACKONS - - - - oo oooooooee oo oo -8 -+433 +60 +690 +-685 --388 +220 —105 +1,578 +950 +1,455
Balance on liquidity basis_ ... . .. .. ..... —3,365 —3,870 —3,901 -2,3711 —~2,204 —2,670 —2,800 —1,335 —1,357 -3,571 —3810

; Data are seasonally adjusted. Note: Military grant transfers are excluded.
Balance-of-payments merchandise trade data are census statistics, adjusted primarily to exclude Source: Prepared in the International Trade Analysis Division, Bureau of International Com-

military sales and to include nonmonetary gold and silver. merce, Department of Commerce, Jan. 8, 196

81
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U.S. IMPORTS OF PRINCIPAL PRODUCTS, 1967 AND JANUARY-NOVEMBER 1968

[Dollar amounts in millions]

1967 January~-November 1968
Percent of Percent of
Value total Value total
Total e eeccececeiccccanaan $26, 812 100.0 $30, 093 100.0
Industrial materials, total. .. ... .. ... ... __. 11,772 43.9 12,817 42.6
Iron and steel mill produets. .. ... ... 1,289 4.8 1,801 6.0
FRON 0T e e e e e e ee oo 444 1.7 422 1.4
[0, 7 1. N 656 2.4 817 2.7
AlUMINUM e oeeeeeeecceececeecemnnaan 244 .9 323 1.1
NICKEI . e oo oo ieeacccaeanamaacnaan 203 .8 193 .6
Other nonferrous metals. .. .ocoooiioana.s . 373 1.4 367 1.2
Nonferrous base oFes.. ..o o.oceceaooncenn. - 455 1.7 395 1.3
Crude petroleum. ... .o ool 1,167 4.4 1,181 3.9
Petroteum products_ ... ooo. 921 3.4 944 3.1
Chemicals 1o ... iiccciecacaaaae 780 2.9 865 2.9
tumber.___....... [ 390 1.5 517 1.7
Woodpulp. ... ... ... 396 1.5 361 1.3
Newsprint_..... 864 3.2 778 2.6
Textile fibers 306 1.1 312 1.0
Textile yarns, fabrics, and twine_ 710 2.6 777 2,6
Other industrial materials. ... ..ococcoeoaaaan 2,574 9.6 2,734 9.2
Capital equipment, total_ . ... eee.. 2,696 10.0 2,982 9.9
Machinery. oo e ceccaciieeaceeaa- 2,265 8.4 2,398 8.0
Civilian aircraft and parts_.____._ .5 172 .6
Trucks and buses, including chassis..........._... 302 1.1 412 1.3
Consumer goods, total___ ... ... . o.... 6, 537 24.4 8,270 21.5
New automobiles_ ... ..l 1,695 6.3 2,481 8.2
Automative parts and engines 615 2.3 919 3.1
Motorcycles_ .. .______ - 104 .4 105 .3
Clothing. __ . 649 2.4 788 2.6
Footwear . -..ooocooeomoaaonn - 265 1.0 353 1.
Gem diamonds and other stones. _ - 436 1.6 430 1.2
Radio and TV receiving sets_...____ - 298 1.1 416 1.4
Musical instruments; sound recorders. . 224 .8 276 .9
Other consumer goods. ..., oo cecccmnoaooon- 2,251 8.5 2,502 8.4
4,586 17.1 4,815 16.0
964 3.6 1,076 3.6
645 2.4 697 2.3
522 1.9 572 1.9
538 2.2 583 1.9
528 2.0 386 1.3
1,339 5.0 1,501 5.0
1,221 4.6 1,209 4.0

1 Excludes uranium oxide and consumer items.



U.S. EXPORTS OF PRINCIPAL PRODUCTS, 1967 AND JANUARY-NOVEMBER 1968

[Values in millions of dollars}

1967 January-November 1968

Percent of Percent of

Value total Value tota

Total. o iiicitoaoe. 30,934 100.0 30,758 100.0
Nonagricultural products, total .__ ... .. ....__ 24,491 79.5 25,072 81.8
Machinery, total . _ . ... . 8,277 26.2 8,116 26.0
Engines and parts._ . .ol iieiicciciccnans 1,046 3.3 1,064 3.4
Agricultural machinery; tractors and parts.. 844 2.7 800 2.6
Office machines and computers...__._ 707 2.2 684 2.2
Metalworking machinery_____ 339 1.1 312 1.0
Other nonelectrical machinery._ . PO, 3,244 10.3 3,164 10.1
Electrical power machinery and switchgear_.._____.__._ 510 1.6 485 1.5
Telecommunications apparatus. ... 475 1.5 487 1.6
Other electrical apparatus. ... oo ooooiiiaiann 1,112 3.5 1,120 3.6
Transport equipment, total. ... .____.__.__._.___ 4,296 13.6 5,007 16.0

New motorcars and trucks, nonmilitary__..__.__._..._. 1,150 3.6 1,196 3.8
Parts and accessories for automotive vehicles. 1,110 3.5 1,326 4.2
Civilian aircraft_ .. .. ..o 789 2.5 1,272 4.1
Military aircraft..______ 305 1.0 352 1.1
Parts and accessories for aircraft 425 1.4 464 1.5
Other transport equipment. . ... aol. 517 1.6 397 1.3
Chemicals, total ... o eiiiiiaeeas 2,803 8.9 3,012 9.6
Chemical elements and compounds_ . ... ._........ 1,098 3.5 1,144 3.7
Plastic materials and resirs 473 1.5 539 1.7
Other chemicals. o oo oucoena oo icceicccaaaane 1,232 3.9 1,329 4.2
Other nonagricultural products, total_._._...___. 9,706 30.8 9, 400 30.1

Coal, petroleum and products. . - oociaeial. 1,040 3.3 898 2.9
fron mill and steel mill products 539 1.7 518 1.7
Nonferrous base metals._..___ 517 1.6 546 1.7
Textiles and clothing 695 2.2 613 2.0
Scientific and controlling instruments 628 2.0 611 1.9
Paper and manufactures.__..___. 466 L5 495 1.6
Other nonagricultural productst. ... . _.__._.___ 5,821 18.5 5,719 18.3
Agricultnral products, total. ... ..o ... 6,451 20.5 5,686 18.3

1,120 3.6 891 2.8

704 2.2 660 2.1

Other grains and preparations. 857 2.7 675 2.2
Soybeans____...._...._.. 772 2.4 708 2.3
Cotton, excluding linters_ _ 464 1.5 426 1.4
Fruit, vegetables, and nuts. . 492 1.6 427 1.4
Unmanufactured tobacco.. .. 498 1.6 466 1.5
Other agricultural products 1. . ooo... 1,544 4.9 1,433 4.6

tincludes reexports.

Note: Values for total exports, and total agricultural and nonagricultural products exclude military grant-aid. Commodity

detail includes these shipments.
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ANNEX B
RELATIONSHIP OF U.S. FOREIGN TRADE TO GROSS NATIONAL PRODUCT, 1948-68

{Dollar amounts in billions]

Exports Imports

As percent As percent

GNP Value of GNP Value of GNP
$257.6 $12.7 4.9 3.1 2.8
256.5 12.1 3.7 6.6 2.6
284.8 10.0 3.5 8.9 3.1
328.4 14.0 4,2 1.0 3.3
345.5 13.2 3.8 10.8 3.1
364.6 12.3 3.4 10.9 3.0
364.8 12.9 3.5 10.3 2.8
398.0 14.3 3.6 11.5 2.9
419.2 17.3 31 12.8 3.1
4411 19.5 4.4 13.3 3.0
447.3 16.4 3.7 13.2 2.9
483.7 16.4 3.4 15.6 3.2
503.7 19.6 3.9 15.0 3.0
520.1 20.2 3.9 14.7 2.8
560.3 21,0 3.7 16.4 2.9
590. 5 22.4 3.8 17.1 2.9
632.4 25.7 4.1 18.7 3.0
684.9 26.7 3.9 2.4 31
747.6 29,4 3.9 25.5 3.4
789.7 30.9 3.9 26.8 3.4
851.7 33.8 4.0 32.7 3.8

1 January-September at seasonally adjusted annual rates.

ANNEX C

DEPARTMENT OF COMMERCE EXPORT EXPANSION ACTIVITIES

Direct Overseas Promotions

Trade fairs.—Since March 1963, the Department has sponsored the participa-
tion of groups of U.S. firms in international trade fairs overseas. The firms
invited to participate produce products that market research has shown to have
substantial sales potential in the target market. The trade fair is selected because
it provides an appropriate vehicle to present the selected product group. Since
1964, 3,900 exhibitors have participated in 85 Commerce-sponsored trade shows.
Over this period the trade fair activity was improved and expanded. Exhibitions
were staged for the first time in developing countries in 1966 and in that same
year the first U.S. solo exhibition was held in Madrid, Spain. The Department
undertakes “solo” exhibitions to take advantage of the identified market oppor-
tunities where appropriate fairs do not exist.

In 1967 Commerce mounted a full-fledged commercial trade show in Belgrade,
the first such exhibit by the Department in an Eastern European country. This
show, along with various other Commerce activities in Bastern Europe, was
aimed at a sizeable potential market for non-strategic U.S. products in bloc
countries.

Trade centers.—The scope of our Trade Center activity was also increased be-
tween 1964 and 1968. Trade Centers are permanent overseas “merchandise
marts” established in central marketing areas where the potential for American
products is high and continuous. Every year each Center stages six to eight
major product exhibitions. The Centers are also available to American firms for
between show promotions. New Centers were opened in Milan in 1964 and in
Stockholm in 1965, joining the already existing Centers in London, Frankfurt,
Bangkok, and Tokyo. A seventh Center will be opened in Paris this year.
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These exhibitions are built around product themes selected on the basis of (1)
continuing market research that identified products with high sales potential
and (2) market development work that identified the target audiences for the
exhibitions. Once the product theme has been decided upon, Commerce solicits
the participation of U.S. firms manufacturing the products to be featured.
Solicitation is done through telephone contact from Washington, contact by
Field Offices, and publicity.

Approximately 50 percent of the firms participating in our trade fair and
trade center activities are small firms, i.e., firms with less than $1 millien net
worth.

Trade missions.—The Trade Missions program of the Department underwent a
dramatic change during the past five years. Prior to 1964, the emphasis was on
U.S. Government-organized Missions which were sent abroad for three or four
weeks to look for trade opportunities. Since all expenses were paid by the Gov-
ernment, conflict of interest considerations precluded the members from doing
business for their own account. This problem has been overcome and the effec-
tiveness of the program has been improved by the development of the Industry-
organized Government-approved (IOGA) Mission.

Under the IOGA Mission program trade associations, chambers ©of commerce,
cities and states are encouraged to organize their own Missions.

The number of IOGA Missions grew from 3 in 1963 to 30 in 1968. At the same
time, the number of Government-organized Missions was reduced from 9 in 1963
to 3 in 1968. Since 1964 Government-organized Missions have been sent primarily
to the less-developed countries of the world while the IOGA Missions have been
concentrated in the developed countries which offer the best potential for short-
term results.

Mobile trade fairs.—In 1964 the Mobile Trade Fair program was introduced ; it
is designed to give the widest possible exposure to U.S. products overseas by
transporting them on ships or planes for exhibition in various important com-
mercial centers in foreign markets. The Department provides technical and
financial assistance to approved private Mobile Trade Fair Operators. In 1966 the
Department began combining Mobile Trade Fairs with IOGA missions in order
to increase the effectiveness of the mobile fair by bringing buyer, product and
seller together.

Sample displays—Sample Displays were initiated in 1963 to give exposure to
American products in selected developing countries which offer the most promis-
ing sales prospects for American products. Located at our Embassies in Beirut
and Nairobi and at the Trade Center at Bangkok, the primary objective of these
showrooms is to help small and medium sized firms obtain overseas agents and
distributors for their products.

America weeks.—In 1966 the America Weeks program was introduced. America
Weeks are retail promotions of U.8. consumer goods mounted in cooperation with
foreign department stores. Upon agreement by the store to purchase a specific
amount of American goods, Commerce supplies special promotional support and
purchasing advice.

Export Promotion Activities Within the United States

The domestic export promotion efforts of the Department have in the past been
primarily carried out by Field Offices and by speaking engagements of Washing-
ton-based Commerce officials.

The 42 Field Offices conduct over 1,000 seminars each year aimed at helping
American firms export. The seminars bring to the attention of participating busi-
nessmen the techniques that can be used and the services that are available in
the export business. Field Office International Trade Specialists also make
approximately 20,000 visits to firms in their areas to encourage entry into export.
The Field Office can make available to these firms a large quantity of commercial
information about foreign markets.

Field Offices also work through the Regional Export Expansion Councils which
are organized at most of these offices. These regional advisory councils keep
Commerce informed of problems they and their associates are encountering in
exporting and ‘work to make the benefits of exporting better known to non-export-
ing firms in their area.

The Commerce Department is currently developing a new plan of action which
will provide greater ammunition for our domestic promotion efforts. We are
increasing our efforts to identify sales opportunities for specific products in
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specific countries. When identified, the opportunities will be publicized in the
American business community by means of mailings to those of the 23,000 firms
registered on our American International Traders Index who might be interested
in the opportunity. Also, armed with this better, more specific market data,
Tield Office personnel will be in a better position to interest firms in exporting.

Commercial Information

Through a network of commercial and economic officers at our embassies and
consulates overseas and country desk officers and trade specialists in the Depart-
ment, Commerce gathers and disseminates information on commercial and
economic conditions overseas, on trade opportunities, and on foreign traders.
Dissemination takes place through special publications, through articles in the
Department’s weekly foreign trade magazine, International Commerce, and
‘through personal contact in Washington and at Field Offices. Foreign traders
who are potential agents for U.S. manufacturers are identified by means of Trade
Lists and World Trade Directory Reports.

These information services are designed to make it easier for U.S. firms
to export.

For example, a firm wishing to enter a foreign market might begin by talking
with the Department’s specialist on the country concerned. This specialist can
tell him what the general economic situation is in the market, whether his
product is being produced there, whether it is being imported, and what the duty
and other entry requirements are. If, on the basis of this information, the exporter
wanted to pursue the project further, he could consult a trade list of firms in the
target country who deal in his type of product. For more detailed information on
firms that looked promising, he could purchase World Trade Directory Reports
from the Department. These reports give details of size, type of business, com-
pany officers, bank references, and general reputation in the local community.
Both the trade lists and the World Trade Directory Reports are prepared by our
commercial officers stationed at Foreign Service posts abroad.

Having decided on firms that appear to be good prospects, the potential exporter
would then contact them to determine interest. Qur commercial officers abroad
would be ready to give an assist should the business relationship hit a snag.
Commerce can also advise the exporter on the services available from the Export-
Import Bank and the Foreign Credit Insurance Association.

Or, the interested exporter could participate in a trade fair or a trade center
show, if they were available in the target country, and thereby test the saleabil-
ity of his product in the foreign market and take advantage of the agent-finding
services that Commerce provides in connection with these exhibitions.

Exporters might also get leads on new markets through articles or trade
opportunities published in International Commerce. He could then proceed along
one or a combination of the lines mentioned above to consummate an export deal.

Creating a Better Climate Overseas for U.S. Exporters

Efforts to provide a better climate overseas for American business takes many
forms. It involves an active role in developing and administering U.S. trade
policies, in trying to persuade foreign government to alter their trade policies
through such action as reducing tariffs and eliminating non-tariff trade barriers,
and in developing the U.S. approach to international trade problems in such
international bodies as GATT, the OECD, and UNCTAD.

Also included in this category of export promotion effort are activities to help
American firms to protect the patents and copyrights in foreign countries and to
help U.S. firms cope with foreign discriminatory business practices.

Under this heading the Department also involves itself in transportation
policy especially discriminatory freight rates and other transportation factors
adversely affecting exports.

In the field of international finance, the Department presents the American
business viewpoint in developing policies for loans as well as the views of the
U.S. business on specific loans made by the Export-Import Bank, Agency for
International Development and international lending organizations.
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ANNEX D

EXRORT PRICER
FRIEX: 1651+ 100

ANNEX E
REPORT BY THE NATIONAL ExXPORT EXPANSION COUNCIL

(Based on Plenary Council Meeting, November 15, 1968)

The National Export Expansion Council (NEEC), initially formed in 1960
and now comprising 72 business and professional leaders, serves in an advisory
capacity to the Secretary of Commerce and other Government agencies concerned
with United States foreign trade policy and performance.

In 1966 and 1967 the NEEC recommended a series of actions to expand further
United States exports. These recommendations are embodied in five Action Com-
mittee Reports concerning Export Financing, Taxation in Relation to Exports,
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Transportation and Ocean Freight Rates, Trade and Investment in Developing
Countries, and Export Promotion.

Some, but by no means all, of these recommendations have been adopted and
implemented.

Over and above the specific accomplishments, snmmarized below, the continuing
dialogue between the Department and the NEEC and its Action Committees has
proved most useful by providing concrete data on the business effects of policy
decisions and operational procedures in the various Government agencies con-
cerned with the balance of payments program. It is our understanding that this
also has made it possible for the Department of Commerce, operating through
the Cabinet Committee on Balance of Payments or via other coordinating
mechanisms such as the National Advisory Council, the Export-Import Bank
Board, and the Development Loan Committee to suggest specific measures for
consideration by Treasury, the Federal Reserve Board, AID, Eximbank, and
other agencies with program management responsibilities.

Ezport Financing

The most noteworthy accomplishment has been the creation of a new export
expansion facility which can use up to $500 million of Eximbank’s authority for
export transactions that foster the balance of payments and long-term commer-
cial interests of the United States but entail more risk than the Bank would
consider acceptable under its “reasonable assurance of repayment” criteria. At
the same time, the Bank bhas taken significant steps to liberalize its insurance
guarantee and direct lending programs. A rediscount facility was established by
Eximbank in September 1966 and has been progressively modified to make it more
attractive to the commercial banks. Eximbank and the FCIA have shown re-
sponsiveness to NEEC recommendations by furnishing clear guidelines and
criteria to exporters. Significant progress has been made—notably in connection
with jet aircraft sales—in mobilizing non-governmental funds to supplement the
Eximbank’s availabilities.

Tazation

The Tax Action Committee’s wide-ranging review of incentives available for
stimulating U.S. exports has led to tangible governmental action on several
fronts. The Internal Revenue Service has issued liberalized guidelines on inter-
company pricing, and has accorded more favorable treatment to income earned
abroad under certain circumstances. The U.S. Government is currently exploring
with a number of its major trading partners the border tax practices of a number
of countries and their effects on international trade. The result of this explora-
tion-—which is taking place in a GATT working party set up at U.S. urging—may
help improve the competitive position of traders in countries which. like the
U.S., do not rely heavily on the indirect taxes. These indirect taxes are reflected
in border charges on imports and tax rebates on exports in a number of con-
tinental European countries which rely on them. Despite the fact that the fiscal
climate has been unfavorable for the submission of any legislative recommenda-
tions to the Congress, intensive study has been undertaken within the Executive
Branch of possible export tax incentives. In this connection, Commerce has pre-
sented to Treasury a specific proposal for an “over-expensing’” allowance which
would compensate exporters for overseas promotional expenses.

Transportation

The Transportation Action Committee made a number of recommendations
designed to reduce freight costs and improve services so as to make U.S. ex-
porters more competitive in international trade. Commerce and the Federal
Maritime Commission have taken steps to inform shippers more fully about
rate-making procedures. The Department of Commerce is actively cooperating
with other Government agencies in measures to facilitate the use of containers
in international trade, in simplifying export documentation, and in fostering the
establishment of joint rates.

Developing Countries

The Action Committee on Trade and Investment in Developing Countries has
been instrumental in impressing upon the Agency for International Development
the importance of administering foreign assistance programs in a way which
will assist the establishment of long-term cemmercial export markets. The
Committee’s comments on the inter-relationship between trade and investment
have been a factor in strengthening AID’s guarantee programs. The Committee’s
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expression of interest in the export potential for agricultural production inputs
in the developing countries was the major impetus behind the establishment
recently of a jointly-sponsored Commerce-Agriculture Department Agribusiness
Industry Advsiory Committee.

Egport Promotion

The Action Committee on Export Promotion urged the Government to adopt
a long-range approach to export expansion, so that business could plan in reli-
ance on a firm basis of official support to their efforts. A long-term export pro-
motion program was embodied in the President’s New Year’s Day 1968 Message
on the Balance of Payments, and has been the keystone of Commerce Depart-
ment actions to reinforce and expand its existing trade promotion services.
Long-range export targets are being developed within a global export strategy
program which will identify by country or regional area the specific products
which offer the best prospects for U.S. firms over a five-year period. Additionally,
progress has been made in encouraging foreign buyers to visit the United States,
in arranging cooperative programs with the Small Business Administration, in
gaining better patent, trademark and copyright protection for U.S. firms abroad,
and in providing for freer movement among foreign countries of sales promotion
materials.

Such responsive action by our Government is gratifying. However, it is the
sense of the NEEC that international business is growing more competitive. At
the same time, some of our industries and products are becoming less competitive.
Inflation at home and improved technology abroad are contributing factors. It
is becoming increasingly difficult, particularly in the manufactured goods area,
to maintain our fair share of world markets by relying on exports from the
U.S. In many cases, American corporations must establish overseas plants in
order to compete effectively in those markets. The Committee is convinced that
more imaginative and vigorous action is needed now to make exporting from
the United States more profitable and attractive to our producers.

Thus, following a year of heightened concern over a decreased trade surplus
and a continued balance of payments deficit;

and on the eve of assumption of office by a new Administration in Washington ;

it is deemed now to be timely and appropriate for the NEEC to state the broad
trade and balance of payments considerations which, in its judgment, should
govern the formulation of future domestic and foreign economic policies;
and to propose specific actions which should receive prompt attention in order
to improve the United States export performance.

BROAD TRADE AND BALANCE-OF-PAYMENTS POLICIES

1. Domestic economic policies should be framed with due regard to their con-
sequences for trade and balance of payments and the need to avoid pressures
that unnecessarily add to imports or reduce exports.

2. The U.S. Government should take a firmer role in dealing with inflationary
pressures that threaten to weaken our international and domestic competitive
position.

3. Export promotion activities should be pursued actively within the context
of a five-year coordinated trade expansion program.

4. The U.S. should continue to follow a generally liberal trade policy while
seeking to remove both tariff and non-tariff foreign trade barriers, including
overcomplicated foreign documentary requirements, inimical to U.S. interests.

5. Increased attention should be given to positive measures to make U.S.
industry more competitive in the U.S. market, vis-a-vis overseas producers of
imported manufactured products.

6. While special governmental financial transactions and military offset ar-
rangements should be actively pursued, it should be recognized that they are
no substitute for the necessary steps to improve our trade performance. Thus,
jnereased efforts to expand exports are essential, including promotional activities,
improved financing and insurance, and other positive incentives for exporters.

7. Bfforts to improve the U.S. trade position and overall balance of payments
should not be considered successful until a position approaching equilibrium can
be reached without continuation of such restrictive measures as the current
foreign credit and direct investment control programs. Elimination of these pro-
grams as early as possible is highly desirable. .

8. To help achieve the foregoing policy objectives, improved organization of
the Executive Branch is required to give more coherent and consistent direction

o
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in the fields of trade policy, trade promotion, export credit, investment policy,
and related areas. To this end a study is recommended, on a priority basis, to
review the interrelationship of Governmental organizations responsible for ex-
port promotion, export financing, trade policy, and investment assistance to pri-
vate enterprise in developing countries, with a view towards creating a more
effective organization for the U.S. Government'’s efforts affecting overseas trade
and investment.

Specific Actions Nceded To Improve the U.8. Balance of Tradce

Erport Financing

1. Export credit should be exempted from the Federal Reserve guidelines.

2, Mandatory U.S. investment controls should be revised to exclude sales by
U.S. parent firms to their subsidiaries, and the A, B, and C country categories
should be consolidated in order to provide investors with necessary flexibility
on the use of their investment funds.

3. The rediscount facility should be improved and consideration should be
given to the Federal Reserve taking over this function, as is the case in other
countries.

4. The Council recommends consultations between the Export Expansion
Facility Advisory Committee and private industry and banking in order to maxi-
mize the benefits of the EEF.

5. Further improvements are required in the Eximbank and FCIA programs,
including maximum use of commercial banking resources, support for the Dillon-
Read PEFCO Report, a broadening and greater utilization of Eximbank’s public
advisory board, and further improvements in FCIA administration and policies.

6. The Council further recommends that present emergency measures be
replaced by a more meaningful long-term solution of our trade and payments
problems, which arise in large measure in the area of public financial and fisecal
management,

Tazxation
Recommended Administrative Actions

1. The Administration should increase its efforts to have the international
trading rules which govern the granting of export subsidies changed so as to
permit rebates or other tax concessions relating to direct taxes. This change would
put countries which have a predominantly direct tax base on a par with countries
having heavy indirect taxes on business with regard to tax treatment of imports
and exports and make the international trading rules apply in the same fashion
in both cases.

2. Sponsor a formal study of the advantages and disadvantages of substituting
a value added tax or other broad base turnover tax as a major source of revenue
in place of part of the revenue raised by our existing income tax. Such a study
should determine the possible effects on exports of changing to a turnover tax
system.

3. Recommendations issued under Section 482 of the Internal Revenue Code
on intercompany pricing should be amended to proide that profit allocations would
not be questioned for certain types of export activity involving U.S. parent com-
panies and their foreign sales subsidiary or Western Hemisphere Trade Corpo-
ration subsidiary.

Recommended Legislative Actions

1. Liberalize and simplify the requirements for obtaining tax benefits as an
Export Trade Corporation.

2. Allow companies an extra incentive deduction for promotion expenses
incurred in overseas market development.

3. Provide a rebate on exports and a border tax on imports based on existing
indirect taxes entering into the cost of production.

4. Provide an additional capital allowance each year for equipment produced
in the U.S. used in producing goods for export.

Transportation

1. Government agencies should support developments in containerization and
through documentation with a view to stimulating export expansion.

2. The NEEC recommends early legislative action on a Trade Simplification
Act as well as on the Brussels Protocol (and related aspects of the Carriage of

25-765—69——3
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Goods By Sea Act) on limitation of carriers’ liability as supportive to the pro-
motion of containerization and through rates.

3. The Council urges support by Government and business of the work of the
National Committee on International Trade Documentations designed to stand-
ardize and simplify international trade documents as a means of reducing
transportation costs.

4. The DOT’s Transportation Facilitation Committee should be supported in
its efforts to facilitate the international movement of goods.

5. The Secretary of the Interior, in cooperation with other Government De-
partments, should undertake further discussions with the coal-carrying rail-
roads to reduce the railroad freight rates on coal for export.

6. Government agencies should encourage U.S. exporters to sell on a CIF
basis to facilitate the placement of insurance and freight with American in-
surers and carriers, and U.S. shippers should make greater use of U.S.-flag
vessels.

7. The Government should adopt an incentive-oriented subsidy program to
encourage modernization of the U.S. merchant fleet.

8. The Department of Commerce should further improve its export licensing
procedures, particularly with regard to the Eastern European countries, with
a view to putting U.S. exporters on an equal footing with their Western Euro-
pean competitors.

9. AID should review its procedures for shipment of AID goods in order to
reduce the volume of paperwork presently required.

Trade and Investment in Developing Countries

1. The Departments of Commerce and Agriculture should utilize the NEEC/
REEC mechanism as a major channel for encouraging business implementation
of recommendations by the Agribusiness Industry Advisory Committee. To this
end, liaison arrangements should be established between interested REECs
and the three ATAC subcommittees dealing respectively with Communications,
Export Promotion, and Export Development.

2. The Department of Commerce should continue to work closely with AID
on “Additionality” activities designed to expand commercial exports in con-
junction with foreign assistance program administration.

3. The Department of Commerce’s OFDI controls on direct investments should
be operated so as to minimize their deterrent effects on the export of capital
goods and production components from the U.S. to the developing countries.

4. AID should continue to strengthen its programs in support of export-
related U.S. private investment in the LDCs, in particular: investment guaran-
tees; local currency loans; and the provision of follow-on maintenance imports
of raw materials, components, and spare parts for manufacturing operations
organized by U.S. investors.

5. The Government should assure adequate export credit to permit U.S.
suppliers to develop LDC markets, with specific attention to: Eximbank loan,
guarantee, and insurance programs utilizing the new Export Expansion Fund
Facility ; and liberalization of Federal Reserve restrictions on overseas lending
directly related to export transactions.

Export Promotion

1. The Council endorses the Department of Commerce’s new five-year export
strategy concept, export targeting, and automation of commercial information
and foreign market data. In implementing this program, the Department is
urged to take into account the need for expanding the export of services as well
as our merchandise trade.

2. The establishment of NEEC committees organized along industry lines
could be of significant benefit in the formulation of export targets, for both
products and markets.

3. Responsibility for development of U.S. international trade must be cen-
tralized, with permanent provisions for the representation of international
trade interests in the highest councils of Government (at the Cabinet level).

4. The United States should pursue aggressively the building of economie
bridges to the bloc countries with a view toc encouraging more commercial ties
with the West.

5. The Council urges a change in the rules governing direct foreign investment
to provide (1) an allowance for that portion of capital transactions represented
by exports from the U.S., and (2) a higher allowance to companies showing a
particularly strong export growth.
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6. The Department of Commerce should continue to enlist trade association
participation in the national export promotion effort.

Chairman Reuss. Mr. Arey, will you now proceed to tell us about
the tourism aspect of the balance of payments?

STATEMENT OF WILL AREY, ACTING DIRECTOR OF U.S. TRAVEL
SERVICE

Mr. Arey. First, I wish to thank you, Mr. Chairman and members
of the subcommittee, for the opportunity to review with you the efforts
of the U.S. Government during recent years to encourage travel by
foreign citizens to the United States.

As you know, the International Travel Act of 1961, established the
U.S. Travel Service as part of the Department of Commerce for the
primary purpose of atfracting visitors to this country. The Travel
Service serves as the focal point around which the U.S. travel industry
and other government agencies involved in international travel co-
operate in shaping policies and operations in the visit U.S.A. program.
Although the Travel Act does not specifically direct the U.S. Travel
Service to concern itself with the balance-of-payments problem, it is
quite obvious that the activities of the Travel Service have an im-
mediate and important impact in that area.

The basic reason for this close relationship has been the increasing
recognition by the Travel Service that its most effective role in the
area of travel promotion lies in its willingness and capability to sup-
port and supplement, where necessary, the activities of private in-
dustry, trade groups, and State and local government. These groups
are primarily concerned with identifying markets which offer the
greatest potential revenue and then developing strategies to capture
that revenue. By working with these groups to accomplish their goals,
we, in turn, serve the national goal of achieving a favorable growth in
receipts of foreign currency.

Before discussing our current program, I should like to describe
briefly some aspects of foreign travel and tourism as they relate to-
world trade in general and to the foreign trade of the United States in
particular.

One of the most understated of current economic facts is that tour-
ism is the most important element of world trade today. In 1967,
tourism generated over $16 billion of exports. This is a sum greater
than that spent for any single internationally traded commodity.

Moreover, tourism as a factor in world trade has been increasing at
a rate faster than the average value of all other world exports. Re-
cently, the Organization for Economic Cooperation and Development
(OECD) reported that world receipts from tourism increased fromx
5.5 percent of the value of world exports in 1961 to approximately
6.7 percent in 1967.

In many nations, particularly in the developing nations in the
world, tourism represents the basic source of the foreign currency
so urgently needed to finance their other developmental activities.

But what of the United States? Is American travel abroad some-
thing to be tolerated because it can be justified as an aid to developing
countries ?—or because it builds good will and understanding among
nations? On the other hand, is American tourism a frivolity—an un-
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necessary luxury that should be restricted because it benefits already
developed nations, hard currency nations, that will use their earnings
from American tourists to drain our exchange reserves?

In a very real sense, these questions really do not apply. All too often
in the United States, international travel is discussed primarily in
terms of American dollars being spent in foreign nations by U.S. resi-
dents. Indirectly, if not directly, international travel is singled out as
an activity that is a burden to be supported by our so-called trade
surplus.

Discussions of this type, Mr. Chairman, blur the very significant
fact that a major contributor to our earnings of foreign currency is in
fact our earnings from foreign travelers. In 1967, the United States
earned approximately $1.9 billion from foreign travelers. Of this
amount, approximately $235 million were paid by foreign visitors to
the U.S.-flag carriers and more than $1.6 billion were spent for accom-
modations and miscellaneous items within the United States.

It is interesting to compare these amounts with our nation’s earnings
from other export industries. In 1967, our cotton exports amounted to
less than one-half billion dollars. Beverages and tobacco were valued
at $625 million. Our earnings from petroleum and petroleum products
were approximately $434 million. From iron and steel, we earned
$561 million; agricultural machinery earned $628 million and electri-
cal machinery §1.9 billion. Of the items on this list only the last had
earnings that approached the value of our earnings from foreign
visitors.

A significant but very seldom mentioned fact is that our receipts
from foreign travelers currently represent about 6.1 percent of our
total exports. Moreover, the share of our exports represented by for-
eign travel has steadily increased since 1962 when it represented only
5 percent of the total.

Not only do our exports of international tourism represent a sig-
nificant share of our total export trade, but they are growing at a rate
that is about double that of our total export trade. Since 1963, total
U.S. exports have increased at an annual rate of 6 percent. During
that same period, receipts from foreign travel have increased at an
annual rate of approximately 11 percent.

In view of the significance of international travel as a major earner
of foreign currency for this country, not to mention its significance
as a meaningful force in building genuine international understanding,
the really appropriate question, Mr. Chairman, that should be asked
is, why has not this industry received as much concern about its promo-
tion and growth as other industries that cannot really compare with
it as producers of foreign earnings?

Answers to that question are almost always preceded by discussions
of the so-called tourist or travel gap. This gap is the other side of the
coin and, indeed, it needs to be discussed.

I have attempted here to show that receipts from foreign visitors
are an important sector of our current account having a comparable
favorable effect as achieved by exports. Also, I have tried to show that
the international travel industry, a major producer of foreign cur-
rency in our balance of payments, is in every sense of the word a
growth industry. While this is true, however, our imports—our ex-
penditures by U.S. residents abroad for travel—have increased, in
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absolute terms, more rapidly than our receipts. This decade, this gap
between our receipts and expenditures has widened from $1.2 billion
to $2.1 billion.

In 1963, expenditures by U.S. residents abroad amounted to 2.7
billion, while receipts from foreign visitors to the United States were
$1.1 billion. By 1967, expenditures had mounted to $4 billion while
receipts increased to only $1.9 billion. It is obvious that the absolute
change in expenditures for foreign travel by U.S. residents has been
much greater than the absolute change in reccipts earned from forei gn
visitors. This idea, in essence, is the so-called travel or tourist gap.

Now, Mr. Chairman, I come to the point I wish to stress today. I
believe that the justified concern over the balance of payments has led
to a misplaced emphasis on the absolute size of the travel gap. The
important fact is that while it is true that the gap has grown larger
in absolute terms, it has actually been shrinking in percentage terms.

This phenomenon is the positive side of the tourist gap. It is the
side at which we should be looking. Rather than deploring the fact
that each year we are spending more abroad than we are earning, I feel
that it would be more useful to recognize that in recent years our earn-
Ings are growing faster than our expenditures; and that, with prompt
and positive action, we can accelerate this trend.

Never in our history, from colonial times to the present, have we
earned more from foreign visitors than we have paid out for our own
travel. For example, in 1911, our receipts of $38 million amounted to
only about 14 percent of the $265 million spent by U.S. travelers
abroad.

In that year, the absolute gap between expenditures and receipts
was only some $227 million, but in percentage terms, the gap was quite
large compared with what it is today. In 1960, receipts from foreign
visitors were about 39 percent of our expenditures for foreign travel.
In 1967 receipts amounted to 47 percent of expenditures. I should rec-
ognize that 1967 was a particularly bad year because in 1966 receipts
amounted to more than 50 percent of expenditures. But 1967 was an
extra-ordinary year in that Expo 1967 drew a large number of Ameri-
can visitors to Canada. Despite this 1 year, the trend during this
decade has definitely been toward a faster growth of earnings from
foreign visitors than toward a faster growth of expenditures by Ameri-
cans for foreign travel.

The first 11 months of 1968 have been a record year as far as visitors
coming to the United States is concerned. Total overseas visitors (in-
cluding business, pleasure, students, and transits) reached a high of
1,666,055, a gain of nearly 3 percent over the similar 1967 11-month
period. This new high was primarily attributed to an increase in the
business and pleasure sector. For the entire year, we anticipate ap-
proximately 1.8 million foreign visitor arrivals from overseas—rep-
resenting a 5-percent increase over 1967.

Based upon preliminary expenditure estimates, we expect visitors
from abroad to spend a total of $2 billion here during 1968, up 6 per-
cent over 1967. Expenditures of U.S. residents for travel abroad is
anticipated to be approximately $3.98 billion—a decline of 1 percent
from the previous year. These figures bring the 1968 travel deficit to
$1.98 billion—down approximately 8 percent from 1967.
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Visitors from both Mexico and Canada, not included in the preced-
ing totals, have increased substantially this year. We anticipate visitor
arrivals from Mexico to increase approximately 7 percent in 1968 over
1967, while Canadian arrivals are expected to increase 10 percent.

As can be seen, our efforts are being rewarded. There is a gathering
momentum. The travel gap is something that we can come to grips
with. The gap in percentage terms is closing. But I will be the first to
admit that it is not closing fast enough—not with a speed that makes
complacency appropriate—not so fast that we can look forward to a
surplus in the travel account in the immediate future. But, neverthe-
less, the gap is narrowing from the receipts side up. It is essential that
we keep this point in mind.

There is much work ahead if we are to accelerate this trend. This
concentration on the positive side of the account will prove more con-
structive than would measures that close the gap by limiting American
travel abroad. Let us remember that when we manipulate one side of
the economic equation, the other side will be affected also. Restrictions
will invite reprisals—reprisals, I might add, that would fall on that
sector of our foreign trade that has been growing at remarkably fa-
vorable rates. We cannot expect that we shall have continued rapid
growth in our receipts from foreign visitors if we take steps to limit
the freedom of Americans to travel abroad.

As other nations prosper, as the discretionary income of their
people grows, the United States will enjoy an increasing comparative
advantage as a tourist destination. There are many things which can
be done by Government in cooperation with private enterprise to moti-
vate the foreign citizen to visit this Nation.

The burden of this motivation will continue to fall upon private
industry. However, the Federal Government must do more than it has
in the past in this international travel sector to assist their efforts. The
Government, through the U.S. Travel Service, should be seen as pro-
viding support and coordination to a diverse and complex industry.
USTS should assist in identifying prime overseas markets. Although
we are receiving an increasing number of foreign visitors each year,
the number coming here is small compared with the existing potential.
To the extent possible, we should promote the United States, using
appeals which complement industry and local government efforts. In
general, we should provide the services needed by the travel industry
and local areas as travel destinations as a whole but which no one firm
or sector can afford to do on its own.

Since the establishment, of the U.S. Travel Service in 1961, its aver-
age annual appropriations have been approximately $3 million. This
year our total budget was increased to $4.5 million. The current U.S.
Travel program is administered bv a staff of 70 individuals—34 here
in Washington and 36 abroad. With the increased funding level, the
internal reorganization, and the new emphasis of working with the
travel industry we have taken a number of steps to improve our effec-
tiveness. Let me cite just a few examples of these changes.
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1. PROMOTION

Our seven regional offices abroad are currently emphasizing service
to the foreign travel industry. Through an educational process involv-
ing local travel agencies and major airlines in foreign countries, we
are seeking to encourage these prime promoters of travel to actively
sell the United States as a travel destination. For example, this year
our agency has sponsored, in conjunction with the travel industry,
familiarization tours to the United States for over 1,200 foreign travel
agents, tour operators, and travel writers. This program, which is in
keeping with a recommendation of the Presidential Travel Com-
mission, has offered tours covering 23 cities and 2 national parks in 17
States.

To complement industry’s promotional efforts in motivating and en-
couraging citizens of other countries to visit the United States, USTS
has allocated $1.2 million, or approximately 25 percent of our total
budget for consumer advertising, 1n 18 major overseas markets. In both
the construction and scheduling of this campaign, the travel industry
was consulted and their comments incorporated into the plan. Two
major foreign airlines, SAS and Alitalia, are participating by direct
financial support with USTS in the VISIT USA promotional pro-
grams in Scandinavia and Italy. In addition, all major flag carriers,
both United States and foreign, have designed advertising campaigns
complementing the VISIT USA program.

The theme of the 1969 campaign stresses the low cost of travel within
the United States and thereby attempts to correct the image of the
United States as a high-cost travel area. We believe this theme will
strike a responsive note overseas. We realize we are undertaking a
large task with the bare minimum of resources. We also realize that
in order for a worldwide advertising campaign to be effective in chang-
ing images and in motivating individuals, far more effort needs to
be expended. A critical mass of resources needs to be utilized. This
$1.2 million merely represents the beginning of an effective campaign.

Compared with the amounts other nations spend on travel promo-
tion, $1.2 million is a relatively insignificant sum. In 1967 the United
States ranked 20th with respect to the promotional budgets of other
Governments’ tourist offices. In addition, you might say that these 20
countries have a definite advantage over the United States in attract-
ing tourist dollars for two reasons: first, they have larger promotional
budgets; and second, they can concentrate all their efforts in rela-
tively few markets—primarily in the United States.

2. PRODUCT

It is not enough to market the United States overseas. In truth,
USTS efforts in this area are dwarfed by the marketing efforts of both
United States and foreign firms with an interest in promoting travel
to the United States. Thus, in addition to our direct promotional
efforts, we must be concerned with the adequacy of the product we
are selling. We are engaged in programs to improve visitor services
in this country and to encourage the development of an interest in
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foreign visitors by our domestic travel industry. We are attempt-
Ing to ease the entry of foreign visitors to the United States through
efforts to encourage less-restrictive policies with respect to customs
procedures, visa regulations, and other bottlenecks which tend to
hamper the flow of foreign visitors. Examples of this activity
would include our being responsible for the installation of multilingual
signs at John F. Kennedy International Airport which facilitate the
movement of international travelers. Another example of our efforts
1s seen in the adoption of the airport accelerated or one-stop entry in-
spection system at Kennedy International, Washington’s Dulles, and
San_Antonio. We have established a close working relationship with
the local government offices in each of the 50 States in promoting their
specific attractions. We are constantly working with the travel industry
i developing pricing patterns and discount programs that have ap-
peal to the foreign visitor while at the same time offering profit to the

A s - &
American businessman and sound wages to the American worker.

3. RESEARCH

Before we can make really significant progress in improving our
marketing technique and in building our capability to accommodate
an increased flow of foreign visitors, we need better information. We
know that there is a desperate need on the part of industry and States
and local government for information as to where our visitors come
from, what they do when they arrive here, how they spend their
money. Information is needed to direct our activities so that our mar-
keting strategies will have the highest payoff in terms of additional
visitors, and dollar earnings. Just last week, for example, the Secre-
tary of Commerce was asked by the National Association of Travel
Organizations to increase the Department’s efforts to meet the urgent
needs of the U.S. travel industry for uniform and reliable statistics to
which everyone in the industry can relate.

We recognize this need and we intend to meet it. We have estab-
lished an Office of Research and Analysis at USTS with an annual
budget of approximately $200,000 or approximately 5 percent of our
total appropriations. The primary mission is to develop in a timely
and concise manner information on the international travel market
needed by industry and State and local government. Data have never
been adequately developed in this area and our increasing activities
here represent our assumption of a traditional Government obligation
to an important industry. _

A project currently underway is the development of a market poten-
tial index. This index is designed to reflect visitor potentials in terms
of both numbers and dollars, country by country, on a worldwide basis.
I have directed the individuals of this office to meet with the leaders
of industry and State officials in order to develop, on a timely basis,
the specific kinds of information needed by these decisionmakers to
make the United States an easy-selling travel destination.

4. NEW DIRECTION FOR TRAVEL PROMOTION

We cannot afford to stand still. The competition for the tourist and
his money is worldwide and is growing in intensity. Every major and
minor nation in the world has seen the potential, and will be competing
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for this sector of world trade with all the resources at their disposal,
both public and private. We must be continually adaptive and inno-
vative to stay abreast of this rapidly changing international market.

As you know, Mr. Chairman, the joint industry-Government task
force on travel transmitted, this year, its report to the President. This
report contained over 70 recommendations that, when considered as &
whole, are of significance in the totality of their impact on interna-
tional travel promotion. We have recommended strongly that this
totality and comprehensiveness be preserved and that the Federal
Government approach travel promotion with a single voice. An indus-
try typified by a diversity of interests should be able to look to one
¥rogram activity in the Federal Government to provide this unifying

orce.

I believe that we are now moving in the right direction. I believe
that the record of significant increase in both numbers of foreign visi-
tors and their expenditures will continue. How much of the increase
in our overall national performance in this area can be attributed to
ihe activities of the U.S. Travel Service? I do not know the dollar
return for the dollar expended ; but, I sincerely believe that the Gov-
ernment’s limited investment has already had extensive effect in the
United States and abroad. While it is difficult at this juncture to make
such an assessment of the recognized improvement in the traffic to this
country from abroad, the fact that conspicuous gains have been
enjoyed from those areas to which the Travel Service has directed its
energies and its promotion expenditures serve to confirm preliminary
evaluation of the positive results achieved. Although not specifically
measureable, at this point in time, certainly we have contributed to the
momentum which is now underway. Let us strive to keep this momen-
tum going.

That concludes my statement. Thank you, Mr. Chairman.

Chairman Reuss. Thank you, Mr. Arey.

5 We will now hear Assistant Secretary of the Treasury, Stanley
urrey.

Mr. Surrey, your entire paper has been made part of the record and
perhaps you could summarize it and emphasize the high points.

STATEMENT OF HON. STANLEY S. SURREY, ASSISTANT SECRETARY
OF THE TREASURY

Mr. Surrey. Yes, Mr. Chairman, I will be glad to proceed that
way in going through it in summary fashion.

You have asked me to discuss the relationship between the U.S. tax
policy and tax policies of other countries and the current amount of
the U.S. balance of payments.

That really involves two questions : One, what effect does a country’s
tax system or a country’s tax policy have on its international trade
and, then, looking at the international trade position of the United
States, what should be the reaction of our domestic tax policy and
changes in our domestic tax system, if any, to the present picture we
see in our international trade?

T will go first to the question of how does a country’s tax structure
affect international trade? Well, generally speaking and this is, I
think, typical all over the world, if a country is to impose what people
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have called indirect taxes, excise taxes, it will automatically attempt
to see that the introduction of these taxes will not affect international
prices.

For example, when the United States imposes a manufacturers’ tax
on automobiles it automatically exempts exports of automobiles from
that tax because it does not want the excise tax, on automobiles to
affect our export price for automobiles.

Conversely, when we have a manufacturers’ tax on automobiles we
impose a parallel tax on automobiles coming into the United States
so that those foreign automobiles coming into the United States will
pay the same tax as would a domestic automobile. We would do the
same thing for cigarettes and aleohol and any excise tax that this
country has imposed. It has automatically exempted exports and im-
posed a reciprocal tax on imports. Other countries do exactly the same
with their excise taxes, the general understanding being that if that
were not done, the tax would be immediately reflected in foreign prices
and that is not the intention of the legislatures.

On the other hand, when a country imposes an income tax it does
nothing to insulate export prices from the effects of the tax. It simply
goes ahead and imposes the income tax, whether it is a corporate in-
come tax or the individual income tax. The same with a payroll tax.

This equally is the practice around the world.

Now, these practices of legislatures were, in a sense, codified in the
GATT rules. The GATT rules say that a country can make adjust-
ments for its excise taxes but it cannot make adjustments for other
taxes. If it were always true that indirect taxes are shifted forward
in price and direct taxes and income taxes are not shited forward in
price these rules, these traditional approaches, would really insulate
foreign trade from a country’s tax system.

This leads us to the question of whether the assumptions behind
these working rules are really valid; in other words, is an excise tax
always shifted forward in price and is an income tax not reflected
in price.

We could spend hours and hours in analyzing and debating that

uestion. Economists have spent years and years in doing that, and
there is probably not full agreement. I think there is widespread agree-
ment that generally these are valid approaches but, on the other hand,
an excise tax might not always be reflected in prices, and the corporate
income tax may to some extent be shifted forward in price. But I don’t
think there is general agreement from one economist to another on the
extent of this, except, I think, most of them would say that the excise
taxes are pretty well shifted forward and that income taxes are not
generally shifted forward to a degree that approaches the same extent.

Now, if all indirect taxes are not fully shifted forward, then what
are the consequences for international trade?

Well, let’s take a situation in which a country has a general sales
tax. The domestic producer finds he cannot fully shift that tax for-
ward to the consumer, meaning he has to absorb some of the tax on
domestic sales out of his profits, so his profits would be somewhat less
from domestic sales.

On the other hand, under the traditional approach, exports are not
subject to that tax. He then may be induced to put more effort into
his export trade on the ground that the profits from exports have not
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been affected whereas the profits from domestic sales are, and export
trade, therefore, may be advantaged. Conversely, persons wanting to
sell into that country may have to take somewhat lower profits and,
therefore, trade to that country falls off.

Now, if that were the case, a country with a high indirect tax could
have some trade advantages opposed to countries that do not have
high indirect taxes.

In applying that to the real world what do we find ?

We find that, by and large, the European countries are countries
with very high rate indirect taxes. Their indirect general sales taxes
run in the range between 10 and 20 percent.

It is not that they rely more heavily on indirect taxes and less on
direct taxes, and we do the converse. It is rather that they are high
tax countries in total, and to enable them to take the amount of taxes
that they do in relation to their gross national product, they have to
have high taxes all around.

The %’nited States ranks pretty well near the bottom of all indus-
trialized countries, insofar as the amount of taxes obtained in relation
to gross national product is concerned. In other words, we are a low
tax country compared to the rest of the world. So that consequently the
high European indirect taxes are simply a reflection of the fact that
they are higher tax countries. Their corporate taxes are roughly the
same as ours. Whether you look at the nominal rates of corporal tax
or whether you do it to try to find information on the effective rates,
by and large the corporate sector is probably taxed about the same in
European countries as in this country.

It may well be that our individual income taxes are at a somewhat
higher Ievel than theirs and with a deeper impact in the population
but, on the other hand, their indirect taxes, as I say, are much higher,
largely because they simply collect more taxes than we do.

Chairman Reuss. When you say that are you taking into account
the total U.S. tax system, Federal, State,and local ?

Mr. Surrey. Yes. Mr. Chairman. These statements are based upon
the total taxes of the country. They take into account the fact that
in some countries one kind of tax may be imposed locally while in
others it is imposed nationally. For example, we have no national
sales tax, but 44 of our States have retail sales taxes and if you put
{hem altogether they come, in effect, to a national sales tax imposed

ocally.

Nox):r, under these circumstances it is possible that the highrate in-
direct tax countries may have an advantage in foreign trade. For this
advantage to be significant, the tax would have to be imposed at a high
rate. I would add one other thing: I do not believe it makes any differ-
ence what the nature of the sales tax is for this to occur. Whether it
is a value-added tax of the kind that European countries are now turn-
ing to, whether it is multistage turnover tax. whether it is the Cana-
dian manufacturers’ tax, whether it is the British wholesale tax, I
think the net operative result would be the same.

Now let me just mention one other factor. I have indicated one way
in which a country’s tax structure may affect its international trade.
There is one other thing that should be mentioned and that is that
chaélges in a country’s fax structure may also have an effect on its
trade.
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The European countries, most of them, for many years had so-called
multistage turnover taxes. As goods went through the economy they
were taxed at each stage at rates of 2, 3, and 4 percent at each stage.
But these transaction taxes at such stage cumulated into a rather heavy
tax at the consumer level. That tax at the consumer level varied de-
pending upon whether goods moved through an integrated industry
or a nonintegrated industry, since the cumulative burden of the tax
depended on the number of independent stages through which the
goods passed. )

When these countries attempted to figure out how to relieve their
exports from these turnover taxes, they had to make estimates as to the
amount of tax the goods bore as a result of this cumulative turnover
tax. They based their rebates at the border and their compensating
import taxes on these average estimates. In all probability they under-
compensated their exporters. )

As a result of changing to the so-called value-added tax, which en-
ables the country to know precisely the amount of the rebate that it
should make at least in an accounting sense, their rebates to exporters
to relieve them of the effects of the tax have increased over what they
used to be. This change has occurred without any basic change in the
domestic tax picture, because the changes from one type of excise
tax to another have largely been designed to be neutral within the
country, neither to produce more nor less revenue but just to change
the structure.

The result is that European exporters may have received a one-shot
trade advantage in that they were getting, when they exported, a rebate
of, say, 7 percent of the price of goods to compensate for the taxes that
had been paid on those goods and suddenly that 7 percent is raised to
10 percent with no other change occurring.

That can give them a trade advantage if they decide to pass along
this increased export rebate in price. It appears that the Germans, for
example, have done just that, and have thus received a one-shot trade
advantage. »

Against that background, what can other countries, particularly
the United States, do to meet that situation if one, high indirect taxes,
which we don’t use, give another country a trade advantage, and two,
recent changes are giving the European countries a trade advantage?

That 1s a difficult question to answer, what our response should be.
One approach would be a multilateral response, and in that regard we
have been discussing in GATT what are the possible changes that
could be made in the GATT rules so asto bring about trade neutrality
as respects the external effects of a country’s tax system, and these
efforts are continuing.

Our goal is that each country should be able to work out its own
domestic tax structure without either suffering a trade disadvantage
or incurring a trade advantage, and the GATT rules should work in
that direction.

We are also concerned with another problem. The only way GATT
now permits a country in balance-of-payments difficulties to have tem-
porary assistance is to have quota restrictions. That is the only per-
missible temporary adjustment under the GATT rules.

Germany has indicated, in a recent measure, that there may be an-
other way to handle temporary balance-of-payments adjustments.
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What Germany has done is to separate its border tax adjustments
from its excise tax system. In other words, they have an 11-percent,
value-added tax, and theoretically they should give rebates at that
level.

What they have decided to do temporarily is to give rebates at a
lower level of 7 percent, and to impose their compensating import tax
at a T-percent rate simply to put restraints on trade, thereﬁy divorcing
the external effects of their tax from their internal effects.

Now, they are surplus country and other countries are not going to
object to their doing that. But the question is: If you turned the situa-
tion around, could a deficit country put into effect temporary higher
border tax adjustments unrelated to its domestic system ? That would
be the converse of what Germany is doing. The question is whether the
world would welcome that response on the part of a deficit country.

As to unilateral responses, there are two possible things that were
considered in the United States. We do have a lot of indirect taxes in
this country imposed at the State level, and we have some at the Fed-
eral level, such as the automobile tax, telephone tax, the gasoline tax,
and the like.

To some extent obviously the costs of these taxes enter into our ex-
port prices. If a company that is exporting buys gasoline for any
purpose or buys automobiles for any purpose, our gasoline taxes and
our automobile tax enter into the cost of the product it finally exports,
as do State and local retail taxes on goods that are used by business.

Now, we made an estimate of how much these taxes are and we think
on the whole these taxes amount to about 2 percent of our export
prices. So in a sense, if we wanted to eliminate the effect and influence
of these indirect taxes on our export trade, we could put on an average
rebate of 2 percent.

The amount of these taxes, however, varies from product group to
product group. It varies probably from 1 to 4 percent and at best these
estimates are only averages and, therefore, they have defects because
they are very imprecise.

The second thing we could do to protect ourselves is simply to put
on border adjustments unrelated to our tax system—simply say we
are going to make payments to our exporters, at whatever level we
want, in order to improve our trade, and we are going to put on an
import tax at whatever rate we want to improve our trade.

Now, this presumably would be regarded as inconsistent with the
present GATT rules. It would also be trade restrictive and it would
be a serious measure to take.

Representative MooruEAD. Would the 2-percent rebate be consistent
with GATT rules?

Mr. Surrey. It would be consistent with the GATT rules, I think,
as the European countries interpret them. It would not be consistent
with the interpretations which we tend to be urging in the GATT
on this matter.

Another type of unilateral response which has been suggested is
that we simply introduce in the United States a national excise tax—
a value added tax of our own—and, therefore, we can have some
rebates and border taxes.

There are arguments made that this would improve our domestic
system on the one hand, and that it would help our international trade
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on the other. I have discussed this at length in my statement and
elsewhere. I recently gave a long discussion on this before the NAM,
and I would like to submit that for the record at the conclusion of
my written statement. (See p. 50.)

Let it suffice to say here that I think the introduction of the value
added tax would not help our domestic tax system, but would be a
sstep backward insofar as a progressive and adequate domestic tax
System was concerned, and it would not provide much help for our
international trade. So I would find it defective on two counts.

Then finally, I would say if we ever were to consider having a
national excise tax in the United States, the most logical form it
should take should simply be that of a national retail sales tax. We
already have a sales tax in 44 of our 50 States. Over 95 percent of
our retail trade today functions under a retail tax and the adminis-
trative structure is there to handle it. We should, therefore, retain
that form rather than shift to the far more cumbersome European-
type value-added tax.

The rest of my statement deals with some other suggested changes
in the domestic tax system to improve our trade. These are so-called
tax incentives to the export trade.

The Treasury has studied these at considerable length working
with other agencies over a period of 3 or 4 years. We have always
come up with a negative point of view with respect to changing our
domestic tax system for these reasons. In part this is a reflection of
our general point of view, that if it is desired to give governmental
assistance to particular activities in the United States for social or
other reasons the best way of doing it is through direct measures of
the kind Secretary McQuade has indicated rather than through
changes in a country’s tax system. The latter is generally inefficient
and in the end much more cumbersome.

Finally, Mr. Chairman, there is a discussion here which I don’t
think I have to go into now on tax policy and foreign travel. It would
be support for the view advanced by my associate, Mr. Arey, with
gespect to funding the budget to encourage foreign travel in the United
States.

And, finally, I would like to take this occasion to submit a docu-
ment dealing with the effect of direct investment on our balance of
payments from the standpoint of the period of time necessary, when
we make a direct investment abroad, before we get the funds returned
to us in dividends and other payments.

The Treasury had issued a study on this subject about a year ago,
hoping it would draw public discussion. It has. Two other studies
have appeared criticizing certain aspects of our study. I would like
to submit a paper which carries on this dialog, since it does relate
to our balance of payments, and the subject of direct investments
will be coming up later in your hearings. That will finish my present

statement. . L
(Prepared statement and additional submission follow :)

PREPARED STATEMENT OF ASSISTANT SECRETARY OF THE
TREASURY STANLEY S. SURREY
Mr. Chairman and Members of the Subcommittee:

I am happy to have this opportunity to discuss with you some of my views
on the relationship between tax policy and the current account of the U.S.
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balance of payments. The major portion of my remarks will deal with the
question of tax policy and U.S. foreign trade. I will also deal, in somewhat
briefer form, with tax policy and overseas travel by Americans, and I will
offer a few words on some comments on a recent Treasury sponsored study on
the balance of payments effects of foreign investment.

1. TAX PoLicY AND INTERNATIONAL TRADE

One matter I have been asked to discuss is that of the relationship between
tax policy and the level and structure of international trade. I would like to.
discuss both the effects of the overall tax structure and changes in it on a
country’s ability to compete internationally and the effectiveness and desir-
ability of tax incentives or other specific provisions of the tax laws designed
to promote a country’s export trade.

A second matter is that of the relationship between the external effects of
a country’s tax system, particularly the impact of taxes on trade, and its do-
mestic economic impact. Bven if we allow that the overall tax structure may
have trade effects, to what extent, if at all, should we feel constrained by
balance of payment considerations in making the tax policy decisions which
are most appropriate for the domestic economy? The recognition of the need
for Government action to improve our trade surplus should not automatically
lead us to the conclusion that a change in tax structure is the appropriate
Government response. There are other means at our disposal for achieving
the desired trade objectives, through the sorts of programs now being developed
in the Commerce Department or, if necessary, through other forms of direct
assistance, which can avoid many of the undesirable economic effects inherent
in the use of tax devices.

TAX STRUCTURE AND INTERNATIONAL TRADE

Typically, when a country imposes a indirect tax, it does so with the intention
that the tax should not affect the ability of the country to compete interna-
tionally. In order to achieve this objective such taxes, whether they be multistage
turnover taxes, single stage sales taxes, value-added taxes or specific excises,
are not imposed on exports, while imports are subject to tax at the same level as
are comparable domestic products. These border tax adjustments—a term cover-
ing both the export exemption or rebate and the import tax—are applied on the
view that indirect taxes are always shifted forward and fully reflected in product
prices. The adjustments are designed to prevent this from happening in the case
of exports and to require imported goods to bear the same competitive tax
burden. When a country imposes an income tax, however, no such adjustments
are made at the border. This approach is based on the view that income taxes
are not shifted forward into prices, and, therefore, no adjustment is required
to free exported goods from the price effects of these taxes or to impose a tax on
imports.

These traditional approaches are reflected in the rules of the General Agree-
ment on Tariffs and Trade (GATT) which provide that countries may exempt
exports from indirect taxes, or remit indirect taxes already paid on goods which
are exported, and may also impose such taxes on imports up to the level of these
taxes on comparable domestic products. Under the GATT no such adjustments
at the border are permitted for direct taxes. Though there was no systematic
analysis preceding the codification of these rules in the GATT, the rules seem
to have been based on the existing practices which all countries utilized and on
the implicit tax shifting assumptions which I have described.

If it were true that generally applicable indirect taxes are always fully shifted
forward into higher prices and direct taxes are not to any extent reflected in
product prices, then the GATT rules and these practices should give us no cause
for concern regardless of inter-country differences in tax structure. Their result
would be a system of world prices free of tax induced distortions.

This is not the place to review in detail the literature and theory of tax shifting.
Let it suffice to say that studies have indicated that taxes on business profits to
some extent may be shifted forward into prices, at least under some circum-
stances. There also is widespread agreement among economists that indirect taxes
may not in all cases be fully shifted forward for, like other costs, the extent to
which tax costs are recoverable depends in large measure on general economic
conditions and on conditions in particular markets or at particular points in
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time. On neither of these propositions is there agreement on the extent of shifting.
However, the most general view held by economists is that indirect taxes are, as
a working rule, largely shifted forward while business income taxes are much
less likely to be shifted forward.

If all indirect taxes are not fully shifted forward, and some direct taxes are
partially shifted, at least under certain conditions, then the GATT rules relating
to adjustments at the border for domestic taxes do not necessarily render
domestic tax systems trade neutral. Under these circumstances the structure of
a country’s taxes may affect its international competitiveness. A country which
relies heavily on high rate indirect taxes and derives little revenue from direct
taxes, would be favored in this regard over a country which relies heavily on
income taxes and derives a small part of its revenue from indirect taxes. To keep
the discussion in proper perspective, however, we must note that most of the
European countries, whose high rate indirect taxes represent a greater propor-
tion of their GNP than ours, also tend to be higher tax countries, in total, than
the United States, in relation to GNP. The situation is not that the United States
has high income taxes and the Europeans have high sales taxes, but rather that
both have high income taxes, especially in the corporate sector, and, in addition,
the Furopeans have higher indirect taxes than we do. The corporate tax burden
in the United States is not significantly different from that in most of the major
European countries both in terms of the ratios of corporate taxes to GNP and in
terms of effective rates of tax. Thus, if there is some shifting of the corporate
income tax to roughly the same extent in all countries, this factor alone should
not affect the structure of world trade, since prices in all countries would be
affected in roughly the same degree by the domestic income taxes, leaving rela-
tive international prices unaffected. We have, however, no a priori reason to
expect that the extent of corporate tax shifting is necessarily the same in all
countries.

If a country imposes high indirect taxes as a major part of a relatively high
overall level of taxes, in terms of the ratio of taxes to GNP, the consequent
relatively large border adjustments may provide a trade advantage compared to
a country with low indirect taxes as part of a lower overall level of taxes only
to the extent that the indirect taxes are not fully reflected in product prices.
This assumes, as seems to be the case, that the effective level of corporate income
tax in countries with high overall tax burdens is not appreciably different from
that in countries with lower overall tax burdens, and that the differences in
overall tax burden are a reflection largely of the differences in the levels of
indirect taxation. It also assumes that the degree of shifting, if any, of the
corporate tax is not substantially different between countries.

We should Kkeep in mind that this discussion of indirect taxes is relevant
regardless of the type of broad-based indirect tax we are considering. A high
rate retail sales tax, a manufacturers’ sales tax, a wholesale sales tax, a value-
added tax or a cumulative turnover tax, if they impose comparable overall bur-
dens, will all affect overall international competitiveness, if at all, in the same
manner and to roughly the same extent. The effects may differ for different
products, firms or industries, however, depending on the nature of the tax.

The advantage which may accrue to high rate indirect tax countries is most
likely to manifest itself in the following way: A manufacturer in a country
imposing a value-added tax or other form of sales tax which cannot be fully
shifted forward would absorb a part of the tax on its domestic sales and reduce
its profits. But its tax exempt export sales would not force a reduction in
profits from those sales. In such cases, the higher profits earned from export
sales provide an incentive to devote greater effort to exporting to countries with
a correspondingly high indirect tax. Similarly, foreigners exporting into the
country will be forced to absorb a part of the tax in order to compete with
domestic producers and will be less likely to push exports into the country. Thus,
a value-added tax or other sales tax which is not fully shifted coupled with full
border adjustments, would provide a trade advantage to the country imposing the
tax in the form of an export incentive an import disincentive. For this advantage
to be significant, the rate of the indirect tax must be high, in the general range
of the present European taxes.

CHANGES IN TAX STRUCTURE AND INTERNATIONAL TRADE

While the extent to which differences in overall tax structure per se necessarily
affect the character of level of world trade may not be altogether clear, certain
types of changes in tax structure, such as those which are associated with the
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present shift to a harmonized valne-added tax in the EEC, may have substantial
trade effects, beneficial to the country making the change, regardless of the as-
sumption one makes as to the shifting of the taxes involved. These are changes
which, in one way or another, result in an increase in the level of border adjust-
ments with no overall changes in the effective level of domestic indirect taxation,
and therefore presumably no effect on internal prices.

A shift from a cascade type cumulative turnover tax to a value-added tax was
made in Germany in 1968 and in the Netherlands on January 1. 1969. These shifts
involved changes from a tax system where appropriate border adjustment levels
are difficult to determine and are frequently below the comparable level of
domestic indirect tax burden to a system where the domestic tax can, in an
accounting sense, be accurately and fully reflected in the level of border adjust-
ments. This is true because the cascade tax levied at one stage becomes imbedded
in the cost structure of the product at subsequent stages and cannot be separately
identified. The value-added tax, on the other hand, is separately invoiced and.
therefore, the cumulative tax payment can be identified at any stage. Such a shift
from partial compensation to full compensation through changes in border ad-
justments can only benefit the trade of the country making the change, at the
expense of its trading partners, even though it is perfectly legal within the present
GA'TT rules. Countries making such changes, however, generally argue that they
are not creating a trade advantage for themselves but are eliminating the dis-
advantage which arose from the previous undercompensation, with which they
have lived for many years. What they fail to recognize, however, is that previous
changes in exchange rates and in price levels around the world may have adjusted
for this past “undercompensation”, so that the current change in the level of
border adjustments does, in fact, result in a present trade advantage for that
country at the expense of others.

In speaking of full or undercompensation at the border, in this context, T am
speaking only of the relationship of border rates to nominal domestic rates
without. prejudging the question of full or partial shifting of the domestic tax.
This benefit would result even with full shifting. The benefit, a fortiori, would
be greater to the extent that there is less than full shifting.

The German Economics Ministry, in a recently published paper has said that,
contrary to its prior expectations of negligible improvements in German export
competitiveness from the shift to TVA, German export prices have declined
by 2.2 percent since the introduction of TVA. The Economics Ministry has not
explained the cause of this price decline, but the amount of decline is presumably,
at least in part, an indication of the increase in the effective level of border
adjustments.

Still another variety of tax structure change which affects a country’s trade re-
sulted from the November 1968 monetary crisis. The French Government in an
effort to improve the French trade balance, eliminated a payroll tax, for which
no adjustments were made at the border, and replaced it with increases in the
value-added tax, with a presumably equivalent revenue impact, for which border
adjustments are made. This change was intended to improve French trade
performance and is likely to have that effect. There is no reason to assume that
other countries could not benefit their trade accounts from similar changes in tax
structure.

There are a number of examples in recent European experience of countries
increasing the levels of their border adjustments under a cascade tax without
making any change in their domestic taxes. Such changes are rationalized as
necessary to eliminate undercompensation. They frequently take the form of
adjustments to reflect taxes paid on certain types of expenditures which had
not previously been accounted for at the border, such as the purchase of capital
goods and certain business services. Countries making these changes consider
them to be consistent with the GATT rules, though it is not at all clear that the
drafters of the GATT intended the rules to be construed to include adjustments
for taxes on outlays which are not directly related to the traded gzoods. Changes
of this type necessarily have beneficial trade affects, since there is no domestic
change associated with the change in border adjustments, and therefore no pos-
sibility for a tax-related change in domestic prices.

RESPONSE TO THESE ISSUES

As the level of indirect taxation and accompanying border adjustments has,
in recent years, risen in many countries, we have come to recognize more and
more clearly that we are operating in an international system based on a set of
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rules which, rather than neutralizing the trade affect of domestic tax systems,
may have the effect of creating a trade advantage for countries relying heavily
on high rate indirect taxes. It certainly has the effect of creating an advantage
for countries which—under the rules—change their level of border adjustments
without changing domestic tax levels.

What are the possible ways of dealing with this situation? Before considering
that question, let me state one overriding caution: We must be very careful, in
considering these possible alternatives, that we avoid the danger that these
problems may force us, in making domestic tax policy decisions, to give a far
greater weight to external effects than would otherwise be considered appropri-
ate or desirable. For example, in the recent discussions in this country of the
desirability of imposing a Federal value-added tax, many of the proponents of
adopting such a Federal tax, in an effort to achieve a possible trade advantage,
have ignored serious potential adverse effects on the domestic economy, on tax
equity and on tax administration of the introduction of a value-added tax.

A variety of approaches to remedy the present international situation have
been considered, both unilateral and multilateral. We have chosen first to exhaust
the possibilities for a multilateral solution, within the GATT and the OBECD.

The U.S. Government was instrumental in initiating a discussion and analysis
in the OECD of the problems which the present border tax adjustment rules and
practices create. This discussion alerted other countries to the seriousness with
which we view this problem. It resulted in the establishment of a procedure
whereby member countries must notify the OECD of any changes in their border
adjustments. The option is then open to any member to request consultations on
the trade effects of such changes. During the past year and a half, this consulta-
tive procedure has been used three times: with Germany, to examine the trade
effects of the shift from cascade to value-added taxation; with the Netherlands,
to examine the effects both of increases in border adjustments under the cascade
tax, in anticipation of the shift to TV A, and of the shift to TVA itself ; and with
Belgium, to examine the trade effects of increases in border adjustments under
the cascade tax. The consultations have not been suceessful in producing general
agreement on the trade effects of these changes, but they have been most useful
in providing an opportunity for all of the participants to sharpen their under-
standing of the issues and to establish a record of their positions.

The basic rules which govern the conduct of international trade rest in the
GATT, and the United States has focused its efforts to achieve a permanent
change in the rules on that body. In response to an American initiative, agree-
ment was reached in early 1968 among the Contracting Parties of the GATT to
set up a working party to study the border adjustment problem. This working
party was convened last April, and has been meeting at regular intervals since
then. In his opening statement, and in subsequent remarks, the U.S. delegate has
clearly stated the view that the present rules are illogical, inequitable and am-
biguous, and that the absence of a limit on the level of border adjustments for
indirect taxes could lead to a proliferation of border adjustments which would
operate to the detriment of world trade.

Under its terms of reference, the working party has examined the basis for the
present border adjustment rules—their legislative history, as it were—and is
currently engaged in a detailed examination of border adjustment practices in
those countries participating in the working party. This has built on the work
of the OECD in focusing clearly on the inadequacies, for the world economy in
1969, of the present rules.

The next and clearly the most important task of the working party is to come
forward with a workable alternative to the existing provisions. This phase of
the discussion should begin with a minimum of delay. In reaching its solution,
the working party must be guided by several important considerations :

(1) That a country should be free to employ the structure and level of
domestic taxation which is consistent with its own assessments of tax equity
and economic growth and stabilization policies and should not be unduly
constrained in this respect by international trade considerations nor should
it be put at a competitive trade disadvantage or obtain a competitive advan-
tage because internal fiscal policies require a tax structure of this or that
nature;

(2) That a continuation of the present system, with no effective limita-
tion on the level of border adjustments, could lead to trade wars which
would play havoc with the orderly funectioning of world trade ; and
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(8) That the degree of administrative discretion permitted in determining
border adjustments, largely as a result of the ambiguities in the present
rules, affords far too much freedom to tax administrators to affect world
trade by administrative fiat.

Any solution which gives adequate recognition to these three considerations
should be satisfactory both from the point of view of the United States and the
world trading community.

While one U.S. concern in the GATT is with effecting a change to rationalize
and clarify the provisions regulating the permanent border regime to be followed
by the Contracting Parties, there is a second, somewhat related objective which
we should also consider. GATT signatories, operating within the terms of the
Agreement, are limited to a single tool, quantitative controls, to assist during the
correction of a temporary imbalance in the international payments. A more
flexible tool, and one that is less damaging to the ultimate objective of free
trade, may be desirable. I have pointed out elsewhere that a temporary border
tax on imports and/or an export payment might permit this flexibility. The
amount of this adjustment need not be related to the level or structure of a
country’s tax system, and could be determined, presumably in consultation with
trading partners, solely with reference to a country’s balance of payments
position.

Germany, in its response to the November 1988 currency crisis, has set an
example for this sort of provision. In recognition of its responsibility as a sur-
plus country, Germany has reduced the rate of its border adjustments below
its domestic tax rate and thus shown that there need not, in all circumstances,
be an exact relationship between the domestic tax system and the system of
border adjusments. Of course, it is easy for trading partners to accept this sort
of a change by a surplus country. Countries must be educated to accept the
opposite change on the part of deficit countries.

I must emphasize, again, however, that this search for a flexible and respon-
sive balance of payments adjustment tool to be used as a temporary measure
must be kept separate from the search for a set of equitable permanent border
adjustment rules. The two are not substitutes for each other, but rather are
complements in a package of trade-tax policy measures which are relevant in
the world of today.

Studies have also been made regarding the possibility of introducing a system
of border adjustment for the United States. Two approaches were considered.
The first approach would have invoived an export-import border adjustment for
the indirect taxes now being paid by American producers, which taxes contribute
to the costs of production of traded goods. These taxes include state retail sales
taxes on machinery and business services, and Federal and state excise taxes
on such items as motor vehicles and parts, petroleum products, and telephone
services when used by business concerns. According to our analysis, these taxes
amount, on the average, to about 2 percent of product prices, though they vary
widely among industries or product groups, from about 1 percent to over 4 percent.

The second approach would have involved border adjustments, limited to
charges on imports or payments on exports or both, unrelated to domestic taxes
and set at a level necessary to achieve the desired balance of payments result.
These border adjustments would not be a part of a value-added tax or other sales
tax, and would not involve any changes in domestic taxes. Rather, they would
simply be border adjustments at the rate thought appropriate in the existing
international setting. These border adjustments could be administered by the
Customs Bureau. The appropriate level for this purpose would have been deter-
mined on the basis of demand elasticity estimates for U.S. exports and imports.
These estimates would indicate the response in trade volume to a price change
consequent on the given border adjustment. Both solutions were rejected at the
time in favor of a multilateral approach.

A border adjustment of the second type would not be regarded as consistent
with the present GATT rules. An adjustment related to domestic taxes, that
involved in the first approach, would be consistent with the interpretations of the
GATT rules followed by many European countries. It would not, however, be
consistent with the interpretation which we consider more appropriate, because
it would include many taxes on transactions which are not directly related to
final products and because it would require considerable use of broad averages
to calculate the appropriate rates.
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Another type of unilateral response being currently advanced by some persons
in the United States is that of introducing a Federal value-added tax.! Such a
change in our tax system would have far-reaching effects. The proponents of
such a change generally suggest that this tax be used to replace a part of the
corporate income tax. They argue that a greater reliance, at the Federal level,
on indirect taxation would spur economic growth, result in a more efficient
utilization of capital resources, be more neutral (i.e., apply with equal weight to
all goods and services), provide a flexible tool for fiscal policy adjustments and
finally—and this is the primary argument in the view of many people-—lead to
an improvement in our trade balance by permitting a broadened use of border tax
adjustments.

For each of these arguments for the tax there is an answer. Thus, there is little
evidence, from recent European history, that a heavy indirect tax leads to a
faster rate of economic growth nor is there reason to suspect that the absence
of a broad-based national sales tax (for this, in fact, is what a value-added
tax is) has retarded our own growth rate, which certainly has been highly
satisfactory in recent years.

Regarding the alleged distributional inefficiency of the corporate tax, to the
extent that there are unwanted distributional effects of that tax many can be
corrected within the structure of the corporate tax itself, so that all of the ad-
vantages of the corporate tax need not be thrown out to eliminate a few
disadvantages.

The neutrality claimed for the value-added tax would be likely to prove at least
partially illusory. The European experience with value-added taxes has shown us
that substantial departures from generality, and thus from neutrality, are the
almost inevitable result of the political process necessary to establish the tax.
France, for example, applies four different rates under its TVA, and provides
special freatment for financial institutions, agriculture and small business. These
pressures for departures from generality would probably be particularly strong in
this country where, unlike most European countries, there is no tradition of
broad-based indirect taxation at the national level.

There is no reason to assume that a more rapidly responsive flexible fiscal
policy can be achieved by adding a TVA to our present tax structure. The record
of our 1968 10 percent tax surcharge shows that once the decision is made to
adjust taxes, the income tax can be adjusted quickly with full agreement on the
structure of the adjustment. The difficuities involved in reaching the basic de-
cision to adjust taxes, however, would be present regardless of the type of tax
being considered for adjustment.

Thus, I find the arguments advanced for a shift to a value-added tax or a sales
tax in the United States to be weak indeed. Moreover, the proponents of a Federal
TVA give hardly any consideration to the major disadvantages of a TVA: It
would be a far more regressive tax than the income taxes which it would replace.
even if adjustments in the tax base were made to reduce the regressivity (a
change which would also reduce the neutrality and allocative efficiency of the
tax). Assuming the TVA is shifted forward to a greater extent than the corpo-
rate tax, the substitution of TVA for the corporate tax would increase the
domestic price level and have a similar effect on labor costs through the action
of escalator clauses in labor contracts. The costs of compliance and collection
to both the public and private sector would be high. Assuming quarterly report-
ing with exemption for farms, medical services and certain financial services, the
number of returns per year to be processed would be between 25 and 30 million,
a 25 percent increase in the total number of returns now handled by the Internal
Revenue Service.

This entire discussion of the possible adoption of a TVA is, in a sense, too
narrowly focused. The initial question should be do we, in this country, need a
national broad based indirect tax? Only if this question is answered in the
affirmative should we then proceed to the question of the form which a national
sales tax should take—a manufacturer’s or wholesale sales tax, a retail sales
tax, or a value-added tax. A value-added tax of the form used in Europe is equiv-
alent in every respect but the method of collection to a retail sales tax. We
have acquired substantial experience in this country in administering a retail
sales tax, since such a tax is now in use in 44 states and a number of major

1For a full discussion of this issue, see ‘“A Value-Added Tax for the United States—A
Negative View,” by Stanley 8. Surrey, remarks before the 73d Congress of American Indus-
try of the National Association of Manufacturers, Dec. 6, 1968. Treasury release F-1427.
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cities. A retail tax, therefore, should be considered as a much more preferable
alternative to the value-added tax, if a decision is made to move in this direction,
since it would involve fewer firms in the tax collection process. The Kuropeans
have opted for a value-added tax because they feel, for a variety of reasons, that
they are unable to administer adequately a retail tax. We have already demon-
strated our capacity for administering such a tax. But 1 do not want to be mis-
understood—I am not suggesting a retail sales tax or any other kind of sales tax
for the United States. I am only saying if ever a decision is made that we adopt
a national sales tax for domestic policy reasons, it should take the form of a retail
tax.

Finally, there is the question to what extent, if any, a value-added tax with
full border adjustments may benefit U.S. trade. Clearly the benefit would be much
less than the full amount of the associated border adjustment. Trade would be
benefitted only to the extent of the sum of the non-shifted portion of the TVA
and the shifted portion of the corporate tax which it replaces. In any event, as
I have noted, the rate of the TVA would have to be quite high, in the general
range of the European rates in order for the trade effect to be significant. How-
ever, even a 10 percent rate would yield revenues in excess of the yield of our
total corporate tax. (Each 1 percent in the rate for a TVA for the United States
would yield $4 to $5 billion depending on the base.) The question, then, which is
not adequately considered by proponents of a value-added tax and which, in
my view, should be given a negative answer is this: Are the costs in domestic tax
equity and efficiency worth incurring in order to achieve a possible, and no more
than relatively small, trade advantage? As I have noted, there are other means
of achieving a trade improvement which do not impose such high costs on the
domestic economy.

THE USE OF SPECIFIC EXPORT TAX INCENTIVES

My comments thus far have been related to the question of the effects of over-
all tax structure on trade—what might be summarized as the “border tax adjust-
ment problem.” I would like now to comment briefly on a’ ‘second aspect of the
relationship of tax policy to international trade—the use of specific export tax
incentives.

The Treasury Department. working both alone and in cooperation with other
agencies, considered this question at great length. A number of possible tax incen-
tives related to exports were considered. These included a credit against income
taxes equal to some percentage of the value of a firm’s exports, or increases in
exports ; additional depreciation allowances or investment credits on assets used
in export production or in production for increased exports; and additional de-
ductions for current expenditures incurred in the promotion of exports.

These were rejected for one or more of several reasons. The introduction of
a tax credit or other form of tax incentive for export trade would make it difficult
to resist similar tax incentives for other, equally worthy social or economics
objectives. But such a proliferation of tax incentives would quickly erode the
revenue base and seriously weaken the income tax as an effective fiscal policy
tool and as an efficient and equitable tax.

These incentives could generate the charge that we were in a position of violat-
ing the GATT subsidy rules. This could well lead to retaliation by our trading
partners, both unilaterally and multilaterally, under the terms of the GATT. Such
retaliation could neutralize any initial benefit which we might achieve from the
incentive, and there is no assurance that we would not, in fact, come out as the net
loser from such an exchange. In addition, we would be placed in the difficult
posture of arguing that the rules should be changed, while we were, at the same
time, being charged with violation of those rules.

Furthermore, even abstracting from the problem of retaliation, it cannot be
shown convincingly that any of these incentives would be able to produce a sub-
stantial increase in exports except at a substantial budgetary cost. The effect on
exports depends in large measure on the assumption one makes as to the elas-
ticity of demand for American exports. If. as many suggest. this elasticity figure
is in the neighborhood of —2. the increase in exports resulting from a tax credit
equal to a percentage of the value of exports would be roughly equal to the reve-
nue cost if the full effect of the credit is reflected in export prices.’ If the tax

2 A demand elasticity measures the responsiveness in demand to small changes in the
price of a good. An elasticity of —2 denotes that with a 1 percent decline in price, the
quantity demanded increases by 2 percent. If. therefore, a tax credit equal to 3 percent of
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reduction serves to increase export profits, rather than reduce export prices, the
resulting increase in export effort could generate a greater increase in exports.

The implementation of these proposals would create difficult administrative
problems. In order to provide the greatest return per dollar of lost revenue, any
export incentive should be placed on an incremental basis, i.e., related only to
increases in exports, increases in export promotion expenditures, ete. This ap-
proach, however, raises a variety of problems associated with establishing an
equitable base period. As an example, I have only to refer you to our past experi-
ence with excess profits taxation. An incremental basis also creates an incentive
to firms to create new export subsidiaries or to otherwise shift the channels for
exports in order to benefit from a low level of base period exports, though there
may be no increase in total U.S. exports.

If an incremental basis is not used, then substantial windfall gains to some
exporters would result, as they receive tax benefits for activities which they
would be carrying on in the absence of the incentive. This, clearly, would be a
costly and inequitable way to promote exports.

The question of who receives the tax relief must also be considered. If the bene-
fit accrues to the actual exporter, we can expect to see a disruption in the
established exporting patterns as manufacturers assume exporting functions
previously carried out by independent export merchants, in order to increase their
tax benefit. This can have a deleterious effect on exports, as the merchants who
have developed overseas markets and have the knowledge and experience to ex-
ploit them are displaced by manufacturers who have less exporting experience.
If the tax benefit goes to the manufacturer. (and which manufacturer—that of
the components or that of the end product) regardless of who does the actual
exporting, the difficult administrative problem of tracing exports is created.

CONCLUSION ON THE RELATION OF TAX POLICY AND TRADE

I might summarize my remarks on the relationship between tax policy and
trade with the following thought: Domestic taxes should not be viewed merely
as tools which can be shifted back and forth in order to affect balance of pay-
ments adjustments. If the rules governing international trade are such that they
impose undue constraints on the determination of sound domestic tax policy or
dictate the direction of such policies, thus requiring a country to accept second-
best alternatives in terms of tax equity or administration, then these rules
should be changed. I can conceive of few, if any, cases where a change in do-
mestic tax law purely for balance of payments purposes would be appropriate,
as long as there are other means available to achieve a similar objective. Unless
the tax change in itself is desirable for reasons of domestic tax equity, tax
administration or fiscal policy, it should not be undertaken.

II. Tax Poricy AND FOREIGN TRAVEL

I turn now to another facet of the relationship of tax policy to the current
account of our balance of payments—the potential use of tax policy to affect our
net travel balance.

Foreign travel by U.S. residents constitutes a large minus item in our balance
of payments. The latest review of the travel account by the Department of Com-
merce for the year 1967 estimates that U.S. residents spent over $4 billion for
travel in foreign countries and for payments to foreign carriers. Foreign residents
traveling in the United States in turn are estimated to have spent $1.9 billion in
this country and as fares to U.S. transocean carriers as part of a visit to this
country. On a net basis, this works out to a deficit in the travel account of over
$2.1 billion. We do not expect any improvement for 1968, as compared with 1967,
despite the fact that the 1967 deficit reflected an unusually large increase because
of the attractiveness of Expo 67.

Our travel account deficit has been growing bit by bit for a long time. Going
back ten years ago to 1958, the deficit as computed by the Department of Com-
merce was $1.4 billion. It has been estimated that by 1975 it could, if unchecked,
exceed $4 billion if the trend is not altered while our receipts from foreign trav-
elers have been growing at a faster rate than our expenditures for foreign travel,

the value of an export were fully passed on in the form of a 3-percent reduction in price. the
quantitv demanded of that product would increase by 6 percent. However. total receipts
wonld rise by less than 6 percent. since each unit purchased would be valued at the lower
price. The increase in balance-of-payments receipts in this case works out to he approxi-
mately equal to the aggregate reduction in price which is, by assumption, equal to the
aggregate reduction in revenue receipts,
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the absolute dollar gap can widen for a long time because the growth of our
expenditures started from a much larger base than that of foreigners.

The President in his 1968 New Year's Day Message to the Nation on the
balance of payments recommended reduction of the travel deficit by $500 million
in 1968. This result was to be achieved by attracting more foreigners to travel
in this country and by a reduced level of travel expenditures by U.S. residents
to foreign countries outside the Western Hemisphere. The President asked for
voluntary restraint by U.S. residents and legislation if this seemed appropriate.
On a long-term basis we have always recognized, of course, that the solution to
the travel deficit must largely be sought through expansion in the number of
foreign visitors to the United States.

A number of steps have been taken to attract more foreign visitors to the
United States in accordance with the report last February of the Industry-
Government Special Task Force on Travel. Here our task is one of maintaining
the momentum of a going program ; and, in part, this means adequate financing
of the Federal tourist agency—the U.S. Travel Service.

The other side of the coin is less cheerful. As the 1968 Progress Report of the
Treasury on Maintaining the Strength of the United States Dollar in a Strong
Free World Economy points out, . . . our progress in the travel area has been
one of the most disappointing parts of our 1968 balance of payments program.”

Last February Secretary Fowler recommended a three-part travel tax pro-
gram. On a permanent basis the program would have provided an extension of
the present 5 percent tax on domestic air tickets to all airline transportation
and a reduction in the $100 duty-free tourist exemption and the $10 exemption
for gift parcels arriving by mail. Then, for trips outside the Western Hemisphere,
it was proposed that a tax be levied on water transportation and on tourist
expenditures abroad in excess of a minimum amount.

A bill reducing customs exemptions and extending the 3 percent ticket tax to
all air travel was passed by the House, but no action was taken by the Senate
Finance Committee.

The letter of December 17, 1968 by Secretary Fowler as Chairman of the
Cabinet Committee on Balance of Payments to President Johnson re-emphasized
the necessity to commence the long-term efforts needed to halt the mounting
trend in our travel deficit. He noted the need for adequate budgetary funds to
stimulate foreign travel to this country.

III. TreasurRy Tax Poricy RESEARCH STUDY ON OVERSEAS MANUFACTURING,
INVESTMENT, AND THE BALANCE OF PAYMENTS

There is one further point which I would like to raise with you dealing with
the restraint of foreign direct investment. Though it is not a current account
problem, it is clearly a related issue.

One effective program that we have pursued in the interest of achieving
some short-term improvement in our balance of payments has been the program
governing direct foreign investment. In 1988 the Treasury Department released
a study entitled “Overseas Manufacturing Investment and the Balance of Pay-
ments,” written by Professors Gary C. Hufbauer and F. Michael Adler. This
study investigated in detail the effect of direct foreign investment on the balanece
of payments, and the study results indicated that a full payback, in balance of
payments terms, of an overseas direct investment would require a period of up
to 8to 10 years to be achieved. This study has been subjected to some criticisms
by two industry associations representing foreign investors, the National Foreign
Trade Council and the Machinery and Allied Products Institute. The substance
of payments, and the study results indicated that a full payback, in balance of
payments loss associated with the initial investment is considerably shorter than
estimated by Hufbauer and Adler. The viewpoint published by the National
Foreign Trade ‘Council in particular would suggest that the recoupment period
is as short as two years. Many of the criticisms as to methodology and analysis
appear wrong. Those which appear to have validity do not significantly alter
the Hufbauer-Adler results. For the information of the Committee I would
like to include in the record of the hearings at this point, as a supplement to this
statement, a detailed discussion of these criticisms.



50

A VALUE-ADDED TAX FOR THE UNITED STATES—A NEGATIVE
VIEW?

Tax meetings this year have found a new topic for discussion—or what is
advertised as a new topic: Should the United States have a value-added tax?
The question appears to be a new one when so phrased, especially since some
speakers seldom bother to explain what a value-added tax is and how it func-
tions. But if the topic were phrased more accurately “Should the United States
have a national sales tax?”, then we would at once perceive we simply are carry-
ing on a discussion that has been with us for three decades or more—and posing
a question to which the answer has consistently been in the negative.

The value-added tax properly comes in only as a subtopic: If the United States
is to have a national sales tax, should it take the form of a value-added tax or
some other form, such as a retail tax, a wholesale tax or a manufacturers tax?
Nor, really, when put this way, is the subtopic a new one. Treasury Department
files contain a lengthy analysis of the value-added tax made in 1941, when con-
sideration was being given to the choice of tax measures to finance military
expenditures.

BacKGROUND—EUROPEAN USE OF VALUE-ADDED TAXES

What is new today is that the European countries are in the process of adopting
value-added taxes—France has had one for many years, Germany adopted one
this year, the Netherlands, Sweden and Belgium will do so next year, and so on.
But a word of perspective is in order. All of these countries have had a national
sales tax of one form or another for many years, usually the inefficient turnover
tax. Hence the main topic for them therefore was not whether to have a national
sales tax but whether—in order for them to harmonize their tax systems under
the European Economic Community—they should adopt the value-added form
of sales tax as the common denominator. For reasons growing out of their
political and tax histories, which in some countries involved the inability to effec-
tively collect a mass income tax, they had already chosen to utilize high rate sales
taxes. The significant point is that they were concerned with the subtopie, i.e.,
the form of a sales tax to achieve harmonization, and not the main topic, should
there be a sales tax at all. They had answered that question, as T have said, many
vears before, for their national sales taxes go back at least to post-World War I
days.

Now we all know what is a retail sales tax—forty-four States and some cities
have this tax. We also know what is a wholesale sales tax and we know what is
a manufacturer’s sales tax. What then is a value-added tax? A valued-added tax
is merely a complex method of collecting a retail sales tax.! Using the recent
German tax as a model, let me explain how it works:

The German tax is imposed at a 11 percent rate on almost all sales of goods
(and some services) by any business. Let us start with a manufacturer : He ap-
plies an 11 percent rate to his total sales to find the preliminary tax due. From
this he subtracts the taxes he has paid on his purchases and the net is payable
to the Government. In essence, the tax is thus on the “value-added” by him as
represented by the difference between the value of his total sales and the value
of his total purchases. “Purchases” include all types of goods (and some serv-
ices)-—components either as raw materials or semi-processed goods ; capital goods,
such as plant machinery and equipment ; goods used up in manufacture ; business
furniture, etc. The manufacturer, of course, will bill his wholesale customer for
the 11 percent tax on the sales price of the articles he sells, just as the manufac-
turer was earlier billed 11 percent on his purchases from his suppliers. The tax is
invoiced separately on all sales and is thus not hidden in the sales price.

The process is repeated at the wholesale stage—the wholesaler pays the Gov-
ernment 11 percent of his sales less the taxes paid previously by the wholesaler

3 Remarks by Hon. Stanley S. Surrey. Assistant Secretary of the Treasury, before the
73d Anpual Congress of American Industry of the National Association of Manufacturers,
the Waldorf-Astoria, New York. N.Y., Friday. Dec. 6. 1968.

4 The anthorities recornize the value-added tax for what it is—a sales tax. For example,
a publication entitled “Tax Harmonization in Europe and U.S. Business,” published this
vear by the Tax Foundation, contains the flat statement “The consumption tyvpe of value-
added tax (one in which capital equipment items are deductible) can be described as a retail
sales tax.”” A 1ook at the index of a recent public finance hook. “Modern Public Finance.”
by Bernard P. Herber. Richard D. Irwin, Inc.. Homewood, I11., 1967, for value-added tax
encounters the familiar instruction, see “Sales taxes.”
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on his purchases—and the wholesaler then bills the 11 percent tax to his cus-
tomers. But of course no pyramiding should occur since the taxes paid by the
wholesnler are kept apart from the price of the goods he purchased and he can
subtract this tax cost. The process is repeated once again at the retail stage—
the retailer pays the Government 11 percent of his sales, less the taxes the
retailer paid—and of course the retailer charges his customer for the 11 percent
tax. The process ends there if the retail sale is for personal consumption—food,
an automobile, furniture, clothing, But if a business concern buys the article
for use in its business—say an automobile or a desk—the process begins again
as the concern will subtract the tax on the automobile or desk from its tax bill.

There is one additional important facet to note: Under the German system,
tax is due each month. Suppose a concern has paid more tax on its purchases than
is due on the sales to its customers—its sales may be slow, for example. The
Government then makes a refund each month of any excess tax paid. so that
the cost of carrying the value-added tax is not borne by the concern beyond a
month or two.

All this adds up to an 11 percent retail sales tax on personal consumption—
the 11 percent value-added levy is designed to be passed along from concern to
concern until the consumer is reached and he is left with the tax. The 11 percent
tax is not intended to enter into the price structure until that final sale—until
then it is a tax item that accompanies each sale, is kept separate on the books,
and is so indicated. If the tax item is not promptly moved along the business
chain, the Government refunds it promptly. (If a concern has to finance the
tax during this month or two, this financing cost would enter into the price
structure.)

SHOoULD THE UNITED STATES HAVE A NATIONAL SALES TAX—DOMESTIC
CONSIDERATIONS

Against this background, let us return to the main question: Should the
TUnited States have a national sales tax? Proponents of the idea have two
courses of action open. One is to argue that our tax system should bring in
more revenue and the added revenue should come through a sales tax. They
seldom take this route however. What arguments there are for higher tax
revenues come from those seeking greater Federal expenditures to meet so-
cial problems, and the proponents of value-added sales taxation are usually
not in this camp, but rather most likely to be in the camp of reducing Federal
expenditures. Moreover, if we need higher revenues, our Federal income tax
system is capable of producing those revenues.

The other course of action is to say the sales tax should be substituted for
part of the income tax, generally the corporate tax. So the general question
comes down to: Should we reduce, for example, our corporate tax to about
30 percent and make up the $15 billion in revenue through a 3 percent sales
tax?

What would the United States gain through this change? Those who sup-
port Federal use of a value-added tax generally start by stating that the
United States should derive a larger portion of its revenue from indirect taxes,
that is, sales taxes. This view is often supported by resort to foreign exper-
ience. If certain foreign countries relying heavily on indirect taxes are grow-
ing relative to ours, the conclusion is drawn that the faster rate of growth is
the result of the emphasis on indirect taxation. This argument in turn is usual-
1y associated with the idea that substitution of a tax on sales to raise part
of the revenue now derived from the corporate income tax would stimulate
growth through enhancement of the profitability of investment in corporate
equity. If foreign examples are not favorable, the enhancement of corporate
investment to stimulate growth is presented alone.

But if one looks at the tax systems of various industrialized nations over a
period of time and relates them to the rate of growth of their economies, there
seems to be no relationship—or one strong enough to be observed in the total effect
of all factors—as is sometimes claimed to exist between the components of the
tax system of a country and its economic growth. Of course, the tax systems
of countries do have economic consequences or President Johnson wouldn’t have
proposed the recently enacted surcharge to help restrain our overheated economy.
But to say that heavy reliance on indirect taxes compared to direct taxes is a
significant factor in economic growth is a naive view of a complex problem. As a
matter of fact, one would be just as naive to say that the reason the United
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Kingdom has had a relatively slow rate of growth in recent years is because
it raises a high proportion of its revenues from indirect taxes. France is another
country with a high indirect tax ratio—the highest in Europe—which has had
considerable problems in maintaining an adequate growth rate over the years.

On the other hand, we have been doing pretty well in the United States as far
as growth is concerned—at least for the past eight years—and we do not have
a national sales tax. While there were significant changes in the Federal income
taxes and excises in the last eight years, the emphasis of our Federal revenue
system on individual and corporate income taxes was not changed. We believe the
revisions made, especially the investment credit and the depreciation guidelines,
are in considerable part responsible for our eight years of economic expansion.
During the period from 1960 to June 1968 employment increased by 13 million
persons or 20 percent. Unemployment declined from 6.7 percent of the labor force
in 1961 to less than 4 percent today. Business investment for new plant and
equipment increased from less than $36 billion in 1960 to the current level of
365 billion. And gross national product grew by 46 percent in terms of constant
dollars between 1960 and the third quarter of this year. The business profits
picture has been bright indeed in these eight years. Corporate profits after
taxes were less than $27 billion in 1960—the annual level for the third quarter of
1968 was $51 billion. So it is hard to see how one can complain about the absence
of a sales tax on grounds of economic growth here in the United States.

Such facts as these naturally have required the more sophisticated pro-
ponents of greater reliance on indirect taxation to minimize pure growth as an
argument for changing the character of our Federal tax system. A more subtle
variation of the growth argument then is that the corporate income tax leads
to tax induced distortions in the flow of capital that lowers the total efficiency
of the economy. Then there are those who merely stand by the old assertion
that the corporate income tax is so high as to be unfair to corporate equity
owners.

The argument as to the “fairness” of taxing corporate income and the incen-
tive and distributional effects of such taxation will continue as long as there
is a corporate tax. Far be it for me to try to deny that a separate tax on cor-
porate profits does not have capital distributional and incentive effects. It does
and some could be corrected by appropriate revisions in our corporate tax
rules. But the real question is whether there are advantages to corporate profits
taxation which offset the disadvantages. I believe so. The history of corporate
income taxation in this and other industrialized nations has shown that there
is a significant tax-paying capability inherent in the corporate structure. And
the taxation of corporations and their dividends hardly seems to noticeably
dampen the advantages that investors find in corporate equities. Moreover, if
we desire to adjust our income tax structure to tilt it, or rebalance it, or what
you will, so as to favor investment, there are ways to accomplish this—witness
the investment credit—without having to resort to an entirely new tax.

Since proponents of a value-added tax for the United States so often refer
to the tax system of foreign countries as a precedent or model for the use of
indirect taxes, I wonder why, if they are so worried about the level of our cor-
porate tax, that they so conveniently ignore the corporate tax rates in the same
countries. Heavy reliance of a country on indirect taxation does not mean low
corporate rates. Both Germany and France have a rate of over 50 percent on
undistributed corporate profits. The United Kingdom’s rate is in the 40’s. More-
over, we have reasonable assurance from United States firms with international
operations and through our data on the foreign tax credit that the effective
rate of European corporate income taxes is quite comparable to that of the
United States.

One is tempted to deduce from this that there is a type of Parkinson’s law
in taxation, to wit, for every type of taxation used by a Government the legis-
lators will find expenditure needs that require raising the tax rates to the maxi-
mum politically tolerable level. In any case, anyone interested in substitution
of a value-added tax for part of the corporate income tax should very care-
fully consider the overall tax burden in foreign countries. He will find that
every European country (with Switzerland the only exception) raises a far
higher amount of taxes, in relation to GNP, than does the United States. Is it
because they have both income and sales taxes at the national level and we
have only the income taxes?

Certain virtues have been claimed for the value-added tax in the name of
“neutrality”. Neutrality means a great many things to different people and it is
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surrounded with a highly favorable semantic aura. As best I can judge, the
claim for neutrality comes down on final analysis to the contention that all end-
products and services would be taxed at the same rate. This only means that
the value-added tax like any other sales tax may theoretically be designed—
although this doesn’t happen in practice—not to be selective and not to discrimi-
nate among goods and services. For the business sector, the neutrality of the
value-added tax simply means the neutrality of the nontaxpayer—for the value-
added tax is not designed as a tax on business, but merely casts the business
unit in the role of a collector of taxes from the ultimate consumer.

Let us take a closer look at the supposed advantages of neutrality. The value-
added tax is claimed to apply equal burdens on businesses in both profit and
loss positions, thus removing the corporate tax immunity of a loss enterprise. The
claim is also made that with a value-added tax, unlike the corporate income
tax, industries presently enjoying a preferred tax position as well as those not
occupying a preferred tax position will begin to pay the same tax. These claims
obscure what is now happening under the corporate tax and what would happen
in the event of a switch to a value-added structure.

The corporate tax now applies with different weight among firms and in-
dustries depending upon their profit status and the tax rules that have evolved.
These differentials would be reduced pro tanto with the lightening of the cor-
porate tax. Instead of being corporate taxpayers these buisnesses would all be
intended to become, under the structure of the value-added tax, as I have
just indicated, tax collectors from final consumers.

In the same way a switch from the corporate tax to value-added taxation
would result in different benefits as between corporate and noncorporate sectors
and activities, the benefits of course going to those activities now predominantly
conducted in the corporate form. There would be no relief for those now operating
in the noncorporate form. All, however, would become collectors under the
value-added tax as distinguished from actual burden bearers.

We might also look more carefully from the standpoint of neutrality at what
would happen to different industries and business units in their new role as fax
collectors under the value-added tax system. Elasticities of demand for different
goods and services are not the same, so that even a flat rate of value-added tax
is not neutral except in a highly formal sense. In practice, consumer response
and sales volume changes will vary as between industries, and this consequence
might not appeal to many who may have been initially beguiled by the neutrality
argument,

In practice, also, “neutrality’” in the various value-added tax countries has
rvielded to a structure of preferential rates, so that even the equal consumer
tax rate claim of neutrality would seem highly problematical. If we look at the
political realities and the use of the value-added tax abroad, they discriminate
among types of product and exempt some activities. In view of this background
and the trend in State retail sales taxation, we would foresee some type of
exemption for food and medicine along with medical and hospital services, edu-
cation, and similar activities in the event of any value-added tax experiment in
this country. No matter how desirable we may consider these exemptions, they
detract from the purported neutrality of the value-added tax for a significant
proportion of consumer expenditures.

Furopean value-added taxes reveal, as I have suggested, important departures
from “neutrality.” The German tax, probably in large degree because of tech-
nical problems, exempts financial institutions. The French tax exempts them,
but includes a special tax on part of their activities. Small firms are another
special aspect. In France, small businesses can pay a flat sum instead of com-
puting tax on value added. The French tax has four rates: a normal rate; an
increased rate for luxury items; an intermediate rate for certain utilities, hos-
pital care, certain food stuffs, etc.; and a reduced rate for widely consumed
foods, tourist hotels, etc. The German tax has two rates: a general 11 percent
rate and a 5% percent rate for agricultural products in general.

One should not overlook the fact that the changes involved in adapting to a
value-added tax structure would have differing impact on different sectors of
the economy and would require some time to complete the resulting economic
adjustments. The initial effects of substituting a value-added tax for part of the
corporate income tax could thus be far from ‘“neutral” as between different
business firms and industries.

Another argument for a value-added tax used by some—indeed, it seems to
be the only argument that Professor Harberger strongly advances for the
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tax 2—ig its potential as an instrument of flexible fiscal policy. The claim is
made that there is only one way to change its effect—raise the rate up or down—
while there are many ways in which income taxes can be adjusted and thus
controversy and delay are bound to ensue if the latter are used for counter-
cyclical adjustments. But this view underestimates the ability of legislators to
find ways in which to, vary a tax—one can readily imagine some legislators
insisting that only the value-added rates on “luxury goods” should be raised
when a temporary tax increase is needed, and so on. (Witness the recent French
changes in which each of the four different rates in the French value-added tax
was changed by a different amount.) Moreover, the statement that necessary
adjustments would be effected more speedily for a value-added tax than for
an income tax because the character of the income tax adjustments—should it
be the individual tax or the corporate tax, should the progression be altered,
should exemption levels be changed?, ete.—is always controversial and hence
involves delay is simply wrong,

The history of the 10 percent surcharge clearly demonstrates this. The lengthy
legislative gestation period for that surcharge was caused by differences of
opinion as to the economic outlook and fiscal policies, especially expenditure
policy, and not as to the details of the change as such. Indeed, in the whole
period of eleven months in which the surcharge was before the Congress, the
Tax Committees spent less than one-half hour on the details of the surcharge
recommendation, and this was on the last day of the Conference Committee dis-
cussion. Moreover, the final product varied hardly at all from the form recom-
mended by the President. The debate was entirely over the need for the sur-
charge and whether it would be accompanied by expenditure restrictions—and
any consideration of a comparable change in a value added tax would have been
subject to exactly the same debate. Our problems relating to the use of the
income tax for countercyclical purposes are not problems of technique or
mechanies.3 They are issues of fiscal policy at the political level—differences
between Presidents and Congresses over the fiscal policies to be pursued—and
the nature of the tax involved will not alter those issues.

I thus can find no persuasive reasons to shift to a national sales tax. The Con-
ference Report of the National Bureau of Economic Research and the Brookings
Institution in 1964 on the subject of “The Role of Direct and Indirect Taxes in
the Federal Revenue System” ends with the same conclusion : “It is hard, then,
to find much support for more reliance on indirect taxation in the record of the
conference, even though some participants came, and left, with a disposition to-
ward this view.”

Indeed, there are a number of persuasive reasons against such a shift. It would
mean the substitution of a regressive tax for a progressive tax and on equity
grounds this would be a distinetive step backwards., Value-added tax proponents
meet this objection in three ways. One course is to argue that the corporate tax
itself is shifted forward, so no change in regressivity would be involved. This
argument of 100 percent forward shifting of the corporate tax is of course diffi-
cult to sustain, and if true would undermine the argument by some proponents
that shifting to a value-added tax would increase after-tax corporate profits,
Another course is to acknowledge some increase in regressivity but consider this
a lesser disadvantage than the purported advantages of the tax in fostering eco-
nomic growth and giving corporate investors more ‘‘reasonable” tax treatment.
But this defense is only as good as those “purported advantages” and as shown
above they do not carry the needed weight.

A third course is to minimize the regressivity objection, either by arguing that
the degree of regressivity would not really be burdensome or by suggesting that
it. could be removed by appropriate exemptions, particularly one for food. There
also is another “anti-regressivity” approach to sales taxation which could be
used, although I personally have not seen it mentioned in connection with value-
added tax proposals. This is the annual income tax credit (or refund if no in-
come tax is due) that has been introduced by six of the States with sales taxes.
But a food exemption, or a personal credit or refund system, would only roughly
compensate for the regressive feature of a value-added tax. The device of a food

2 Harberger. “A Federal Tax on Value Added. in the Taxpayers’ Stake in Tax Reform”
(Chamber of Commerce of the United States. 1968). p. 21, L

3The recent Brookings book, Agenda for the Nation, contains in an article by Herbert
Stein a proposal to use systematically a positive, negative, or zero surcharge on income
taxes as a countereyclical device.
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exemption, for instance, would give a larger advantage to the family which, for
whatever reason, spent a larger proportion of its income on food than another
unit with the same income. The device of a per capita credit or refund system
would benefit most those units which put a larger portion of their income to
nontaxable uses, such as savings.

As a practical matter, any measure instituted to minimize or remove the regres-
sive effect on consumers of a value-added tax would still leave the tax less pro-
gressive than the corporate tax which it is intended to supplant. Here, of course,
I am assuming that a considerable portion of the corporate income tax is not
shifted forward.

The addition of a new mass Federal tax also has its costs in taxpayer com-
pliance and administration. The proponents of a value-added tax tend to gloss
over this factor—and indeed they would be well advised not to discuss it. They
admit there will be the start-up problems associated with any new tax. Since
this is an admitted problem, I will not elaborate on it except to say that putting
into effect a tax which is as pervasive as a value-added tax could be a real
administrative task because of the large number of units involved.

Let us skip over the initial process and assume that the tax is in working
order. The first aspect to be noted is that the number of returns to be handled
would run between 25 and 30 million a year, about a 25 percent increase in the
present level of returns now processed by the Internal Revenue Service. This
figure assumes quarterly returns (as in the case of excises) with exemption for
farms, medical services, and certain financial services. Without these exemptions.
the number of returns would be increased by another 15 million. Taxpayers
would be burdened with a number of new tasks. If we followed our present
excise tax procedure for current payment, and I see no reason why we would
not, they would have to compute and pay their tax liability to bank depositories
twice a month. Internal bookkeeping of firms also would be increased by the
need to keep records of the tax paid on purchases.

The United States all in all probably has the world’s most carefully structured
and administered income tax. Is it because it is essentially our only national tax
and therefore we work hard at continually improving it? The European countries
must spread their efforts over both an income tax and a sales tax. The more
children in a family, the less attention each gets.

To sum up this part of the discussion, from a domestic point of view it is hard
to see how a national sales tax has anything to offer for our Federal tax system.
It would add another large layer of work for taxpayers and the Internal Revenue
Service without any reduction in current workloads. There seem to be no off-
setting economic benefits to be gained that cannot be accomplished without that
step. Substitution of a sales tax for part of the corporate income tax (or the
individual income tax for that matter) would lessen the equity of our Federal
tax system.* And our experience in recent years shows that the necessary degree
of economic growth can be assured within the structure of our income tax
system.

Clearly, a proposal for a value-added tax would involve a political battle of the
first order. The Democratic Party platform for 1968 stated :

“The goals of our national tax policy must be to distribute the burden of
government equitably among our citizens and to promote economic efficiency
and stability. We have placed major reliance on progressive taxes, which
are based on the democratic principle of ability to pay. We pledge ourselves
to continue to rely on such taxes, and to continue to improve the way they
are levied and collected so that every American contributes to government
in proportion to his ability to pay.”

The AFI-CIO platform proposals presented to the two conventions in 1968
were specific on this issue:

“All efforts to make inroads on the progressivity of the federal tax struc-
ture should be repulsed. These include proposals for a national sales, trans-
action, or value-added tax.”

Many business groups and businesses would also oppose the tax. Our country

would not be well-served by provoking such a political battle for a tax that has
so little to offer to our tax system.

¢ If we are looking around for taxes to be substtuted for, it would s

€em more appropriate
to offer the Federal payroll taxes as a candidate rather than the income taxes. pprop
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All in all a sales tax is a second-best tax to an income tax, and why do we
need a second-best tax.®

A RETAIL TaAX Is PREFERABLE TO A VALUE-ADDED TaAx

So, as to the major topic, “Should the United States have a national sales tax?”,
I would answer in the negative. But even if the answer were yes, why should a
value-added tax be chosen as the form of the sales tax? Why not a retail sales
tax?

In the United States, forty-four of our States have retail sales taxes. So do
some of our cities. Over 97 percent of our population live in States with sales
taxes. Over 97 percent of our retail establishments are located in States having
such taxes. Thus, today, a retail sales tax is being administered in the United
States—and successfully administered. Therefore if the Federal tax system is
to have a national sales tax, why not simply use the retail tax structure we
already have. We could adopt a national retail tax and allow uniform credit of
so many points for State sales taxes. States that wanted a higher rate than the
credit could “ride” the Federal tax.

What is gained by having a value-added tax rather than a retail sales tax?
As far as I can see, the answer is more paper work and administrative chores—
and greater temptations for exemptions and special rates.

As pointed out earlier, the end result of a value-added tax is that the retailer
collects the tax from his customers. Let us assume a 5 percent rate. Under a 5
percent retail sales taz, a retailer collects 5 percent of the sales price from its
customers and pays the full 5 percent to the Government. That’s the end of the
matter. Under a value-added taz, a retailer first pays 5 percent to its wholesaler
on goods purchased, then collects 5 percent from its customers on the retail price
and pays the net difference to the Government. Thus, if the wholesale price is
$70 and the retail price is $100 before tax, the retailer pays the wholesaler $3.50,
collects $5 and pays $1.50 to the Government. Clearly the retailer is worse off,
since it has had to carry the cost of paying the $3.50 until it makes the sale to
its customer, whereas under the retail tax the retailer pays nothing until a sale
is made.

Clearly the Government is worse off because it is collecting the 35 in bits and
pieces: $1.50 from the retailer; say $1.00 from the wholesaler (suppose the
manufacturer’'s price is $50—the wholesaler collects $3.50 from the retailer but
has paid the manufacturer $2.50, leaving a net of $1.00); say $1.50 from the
manufacturer and the rest from various suppliers of the manufacturer. While
the Government gets part of the $5 in earlier, it has the administrative problems
of dealing with all the other units in the productive process. These units in
turn—wholesalers, manufacturers and suppliers are all involved in paper work
under the value-added tax whereas they are free of it under the retail tax. The
retailer itself has an additional burden under the value-added, for it must keep
track of purchases and sales alone whereas only sales records are involved in
a retail sales tax.

Hence it is really nonsense for a country with an already functioning retail
sales tax structure to add a value-added structure that collects in more complex
and burdensome fashion the amounts that could be collected under the retail
sales tax procedure.

Proponents of the value added tax like to say the tax is a “form of tax on
business.” This is pure obscurantism. It is a tax on household and other non-
business customers and all the rest is paper work and accounting imposed on
business to end up with the retailer collecting the tax from the customers. Maybe
a country that can’t collect a retail tax successfully takes out insurance against
too much revenue being lost in poor compliance at the retail level by collecting
a tax at least at the wholesale and manufacturer’s level. But a country that
can collect a retail tax doesn’t need all this wasteful paraphernalia.

5 Prof. John Due, an acknowledged authority on sales taxes, has concluded: “On the
who'e. the sales tax must be regarded as a second-best tax—one to be employed only if
various circumstances make complete reliance on income and other more suitable taxes
undesirable. A carefully designed sales tax is not perhaps as objectionable as it was once
regarded; it offers definite advantages over widespread excise tax systems, with their
inevitable discrimination among various consumers and business firms and their tendency
to distort consumption patterns; and it is definitely superior to high rate ‘busness’ taxes
with uncertain incidence and possible serious economic effects. But it must be regarded as.
secondary to income taxation, in terms of usually accepted standards of taxation.” Due,

Sales Taxation (1957) 41.
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INTERNATIONAL CONSIDERATIONS

Let us now return to our main topic—Should the United States have a na-
tional sales tax? The discussion above states my view that on the basis of
domestic considerations such a step would not be desirable and would not be
an improvement in our Federal tax system. The next question is whether, if
we accept this conclusion, should the answer nevertheless be altered because
of international considerations? Many proponents of a value-added tax would
reply in the affirmative, and indeed rely on international considerations to dif-
ferentiate the present discussion of the need for a sales tax from the previous
debates on that subject in this country. This reliance on international considera-
tions is based on the structure of a value-added tax as applied to international
trade.

In examining this structure, let us first consider exports. A country with a
value-added tax, while recognizing the effect of the tax on domestic prices,
will attempt to prevent the tax from increasing export prices. It does so by
not requiring a manufacturer (or other exporter) to pay the value-added tax
on its exports. It also rebates to that manufacturer (or exporter) the value-
added taxes it has paid to its suppliers so that it does not incur those tax
costs for its exports. Step two, however, is not unique to exports, for the manu-
facturer selling in the domestic market also receives a rebate of its tax costs.
At the same time, the country will see that imports are subject to the value-
added tax by imposing a border tax on the imports equal to that tax, thereby
making imports subject to the same tax as domestically produced goods. There
is nothing mysterious or tricky in this approach. We do the same in the United
States for our single stage manufacturer’s taxes on automobiles, cigarettes,
alcohol, and so on-—namely, rebate the tax (if previously paid) on that part
of the output which is exported and collect an equivalent excise tax on imports.

Why then is it said that a county bhaving a value-added tax is favored thereby
in its international trade. Some business concerns and groups have a simple,
first level answer—they say that a German exporter of machine tools, for
example, is exempted from an 11 percent value-added tax if it sells for export
but not if it sells domestically, so that exports are favored by the 11 percent
differential. This simply means, however, that a German exporter of machine
tools does not pay a sales tax in Germany—but neither does a United States
exporter of machine tools pay a sales tax in the United States. Hence both in
this respect are on the same basis. They also say a German exporter receives
a rebate of 11 percent of the cost of its purchases, while the American exporter
does not. But the German exporter has paid taxes equal to that 11 percent
rebate, while the American exporter did not. So in this respect they also end up
on the same basis.

And so it is with imports—machine tools coming into Germany must pay an
11 percent tax because machine tools produced in Germany pay that tax.
Machine tools coming into the United States do not face a border tax in the
United States because machine tools produced in the United States do not pay
such a tax.®

Clearly we must look beyond these first level contentions to find an interna-
tional trade effect. Some proponents of a value-added tax assert that while this
system of border tax adjustments keeps that tax from affecting international
prices, we in the United States—who do not have a sales tax but do have a
corporate tax—do not have comparable border tax adjustments to reflect that
corporate tax. But this argument bhas validity only if the corporate tax is
shifted forward in prices and thus, without the rebate, would affect the export
price—a point we can consider in a moment. At any event, since the principal
European counrties also have corporate taxes at about the same effective level.
they are in the same posture in this regard and this argument thus has no
weight.

Let us move from these clearly inadequate first level arguments of the pro-
ponents of a value-added tax to a further analysis, in the context first of an in-
crease in United States tax revenues through a value-added tax.

If we assume that a newly imposed value-added tax is fully reflected in do-
mestic prices—an assumption that is strengthened if the tax is introduced under
full employment conditions since the monetary policy accompanying such a tax

¢ See the statement of Roy A. Wentz, Chief Counsel, Federal and Foreign Tax Division,
E. I. du Pont de Nemours & Company, to the National Forelgn Trade Convention, Nov. 20,
1968, pointing this out.
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change would presumably be designed to permit that result—but refunded or
rebated on exports. there would be no change in export prices, and imports will
be subject to a border tax adjustment in the same percentage as domestic prices
have been increased. This should leave the overall terms of international trade
as neutral as possible, although equal percentage increases in prices of all do-
mestic and imported products and services may cause some shifts in demand
between various types of products and services.

Now we have to work into our analysis the possible effects of reducing the
corporate income tax and substituting the value-added tax which, of course, is
really the major objective of the value-added tax proponents. In order for this
substitution to advance our trade we must assume that the corporate tax was
shifted forward to an appreciable extent and the lack of rebate for that tax on
exports keeps the forward-shifting in the export price. On the other hand, the
price-increasing effect of the value-added tax through the forward-shifting of
that tax is kept out of the export price under the exemption and rebate process.
We here reach.the unsettled controversy as to whether the corporate tax is and
if so. to what extent, shifted forward in prices. I still take the consensus of
economic thought as favoring the view of a less than full shifting, and for many
economists considerably less, so that the possible benefit for trade would be
related to the degree of shifting.

Let us try another avenue of analysis. The value-added tax, as we earlier
noted, is passed forward in an accounting sense and expected also to be shifted
forward in an economic sense through a price rise. But suppose it is not fully
shifted forward in prices due to market conditions. Then a manufacturer forced
to absorb some of the tax effects on its domestic sales and thus reduce its profits,
but not having that consequence on its exempted export sales, could well turn
more of its energies to exporting its product and thereby enlarge the country’s
international trade. Similarly, foreigners exporting the same product to the
value-added tax country will suffer lower profits and be less induced to push
those exports.

If this be so, a country with a value-added tax would have some trade ad-
vantage through such an incentive to exports and the disincentive for imports.
The situation can vary from product to product depending on price elasticities.
Moreover, as respects the European tax systems, the advantage can have dis-
appeared under earlier exchange rate and other international adjnstments.” We
could also add the comment that given full employment, the absence of full for-
ward shifting would presumably be due to a reasonably tough monetary policy.
If it takes such a policy to produce a trade advantage, then presumably the
advantage could also be obtained by the same monetary policy without the ac-
companying resort to the value-added tax. And finally, for the trade advantage
to be significant the rate of value-added tax must be quite high, at levels com-
mensurate with the European rates. But a value-added tax applied in the United
States at such levels would swamp our existing tax system—even a 10 percent
rate wounld mean a revenue yield considerably greater than our total corporate
tax.

In this view, to complete this discussion, there can be some trade advantage in
having a value-added tax in a tax system. What then should the United States
do? In considering this question, we should note that the advantage would not
be unique to the value-added tax. It would exist, under this analysis, for any type
of sales tax where that tax—be it a value-added tax, retail tax, wholesale tax, or
manufacturer’s tax—could not be fully passed forward in price. Business groups
asserting there are trade advantages for the European countries with value-added
(and formerly turnover) taxes have not fully perceived this and hence have often
excluded the British who have a wholesale tax, or the Canadians who have a
manufacturer’s tax, from the list of trade-favored countries. But the presence of
the paraphernalia of border tax rebates and compensating import taxes under a
value-added tax and its absence under a retail sales tax or any other single stage
tax (since all the explicit paraphernalia are not needed but are implicit in the
single stage system) should not prevent them from recognizing that if indirect

7 The Buropeans could be deriving a present advantage in substituting value-added taxes
for their existing turnover taxes. Thus, the export rebates under the prior turnover taxes
probably undercompensated exporters for the costs of those taxes, so that the introduction
of the full compensation possible under the value-added tax structure, without a con-
comitant change in the domestic price level, could assist those exports. And in countries
(Sweden) where the existing refail tax did not exempt sales of goods consumed by busi-
nesses, substitution of a value-added tax would have a similar effect.
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taxes do produce a trade advantage, then that advantage will exist whether the
structure of the indirect tax be a multiple or single stage sales tax,

Now, back to the question of what the United States should do to offset the
trade advantage considered to accrue to a country with a relatively high sales
tax system. Some Europeans say the answer is simple—Ilet the United States
adopt a sales tax. But this answer would mean that those countries with a sales
tax would be imposing their tax will on the rest of the world—and in effect
intervening to affect the free domestic choice of a country’s tax structure. Re-
member, our hypothesis here is that absent international considerations the
United States should not adopt a sales tax,

We in the United States want to retain our freedom of action to maintain a
tax system of our own design. We are giad to take ideas from other countries.
However, we are, and rightly should be, independent in wanting to select the
types of taxes, rates, exemptions, and other features, and the division in our Fed-
eral system of taxing powers and tax decisions between the various levels of
government. After all, the American Revolution was fought in part to win the
right to determine our own tax system.

On the other hand, we do live in a world economy. Our balance of trade is
important. We need to be aware of the extent to which the tax systems and non-
tax measures of other countries can affect our exports and imports and our
general trade position. )

The question then comes down to this: How can the United States—or other
countries—continue to exercise full freedom in the design of our domestic tax
system, consistent with our notions of tax equity, tax efficiency, proper economic
growth and all the other relevant considerations, and still live on trade com-
petitive terms with countries which, exercising a similar freedom, choose to
have high rate sales taxes?

Under these circumstances, an appropriate solution for us would be to adopt
Dorder adjustments, limited to charges on imports or rebates on exports or both,
rather than to overturn and revamp our existing tax system which has evolved
over many decades to meet our needs. These border adjustments would not be
part of a value-added tax or other sales tax, and would not involve any changes
in domestic taxes. Rather, they would simply be border adjustments at the rate
thought appropriate in the existing international setting. Since there would be
no change in the domestic tax system and hence in the domestic price structure, a
border charge on imports would tend to raise the prices of imports to American
buyers or reduce the profits of foreign sellers, thus improving the competitive
position of United States producers and discouraging imports. On exports, the
rebates would tend to lower the prices of United States goods in world markets
or increase the profits of American exporters and thus tend to increase exports.
These border adjustments could be administered by the Customs Bureau.

It is interesting to note that Germany in the converse situation—when it
desired to dampen its trade surplus—has recently done just this. It has adopted
border adjustments—independent of its tax system—by taxing its exports at a 4
percent rate and reducing the compensating import tax from 11 percent to a net
7 percent (though still allowing an 11 percent credit to the importer on his re-
sale). Under the German view of its tax system, with its 11 percent value-added
tax, “neutrality” as to exports and imports—in the sense of attempting not to
have its domestic tax system affect the prices of exports or favor imports—
existed at an exemption for exports (and an 11 percent rebate on purchases repre-
senting taxes paid) and an 11 percent tax on imports. A 4 percent tax on exports
and a 7 percent tax on imports—in effect a 4-point burden on exports and a 4-
point benefit to imports—is thus an unneutral posture favorable to other coun-
tries. In the United States national tax system with the absence of a national
sales tax, “neutrality” in the indirect tax area exists at a zero tax on exports
(and no rebate) and a zero charge on imports.? If we were to adopt a 4 percent
export rebate and a 4 percent import charge, then we would achieve an un-

2 The text here oversimplifies the U.S. tax system. We do have selective natfonal excises,
e.g.. on gasoline. automobiles, telephone use, and State and local retail taxes, and the like.
In many cases these taxes enter into the cost of doing business and hence affect export
prices and favor imports. On the average an export rebate around 2 or 234 percent would
reflect these tax costs and keep them out of world prices; there could also be an equivalent
2 or 21 percent import tax. The impact of these tax costs on the various product lines
differs of course, with the range running from about 114 percent to 4 percent of export sales
prices. Similar situations exist for some other countries.

25-765—69 5
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neutral posture vis-a-vis our domestic indirect tax system to protect our trade.’
(We would be taking such a posture because we felt our trade position was ad-
versely affected by the existence per se of high indirect taxes in other countries,
the assumption we are here making in this part of the discussion.)

Under the present GATT rules, border adjustments are permitted for indirect
taxes—sales and excise taxes—but not for other taxes. The United States this
year asked for and obtained the establishment of a Working Party to reexamine
the whole aspect of border adjustments under GA'LT. One aspect of the re-exami-
nation could well be to permit countries not having a high indirect tax system
permanently to adopt within limits border adjustments independent of their
domestic tax structures if they so desire. It could result also in imposing some
upper limits on the total border adjustments countries with indirect tax
systems could make. This approach would provide an appropriate international
accommodation to the basic question we are considering, that of freedom for
domestic tax action without prejudiciing a country’s trade position.

CONCLUSION

Our existing Federal tax system, in varying degrees, provides equity, incen-
tives, certainty, and familiarity. It is by no means perfect but any change should
be in the direction of improvement, balancing the various goals it seeks to
achieve. Viewed from the standpoint of domestic considerations the addition of
a national sales tax would clearly not improve our present Federal tax system.
And, if a national sales tax were ever thought desirable, it should take the
form of a retail tax and not a value-added tax. In this light, to change major
parts of our tax system and adopt a value-added tax or other form of national
sales tax for the primary purpose of encouraging exports or discouraging imports
would mean incurring severe losses as to several other equally or more impor-
tant objectives.™

Such a change is clearly undesirable. It is also unnecessary because there
exists an alternative which permits accomplishment of both goals—preservation
of our existing tax system and improvement in our trade position if we con-
sider it disadvantaged because other countries have high indirect taxes. That
alternative consists in adopting limited border adjustments for the United States
that are not dependent on our adopting a value-added tax. The present GATT
review is one way of reaching an international trade accommodation that would
produce this method of achieving world-wide tax harmonization combined with
freedom of choice and absence of trade disadvantage in structuring domestic tax
systems.

® The recent French change is of a different order from the German action. The French
repealed a 414 percent payro'l tax paid by employers, which had gone to general revenues,
and increased the value-added tax rates from 1 to 5 percentage points on various goods to
make up the loss in revenue. The purpose was to stimulate French export trade. Initially.
the payroll and value-added tax changes would aid French exports and dampen imports
provided businesses adjust prices to reflect repeal of the 4.25 percent wage tax. If the wage
tax repeal reduces costs by, say, 2 percent and the value-added tax is raised on the average
by the same percent, the result would be that prices imn France of domestically produced
products would be unchanged, the price of imports (assuming no backward shifting to the
foreign supplier) would increase by 2 percent, and prices of products exported would
decline by 2 percent.

Actual results could be much less favorable than the above. The chances of French
businessmen (faced with cost increase pressures) reducing prices by the full amount of
the wage tax repeal are problematical, even though pressured to do so by the Government.
The transportation, gas, and electricity price increasgs also imposed will be offsets to part
of the wage tax repeal. (British exporters picked up a lot of the pound’'s devaluation by
raising their export prices in British money units.)

30 In essence the GATT discussion comes down to the United States asserting that if the
existence of a high indirect tax per se helps the trade position of a country, then GATT
should permit a country without such a tax a'method of defending itself without having to
change its domestic tax structure. If the existence of a high indirect tax per se does not so
help the trade position, then there is no point to our considering a value-added tax on urging
a GATT change.

1 Foreign trade, although of substantial importance, represents only a small part of U.S.
gross national product. U.S. exports, for example, have accounted in recent years for about
5.8 percent of GNP. Exports for most other industrial countries represent much larger per-
centages of their GNP’'s—between two and four fimes as large as the U.S. percentage for
Britain, Canada, France, West Germany, Italy, Japan, and Sweden, for example. Thus these
other countries have stronger reasons to tailor thelr basic tax systems to reflect their de-
pendence on foreign trade. Even so, the origin of their reliance on high indirect taxes traces
to domestic tax considerations.
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A CoMMENTARY OoN Two CRITIQUES oF Ouerscas Manufacturing Investment and
the Balance of Payments, by Gary C. Hufbaucr and F. Michael Adler

Prepared by Gerard Brannon, Director, Office of Tax Analysis, U.S. Treasury
Department
JANUARY 13, 1969.

In the spring of 1968 the Treasury Department published a study prepared
by Professor Gary Hufbauer (University of New Mexico) and Professor K.
Michael Adler (then of the University of Pennsylvania, now of Columbia Uni-
versity). The study, Overseas Manufacturing Investment and the Bnalance of
Payments (hereinafter cited as H-A), was a statistical-economic investigation
of the effect of U.S. foreign investment on the balance of payments.

The Treasury Department regarded that study as an outstanding piece of
research in an area where there are limited data and few previous studies. The
authors themselves realized the limitations they worked under. The study con-
clusion nevertheless bears rather directly on a critical problem of U.S. policy,
the role of foreign investment restraint in any program to deal with the U.S.
balance of payments deficit.

That study has drawn some criticism from two organizations which represent
U.S. foreign investors. One Direct Manufacturing Investment, Exzports and the
Balance of Payments by Professor Jack Behrman was published by the National
Foreign Trade Council (hereinafter cited as NFTC). The other The Role of U.8.
Manufacturing Abroad was published by the Machinery and Allied Products In-
stitute (hereinafter cited as MAPI).

The objective of the Treasury release of the H-A study was to stimulate a
creative dialogue that would throw some light on a difficult subject that is rele-
vant to current policy issues facing the U.S. This objective calls for some com-
mentary to these published criticisms.

We can say initially that, despite allegations in the NFTC paper, there was no
bias in the study design given by Treasury to Hufbauer and Adler. They were
asked to investigate a problem and to let the data dictate the results. At several
stages the work was exposed to detailed criticism by outside experts who were
acknowledged in the study. The MAPI study acknowledges the ‘‘scholarliness,
intellectual effort, and depth of research” of H-A.

THE POLICY PROBLEM

The H-A study is not a defense of a direct foreign investment control program
of the U.S. but only a prediction of certain consequences of variations in the
level of direct foreign investment. It should be obvious that there is no easy
solution to a country’s balance of payments problems. There is merely a menu of
more or less unpleasant things that can be done. These unpleasant things differ
in the degree in which they save foreign exchange, and they differ both in the
degree to which they impose burdens on Americans and the particular Americans
on whom they impose burdens. Thus, a policy of controlling direct foreign invest-
ment imposes burdens mostly on the particular Americans who make such invest-
ment. A restraint on foreign travel imposes burdens on Americans who plan to
travel abroad. A lower level of U.S. economic activity would impose burdens on
the people who become unemployed.

No one denies that there are burdens involved in restraint on direct foreign
investment. There are probably in the long run disadvantages to the U.S.
balance of payments from such restraints, as was argued by one of the authors of
H-A in a separate article. We can say that neither Hufbauer nor Adler would
put direct restraint on foreign investment very high on their preferred policy list.
but obviously alternative policies, such as a tax on tourist expenditures, or
floating exchange rates do not meet with much widespread support either. Never-
theless. the fact that one may oppose a particular policy is no reason to make
inaccurate statements about its consequences.

The U.S. decision to deal with its balance of payments deficit in part by
investment restraint did not in fact rest on the conclusion of H-A. There were
various grounds for the judgment that in general foreign investment does not
involve a near immediate recoupment by the investing country. For one thing
less developed countries have sought foreign investment as a way of acquiring
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the foreign exchange needed for growth. This would be a strange policy for
them if foreign investment resulted in a nearly immediate recoupment by the
investing country of the foreign exchange acquired by the less developed countries.

Another major study, the Reddaway Report in the United Kingdom, provides
some additional support for the judgment that it should be a number of years,
say, 6 to 10 before an investing country recovers the balance of payment loss
involved in making the foreign investment. The detailed analysis of this problem
in H-A supported this conclusion.

THE NFTC CRITIQUE
The NFTC critique raises specific issues with H-A beginning at page 3.
FLOW OF FUNDS

The first NF'TC criticism asserts that “the authors’ (H-A) implicitly reject
the idea that an outflow of funds creates its own adjustment mechanism.” This
criticism is simply wrong. The whole study deals with adjustment mechanisms
and meticulously catalogs the elements of the adjustment process. Not surpris-
ingly the study finds that these adjustment mechanisms are not perfect, nor
even very rapid. If they were, no countries would have balance of payments

problems.
FINANCING AND INCOME REMISSIONS

The second and third points raised in NFTC are interrelated and need to be
discussed together. H-A assume that a dollar invested yields a profit based on
the average rate of profit to book value of equity; that a portion of this is dis-
tributed in dividends and part retained (based on the average division of after-
tax profits) ; and also that the part retained earns increased profit which is
divided between earnings and retentions, etc. They estimate the income remis-
sion part of the recoupment by comparing the flow of dividends with the
original financial investment.

The NFTC study takes a different approach to this calculation, following a
method previously urged by Behrman. H-A refer to the previous Behrman
analysis and explain their reasons for rejecting it (pages 68-69). The NFTOC
study observes that direct equity investment covers only about 30 percent of
total investment (the balance coming from retained earnings and debt). Then
it assumes that for recoupment to occur, the consequences of the total invest-
ment may be counted but the amount of recoupment need only cover the 30 per-
cent which was direct equity and that earnings Tetained abroad should be
counted as recoupment. These steps are clearly inappropriate to the problem
at hand which is to calculate the consequences for balance of payments of a
change in ownership dollars from the U.S.

To deal first with what is to be recouped, suppose that some new equity
investment is made. The fact that this additional equity investment is made or
not does not change the use of retained earnings in the same year nor does it
change foreign borrowing. Assume a company has, from its existing foreign
business, $70 of retained earnings and new borrowings in Europe and is con-
sidering 4 new investment of $30 from U.S. sources. If this new investment is
made, then the book equity will be higher by $30 and the difference in earnings
on the extra equity ought to be calculated in the way set out in H-A; and the
capital equipment and other offects have to be calculated from the marginal
investment of $30. Behrman calculates the recoupment effects on the whole
$100 ($70 of retained earnings and borrowings plus $30 new investment) and
concludes that the balance of payments loss would be recouped in two years
or less. The H-A calculations, which are properly keyed to the marginal invest-
ment provide a much longer recoupment period.

The H-A anpalysis is relevant also to the issue of investment from retained
earnings. If the U.S. parent in the case cited decided to reduce subsidiary divi-
dends by $10 and increase its retained earnings, our balance of payments “loss”
is $10 and the investment is increased $10. This can be expected to give rise to
recoupments based on a $10 investment in the way calculated in H-A.

The critique of the method of calculation in H-A (on p. 6 of NFTC) is simply
wrong. To continue the previous case, H-A looked to data on past earnings
with respect to total equity including retained earnings. It was assumed that
the foreign earnings would increase from the marginal investment of $30 in the
example earlier discussed by $30 times this rate of return. If this was 14 percent
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and 7 percent was repatriated as dividends and 7 percent was retained, H-A
treats the income remission in year one as $2.10 and calculates the income for
the second as a return on $32.10, etc.

NETO calculated the income remissions as including retained earnings. That
this argument is fallacious can be seen in two ways. In the first place, the whole
balance of payments problem is a liguidity problem. No one doubts that our
total claims against foreigners, including equity ownership of foreign assets
exceeds in value foreign claims against the U.S. Our balance of payments
“deficit” relates to excess liguid claims by foreigners on the U.S. We do not ac-
quire liquid claims from continuing business ownership of a foreign subsidiary,
except by repatriating foreign profits as dividends.

The problem in the NFTC argument can also be seen by assuming two identical
U.S. investments of $10 million in a German subsidiary. Each earns 10 percent.
One pays all of its profits in dividends, the other reinvests all of its profits. Since
we are discussing only the income remission pehavior, we can ignore all the other
balance of payments effects. The dividend paying firms would produce dividends
which in ten years would offset the balance of payments, ie., liquidity loss as-
sociated with the investment. In ten years the nondividend firm would have
done nothing to offset the liquidity loss. We can agree that due to the operation
of the nondividend paying subsidiary Americans collectively would own a very
valuable German asset worth about $26 million (compounding 10 percent
growth for ten years). But this would not enter the balance of payments cal-
culation, and the H-A study is only about the balance of payments consequences
of direct foreign investment.

ASSUMPTIONS AS TO ALTERNATIVE INVESTMENTS

H-A examined the balance of payments problem under three assumptions:

Olassical—Without the foreign investment there would be more U.S. domestic
investment and no substitute investment in the host country.

Reverse-classical—Without foreign investment by a U.S. company, someone
else would have built the plant in the host country.

Anti-classical.—There would be no substitute investment in either the U.S.
or the host country.

NFTC takes H-A to task for ignoring the “real” case which, it alleges, is
that both investments by the U.S. owned company and by the foreign company
take place in the foreign country. This is a convenient case for the NFT'C point
of view because it makes it possible to combine two favorable factors in the bal-
ance of payments problem. By assuming that the U.S. owned plant abroad is
an addition to foreign construction, the export of capital equipment is maxi-
mized. (If the U.S. owned plant abroad was puilt instead of the foreign plant,
the only gain in balance of payments through capital exports is whatever pro-
pensity a U.S. owned firm has to buy U.S. equipment.) Also, by assuming that the
foreign firm is being constructed anyway, NFTC can insist that there is no ex-
port displacement. (We were going to lose the export markets anyway.)

But this NFTC assumption is not consistent with the given problem. What is
under investigation is the consequences of U.S. investment. That a foreign firm
was going to build a plant anyway is irrelevant to this problem. The question is
whether as a consequence of the U.S. investment decision the foreign investor
builds anyway (in which case the U.S. investment is “in addition to” the foreign
investment, classical or anti-classical case) or whether the foreign investor builds
less (in which case the U.S. investment is a substitute for the foreign investment,
the reverse classical case). The NFTC assumption really amounts to saying that
the foreigners build more because of the U.S. investment—which is hardly
plausible as the general case. In most situations foreign economies are near full
employment and making as much domestic investment as their resources, and
their consumption needs, will permit.

Tn any case the NFTC assumption does ont avoid the problem that some U.S.
foreign investment can displace U.S. exports. To assume that any reduction of
U.S. direct overseas investment would be immediately replaced in one year is
to assume that capital is a free good when in fact it is scarce. A more realistic
appraisal is the one offered in H-A that in the short run U.S. financed investment
in a foreign country, particularly less developed countries, is an addition to
investment, but these investments would have been made anyway by foreign
capital in a few years if there had been no U.S. investment. This suggests that
the real recoupment periods are somewhat longer than those shown under the
reverse-classical assumption. (Cf. H-A. pages 69-70.)
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THE ORGANIC THEORY

NFTC takes H-A to task for rejecting the organic concept of investment
advanced by Judd Polk and others in a study for the National Industrial
Conference Board. This holds that except for new investment of U.S. funds the
profits from existing overseas investment would decline. This implies that mar-
ginal rates of return are very high. To illustrate, if average returns are 15
percent and it might be that when the investment was 100 the profit was 15 and
with new investment of 10 profit went up to 16.5. H~A calculate the profit on
the extra investment at 1.5. The organic thesis says that if there had been no
new investment profit would have declined to, say, 10; and the new investment
should, therefore, be credited with earning 6.5. No statistical evidence has been
advanced to say what the decline would have been. H-A explain that they are
not following this theory for several reasons: They know of no way to get the
data that would implement it, and the problem is not to estimate the consequences
of completely stopping overseas investment but of making marginal adjustments
to the amount of new investment. The NFTC paper does not use the organic
theory either.

CAPITAL EQUIPMENT EXPORTS

H-A attempt to estimate how much U.S. exports of capital equipment are
increased by direct foreign investment. NF'T'C rejects the H~A calculations and
insists upon “solving” the problem by dividing the total of U.S. capital goods
exports to foreign subsidiaries by the direct investment outflows of U.S. funds
to these subsidiaries. H-A divides the capital goods exports by the total plant
and equipment expenditures of subsidiaries.

The difference is part and parcel of the problem of retaining earnings discussed
above under financing and income remissions. This can be seen by looking at the
figures for one country in one years. The direct foreign investment by U.S. owners
in Canadian subsidiaries in 1964 was $74 million. Due to borrowing and retained
earnings, these subsidiaries made plant and equipment expenditures of $771
million of which $494 million came from U.S. suppliers. NFTC would divide
$494 million by $74 million and conclude that for each $1 of net investment
there was $7.70 of capital exports from the U.S. The H-A calculation divides
$494 million of U.S. supplied capital goods by $771 million of plant and equipment
expenditure and concludes that for each dollar of direct investment $0.65 of
capital exports are supplied. Basically, H-A assume that whatever investment
occurs from retained earnings, foreign borrowing is going to take place anyway.
NFTC assumes that investment from retained earnings and foreign borrowing
is cut back in proportion to any cutback in direct investment. The H-A assumption
is clearly relevant to current policy discussions. Where foreign subsidiaries have
reduced their drawings of U.S. funds, they have borrowed more from abroad
and kept up their level of investment. Reducing U.S. outflow did not greatly
cut back capital exports. (The NFTC study seemed embarrassed about the size of
their capital equipment effect for Canada based on 1962-64 figures. the ecited
770 percent, and decided to use the 1965 figure which was only about 160 percent.
Apparently by inadvertence in the table of recalculations, page 15, this was
reduced to 16 percent.

SUMMARY ON NFTC

On balance the NFTC work does not provide a basis for significantly modifying
the H-A estimates.

THE MAPI CRITIQUE

The MAPT critique concentrates most of its criticism on the export displace-
ment effects estimated by H-A. This is the problem of calculating the extent to
which increased sales by U.S. foreign subsidiaries displace exports by U.S.
domestic firms. Before entering any discussion of the substance of the criticism
here, it would be well to make some general remarks about the role of this
estimate and its significance for the resuits.

In the first place, as a technical matter, H-A estimates the “export displace-
ment” effect together with the related “associated exports.” When a U.S. food
firm establishes, for example, a pickle factory in Europe, it may find opportu-
nities to increase its sales of U.S. made food products in Europe under the same
brand name, using the same trade outlets. The available data cover fairly broad
product groups, so it is impossible to measure these two effects separately. Thus
the net estimate here could be either an increase or decrease in U.S. exports
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depending on whether the export displacement effect through the reduction in
U.S. pickle exports or the associated exports effect through the sales of other
U.S. foods is the larger.

Secondly, it is clear that the broad character of the export effect is dependent
on whether the U.S. foreign investment is in addition to or instead of some other
investment in the particular line of business in the host county. H-A does not
try to estimate statistically which is the case, but instead assumes each case
separately and works out the consequences of these assumptions. A common
reaction to this estimate is that “in most cases the U.S. companies have to invest
in a foreign subsidiary or someone else will preempt the market.” This is not
basically a disagreement with H-A not only an assertion that their estimate in
the reverse classical case is the important one. (This is the case where the U.S.
investment discourages another investment that would have been made.) In that
situation the export effects are positive; that is, the associated export effect
predominates (except for the “rest of the world category” where the H-A
result may be dominated by poor data).

Thirdly, H-A offer some general observation about the relevance of the
alternative assumptions. They argue that in the advanced countries the invest-
ments made by U.S. owned subsidiaries would probably have been made fairly
soon by someone else if not by the U.S. subsidiary, because capital is not so
scarce there. In the less developed countries it might be a number of years
before other capital made the investment. Since the reverse classical case
shows the shortest recoupment period, they judge that this is the important
estimate for investment in Europe.

Fourthly, H-A conclude that where the U.S. investment is in addition to
foreign investment, i.e., the classical and anti-classical case, the recoupment
period will be very long and possibly infinite. It must be kept in mind that
this folows from the assumption that the U.S. investment is in addition to
what would have occurred. This is the assumption which gives rise to export
displacement. In view of the considerations in the third general remark above,
the H-A judgment as to the significance of this result is not necessarily that
recoupment periods for investments in less developed countries are necessarily
infinite, but they are something like the reverse-classical recoupment period
plus the time lag that would ensue before the investment would have taken
place in that country.

Having clarified the issue, we can turn to the specifics of the MAPI paper
which is an assertion that H-A overestimate the combined export effects of
direct overseas investment. The paper does not so much attack the general
strategy of the analysis outlined in the preceding four general remarks as
it attacks the estimating procedure. As H-A make clear the procedure is not
without its problems. In principle to estimate the effect of increased subsidiary
sales on exports from the U.S. we need to predict what these exports would
have been without the subsidiary sales. There was not sufficient data about the
export market for each product type in each region to make good predictions
of this sort.

What H-A does is first to collect a great deal of data on sales by product
types for each region. They then expressed the percentage share of each of four
seller classes, viz. :

Imports from U.S.

Imports from others.

Sales by U.S. owned subsidiaries.

Sales by native firms.
They investigated by multiple correlation how changes in the percentage shares
of sales by U.S. subsidiaries and by native firms respectively affected imports
from the U.S. Increased shares by U.S. owned subsidiaries generally reduced
imports from the U.S. less than did increased sales by native firms (the associ-
ated export effect). Thus when sales by U.S. subsidiaries replace sales by native
firms, imports from the U.S. generally rise. When the U.S. subsidiary sales are
a net addition, the share of imports from the U.S. declines.

The MAPI study calls attention to a number of statistical difficulties with this
procedure, difficulties which were discussed for the most part in H-A. They need
not be elaborated here. MAPI does not come up with any alfernate procedure
but is content to estimate that the true export effects were only one-third as large
as those estimated in H~A (in some cases even less). Why this fraction, instead of,
say, seven-eighths is not clear. No reasons are given. The figure is only presented
as the reasoned judgment of the investigator, but the study is unsigned!
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Without agreeing or disagreeing with the MAPI conclusions, which are the
H-A figures with the export effects reduced, it is interesting to comment on the
implications of this kind of change. In the first place this kind of a change re-
duces the recoupment period under the classical and anti-classical assumptions
(where it was very long in H-A) and increases it slightly in the reverse classical
(where it was shortest in H-A). MAPI does agree with an 810 year judgment on
European investment.

When the export effects are reduced as drastically as in MAPI, the recoupment
period under the classical and anti-classical assumptions comes all the way down
to four years for Canada and Latin America. This may be a reasonable estimate.
H-A suggest at one point (page 67) a reason for expecting that the real recoup-
ment periods for Latin America are less than their results showed. Their reason
is that these countries have active balance of payments control programs. Any
U.S. action which involves a balance of payments loss for the U.S. is apt to be
matched by some relaxation of the Latin American control program, which effec-
tively would provide a source of balance of payments gain for the U.S. This kind
of reaction is not measurable in the H-A data.

The following material was subsequently submitted by Machinery
and Allied Products Institute as further comment on the above
subject :

MACHINERY AND ALLIED PRODUCTS INSTITUTE,
Washington, D.C., January 27, 1969.
Hon. HENRY S. REUSS,
Chairman, Subcommitice on International Exchange and Payments. Joint FEco-
nomic Committee, U.S. House of Representatives, Washington, D.C.

DeAR Mr. REUSS : I am sure that you as Chairman of the Subcommittee on In-
ternational Exchange and Payments of the Joint Economic Committee, other
members of the Subcommittee, and your staff desire that the record developed by
your recent hearings on a review of U.S. balance-of-payments policies should be as
complete and, if I may use the word, “balanced” as possible.

We feel, first, that some additional material in the form of a critique of certain
aspects of the government’s program addressed to U.S. balance-of-payments
policies is necessary in order to insure that the record is not overweighted with
government rationalization after the fact of policies already arrived at. Second,
in a more narrow sense, one portion of the total presentation by Assistant Secre-
tary of the Treasury Stanley S. Surrey will be quite misleading without further
comment. We request, therefore, that this letter and attachments thereto be
included in the printed record of proceedings of your Subcommittee’s hearings.

On Monday, January 13 in testimony submitted to your Subcommittee, The
Honorable Stanley S. Surrey, then Assistant Secretary of the Treasury, discussed
the relationship between tax policy and the current account of the U.S. balance
of payments. In the course of that statement, Mr. Surrey commented on a Treas-
ury-sponsored study entitled, “Overseas Manufacturing Investment and the
Balance of Payments,” by Professors Gary C. Hufbauer and F. Michael Adler,
on the balance-of-payments effects of foreign investment. The major purpose of
that study was to estimate the time it takes for U.S. capital outflows into manu-
facturing investment :abroad to be recouped in the form of net return flows gen-
erated by such investment (referred to in the study, and below, as recoupment
periods). Included in his remarks was reference to a critique of the study by the
Machinery and Allied Products Institute (MAPI) and a request to submit for
the record a detailed discussion, prepared by Gerard M. Brannon, Director of
the Treasury Department’s Office of Tax Analysis, of that and another eritique.

In order that the Subcommittee can have direct access to the document which
is the subject of the Treasury commentary, and especially inasmuch as the
Treasury failed to deal with the main thrust of our position as developed in that
document, we are attaching it to this letter. In general, we feel that the Treasury
comment on our criticisms is superficial in substance—indeed almost frivolous
in certain respects, although it may be read as implying a good deal more. In this
connection, we might point out. for example, that of four and one-quarter pages
devoted to a section headed “The MAPI Critique,” three only further elucidate
upon the Hufbauer-Adler study.
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Inasmuch, however, as the Treasury under President Johnson's Administra-
tion saw fit to comment on our study for the record, we appreciate this opportu-
nity to respond. We should add that we are refraining from comment on those
portions of Mr. Brannon’s commentary directed to other critiques because we
cannot, of course, accept responsibility for statements other than our own. We
have five points to register with respect to the Treasury comments and we will
try to keep our responses brief. Four of these points deal with Treasury criti-
cisms of the MAPI study while the fifth is a more general Treasury comment
but has relevance to our study.

Summarizing our points:

1. The Treasury does not deal with the central point of our critique which
is that the inadequacies of the Treasury study assumptions underlying their
economic models invalidate its conclusions.

2. The Treasury was critical of MAPI for not developing an alternative
procedure to that of the Treasury. In so doing, they misread the purpose
of our critique which was solely to point up the lack of reliability in the
Treasury conclusions. Until greatly improved models are developed in this
area, government policy makers should rely on other approaches, with heavy
reliance on practical experience as to foreign investment.

3. 1t is implied in the Treasury comments that the balance-of-payments
problem is short-term in nature and hence that the absence of near immediate

" recoupments of investment abroad justifies the imposition of investment

controls. We have vigorously opposed this proposition in the past and do
so again.

4. The Treasury commentary also indicated that MAPI agreed to a
payback period of 8 to 10 years on European investments. Even working
within the framework of the Treasury study, our illustrative estimates were
shorter than that and industry experience as distinguished from theoretical
analysis suggests the strong likelihood that even these estimates may be too
long. Further, given the long-term nature of the balance-of-payments problem,
both our illustrative estimates and those of the Treasury with respect to
Europe support the proposition that investment control programs are
self-defeating.

#. Much is made of the fact that the MAPI study was unsigned. This point
simply reflects, in our opinion, the Treasury’s difficulty in finding any solid
grounds for refusing our analysis.

We will now cover these points in greater detail.

Inadequacy of assumptions invalidates Treasury conclugions as to recoup-
ment periods.—Mr. Brannon states “[t]he MAPI study calls attention to a num-
ber of statistical difficulties with [the Treasury study’s] procedure, difficulties
which were discussed for the most part in H-A. They need not be elaborated
here.”

This misses the central point of our critique which was directed not so much
at the statistical difficulties as with the inadequacies of the assumptions underly-
ing the models in the Treasury study. There were statistical difficulties only
in the sense that inadequate statistical data prevented, at least in part, the
adoption of more realistic assumptions. Our purpose was to demonstrate that
these inadequacies invalidate the study’s conclusions. Explicit recognition by the
authors of many or most of these inadequacies does not change this fact.

MAPI critique intended to assure against government reliance on conclusions
of Treasury-sponsored study.—The Treasury made another comment as follows:

“MAPI does not come up with any alternate procedure but is content to
estimate that the true export effects were only one-third as large as those
estimated in H-A (in some cases even less). Why this fraction, instead of,
say, seven-eighths is not clear. No reasons are given. The figure is only
presented as the reasoned judgment of the investigator, but the study is
unsigned !”

Again. the main purpose of our critique was to put the Treasury study in
proper perspective by pointing up the inadequacy of many of its underlying as-
sumptions and the extent to which its estimates of payback (in balance-of-pay-
ments terms) on U.S. investment abroad were overstated as a result. Indeed,
a primary purpose was to make it clear that any ratio as high as “seven-eighths”
of the alleged export displacement effect would clearly be a gross overstatement
of the true effect for the many reasons which are spelled out in our analysis. The
development of our own admittedly speculative or judgmental estimates of ex-
port displacement were for the purpose of dramatizing the extent to which pay-
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back periods were overstated as a result of the authors’ dependence on the export
displacement effects, and we felt our estimate to be reasonable considering the
extent to which the Treasury study’s assumptions failed, in our judgment, to
accord with reality.

Lack of resources and shortage of adequate data prevented our developing a
model, based on our own assumptions, as we pointed out in the study. Indeed
a limitation of time and resources explains why we were unable to go beyond
an analysis of the export displacement effect as developed in the Treasury study.
We selected that element because of its major impact in two of the authors’ three
models and because of its obvious shortcomings. Our revision of the study’s con-
clusions was arrived at, therefore, without addressing ourselves to the remainder
of their analysis which also needs a critical reappraisal.

We feel, quite frankly, given the present state of the art in this field, that
more direct approaches such as in-depth interviews with corporate personnel
experienced in the international area would provide a basis for more realistic
estimates than does the Treasury model. We do not wish to detract unduly
from theoretical study work in this field. We encourage it and we hope that
efforts will be continued as a follow-on to this one. But at this juncture. such
studies should, in our view, be restricted to the type of dialogue that the Treasury
claims was the intended purpose of their study. They are by no means ready to
be included in the working papers of government’s policy-making officials and
it is quite dangerous to rely upon them as an actual basis for policy making on
its retrospective review.

Disagreement on time dimensions of balance-of-payments problem.—A third
point should be raised although it was not directed specifically to the MAPI
study. Mr. Brannon, in his general comments, implies that the absence of a “near
immediate recoupment” on investment abroad justifies the imposition on an in-
vestment controls program. This appears clear from his following observation.

The U.S. decision to deal with its balance of payments deficit in part by
investment restraint did not in fact rest on the conclusion of H-A. There
were various grounds for the judgment that in general foreign investment
does not involve a near immediate recoupment by the investing country.

This implies, in turn, that the balance-of-payments problems is transient or
short in term in nature, a point of view which we have taken issue with time
and again. Indeed, we discussed this question in the first two pages of our critique.
As to this, we would only stress two points.

First, given present world circumstances, the outlook for our balance of pay-
ments over the next decade appears no more promising at this time than it did a
decade ago when our payments situation was first recognized to be a problem.
We say this despite the balance-of-payments surplus which we enjoyed in 1968
and we assume that the Treasury in President Johnson’s Administration would
have agreed with our opinion that we are not “out of the woods.” Otherwise,
they would no doubt have been amenable to dismantilng investment controls
immediately. This is hardly the case.

In the second place, if a program to restrain U.S. direct investment abroad
along the lines of the present one had been instituted for 1959, we would con-
front a problem of far greater dimensions today. For the favorable effects on
such controls would have been largely or entirely dissipated and we would have
no controls programs to fall back on in an attempt to alleviate the situation.
(For a statistical analysis underlying this assertion, we refer the Subcommittee
to the Suppplement in The Case Against Balance-of-Payments Controls, Machinery
and Allied Products Institute, 1968, pages 43-67, a copy of which is enclosed for
your staff’s reference.) A continued extension of current controls to deal with
this alleged “short-term” problem which already has been with us for 11 years
can lead us into just such difficulties in the future.

Disagreement on recoupment periods.—The Treasury testimony indicated agree-
ment on the part of both MAPI and the authors of the Treasury study that the
recoupment period on investments in Europe is 8 to 10 years. This is not correct.

Depending upon which of the Treasury study’s models is used, the recoup-
ment period can, if we read the study correctly, range from 6.5 years to infinity
on investments in Burope. Our own understanding (based on the authors’ com-
ments) is that they lean toward the conclusion that the recoupment period is
something over 6.5 years in the case of Europe; it ranges to something over 10
years in Canada and a much, much longer period in the case of Latin America
and the Rest of World.
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As it happens, our numbers seem in line with those of the Treasury with respect
to Europe (although nowhere else). We suggest a recoupment period for Europe
ranging between 6.5 and 8.9 years after appropriate reduction of the export dis-
placement effect. But again we emphasize that our estimates were primarily for
expositional purposes in order to stress the frequently excessive estimates in the
Treasury study and in order to warn against relying on the Treasury study as
a basis for policy in this area. Based on our own industries’ experience. a pay-
back period any longer than 6.5 years seems excessive. Further, even this period,
i.e., a little more than 6.5 years, is, in our opinion, too short to warrant the imposi-
tion of controls.

Identification of authorghip.—Finally , we wish to take note of the Treasury
comment, ag quoted above, that our study was unsigned. The Institute does not,
as a rule, follow the practice of issuing studies under the signature of staff
personnel. However, we are pleased to submit this information to the Subcom-
mittee. The study was prepared by A. B. van der Voort, Economist, with the
cooperation and guidance of Richard R. MacNabb, Vice-President and Economist.
Both men have not only studied in this area but worked closely over a long
period of time with people active in the international field, many of them rep-
resenting companies with substantial investments in aill parts of the world. The
study has, of course, my full endorsement based on my knowledge of business
practices and practicalities and my considered judgment as to the public policy
aspects of private foreign investment.

Conclusion.—In brief conclusion, we would stress two major points:

1. The Treasury-sponsored study should not be permitted to influence
or justify a policy of foreign investment controls.

2, In view of the long-term nature of our balance-of-payments problem,
current investment controls should be dismantled at the earliest possible
date in order to avoid risking even more serious problems for the U.S. econ-
omy in future years. To reinforce these conclusions, we attach for the record
a MAPI presentation dated January 7 to President Nixon submitted before
his inauguration.

Nothing in the Treasury’s comments has served to change our viewpoint in
either respect and we submit that any independent analysis of the Treasury
study would pinpoint the fallacies and difficulties to which we have called
attention.

Respectfully,

CHARLES STEWART,
. President. -

Chairman Reuss. Thank you very much.

On the subject of a travel tax on American tourist expenditures
abroad, which was advanced last year, I gather that 1s a dead issue
now, isit not? Is anybody recommending that anymore ?

Mr. Surrey. I can’t make that judgment. Secretary Fowler in his
letter to President Johnson as Chairman of the Cabinet Committee
reemphasizes the necessity to commence the long-term effort needed
to halt the mounting trend in our travel deficit and the need for ade-
%uate budgetary funds to stimulate foreign travel in the United

tates. There are various ways in which that can be done.

If the present ticket tax were extended to foreign travel that would
be one method of raising funds that could be used for this purpose.

Chairman Reuss. Yes, but 1 was talking about the proposed tourist
expenditure tax which I think was the most questionable item in the
administration’s package a year ago. Is there any life in that yet?
Idon’t find it in Mr. Fowler’s statement, frankly.

Mr. Surrey. No; he made no express recommendations and that
tax was not flven support by either of the two tax comnittees in the
last session of Congress.

Chairman Reuss. And in Mr. Arey’s statement for the Department
of Commerce you state there “let us remember when we manipulate
one side of the economic equation the other side will be affected also.
Restrictionswill invite reprisals.”

.
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I might add that foreign restrictions would fall on the sectors of our
Toreign trade that have been growing at remarkably favorable rates.
You had in mind something like the proposed tax on tourist expendi-
tures there, did you not ?

Mr. Arey. Yes, sir.

Also the fact broadly that particularly in this field, the United States
through the years has set a different pattern. It has been one of our
purposes as a (Government promoter, or stimulator, of travel to this
country to utilize our way of life to remove barriers, and to increase
travel. Anything we do contrary to that is certainly going to raise the
gates for other countries to establish similar taxes and similar
restraints.

Chairman Reuss. Mr. Surrey, on this very basic question of the ef-
fect of domestic taxation on international trade, we are confronted, it
seems to me, with some hardening of the lines. If I understand the
Germans correctly, they are determined that the rest of the Common
Market will adopt their system of value added taxes. Indeed, I think
most of the Common Market has already done so.

Mr. Surrey. I wouldn’t put it, Mr. Chairman, if I may, on the in-
sisitence of the Germans. The Common Market countries, I think 5 or
6 years ago, simply recognized that they had to harmonize their
indirect taxes and they cast about for the most efficient indirect tax
they could impose and satisfactorily collect and there was pretty unani-
mous agreement, that it was the value added tax for them.

Chairman Reuss. Yes.

In other words, it really is not negotiable for us to go to the Common
Market and say “Why don’t you throw away your value added tax
system, it is regressive. Why don’t you have a corporate tax system ”
Their answer was “we have got that, too. We need them both, and go

aWﬁy.”
r. Surrey. That is right.

It is not our concern what kind of tax system they should have and
it should not be their concern what we have.

Chairman Reuss. I equally get the message from the British that
they are going to have to adopt the value added tax, just like the
Common Market, so as not to inhibit their exporters. It seems to me,
if I understand correctly the attitude of the British Government,
they are shortly going to move in this direction. So T would think that
the chances of cranking history backward and getting rid of the value
added tax system of the Europeans are practically nil. I gather you
don’t disagree with that.

Mr. Surrey. No, I presume they will continue to be high rate sales
tax countries.

Chairman Reuss. So there we are left with our own tax structure.
I completely agree with you that it would be ruinous to make the U.S.
tax system totally regressive by adding to our State and local struc-
tures an across-the-board Federal sales tax. Pursuit of such a course
would be a sure way not only to achieve inequity, but also to bring on a
repression, when the consumer didn’t have enough purchasing ca-
pacity to take the products off the market. I am glad that this idea gets
the back of your hand, and I hope it will continue to do so. But, we
are still left with the problem that American exporters are being
somewhat shortchanged by the configuration of world taxes.
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I also have the feeling that GATT is not the ITO of the ill-fated
Havana charter 20 years ago; it is an organization which can put off
interpretive matters for a long time. In that hight, wouldn't it be wise
if we took the bull by the horns somehow or other and just gave a
modest rebate to American exporters on some incremental basis? You
have said that you can get reasonable economic estimates of up to about
4 percent as the cost to certain industries of the excise taxes we already
have on automobiles, telephone calls and so on. These indirect taxes
are, of course, just a drop in the bucket. Why not work up some tax
rebate for American exporters geared to the increment in their exports
to provide some incentive? We could then just tell our friends what
we 1ntended to do.

I don’t think they would shout about it for more than a few weeks.

Mr. Surrey. Well, T think there are several parts to that question,
1f I could separate them, Mr. Chairman. One is: Should we make a pay-
ment to our exporters? If so, should it be based on incremental exports
or not, how should the amount of payment be measured and should it
be done unilaterally?

Now, we could simply say there are a lot of indirect taxes that we
haven’t adjusted for which are reflected in our exports. In other words,
we haven’t pursued to the ultimate decimal point the reflection of our
taxes in our border adjustments and, therefore, we are now going to
do it. But the Europeans could then say to us “you know, that happens
to be true with respect to us also. We have a number of taxes which we
haven’t pursued to the last decimal point either.” If it is a question of
really making sure that each tax is reflected in adjustments made at
the border we will end up about the same place we are today because
they can go down that line, too.

If we adopt a border adjustment because we want to fully reflect
our indirect taxes they can do the same thing because they haven’t
pursued this approach fully, either.

Secondly, this approach could have a good deal of unfairness be-
cause, at best, it would be based only on estimate. If we were to say
that this product should get 2 percent and that should get 3 percent and
that should get 4 percent, we certainly would have a lot of pulling and
hauling as other proposals would be advanced based on the best
guesses of other economists about appropriate rates, and none of them
are based on very precise data. I am not sure that would be the wisest
path to pursue if we want to do something.

The other alternative, it would seem to me, would be, if I take your
assumption that we must do something, to say simply that we are going
to impose a flat import tax of 2, 3, or 4 percent on all goods coming
in and we are going to give a payment of 2, 3, or 4 percent, to all goods
going out. It would have nothing to do with trying to reflect fully
the last decimal point of any indirect taxes. We would say, “This 1s
simply what we are going to do because we think we are at a trade
disadvantage because of your tax system.”

To offer this payment on increments in exports could be rather diffi-
cult because you are likely to start disturbing patterns of trade to
create artificial export increments. Exporter manufacturer A may be
exporting through some export merchant, and he might say “I am
not going to export through the export merchant any more. I am
going to do it myself.” In a sense his exports would show a sharp jump
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but there would be no increase in total exports. You would have a lot
of alterations of patterns of trade, and all the problems about base
periods and the like. It would be a complex system very much like an
excess profits tax. You never would get a fair base to measure from.
These would be the problems if it were done on an incremental basis.
Although in a sense I agree with you that you would not want to give
this subsidy unless you got something more for it than just our cur-
rent activity, but you have to balance these problems of an incremental
basis against the windfall gains on a nonincremental basis. As to
whether the rest of the world would stand still for this or not is a ques-
tion that I certainly don’t want to answer here.

Chairman Reuss. The part that would infuriate the rest of the
world, I should think, would not be the 4-percent rebate to our ex-
porters but the 4-percent tax on our imports.

Mr. Surrey. Perhaps.

Chairman Reuss. Why do you have that in your package, to get
the money with which to pay the exporters?

Mr. Surrey. In part, and in part if we are doing this to say that
we are trade disadvantaged because of the foreign tax systems, we are
trade disadvantaged in two ways. OQur exports are hampered going into
their countries, and their exports to us have incentives. So i1f we are
trying to neutralize the effect of their tax system, assuming, and this is
the assumption you made and it is hard to be too dogmatic about it,
assuming their tax systems do give them a trade advantage, an existing
trade advantage, it works both ways.

Chairman Reuss. I think you would, if you tried to negotiate this
parcel, be likely to have much more success if you didn’t have the 4-
percent surcharge on imports. Based on my conversations with Euro-
peans, it is taxation of imports that puts the flea in their ear.

Mr. Surrey. As I say, your suggestion need not involve the tax
customs service or the Commerce Department simply to pay a sum of
money to an exporter equal to what the figure should be, set by the
appropriate legislation. It has nothing to do with the U.S. tax system.
"This is the proper way to handle it.

Chairman Reuss. I find one aspect of our tax system today which,
I don’t think you have mentioned, probably contributes to our poor
export-import performance, and I would like your view on it.

It seems to me that whatever may have been said about the 7-percent
investment tax credit when it was first put on the book back in 1962—
and in any view not much was to be said for it—this is one of the more
completely asinine taxes today. It feeds inflation in the most inflation-
ary part of the economy, the capital goods industry; it costs about
$314 million in revenues a year, and by making capital investment
superattractive, it tends to make investments for domestic production
just that much more attractive.

Why don’t we put on your 4-percent rebate for American exporters,
repeal the T-percent investment tax credit, and use the $3 billion or
so of additional revenues to pay for the 4-percent credit to exporters.
In that way we might unskew things and make business more export
conscious. Another possibility would be to keep a part of the 7-percent
investment tax credit for export oriented investments, if we could ever
determine which ones they are.
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But doesn’t our existing tax system have, in fact, considerable anti-
export biasin it? .

Mr. Surrey. No, that I don’t see. In fact one basic reason for the in-
troduction of the investments credit in 1962 was assistance to our export
trade. I think one tends to forget the situation at that time, and that is
that there was considerable concern about the lack of modernization in
U.S. equipment for all purposes, and the investment credit was de-
signed to correct what might have been a bias in our tax system against
capital investment. At the time capital investment was certainly lag-
ging. The investment credit was a response to the fact that the Euro-
peans had measures of that nature. The whole question in the final
analysis is what is the net effective corporate tax rate. The investment
credit was designed to lessen the impact of the corporate tax in a way
that would encourage investments in modernization and expansion.

Now, that does produce lower costs, and lower costs have an effect
on the export trade. So I would not say that in any way the investment
credit acts contrary to our export trade. In fact you can tend to put it
the other way, if anything. It tends to be a bias in favor of investment
in the United States as against investment abroad.

Chairman Reuss. What you say may have been true in earlier peri-
ods. But today there has been so much capital investment that we are
only using about 82 or 83 percent of our capacity, and we have got.
unemployment down to a little over 3 percent.

So I wonder whether the investment tax credit today really does
help our exports. I would have thought that it creates enough inflation
in the heavy industry area so that it could well hurt our exports of
engineering equipment, for example.

Mr. Surrey. I would think that the general effect of price structures
and inflation on our export trade and on our imports is a matter of gen-
eral overall fiscal policy, and that the investment credit still serves a
function of making sure that we still maintain investment for modern-
1zation in the United States. It is comparable with the general incen-
tives along that line in European countries. On the whole, I would
regard it really as a factor helpful to trade, a factor also, as I said,
which if it works in any direction, works in the direction of making
a company decide to put a plant here rather than abroad, so far as our
tax system is concerned.

Chairman Reuss. But what about its export potential 2

Mr. Surrey. I don’t see that other than, as you say, it may have an
effect of increasing capital investment, and thus have an effect upon
the price structure generally, but I would say that that effect is
swamped by the general overall effect of our whole fiscal and monetary
policies.

Chairman Reuss. Mr. Brock?

Representative Brock. Thank you very much.

To_switch into a different phase of the tax structure, would you
justify for me the continuation of the interest equalization tax?

Mr. Surrey. Well, I didn’t come prepared to discuss that, but I
would say that the interest equalization tax is a useful device for the
United States to have in that it permits the United States to have an in-
terest rate structure suitable to our domestic situation without neces-
sarily having to have the same interest rate structure with respect to



74

our foreign investment. Consequently in permits us to have suitable
policies in both areas.

Now, I am not in a position to comment upon whether at any given
time we need this buffer in between the two. Certainly if one wants
to move in the direction of lowering interest rates domestically and at
the same time wants to guard against a very rapid outpouring of U.S.
funds abroad, if the interest rates remain higher abroad than under
our lower system, the interest equalization tax gives us a device to
handle that.

It alsoisa very flexible device because the President has the authority
to raise and lower the tax rate and consequently he can attune it to
the differentials here and abroad. This permits us to accomplish a
domestic policy with lower interest rates, when that is suitable to our
overall situation, without necessarily having to make our balance-of-
payments situation that much more difficult.

Representative Brock. I think ever since the inception of the tax that
such a large portion of our positive balance came from a return on in-
vestments overseas and, as a matter of fact, in the last 4 years when our
trade balance has gone down from $614 billion to 1 the return on in-
vestments has gone from $5 to $7 billion so it sopped up a third to a
half of your adverse trade balance. That is going to wash out one of
these days when this keeps our investments from being made over a
period of years and we don’t get the return on that investment.

Mr. Surrey. I think you have raised a serious question. We do
obviously have an inportant asset in our foreign investment and the re-
turn thereon, but the difficulty is that in the short run when an invest-
ment goes abroad this year, it takes time for that investment to be
recouped by the United States, and the short-run problems are differ-
ent from the long-run problems.

You have to balance out and that is why these things are so difficult.
The return which we are now getting is on investments made in the
past. Any investments we make this year may not come back for a
number of years. What that period of time is is a matter economists
debate. If we put something abroad now and it is not going to come
back for 10 years, then the immediate impact on our balance of pay-
ments is adverse.

Representative Brock. Would you, any one of you, give me a cap-
sule version of why we have a decline in our trade position right now ?
Is it, can we pin it on one aspect of the problem as opposed to another ?
For example, would you put it more on the relationship between tax
structure which Mr. Surrey has addressed himself to, would you put
greater emphasis on the competitive viability of our businesses as they
relate to cost of doing business, prices, wages, raw materials or would
you say that the primary factor of late has been more short term,
strikes, and so forth ?

Mr. McQuape. Well, if T may address myself to that, the export per-
formance of the U.S. economy in nonagricultural products has been
quite good, but the trade balance, export less imports, has been the
thing which has been declining.

I would ascribe the biggest single factor to the high rate at which
we have run the domestic economy in recent years, basically that in-
flationary force which has caused 1mports to j ump up 22 percent over
1967 so far this year. We had a similar jump of over 20 percent in
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1966, whereas in the period when we had a reasonably paced economy
in 1967 the increase in imports was on the order of 514 percent.

Now we did this year have some additional problems to which you
referred. We had the copper strike which hit both years, as a matter of
fact. We had a stoppage on the docks in the early part of this year.
We haven’t taken into account the current stoppage, as you know. We
had buying in anticipation of the possibility of a steel strike. But if
you ask whether there is some generic aspect of this, 1 don’t put my
finger on a particular one.

Tt seems to me that the relative rate at which the U.S. economy runs
in relation to the rate of the economies which are our major oversea
markets is probably the decisive factor over a long period of time in
the trade balance.

Representative Brock. In other words, inflation?

Mr. McQuape. Whether it is here or there. I think the rate of tech-
nological advance, and the rate of industrialization, will all be im-
portant too but I would put it most heavily on that factor.

Representative Brock. I wonder then if you would agree that we
seem to be putting more emphasis on short-term solutions to a funda-
mental problem than we should have? I think our legislative and ad-
ministrative response to the balance of payments over the last 6 years,
with the interest equalization tax and a number of other windowdress-
ing measures, have been largely short-term in nature and effect and
yet the problem seems to be a far more fundamental one.

Would you agree that we have addressed ourselves or have not ad-
dressed ourselves to the fundamental question of the competitive via-
bility of our economy.

Mr. McQuapk. I am not sure I do agree with you to this extent that
we have adopted a number of short-term measures, at least that is the
label, short-term, in the interest of giving a period of adjustment the
opportunity to function. The fact that we had major outflows on the
national security account has been one of the things which might have
adjusted itself down but hasn’t, as you know.

The fact is that we have had during this period some periods when
we have had domestic price stability, which somewhat modifies my
easy formulation that in a period of inflation, getting that out of the
way is per se a panacea. I don’t believe that is true. I think it is the
most helpful single thing that you can do but it is not the final answer.

T wish I had a more optimistic view but I am somewhat sympathetic
with your notion that consideration of the short-term in a happening
of this kind doesn’t make sense unless you are moving toward a more
long-term equilibrium.

Regresentative Brock. The question that I have in my own mind is
T don’t see you moving toward the long-range solution. 1 don’t see any
real effort to address ourselves to that problem but I will go into that
later on. I will pass now.

Chairman Reuss. Mr. Moorhead ?

Representative MooruEap. Thank you, Mr. Chairman.

Mr. Surrey, are you suggesting that the border tax rebate technique
is the best alternative available for neutralizing the tax impact on ex-
ports, or just one alternative that should be considered by the Congress?

Mr. Surrey. What I was saying was that if we wanted to make a
response that involved adjustments at the border—by adjustments at
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the border I mean payments to exporters and taxes on importers—
there are two ways in which it could be done. One could be to measure
the appropriate adjustments by the extent to which we presently do
not incorporate all of our indirect taxes in border adjustments.

The other method is simply to say we will choose a figure which we
think appropriate to our present situation and use that figure unrelated
to taxes. I would think that the second avenue is better than the first.
But the question as to whether the second avenue should be used at all
though, is a very serious question, first, because it would be trade re-
strictive, and second, it can have international effects and reactions.
For the moment, I would think that a multilateral effort to continue to
talk this matter over in GATT is the best approach.

Representative MooraEAD. Mr. McQuade, in your testimony you also
express concern about the structural disadvantages of various tax
systems. Do you agree with Mr. Surrey’s recommendations for neu-
tralizing these disadvantages?

Mr. McQuabe. I though he was marvelously clear in how this works,
and the difficulty of identifying the quantitative amount of that dis-
advantage. I share his concern about changing the U.S. domestic tax
structure in order to come within the rules of the GATT. To the extent
that there is a disadvantage, and you have a quantifying difficulty, it
seems to me the United States ought to try to get some adjustments in
the rules and practices which other nations observe and in the GATT
rules so that we can remove that disadvantage. I believe that there are
things that can be done. They could undercompensate, for example, if
you could find the magic number to undercompensate, or they might
sanction some degree of tax rebate and a border tax for direct tax
countries provided they stayed within that range which overcomes
the disadvantage.

There may be other solutions but I do think we ought to strive to
achieve some degree of equality in this area by some means.

Representative MooruEAD. Thank you.

Mr. McQuade, in your testimony you say that you expect that ex-
ports of agricultural products will be static during the next several
years? Is there any reason for that or is there anything we can do
to change your expectations?

Mr. McQuape. Well, the judgment which is expressed here reflects
talking this through with the Department of Agriculture. The problem
is that we have competition overseas in the area of exports of the big
items which we send forward in our agriculture exports.

I think the absorbability of the markets is being fed partly by our
competitors and I think it is probably true that to some degree we may
be suffering from a cost-price squeeze although I really don’t feel my-
self competent to give you an answer to that subject which I can
stand on.

If you like, we would be delighted to give you a little précis to enter
into the record.

Representative Moorugap. I think that might be helpful, Mr.
Chairman.

Chairman Reuss. Without objection then that will be received.

(Data referred to, subsequently submitted, follows:)

It is anticipated that the contribution of agricultural products to the growth
in total U.S. exports will be modest during the next several years, although
some increase in their value is expected.
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The relatively small gain will probably be centered in feedgrains and soybeans.
Rising standards of living in many countries of the world will lead to con-
tinued increases in demand for meat which, in turn, will cause an increase in
livestock numbers and feed requirements.

A number of factors are expected to dampen the expansion in exports of farm
products:

1. Policies of increased self-sufficiency in Western Burope.—The Common Agri-
cultural Policy of the BEuropean Economic Community has already depressed
import demand and swelled exportable supplies. To dispose of these, subsidies are
being offered on some products, e.g., poultry and certain dairy products. Unless
some change occurs in this policy, U.S. agricultural shipments may be further
affected. The United Kingdom has also announced a goal of gradually reducing
food import needs.

2. Stronger competition in world markets.—Other major exporting countries
are planning expansion of domestic production and will have larger supplies
available for foreign sales.

3. Ezpanding food production in developing couniries.—Expansion of rice and
wheat production from new varieties of seed, together with other efforts to
increase farm output, may well reduce the dependence of some countries on food
imports. This shift will depend, however, on successful programs for population
control in many developing nations.

Representative Moorueap. Mr. McQuade, in your statement you
talked about a change in the international monetary mechanism, par-
ticularly going toward more flexible exchange rates. You also list
various alternatives.

Which of these alternatives do you feel is the most viable ?

Mr. McQuabe. I think the problem here is that we need to do a
lot more work on it before we know their implications, before we
adopt them. I am very much an evolutionist rather than a revolu-
tionist in international monetary matters and don’t propose to look
upon myself as an expert. But 1 have a feeling we ought to be doing
something and the thing that is most important to me is that we act
intelligently and with a full appreciation of the consequences rather
than leaping to formulas.

My guess is that out of these mechanisms a moderate increment in
flexibility should come so that we could move to adjustment without
the jerky quality we have had in the last year or two.

I think Secretary Surrey referred to the Germans’ acceptance of
a change in their border taxes as a system for easing the adjustment
process. He said it is a lot harder to get the same here on the deficit
side. But I think that is one of the areas where a lot of careful thinking
should go. Maybe a closer interrelation between the trade and the
payments mechanisms to make the adjustment process function is
something which might be possible.

However, if you listen to my words you see I begged off giving you
a flat answer because I have too much respect for what is involved.

Representative Mooraeap. You mention one that is a new one
on mge, “The self-adjusting crawling peg.” What is the self-adjusting
part?

Mr. McQuabE. As you can read from the introduction, I thought
the names were more ingenious than the ideas. I was just ticking off
all the varieties which I have heard spilled out in the great debates
in the last few months. I don’t understand how this would work.

Representative MooruEaD. Mr. McQuade, at one point in the testi-
mony you talk about having the Congress give a mandate for negotia-



78

tions to end nontariff barriers. What form do you see that taking? I
think it is a good suggestion but I don’t see what form it would take.

Mr. McQuape. Well, I think that the area of nontariff barriers 1s
a lot more sensitive than the tariff area. Each of them has a rationale
behind it which has lots of appeal. The rationale may be a health
measure or a safety measure or joint coproduction or binational pro-
duction, all these varieties of things which are involved in nontariff
barriers. I think it is important that there be a common agreement
between the Congress and the administration, that the administration
can and should go forward to seek to negotiate in these areas. We will
inevitably be dealing with things which have high political content
here within the United States, and I think it would be important
that we don’t go out and undertake negotiations unless we had in
effect the agreement of the Congress that this is the course they
wanted to follow.

I believe the exact agreements would have to be brought back and
considered and passed upon by the Congress but I think that many
Members of the Congress have objected strongly to undertaking ne-

otiations about items which they hold very dear here in the United
States and say we have no authority to do that.

So I would like congressional support for the administration in
undertaking a sensitive activity. It could be a resolution or something
of that sort.

Thank you, Mr. Chairman.

Chairman Reuss. Mr. McQuade, you and others have, in comment-
Ing on the great increase in our imports in the last year—I think it
was 22 percent—have put the monkey largely on the back of what you
call inflation. T wonder if it is as simple as that, and whether we
shouldn’t begin to realize that as our economy grows toward full
employment, that inevitably we are going to import more goods from
the rest of the world. Far from being bad, this increase in imports is
good. I noticed in another connection that you talk about how essen-
tial it is to our exports that foreign countries grow and remain
prosperous, so they can buy more. Well, I should think it works both
ways, and that it would be a mistake to develop a cult in America
which had the idea that increased imports are in and of themselves
bad. I am sure that isn’t what you meant.

Mr. McQuabk. I fully agree with that. In fact they are very useful
in helping curb inflation because they soak up demand.

Chairman Reuss. Exactly.

In fact I can’t see any reason for blaming inflation for the 22 per-
cent Increase in American imports except insofar as it can be demon-
strated that widening price differentials between U.S. commodities
and imported goods actually made the difference in consumer prefer-
ence. I don’t know whether anybody has made that kind of a study.
But as far as I am concerned, it is a little loose for everyone to blame
inflation. I think that what people should be blaming is full employ-
ment. If they can separate out certain cases of price sensitivity—in
which Americans stopped buying U.S. goods because identical foreign
goods became relatively cheaper—then and to that extent, fine. Let’s
blame inflation for this phenomenon. I have no doubt that inflation
operated to some extent. But can you tell me how much?



79

Mr. McQuapk. I don’t think we can quantify it. I think T am merely
repeating your point here in different words. When you are working
at capacity which I think was more the case in 1966 than today, and
deliveries are short, people start to buy abroad. In the machine tools
in industry particular, I recall it was getting so that the timelag be-
tween giving an order and getting something delivered between
Cleveland and Milwaukee was getting really long at that time and
imports of Japanese machine tools really leaped up. That is one of the
varieties you were pointing out.

The other is, I think, when consumers are feeling much better off,
that extra European car, for example, which, of course, is one of the
major sources of imports, is again something the family can afford.
I think their tastes in the luxury area could end up, in fact do, in the
small car area, selecting foreign products.

Chairman Reuss. Is that bad? In my book it is not. What are we
going to do, impoverish the American consumer so he can’t buy either
at home or abroad ?

Mr. McQuabg. I am not urging that. What I am saying is that by
and large inflation is unfortunate for domestic as well as international
reasons. If it is in the areas where domestic production is at capacity,
people are pushed abroad, and with the extra dollars we must expect
thz:ﬁi some significant part of the allocation may go to buy foreign

0ods.

g Chairman Reuss. Yes, I will wind up this phase of the questioning
by saying that T am a little disturbed at the proposition that a high
level of imports may be, in whole or in large part, an evil thing. I
would feel better if T knew how much of the 22-percent increase this
last year in our American imports was due to full emplovment and
higher incomes, which is good in my book, and how much was due
to increases in American prices above foreign prices, or due to lengthy
waiting periods for deliveries from American producers, which are
both bad in my book. If we could quantify these items it would help a
great deal. T suspect that of the 22 percent the great inciting force
was something good; that is, full employment and higher consumer
income.

One of the reasons I feel this way is that there was a tremendous
increase in imports of consumer goods. People were buying more
hams, Ttalian shoes, Japanese transistors, and Volkswagens than ever
before; the only way I can see to keep the little darlings from buying
so much is to start a recession—a method which I don’t think is a
good one at all.

Mr. McQuabe. In 1967 did you consider that to be an appropriate
equilibrium or too slow? You have a comparison of a 5%-percent
growth of imports in 1967 and 22 percent in 1968.

Chairman Rruss. Yes, I can’t account for that rather low growth
in imports in 1967, since 1967 was a year of quite notable GNP growth,
1 believe. All T am saying is that T am really at a loss with these global
statistics. If somehow we coud distinguish the real effect of inflation
and thus quantify what is going wrong, we would be better off.

Mr. McQuabe. Itis very hard.

Representative Brock. Would the gentlemen yield? I just saw a
chart whenever the U.S. economy reach a growth rate of 514 to 6
percent that is when the lid flew off of imports. There is some correla-
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tion. I don’t know that I have ever seen a definitive study as to the
exact relationship. But I would say this, I am not raising inflation as
the bugaboo of this particular problem. It has adverse effects both
domestically and internationally. I think what we are talking about
though, the reason I mentioned it, was that I was far more concerned
with the long-range implications of this trend than I am with the
short-term panaceas we have had over the last 5 or 6 years. I think it
is criminal to ignore the fact we may be losing our competitive via-
bility. Let’s find out why and let’s do something about it. Let’s not put
windowdressing on it. That is what I am talking about. I am not talk-
ing inflation per se. But there are a lot of other factors.

Chairman Rruss. The tables you have just mentioned, Mr. Brock,
do show that in years of large growth in GNP, our imports have
stepped up. I read these tables the same way you do, but they include
years both when there were and when there were not dramatic increases
in prices. Therefore, I think they tend to show that it is good old
growth in the United States, which we all love, T think, that is causing
this import increase. My only point is that we should not really seek
to get our trade account into balance by depressing the U.S. economy.
I am sure this is a proposition with which you will agree.

Having said that we don’t want to cut down on our imports by
having a depression at home, nevertheless, there is a way of cutting
down on our imports which I find entirely legitimate and glorious
but which has not been much used. There has been very little leader-
ship from Government in this area, and I wonder who has the opera-
tive authority here.

As I look at those areas of American industry where import competi-
tion has become quite severe, I wonder if in many cases a salutary
result could not be produced if American industry got off its dime and
did something about it. For example, compact cars. The logy American
automobile industry did something about those 10 years ago and it
worked fine. It brought Mr. Romney to the Cabinet ultimately, but this
has all been forgotten now, and one of the worst items in our balance-
of-payments account was the enormous number of Volkswagens
imported.

Well, who in the American Government is worried about that?
Japanese transistor radios—I don’t know why American know-how
can’t produce transistor radios at competitive prices. Italian lady’s
shoes—I don’t see why these shoes can’t be produced by American
stylists here in the United States. Steel—the oxygen process was in-
vented abroad, but the American steel industry has been awfully slow
to adopt it.

You in the Department of Commerce are worried about our exports
and that is fine; many others are also worried about our exports. But
who in our Government is charged with the job of worrying about
valid and nonautarchic import substitution in the United States?
I think you could get just as big a bang for a buck of governmental
leadership there. Mind you, private industry has to do the main thing.
Private industry that has to export, private has to import-substitute.
But who is running the grocery store on import substitution ¢

Mr. McQuabk. It is a collective problem. I thought I mentioned in
my testimony the problem of making deals which won’t allow us to
use containers, for example, in international transport which is at
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issue, as you know, in the dock strike. That troubles me, and I think
I made that point.

I personally feel some adjustment in the practices and laws is called
for. I think Secretary Surrey was trying to make the case at least that
the 7-percent tax credit was designed to foster a greater efficiency in
American industry, which isanother piece of this puzzle. ]

I take it that the collective responsibility of all the economic agencies
of the Government is to seek greater productivity, to foster that in
American industry, by removing impediments and, if necessary, by
certain incentives. That may not be satisfactory. )

Chairman Reuss. Well, T will sum up this phase of the questioning
by saying that it seems to me, without interfering with private enter-
prise, that someone in the Government ought to investigate this mys-
tery of why the U.S. industry abdicates so many fields to foreign
competition. I can’t see any reason why we should. When you are
talking about Belgian lace or Italian-tooled leather, fine, I would
agree, we can’t and shouldn’t try to compete. But in the fields T have
mentioned, steel and compact cars, and electronics and even leather-
goods, I don’t see why we can’t. I think it is a pretty poor performance
on our part.

Mr. §r00k2

Representative Brock. I guess we can go on for quite a while. I am
always interested when we start talking about Government though it
seems that almost every area in which Government has become involved
we have got a dead industry. The merchant marine is a classic case,
and we are back in a strike on the docks again now with that particular
group. The Government has been equally involved in the maritime
field. They protected our steel industry to the point where it lost its
competitive viability. They protected American textiles or at least
cotton to the point where the Japanese began to outproduce us there
not only providing cheaper cotton, but with cheaper labor.

I think that the danger is that the Government always tries to re-
peal the law of supply and demand and it has never been able to do
1t yet. I would hope we would be pretty cautious about any further
interference by the Government in the private sector.

Chairman Reuss. I would have one more. A question of Mr. Arey.
Last year, when the administration’s tax on travel of Americans
abroad was proposed. I suggested that we could obtain a similar bene-
fit to our balance of payments by inducing foreigners travel to this
country. I suggested that we would be well advised to forget about the
travel tax, which would be a form of retaliation, and instead go all
out on a program of attracting foreigners to this country by some
system of packaged discounts or deductions. The President’s industry-
Government special task force on travel, headed by Ambassador Me-
Kinney, generally adopted that suggestion. It recommended in
February 1968 that, and I am quoting from page 24, “the U.S. Travel
Service should issue and distribute to foreign visitors hospitality cards
entitling holders to discounts on expenditures in this country.”

I envisaged whereby putting together all the airlines, hotels, motels,
railroads, restaurants, national parks, and so forth, it might be possible
to work up a discount which was very close to 50 percent. Then with
adequate advertising you could have big signs on the Champs Elysee
saying, “Once in a lifetime opportunity—visit the United States at
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half price.” You could make this whole trip for $700, Dusseldorf to
Dusseldorf, “And just stop by at your nearest U.S. travel service or
U.S. consultant and get your handy discount card.” )

Well, what happened to that? In fact our performance in inducing
extera foreign travelers last year, 1968, was not particularly glorious.
It was on the order of 5 percent, which isn’t a fiasco, but neither is it
a dramatic breakthrough. Why didn’t we implement that recommen-
dation and what are the chances of implementing it quickly for the
1969 season ?

Mr. Arey. In responding to that particular question, Mr. Chairman,
I would also like to keep in mind that comments of Mr. Brock regard-
ing the development of short range approaches to our balance-of-pay-
ments problems.

The U.S. Travel Service when it was created by Congress in 1961,
I think, was created as a definite long-range program, keeping in
mind the scope of the problem and the opportunities in this field
and realizing that international travel, the flow of international travel
in whatever direction, cannot be cut on and off like a faucet. Without
the cooperation of the private sector, without the very diverse travel
industry rallying around the relatively small Government program
in this field, the effort so far could not have been the success it has.

First, let me say that last year the travel service was assigned the
responsibility for implementing abroad the discount program as drawn
up by the presidential task force. There were over 3 million what we
call hospitality discount cards issued and distributed around the
world. The program ran into some difficulties in that we attempted
within the space of a few months to provide travelers from all areas
of the world with a personal identification entitling them to certain
discounts after arrival in the United States.

At the same time the task force made an effort to contact industry
throughout the country catering to travelers to draw up the discounts
that would be rendered. As a result several thousands of discounts
were established—very fine discounts. But there arose the problem of
the individual traveler not knowing just exactly what his individual
identification, his hospitality discount card, entitled him to after
arrival,

But despite this problem, we have evaluated the program as having
been very effective last year in its role in increasing the volume of
travel to the United States.

While it is true that a 5-percent increase in 1968 over 1967 is not dra-
matic we did have a dramatic increase in each of the preceding 3 years.
Thus, the 1967 increase was dramatic indeed, partly because of the
flow of travel that was sold through this country en route to and from
Expo '67.

Despite the large 1967 base, despite the difficulties in France that
caused a dramatic decrease in travel from that country and thus one
of our largest markets, despite difficulties last April and May in this
country giving us our first minus month-to-month comparison in some-
time we still are coming out with a 5-percent increase. And we feel
that, while maybe not dramatic, it is a good increase, and that the
expenditure figure of our visitors again has grown at a faster rate
than has the expenditure figure for our citizens traveling abroad.
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But as the number of visitors has grown in number, as they have
become more visible, and, I think appreciating the value of a coordi-
nating force in the travel field by government, private industry has
been willing to come across with some very fine discounts, especially
for the visitor from abroad.

We are just launching this month for the year 1969, a new discount
program, and the identification of the individual traveler will be by
his passport rather than by trying to distribute these cards throughout
the world. We will promote those discounts that are uniform through-
out an industry, those that can be marketed abroad and those that can
be easily understood by the traveler, and those that can be serviced by
the individual industry elements in this country when someone appears
and applies for a discount.

So we think we have found a way within our present resources and
jointly with industry to have an effective discount program this year.

Also we feel that.

Chairman Rruss. May I interrupt you to say that the main focus
of that discount program will be Western Europe, I would hope, be-
cause that is where the opportunity lies, in my judgment.

Mr. Arey. That is true. Of the overseas areas Western Europe does
rank high in generating tourists to the United States and due to its
concentration faciliates good coverage of our promotional campaigns.
However, it must be remembered that Canada provides the United
States with the greatest number of questions each year; and the Mexico-
Central America-West Indies area ranks second in generating visitors
to the United States.

Our effort definitely is greater, our promotional efforts are greater,
in Europe, and that is where the greatest effort will be made and great-
est effort will be made working directly with travel trade.

We will be making quite an effort, particularly in Japan. The in-
crease in travelers from that arvea of the world has been dramatic in
the past year. Whereas there was this dramatic decline in France and
a smaller number from some areas, we are coming out probably with a
26-percent increase from Japan, and that establishes Japan as our third
largest market by individual countries. So we will be promoting these
discounts there.

Just one other point in connection with discounts. We feel that there
should be some type of incentive program but that the incentive pro-
gram can be most effective, at this point in time, by directing it at the
travel sales outlets abroad, to those sellers of travel locally who are not
actively selling the United States as a destination to the extent that
they are selling and promoting other areas often because they know
them better. We feel we can perform a service in giving them some sup-
port in knowing this product better and having information about it.
Also there is proposed an amendment to the International Travel Act
of 1961 which would give us the authority to conduct, with private
enterprise, incentive merchandising plans where we could provide
TU.S. products as an incentive to a retail travel agent abroad based on
the increased volume of business.

Chairman Reuss. Well, I wish you well with the notion of package
tours at a discount because there is a tremendous market which has
hardly been tapped.




84

Any further questions? If not, thanks to you, Mr. McQuade, Mr.
Arey, and Mr. Surrey for your great helpfulness. And good luck to all
of you. Thank you.,

We will stand in recess until 10 a.m. tomorrow in this place.

(Whereupon, at 12:25 p.m., the hearing was recessed to reconvene,
10 a.m., Tuesday, January 14, 1969.)
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Concgress OF THE UNITED STATES,
SuBCOMMITIEE ON INTERNATIONAL EXCHANGE AND
PayyENTs oF THE JoINT Economic COMMITTEE.
Washington, D.C.

The Subcommittee on International Exchange and Payments met,
pursuant to recess, at 10:05 a.m., in room 2128, Rayburn House Office
Building, Hon. Henry S. Reuss (chairman of the subcommittee)
presiding.

Presengt:,: Representatives Reuss and Moorhead; and Senator
Proxmire.

Also present: John R. Stark, executive director, John R. Karlik,
economist, and Douglas C. Frechtling, minority economist.

Chairman Reuss. Good morning. The Subcommittee on Interna-
tional Exchange and Payments of the Joint Economic Committee will
be in order for continuation of its hearings on U.S. balance of pay-
ments policies.

This morning we are going to study the matter of government bal-
ance of payments expenditures. We are privileged to have with us
Mr. William S. Gaud, Administrator of the Agency for International
Development; Assistant Secretary of Defense, Robert C. Moot ; and
Mz, Peter Passell of Yale University

Representative MooruEAD. And of the 14th Congressional District
of Pennsylvania.

Representative Reuss. And of the 14th Congressional District of
Pennsylvania, in both of which you follow an illustrious member of
this committee.

First of all, each of you has submitted papers for which we are
grateful. They will all be received into the record in full. T would now
like to ask each one of you to proceed in whatever way is convenient for
vou, possibly by summarizing the more important points of your
papers, and I will call first on Mr. Gaud of the Agency for Interna-
tional Development.

STATEMENT OF HON. WILLIAM S. GAUD, ADMINISTRATOR, AGENCY
FOR INTERNATIONAL DEVELOPMENT, DEPARTMENT OF STATE,
ACCOMPANIED BY PAUL CLARK, ASSISTANT ADMINISTRATOR
FOR PROGRAMS AND POLICIES, AID

Mr. Gaop. Thank you, Mr. Chairman. I am very glad to have this
chance to discuss the relationship between our economic assistance
Erograms and the balance of payments. This is a subject which has

een very much on our minds In recent years, still is, and, I am sure,
will be in the foreseeable future.

(85)
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It is, relatively speaking, a new issue. During the Marshall plan
period and in the 1950s, the balance of payments was not a critical
issue in the ATD program and we spent our funds where they could buy
the most—where prices were the lowest. The result was that by 1960
only 41 percent of our AID dollars were being spent for U.S. goods
and services.

But about that time, as the balance-of-payments situation began to
get worse, we began to tie our aid to U.S. procurement. Since then we
have built up a rather elaborate system of restrictions designed to
minimize the balance-of-payments costs of the AID program. These
restrictions, unfortunately, have also diminished some of the benefits
of the AID program. I would like to talk first about what we have
done and then discuss briefly what the effects have been.

There are various ways to measure the impact of the program on the
balance of payments, but let me start with the gold budget. Our pro-
gram affects the balance of payments primarily two ways—one re-
sulting from overseas procurement of commodities and the other re-
sulting from our need to pay part of the local costs of projects in some
developing countries.

Asshown in the gold budget, in fiscal year 1961, our overseas expend-
itures totaled $982 million. By fiscal year 1968, the gold budget out-
flow had been reduced to $178 million, or only 814 percent of our total
expenditure. Now, this has been achieved in very large part by the
simple expedient of tying our procurement of commodities to U.S.
sources.

As far as the financing of unavoidable local costs is concerned, if we
simply bought local currency with dollars to cover these costs, we
would cause a dollar outflow. What we have moved to in recent years
has been using special letters of credit, which are accepted by host
country central banks in return for deposits of local currency which
we can use. The funds represented by these special letters of credit
can be used by the host country only to finance imports of U.S. origin.

Now, I have said that we have reduced the direct dollar outflow
from our program to $178 million in fiscal year 1968. Let me say what
this is made up of.

First, about $37 million is from offshore commodity procurement
under old loans and grants made before we instituted our tying pro-
cedures. This will fall from $37 million in fiscal year 1968 to about $11
million in fiscal year 1970 as these old loans and grants are worked out.
Of course, in time, this item will disappear altogether.

There are also about $63 million representing overseas spending by
U.S. employees. These can’t be tied because of article 8 of the IMF
Agreement, which bans convertibility restrictions on member coun-
tries’ current account transactions. About $12 million is our own AID
overseas administrative expenses to which article 8 also applies.

Next, there are about $17 million in cash grants that we make under
the program, primarily in Laos, where there is a multilateral exchange
operations fund financed by five countries including the United States.
Incidentallv, that is a very significant ficure—that $17 million. Many
people think that ATD makes a practice of giving money to countries
that we are helping. It is only $17 million in cash at the present time
out of our entire program.
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About $20 million is for certain local costs of contractors and for
programs such as American schools and hospitals; $20 million is ex-
penditures by the Social Progress Trust Fund, representing funds that
were obligated before the tying procedures were applied to this fund.

Lastly, about $20 million of our total contributions to the United
Nations organizations had to be spent overseas. L

These figures aggregate to $189 million; $11 million of these costs
are paid for by excess currencies, so that the net gold budget out-
flow is $178 million.

Except for the reduction which will result as some of our old loans
and grants are paid out, I think we are just about down to the 1rre-
ducible minimum of what we can do to limit our direct expenditures
overseas.

Now, if you want to take into account $259 million in repayments
of interest and amortization on our loans in fiscal year 1968, we had
a net, inflow for the year. These receipts will increase in the next few
years as more loans become due.

Now the gold budget tells only part of the story. What about what
you might call real life? What’s the real impact on our balance of
payments if you take into account indirect dollar flows? To what ex-
tent do our AID-financed exports substitute for normal U.S. gommer-
cial export sales? It is obvious that there is some substitution. For the
last few years we have been working to achieve what we call addition-
ality ; that is, we have been trying to devise ways to prevent our AID
exports from substituting for imports which these countries would
make with their own free foreign exchange if they were not getting
aid from us.

We have taken a number of steps to try to increase additionality.
They are listed in my statements. The main one which we have come
to lately is to allow recipient countries to buy only specific items from
the United States with ATD funds. These are items in the main which
they would not normally import from the United States. We call this
a positive list. Working in conjunction with Commerce and Treasury,
we try to devise a list for each country which will give additionality.

We have also concerned ourselves with trying to finance items which
will create a follow-on demand for future imports from the United
States such as industrial spare parts and the like. We have tried to get
these countries to remove discriminatory barriers against U.S. goods,
and to take a number of other steps to increase imports from the United
States and thereby provide additionality.

Now, how successful have we been? Additionality is hard to meas-
ure. About the only way we know to measure it 1s to examine the
trends in the U.S. share of commercial imports in a particular aid-
receiving country. We have made some aggregate studies of this. We
have also made studies of the situation in individual countries.

Tt looks to us—this is very rough, necessarily so—that in 1963-64,
the substitution of ATD goods for commercial imports was about 10
percent. In 1966-67, the Jast year for which we have satisfactory fig-
ures, substitution seems to have fallen to about 2 percent.

T want to emphasize that I don’t put any great credence in the pre-
cision of these figures, but they do indicate a trend. From everything
that we can see, the United States has not only maintained but has
increased its share of the commercial export market in the AID-recipi-
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ent countries taken as a whole. The situations in individual countries
vary.

Now, you asked us, Mr. Chairman, to try to estimate what AID’s
total effect, direct and indirect, on the balance of payments has been.
I have a table here in my statement, table ITI, in which we attempt
to give a picture of this for the last 4 years.

On the outflow side, we have started with the gold budget. We
have then added estimates of the extent to which it looks as though
aid displaces U.S. commercial exports. We have taken into account
the full amount of the Special Letters of Credit that we have issued.
These outflows have decreased to a very considerable extent over the
last 4 years.

What are the offsets—balance-of-payments inflows attributable to
AID? First, there are the direct receipts of payments on outstanding
loans. Then there is the respending effect—what we get the second
time around or third or fourth time around—as some AID money
spent overseas comes back to the United States for the purchase of
exports. We have given the best estimate that we could of the amount
that returns to the United States. Then to some extent, our aid induces
economic growth in these countries, which results in increased exports
from the United States. We have estimated these exports on the basis
of another staff study. Taking all of these inflows into account. as the
bottom list shows, there isn’t any net adverse effect of the AID pro-
gram on the balance of payments.

Again, T want to emphasize that there is a fair amount of crystal-
ball gazing in here. It is very hard to measure exactly, but we have
done the best we could.

What would have happened if we had not followed these policies?
First, suppose we had not introduced effective tying in the early
1960’s. If that were the case, we would suppose that, as was true back
in 1960, only about 40 percent of all of our commodity credits would
have been spent in the United States. The direct impact on gold
budget outflows might have been an increase of about $800 million a
vear for the last 4 years. If you take into account your indirect re-
spending effects, we estimate that the net increase in balance-of-pay-
ments costs might have been about $500 million a year. So that is the
amount that we estimate that our tying policies have saved us in bal-
ance-of payments costs.

Now, what about all this additionality business? How much has
that saved us? If we take the rough estimates that T mentioned earlier
of 10 percent substitution in 1963-64, apparently reduced to around
2 percent in 1966-67, and assume that substitution, remained at 10
percent, this would indicate that all of our additionality efforts have
saveg us about $35 million a year over the last 4 years, which isn’t
much.

Now, these efforts have been made at some cost to the AID pro-
gram. I think it is important to recognize what these costs have been.
In other words, to what extent has our effort to be kind to the balance
of payments interfered with the effectiveness of the AID programs?
I particularly want to draw your attention to certain points,

First, if you tie ATD funds to procurement from positive lists of
commodities which are not internatinally competitive, you reduce the
value of the AID dollar. The money doesn’t go as far, because these
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countries are buying goods for which they sometimes are paying 10 to
40 percent more than they would pay 1f they got them somewhere
else. This is a serious budgetary cost for us and for the receiving
country since it reduces the benefit the country gets from the aid.

Secondly, if you are going to persuade, induce, cajole these conntries
to switch imports from foreign sources of supply to the United States
the most effective way to do this is through import and exchange
controls. AID has always taken the position that such controls are
serious obstacles to development. It has been one of our goals to en-
courage removal of these controls, to encourage the free operation
of market forces. In this sense, we are working against ourselves when
we try to get these countries to switch from their natural sources of
supply.

ometimes our positive lists have been so limited that countries
couldn’t draw down available funds at a reasonable pace. This slows
the processes of development. This has been true, for example, in Chile,
in Colombia, and in Tunisia.

Also, we have frequently had to divert attention from negotiations
on self help, on reform measures, and other important development
objectives, and spend many weeks and a good deal of leverage arguing
with these countries about additionality. I feel very strongly that in
many cases, if you are looking at this thing from the standpoint of
development, our balance-of-payments policies have forced us in the
U.S. Government to spend too much time and too much energy talkin
with aid-receiving nations about the wrong subjects. We dilute the
leverage that we have for development objectives by trying to achieve
these other objectives.

Finally, I think there is a real risk that, if we carry our additional-
ity policies too far, we may actually harm the U.S. longrun export
situation. The reputation of U.S. goods is hardly enhanced in the
eyes of other countries when they are forced to buy uncompetitive
products on restricted positive lists.

I think we have done what we had to do in the last few years. I
think we should have done it. But the important point is that tying
does most of the job. Tying has perhaps saved $500 million a year.
These additionality measures have saved much less—$35, $40, $45
million a year. So I submit and I feel very strongly that as balance-
of-payments pressures ease, one of the first places to relax present
restrictions is in the drive to achieve full additionality in the ATD
program. The cost to the balance of payments would be modest and
the benefits to our efforts to stimulate growth of developing countries
would be very large.

I don’t think any discussion of the relationship of AID to the
balance of payments would be complete, Mr. Chairman, without say-
ing just a word about the longrun benefits of AID in this area.
Because of the work of AID-financed technicians and contractors
asing U.S. products abroad and the introduction and wide use of U.S.
commodities, AID is indeed a precursor of trade, AID opens the
way to future trade which has a very beneficial effect on our balance
of payments. This is quite clear from the rising trend of exports to
countries such as Greece, Israel, Taiwan, Libya, and Iran, which are
no longer getting aid from us. U.S. non-AID exports to these coun-
tries have grown by 100 percent between 1960 and 1966, while exports
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to all less developed countries have increased by 42 percent. We see
the same thing in the trend of rising exports to Korea, and other coun-
tries that are making progress in development. So the ATD program
has a very real direct effect on the balance of payments.

I would like to close, if I may, Mr. Chairman, with just a word of
summary. It is perfectly clear from this discussion that our economic
aid appropriations would go further—that they would accomplish
more—if we didn’t have to worry about the balance of payments. But
we do have to worry about it. We will continue to have to worry about
it. The question is how far we should go in trying to lessen the impact
of the AID program on the balance of payments. Should we give
absolute priority to measures that will reduce still further the adverse
effect of our AID programs, or are the objectives of those programs
sufficiently important to justify some balance-of-payments costs?

It is my opinion that we have already gone as far as we should go
in trying to minimize the balance-of-payments costs of the ATD pro-
gram. I believe we have reached, if we have not already passed, the
point of diminishing returns, the point where the damage to the pro-
gram exceeds the gain to the balance of payments.

Thank you, Mr. Chairman.

(The prepared statement of Mr. Gaud follows:)

PREPARED STATEMENT OF ADMINISTRATOR WILLIAM 8. GAUD

Mr. Chairman and members of the subcommittee :

I appreciate this opportunity to discuss the relationship between our economic
assistance programs and the balance of payments. This is a subject which has
been very much on our minds in recent years, and still is.

The primary purpose of AID is development. For nearly two decades, assistance
to less developed countries has been a major element of U.S. foreign policy. Help-
ing poor countries to help themselves has been recognized as a goal important
to the safety of our nation and the well being of our own people.

There is impressive evidence that our foreign aid programs have helped improve
the world we live in. Already a few less developed countries have reached the
point where they no longer need assistance from AID. Many of those remaining
have made substantial progress in increasing food production and reducing de-
pendence on aid.

In carrying out an aid program we must be conscious of our other national
concerns—one of these being the balance of payments. We have adjusted the
AID program more and more to minimize its balance of payments costs.

During the Marshall Plan and most of the 1950’s, the balance of payments
was not a critical issue. Aid appropriations were generally spent wherever prices
were lowest. For the first few years after the war, the United States was the
only major source for most of the goods needed by U.S. aid recipients. Conse-
quently, most aid dollars were spent in this country even though they were not
tied to U.S. procurement.

This situation changed dramatically as the European countries recovered and
became increasingly effective competitors. By 1960 only 419, of our aid dollars
were being spent for U.S. goods and services. In order to improve the U.S. bal-
ance of payments, we began to tie our aid to U.S. procurement. Since then we
have built up 2 more and more detailed system of restrictions, designed to mini-
mize the balance of payments costs of AID’s program.

AID’s DiRECT IMPACT ON THE BALANCE OF PAYMENTS

Let me start by examining the direct balance of payments effects of the AID
program. By this I mean direct expenditure of dollars for goods and services
outside the United States. These direct effects are shown in official accounts
commonly called the Gold Budget (See table I). In my opinion, our tying pro-
cedures have reduced these direct outflows to an irreducible minimum.
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In fiscal year 1961, overseas expenditures by AID totaled $982 million, about
54% of our total expenditures. As a result of effective tying, by fiscal year 1968
the Gold Budget outflow had been reduced to $178 million, or 8.5% of our total
expenditures.

This reduction has been brought about by tightening procurement and finane-
ing regulations and making increasing use of local currencies instead of dollars
whenever possible. We have taken several kinds of actions.

The most important step has been to tie AID procurement of commodities and
services to U.S. sources. Since 1959 development loans have been tied. In 1960
procurement under grants was restricted to the U.S. or the developing countries,
and subsequently to U.S. sources only. Selection of contractors and experts whose
services are to be paid for in dollars has been limited to the United States except
when the needed service cannot be obtained here.

Measures have also been taken to limit negative effects on the balance of pay-
ments of those local costs which we must still finance to carry out our program,
and which recipient countries are not able to pay for as a part of their share
in our aid effort. AID-financed local costs are primarily for support of U.S.
personnel employed in overseas technical assistance projects and for unavoidable
procurement of some local supplies and other administrative expenses. In some
countries, AID has also financed part of the local costs for certain priority
projects—such as in agriculture and education—where these projects could not
not otherwise go forward.

Instead of purchasing local currency directly with dollars to cover such local
costs, AID has used specialized financial instruments known as Special Letters
of Credit. These Special Letters of Credit are accepted by host country central
banks in return for deposits of local currency which AID can use. However,
recipient countries may use these Special Letters of Credit only to finance im-
ports of U.8. origin.

In the excess currency countries—where U.S. holdings of local currency from
PL 480 sales greatly exceed U.S. needs—AID purchases from the U.S. Treasury
local currency which the U.S. already owns.

As a result of the above measures, AID has reduced the direct dollar outfiow
from its program in fiscal year 1968 to $178 million. (See table II). This figure
consists of :

$37 million 29, of AID-financed commodities) for offshore commodity
procurement. Most of this is from old, untied loans or grants. This outflow
is expected to fall to $11 million in fiscal year 1970, as expenditures under
these old loans and grants continue to decline,

About $63 million of overseas spending by U.S. employees, which cannot
be tied because of an IMF article banning convertibility restrictions on mem-
ber countries’ current foreign exchange earnings.

About $12 million of overseas administrative expenses, to which the same
IMPF article applies.

$17 million in cash grants—mainly in Laos, where special circumstances
call for a multilateral untied fund with other donor countries to stabilize
the Laos currency.

About $20 million for certain local costs of contractors and for programs
such as American schools and hospitals, where excess currencies were not
available for this purpose.

About $20 million in expenditures by the Social Progress Trust Fund of
the Inter-American Development Bank. These are expenditures of funds
obligated before 1964 when we began tying our donations to this Fund.

Some $20 million of our contributions to U.N. organizations which had
to be spent overseas for the first time in several years.

Use of excess currencies provided an offset of $11 million against these items,
reducing the final Gold Budget outflow from $189 to $178 million.

We think that this is about as far as we can go in our direct Gold Budget
outflows, except for further modest reductions as old, untied loans and grants
are drawn down.

As measured by the Gold Budget, almost 929, of our total expenditures last
year were in the United States. When we allow for $259 million of receipts of
interest and amortization on previous loans, we had a net dollar inflow of about
881 million. We expect this wet inflow to continue to increase in the next few
years,

25-765—69——17
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INDIRECT EFFECTS ON THE BALANCE OF PAYMENTS

Tying alone, however, does not forestall indirect dollar outfiows. Such indirect
outflows occur when AID-financed exports substitute for normal U.S. commer-
cial export sales. Recipient countries may use AID credits partly for purchases
they would have made with their own free dollars. To the extent that this
happens, some commercial U.S. exports will be displaced, and there will be an
indirect loss on the trade account of our balance of payments.

In free-enterprise economies, it is not host governments that do the importing,
but rather local importers who must act according to commercial motives to
remain in business. Some substitution must, therefore, be expected. It can be
avoided entirely only if inducements or controls cause importers to divert
some purchases from normal sources to U.S. suppliers.

ATTEMPTS T0 GAIN FULL ADDITIONALITY

Increasingly over the last four years AID has sought by various means to
prevent any substitution. We have tried to ensure that AID-financed exports
were fully additional to U.S. commercial exports.

Beginning in 1964, special provisions were written into a number of loan
agreements which required that the funds be used only for imports in excess
of the recipient country’s normal marketing requirements for certain commodi-
ties, such as fertilizer. In 1965, we further modified our financing policies to
include U.S. export promotion as an explicit criterion for selecting capital
projects and commodities for AID financing. Moreover, we have been giving
increasing weight to choosing capital projects which have a “follow-on” export
potential.

We first began to use negative lists for additionality purposes in 1966. These
were lists of commodities which could not be financed with AID funds. Negative
lists had always been used to bar certain imports, such as luxuries. Then items
were added for which the United States was already a major supplier. The
object was to reduce substitution by foreing a recipient to purchase commodities
other than those it usually purchased from the United States.

In 1967 we first used positive lists for additionality purposes—that is lists of
commodities which were the only ones which could be financed with AID credits.
We are moving to this new policy as rapidly as possible in countries receiving
program loans.

Commodities on these lists are selected jointly by AID, Commerce, and Treas-
ury according to several criteria. We attempt to identify particular commodities
where we believe we have a competitive advantage, but which are not yet
well represented in the recipient country’s markets. We also seek to finance items
which will engender a follow-on demand, often for industrial spare parts. For the
most part, however, positive lists are made up of commodities in which the
United States is relatively less competitive, and which we would otherwise be
unlikely to export in any great volume.

In order to ensure that AID credits restricted in this way are absorbed, recipi-
ent governments must take collateral measures to induce local importers to shift
their purchases to U.S. suppliers. We try to bring about removal of any discri-
minatory barriers to the import of U.S. goods. In addition, where credit is very
scarce, recipient governments may give easier credit terms for imports from the
United States or permit importers of U.S. goods to make smaller down payments.
They may selectively reduce tariffs in such a way as to favor U.S. exports. In
countries with import and exchange controls licensing may be used to favor
U.S. exports so as to ensure additionality. All of these efforts, except the removal
of discriminatory barriers are restrictions on the operation of free market forces.

AID works closely with the Treasury and Commerce Departments to devise
additionality measures as conditions of particular loans. Since 1967 an “Addi-
tionality Working Group” of the Cabinet Committee on the Balance of Payments
has attempted to extend and refine these approaches to additionality.

How MUCH ADDITIONALITY HAs BEEN ACHIEVED?

Additionality is usually measured by examining trends in our share of com-
mercial imports of commodities by a particular recipient country. These meas-
urements are rough since it is difficult to determine whether changes in commer-
cial market shares are due to substitution or to other factqrs, such as changes
in relative competitiveness. The results are .probably less reliable for individual
countries than for a group of countries considered together. .
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A study examining aggregate U.S. commercial exports in all major countries
receiving AID assistance, and comparing them with exports projected on the basis
of pre-tying commercial market shares, suggests that substitution has been small
and falling. Taking 1958-60 as the base period (before tying or additionality
efforts), it appears that in 1963-64 substitution was about 10 percent. By 1966-67
it seems to have fallen to about 2 percent. Such calculations are not precise, but
they do suggest some success in our efforts to achieve additionality. The trend
is clear, in any case, that the United States has maintained its share of the com-
mercial export market in the aid-recipient countries.

In another calculation, we analyzed 1967 market shares in twelve individual
recipient countries. Of these twelve, we found only three—Colombia, Turkey
and the Dominican Republic—where the U.S. commercial market share had
declined significantly since 1958-60. In Colombia, however, the decline in U.S.
commercial exports was double the tofal AID-financed exports. It is clear that
factor other than substitution were at work. In two of our biggest recipients—
India and Pakistan—the United States maintained its commereial market share
even while AID inputs were rising. In two other countries—Thailand and Viet-
nam—the U.S. has actually increased its earlier commercial market share signifi-
cantly while providing large volumes of aid.

The record is less impressive with respect to the additionality of Special
Letters of Credit used to tie local cost financing. These Special Letters of Credit
are difficult to tie effectively since they are typically issued in countries where
there are few import or foreign exchange controls, and where the government
therefore cannot divert imports from other countries to the United States to
prevent substitution.

Despite our attempts to achieve full additionality, there is some indirect outflow
of dollars attributable to the AID program. On the other hand there are other
important indirect effects which has a favorable effect on the balance of payments.

One we call the respending effect. Respending is increased U.S. export sales
that result from AID dollars spent abroad. AID dollars that enter the economy
of a recipient country may later be used to buy goods from the United States.
Or they may go through trade channels to a third country which will use them
to purchase goods here. Although experts differ on the size of the respending
effect, ATD’s calculations suggest that about half of AID’s direct and indirect
dollar outflow eventually returns to the United States.

Economic assistance from the United States and other surces is in large part
responsible for the growth of the developing countries. As a country grows, its
imports increase. We have calculated that about 20 percent or about $380 million
of increased U.S. exports to the developing countries between 1960 and 1965 moy
be attributed to economic growth induced by U.S. assistance.

Toral DIRECT AND INDIRECT EFFECTS ON THE BALANCE OF PAYMENTS

In your letter, Mr. Chairman, you asked me to try to estimate AID’s total
offects—direct and indirect—on the balance of payments. Table III gives a
rough estimate for the last four years.

The first column in the outflows shows the direct costs in the Gold Budget.
These have been falling, from $335 million in Fiscal Year 1965 to $178 million
in Fiscal Year 1968. o .

The next kind of outflow is indirect costs from substitution of commodities.
Using the overall additionality percentages discussed above, it appears that these
costs were somewhat over $100 million in fiscal year 1969, and had fallen to
around $25 million in fiscal year 1968. .

The third kind of outflow is for substitution under Special Letters of Credit. In
the table we have simply entered their gross value without considering any re-
spending. This outflow amounted to $100 million in fiscal year 1968.

But there are offsetting inflows too. First, there are direct receipts from inter-
est and amortization from past AID loans. These have gradually risen from $173
million in fiscal year 1965 to $259 million in fiscal year 1968.

Second, we estimate that about half of any Gold Budget outflow or any sul-
stitution will come back to the United States for increased purchases of U.S.
goods and services by recipient countries and third countries through respending.
Since gross outflows were falling over the period, respending probably also fell
from about $255 million in fiscal year 1963 to about $145 million in fiscal year

1968.
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Finally, roughly $75 million a year in increased exports can be attributed to
that portion of income growth in recipient countries which stems from U.S. aid
itself.

Thus the overall picture of AID’s impact on the balance of payments, consider-
ing both direct and indirect outflows and inflows, has shifted from a small net
outflow in fiscal year 1965 to a net inflow of roughly $175 million in fiscal year
1968. We expect this net inflow to rise further, principally because of growing
receipts of interest and amortization.

ALTERNATIVE POLICIES

It is rather difficult to say what the record would have been if we had not fol-
lowed the policies we did. But let me begin making two assumptions.

First, if we had not introduced effective tying in the early sixties, we could
reasonably expect that only about 40% of all commodity credits would be spent in
the United States, as was the case in fiscal year 1960.

The direct result on Gold Budget outflows might have been an increase of about
$800 million a year from fiscal year 1965 through fiscal year 1968. Taking into
account indirect respending effects, the net increase in balance of payments costs
might have been approximately $500 million a year.

Second, let us assume that we had continued tying but had not imposed addi-
tionality restrictions since 1964. Accepting the validity of the 10% substitution
figure which we calculated for 196364, and taking respending into account, it
appears that all our additionality efforts only saved us about $35 million a year
over the last four years. It is striking that the balance of payments benefits of
additionality efforts are so much smaller than those of the original tying.

S0ME RELATED PROGRAMS

Let me mention briefly two programs important for development abroad—
multilaterial banks and private investment flows. In both areas, significant steps
have been taken to limit U.S. balance of payments costs. However, tying and
additionality efforts have rightly not been carried quite so far as in AID, because
of other important U.S. purposes in these fields.

In the Inter-American Development Bank (IDB) and the Asian Development
Bank (ADB), U.S. contributions to ordinary capital are untied, like those of other
member countries. U.S. contributions to the Special Funds of the IDB are tied,
however, and proposed contributions to the Special Funds of the ADB will be
tied. Bond sales in the U.S. market by the IDB and the World Bank to raise
ordinary capital are not tied. But the managments of these banks, in consultation
with the Treasury Department have sought to limit the net foreign exchange cost
of their operations.

Finally, contributions of all the donor countries to the International Develop-
ment Association have traditionally been untied. For the IDA replenishment now
before the Congress, however, a special arrangement has been negotiated. It pro-
vides that during the first three years of the replenishment period, or as long
thereafter as other contributions are available, U.S. contributions will be drawn
down only to the extent of IDA-financed purchases in the United States. I cer-
tainly hope that as our balance of payments strengthens, the United States will not
again have to ask for such special treatment. A multilateral institution like IDA
ought to be able to operate worldwide without this kind of restriction.

Overseas private investment by U.S. business firms is also crucial to develop-
ment in poor countries. The transfer of technology, growth of financial and
managerial skills, expansion of commercial activity, and mobilization of local
resources associated with private investment are as important as the transfer of
capital.

Private investment flows have averaged $1.2 billion annually in recent years—
about a third of total U.S. public and private flows to these countries. AID pro-
grams such as investment guaranties and investment surveys have helped stimu-
late part of this flow. While for the most part it has not been practicable or de-
sirable to tie private investment explicitly to U.S. procurement, such investment
clearly generates initial orders for U.S. equipment and construction services, and
then follow-on orders for U.S. raw materials, spare parts and components.

The Commerce Department’s system of private direct investment controls.
which the committee is considering tomorrow, of course limits the balance of
payments cost of such flows. I am pleased that from the beginning, the system has
been designed to permit an increase in U.S. financing of investment in developing
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countries while reducing investment in the developed countries. The limit on pri-
vate investment in less developed countries has been set at 1109 of the base year
level. This is considered a target as well as a ceiling. Moreover, as Commerce
Undersecretary Bartlett stated in announcing the 1969 program, “. . . In keeping
with the Administration’s desire to encourage increased private investment in
less developed countries, special consideration will be given to applications from
companies which are considering developmental projects in less developed coun-
tries but which have insufficient investment quotas and cannot arrange foreign
financing in compliance with the Regulation.”

THE FUTURE: SOME WORRIES ABOUT ADDITIONALITY

This brings me to a major point about future directions of policy in this area.
Over the course of our experience with additionality policy in the last few years,
we have become increasingly aware of some of the costs which attend this policy.
We must ask ourselves the question: Has it been worth it? Does it conflict too
much with the basic business of AID?

Tying AID funds to procurement from a positive list of commodities, which
are not internationally competitive, reduces the value of the AID dollar. Al-
though measurement of comparative costs is difficult, some AID-financed goods
may cost 10 to 409, more than comparable goods from other suppliers when
delivered to particular host country markets. This differential is particularly
burdensome with recent severe cuts in aid appropriation levels.

Moreover, as I noted earlier, if AID credits are to be covered fully by addi-
tional U.S. exports, part of a host counrty’s imports must be diverted from foreign
sources of supply to the United States. The most effective way to do this is
through import and exchange controls. The United States has long viewed such
controls as serious obstacles to efficient development. It has been a goal of AID
to encourage removal of these controls to encourage free operation of market
forees. Although systems of controls have not actually been established as a result
of our efforts to obtain additionality, those efforts may serve as an incentive to
delay dismantling of existing systems.

In several instances AID positive lists have been so limited that countries
could not draw down available funds at a reasonable pace, and put them to use
for development. Importers were simply reluctant to use AID funds to purchase
goods subject to our procedures and at higher prices.

Where AID, together with Treasury and Commerce, has been particularly
concerned with additionality shortfalls in an individual country, we have fre-
quently had to spend months negotiating an additionality agreement. This is a
complex and sensitive subject, and has tended to divert attention from negotia-
tions on self-help and other important development objectives. Both the United
States and the host government spend too much time and energy talking about
the wrong subjects.

Finally, there is a real risk that our additionality policies may actually harm
our long-run export position. Although it is one of those things which is diffi-
cult to measure, the reputation of U.S. goods can hardly be enhanced in the eyes
of developing country importers by experience with uncompetitive U.S. commodi-
ties on restricted positive lists.

In view of the seriousness of the U.S. balance of payments problem in the past
several years, what AID had done may have been necessary. But tying does most
the job. As balance of payments pressures ease, one of the first places to relax
present restrictions is in the drive to achieve full additionality in the AID pro-
gram. The cost to the balance of payments would be modest, and the benefits to
our efforts to stimulate growth of the developing countries would be large.

Future ExPorT EFFECTS OF THE AID PROGRAM

It is also important to recognize that in carrying out its fundamental task of
development, AID promotes the long-run prospects for U.S. exports.

In some degree this is a by-product of particular AID activities. AID-financed
technicians and contractors tend to recommend U.S. products. AID loans finance
the introduction and wide use of U.S. commodities. If their costs are not too far
out of line, their quality creates future markets. Foreign nationals trained in
this country under AID-sponsored programs become leaders in their own coun-
tries, and their familiarity with both our ideas and our products is helpful.

More basically, AID promotes long-run U.S. export markets by enabling poor
countries to make economic progress. As they prosper, their demands for imports
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from the United States expand. Two AID staff members recently published an
article in the Harvard Business Review in which they calculated that these
income-induced exports by countries receiving AID support were in the range of
$380 million during the period 1960 to 1965.

Moreover, as recipient countries become self-sustaining and graduate from
AID rolls, we find they become better customers for U.S. exports. The rising
trend of exports to countries such as Greece, Israel, Taiwan, Libya and Iran
attests to the effectiveness of AID’s long-run contributions to the overall growth
of U.S. exports. U.S. non-AID exports to these countries grew by 1009 be-
tween 1960 and 1966 while exports to all less developed countries increased by
approximately 429,. During the same period exports to all developed coun-
tries rose by only 339,. As other developing countries increase their foreign
exchange earnings in the future, we can expect that they too will continue to
increase their exports from the United States.

And now Mr. Chairman, one final word by way of summary.

Our economic aid appropriations would go farther and accomplish more if we
didn’t have to worry about the balance of payments. But we do have to worry
about it. The question is how far we should go in trying to lessen the impact of
the AID program on the balance of payments. Should we give absolute priority
to measures that will reduce still further the adverse effects of our aid programs,
or are the objectives of those programs sufficiently important to justify some
balance of payments costs?

In my opinion we have already gone as far as we should go in terms of taking
into account—and trying to minimize—the balance of payments effects of the
ATID program. I believe we have reached, if we have not already passed, the
point of diminishing returns—the point where the damage to the programs
exceeds the gain to the balance of payments.

TABLE L.—AID EXPENDITURES FOR ECONOMIC ASSISTANCE AND THEIR DIRECT IMPACT ON U.S.
BALANCE OF PAYMENTS

[Dollar ameunts in millions}

Gross expenditures

Direct
In United States net impact
on US.
Percent Net balance of
Fiscal year Total Amount of total Offshore receipts t payments
$1,801 $819 45.5 $982 $131 —3$851
,849 986 53.3 863 153 —710
2,074 1,369 66.0 705 528 -177
2,022 1,608 79.5 414 207 —207
2,096 1,761 84,0 335 173 —162
2,128 1,766 83.0 362 183 —179
2,336 2,114 90.5 222 294 +72
2,092 1,914 91.5 178 259 81
2,206 2,061 93.4 145 302 +157
2,084 1, 93.3 140 342 +202
1 Total receipts in dollars and foreign currencies minus receipts in “‘excess’ and *‘near excess' currencies.
TABLE 11.—AID FISCAL YEAR 1968 GOLD BUDGET
. {In millions of dollars}
COmmMOdIteS . e eemee e emm———————————— $37
L0l COSES 1 e eeeameceeemenmeeeemeeeeee—ee—seeeemmememn 112

Personnel SUPPOTt COStS . e mamm——amem————ann 63
Administrative expenses 12
Cash grants. _ . e . 17
Contractor local costs, inter-regional programs, etc._ . ... o iiieiieaaon 20

Enternational contributions 2. e cmmmmmmeaann 40
Social Progress Trust Fund (1D B) . e aeaen 20
Other international organizations. . . .. ... ————— 20

L PO 189

Less use of eXCess CUMTeNCies 3. L i aeeeeieaicmccccceeoacmacocaeeemeeeenaanns

Total QU IOW. ¢ o e eemedcececeeme e mmm e meameememm—mm——m————— 178

lSﬁecial letters of credit are already taken into account in these calculations. i -
3 These are outflows arising from those contributicns to international organizations whichare from A1D appropriations.
$ These are purchased from the Treasury for AID activities, but not allocated to particular categaries above.
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TABLE 111.—ESTIMATED DIRECT AND INDIRECT BALANCE-OF-PAYMENTS IMPACT OF AID PROGRAR

Outflows Inflows
Com-

i modity Gross Growth- Net

Fiscal Gold  substi- SLC's Net Re-  induced outflow

years budget tution issued Total receipts spending exports Total or inflow

1965 ... ... —335 -119 —-92 -517 173 255 75 503 -17
1966 . . _.... —362 —67 —129 —558 183 264 75 5§22 —34
1957 coieiaiaas —222 —41 —144 —407 294 196 75 567 4106
1968............. -178 —25 —100 —303 259 146 75 480 +176

Chairman Reuss. Thank you, Mr. Gaud.
Mr. Moot?

STATEMENT OF HON. ROBERT C. MOOT, ASSISTANT SECRETARY OF
DEFENSE (COMPTROLLER)

Mr. Moor. Mr. Chairman and members of the subcommittee, it is
a pleasure for me to appear before this subcommittee to discuss with
you the Department of Defense program to minimize the balance-of-
payments costs of U.S. defense activities.

IxTRODTGOTION

The Department of Defense continues to be deeply concerned about
balance-of-payments matters. We fully recognize that expenditures by
the Department of Defense represent a substantial portion of Govern-
ment expenditures abroad. Therefore, we believe we have a special
responsibility to carry out our programs in ways which minimize, to
the maximum extent feasible, the impact of our overseas activities
on the . S. balance of payments.

The mission of the %epartment of Defense is to provide for the
security of the United States. Therefore, balance-of-payments con-
siderations cannot be controlling, or indeed, examined independent of
requirements stemming from our national security objectives, includ-
ing our security commitments with other nations. Given the over-
riding importance of our security objectives and the obligations we
have to our personnel, the Department of Defense balance-of-pay-
ments program has been developed and is being carried out under two
general guidelines: first, essential combat capability must be main-
tained and second, expenditure reductions must be achieved without
creating undue hardships for U.S. military and civilian personnel
and their families.

Recorp 10 DATE

Despite initial increases in Southeast Asia expenditures beginning
early in 1965, we reduced the net adverse balance on the defense
account by almost half, from $2.8 billion in fiscal year 1961 to $1.5
billion in fiscal year 1965. As shown in table I, this reduction was
achieved by (1) a fourfold increase in our receipts, which stem pri-
marily from sales of U.S. military goods and services to foreign
countries (2) a reduction in uranium purchases abroad for defense
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purposes and (3) a successful effort to hold down overseas expendi-
tures in the face of substantial increases in foreign prices and wages
and in the pay of U.S. Defense Department personnel. In countries
where we have large numbers of foreign nationals, wage increases
were particularly significant. For example, based on an index of wage
levels published by the International Monetary Fund, during the
period calendar year 1961 to 1964, the U.S. wage level rose less than
13 percent, but wage levels in France rose by about 27 percent, in
Germany by about 30 percent and in Japan by about 33 percent. There
also were price increases in supplies and services we procure overseas.
Similarly, during the fiscal year 1961-65 period, there were three
U.S. military and four civilian employee pay raises and a personal
income tax reduction in 1964,

Beginning in mid-1965, our expenditures, as shown in table II,
have increased due primarily to the conflict in Southeast Asia. In
fiscal year 1968, about $1.6 billion or more than one-third of our total
balance-of-payments expenditures were attributable to the Southeast
Asia conflict.

In fiscal year 1968, there also was some increase in defense ex-
penditures, other than those attributable to Southeast Asia. These
increases included a special payment of $35 million to the United
Kingdom to fulfill a commitment related to the trilateral discussions
in 1967, and a payment of $31 million in settlement of longstanding
Philippine claims arising from service by Philippine personnel in
World War II. In addition, following the seizure of the Pueblo in
January 1968, it was considered necessary to take a number of steps
which increased balance-of-payments costs in the Far East area. There
also have been continuing increases in the costs of our activities over-
seas. Since the beginning of calendar year 1965, for example, the
International Monetary Fund wage index has risen by 17 percent
in Germany and 42 percent in Japan. In addition, U.S. military pay
raises during this period were about 17 percent and U.S. civilian pay
raises were approximately 11 percent. I would like to turn now to a
more detailed discussion of the actions we have taken in recent years
which served to minimize expenditures and to increase receipts con-
sistent with our basic guidelines.

Expexprrores BY U.S. Mivitary, Civivian, aNp DEPENDENT
PrrsONNEL OVERSEAS

The Department of Defense balance-of-payments program relating
to reductions in foreign exchange expenditures by U.S. personnel has
three main focal points: first, a strenuous effort to review require-
ments for U.S. military and civilian personnel in foreign countries
with a view to reducing these requirements where feasible; second,
continuing stress on actions to reduce personal spending on the local
economy; and third, efforts to hold down balance-of-payments ex-
penditures related to nonappropriated fund activities.

a. Military Strength Levels in Foreign Countries

Special procedures governing U.S. military strength in foreign
countries have been developed during the past several years which
supplement normal manpower requirements reviews. Under these pro-
cedures, an overall end fiscal year ceiling on military strength in for-
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eign countries is established for each military department. In certain
cases there are additional subsidiary country and/or area ceilings.

Although since 1963 there has been an overall net increase in U.S.
military strength in foreign countries, there also have been a sub-
stantial number of actions which served to reduce such requirements
for military personnel with beneficial balance-of-payments effects.
For example, during fiscal year 1964 and fiscal year 1965 there were
substantial reductions in the staffs of U.S. Military Headquarters
overseas; the Army reorganized its support operations in France;
three U.S. Air Defense units in Spain were phased out; and Strategic
Air Command Reflex B—47 operations were redeployed from Iurope.
In fiscal years 1966 and 1967, we gave particular attention to consoli-
dating and streamlining our support and administrative operations
and base structure overseas, and more than 20 activities were consoli-
dated, reduced, or discontinued. In fiscal year 1968, the Department of
Defense also initiated action to redeploy about 35,000 military per-
sonnel from Germany. These troops, however, remain committed to
NATO. In total, there was a reduction in U.S. military strength in
Western Europe of approximately 90,000 between March 1962—the
peak of the Berlin buildup—and March 1968.

b. Expenditures by Individuals

We have made a continuing effort to encourage participation by
our personnel stationed in foreign countries in voluntary programs
designed to channel available disposable income back to the United
States. These programs were initiated by the Department of Defense
early in 1961 and expanded it recent years. The programs emphasize
and encourage voluntary actions to reduce spending on the local
economy, to increase use of payroll allotments and other voluntary
savings programs, and to increase spending in U.S.-controlled facili-
ties, including use of U.S.-operated recreation areas,

Since 1966, existing programs relating to voluntary reductions in
personal spending by Department of Defense personnel stationed in
foreign countries have been intensified and several new programs have
heen 1nitiated. Disbursement procedures have been modified to make
it easier for servicemen to leave their pay “on the books.” Regulations
were amended to permit servicemen to increase the size of their allot-
ments sent home. In addition, the uniformed services savings deposit
program was enacted in August 1966. Participation in the program is
limited to military personnel on active duty in a foreign area. As of
September 30, 1968, there were $422 million in gross ld-,eposits under
the program and the balance on deposit, as of August 31, 1968, was
about $251 million. We recognize, of course, that these deposits—as in
the case of savings associated with similar programs—cannot be
equated directly with equivalent balance-of-payments savings since
some portion of the new deposits are made in place of other forms of
savings or expenditures which would not otherwise enter the inter-
national balance of payments.

During 1968, we undertook a general reemphasis of our existing
voluntary programs relating to personal spending, such as (1) an
expanded internal information program on the balance-of-payments
problem and Department of Defense programs, reaching military and
civilian personnel serving at home as well as overseas; (2) improved
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stocking of American goods in military exchanges overseas; (3)
increased use of American sales facilities; (4) greater use of American
controlled recreation facilities overseas; and (5) renewed emphasis on
current savings programs.

In South Vietnam, efforts to encourage voluntary reductions in per-
sonal spending are part of the overall effort to reduce inflationary
pressures on the local economy. Additional U.S. actions in South Viet-
nam include a special piastre budget for spending by U.S. agencies in
that country, the use of military payment certificates and a prohibi-
tion on the use of regular American currency as part of the effort to
eliminate unauthorized currency transactions. In this respect, the rest
and recuperation (R. & R.) program in Hawaii for military personnel
serving in South Vietnam also serves to hold down the foreign
exchange costs resulting from this program. On the basis of an average
expenditure of approximately $340 per man on R. & R. in foreign
countries during July-September 1968, we estimate that the use of
Hawaii as an R. & R. site will result in foreign exchange savings of
$35 to $40 million in fiscal year 1969.

Reductions in official travel overseas also were made this past year as
part of the President’s balance-of-payments program for 1968. In the
second half of fiscal year 1968, based on military department reports,
Department of Defense obligations for official travel overseas wero
reduced by about 30 percent %elow the comparable amount contained
in the President’s budget—a $10 million savings. The $10 million is
not all balance-of-payments savings since it includes payments to U.S.
carriers for transportation.

¢. Nonappropriated Fund Activities

It is the policy of the Department of Defense to promote the sale of
U.S. items in overseas nonappropriated fund activities. Military
exchanges and other nonappropriated fund activities in foreign coun-
tries have been directed to take whatever steps are feasible, within the
limits of sound business practice, to stock merchandise of U.S. origin
to the greatest practicable extent. At the same time, we recognize that
there is a demand for foreign merchandise on the part of our person-
nel. Balance-of-payments effects are minimized if such goods are pur-
chased through U.S.-operated nonappropriated fund resale activities
rather than procured directly on the local economy or from other
foreign outlets. Accordingly, nonappropriated fund resale activities
in foreign countries are authorized to procure for resale foreign-made
goods available in the local market, subject to certain restrictions. The
price of foreign items sold in overseas exchanges and other retail out-
lets is required to be at least as high as the selling price prevailing on
the local economy. This pricing policy in effect permits a Iower markup
and more attractive prices on U.S. goods because of the additional
profit from sales of foreign items, thus, encouraging the purchase of
U.S. products. Total military exchange sales overseas increased by
approximately $100 million in fiscal year 1968 over 1967 while foreign
procurement for post exchange resale declined by about, $5 million. If
the procurement/total sales ratio experienced in fiscal year 1967 had
continued in fiscal year 1968, as much as an additional $25 to $30
million could have been spent for foreign procurement of military
exchange items.
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Nevertheless, in spite of the actions discussed_above, it should be
noted that, because of price increases overseas and U.S. pay increases,
reductions in personal spending overseas generally do not appear
promising within current force %evels, even with the heavy emphasis
being given to the existing voluntary programs. Therefore, the ability
of the Department of Defense to achieve substantial savings in per-
scnal spending rests primarily in the area of personnel reductions.

ForeigN NaTioNaLs EMPLOYMENT

The Department of Defense has made strenuous efforts to hold
down employment of foreign nationals to minimum essential levels.
Major emphasis on reducing employment of foreign nationals was
initiated in July 1963.

Between fiscal year 1963 and fiscal year 1965, there was an overall
net reduction of close to 42,000-foreign nationals employed on Depart-
ment of Defense rolls—from 240,000 to about 198,000 personnel—with
a concurrent decrease in balance-of-payments expenditures for foreign
nationals of about $30 million, in spite of some upward pressure in
this area already being experienced as a result of the conflict in South-
east Asia. However, these savings do not fully reflect the actions
taken since foreign national wage costs were steadily rising during the

eriod.

P While there has been a net increase in total Department of Defense
foreign national employment during the last 3 fiscal years of
about 70,000 personnel, attributable entirely to Southeast Asia require-
ments, the number of foreign nationals in Western Europe declined
by an additional 12,000. Between March 1963 and March 1968, there
was a net reduction of approximately 36,000 foreign nationals in
Western Europe. At an average cost of approximately $3,000, reten-
tion of these personnel would have added over $100 million to our
wage costs in Western Europe in fiscal year 1968 alone.

EXPENDITURES FOR MATERIALS, SUPPLIES, AND SERVICES AND Magor
EqQurpMENT

Department of Defense policies emphasize the use of U.S. materials
and supplies in support of U.S. defense activities overseas. Efforts to
hold down balance-of-payments expenditures for materials, supplies,
and equipment were initiated late in 1960 in accordance with a Presi-
dential directive calling for reductions in Department of Defense
procurement abroad during calendar year 1961.

Beginning in January 1961, Department of Defense purchases—ex-
cluding Military Assistance Program (MAP)—nonappropriated
fund procurement and petroleum (POL) for use outside the United
States normally were “returned” to the United States when costs of
U.S. supplies and services—including transportation and handling—
did not exceed the cost of foreign supplies and services by more than
25 percent. In mid-1962 the 25 percent differential was increased to
50 percent, and on a case-by-case basis could exceed 50 percent. The use
of 50-percent differential remains in effect today as part of a Govern-
ment-wide policy affecting Government procurements for use overseas,
except for AID which follows a “tied aid” policy. From calendar year
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1961 through fiscal year 1967, about $340 million in procurements were
shifted from foreign products to U.S. products or services under this
program, at an additional budgetary cost of about $75 million, or
22 percent.

Similarly, for Department of Defense procurement of goods and
services for use in the United States, case-by-case review procedures
using the 50-percent differential as a “bench mark” were initiated in
July 1962. From fiscal year 1963 through fiscal year 1967, based only on
cases where foreign source bids were received, approximately $13
million in procurements which normally would have been foreign were
returned to U.S. sources at an additional budgetary cost of approxi-
mately $4 million, or about 31 percent.

Under a separate balance-of-payments program effort, the Depart-
ment of Defense during the past 4 years has returned to the United
States about $330 million in petroleum at an additional cost of approx-
imately $164 million. Additional returns appear infeasible, principally
on economic grounds, for example, the additional budgetary cost
would greatly exceed the benefits in foreign exchange savings.

The above policies are considered to be temporary in nature—for
example, to be kept in force only as long as is required by the U.S.
balance-of-payments situation.

Our research activities overseas are relatively small, but we have
placed continuing heavy emphasis on limiting balance-of-payments
expenditures for research and scientific activities in foreign countries.
Also, in keeping with recent recommendations of the Committee on
Government Operations concerning dollar financed overseas research,
specific additional actions taken in 1968 include a revision of policy
criteria for support of foreign research by foreign performers, a
reduction in U.S. military and civilian research personnel overseas, the
co-location of European research offices of the Department of Defense
in the United Kingdom and additional funding limitations on De-
partment of Defense research assigned to foreign performers overseas.

As a result of a special program undertaken in mid-1967, we also have
reduced expenditures for subsistence abroad in fiscal year 1968 about
$20 million below the fiscal year 1967 level of about $100 million.

CoNsTRUCTION AND OPERATION OF OVERSEAS FACILITIES

Department of Defense efforts to reduce expenditures for overseas
facilities have three principal focal points: First, while maintaining
necessary combat capability and taking advantage of our increased
technological support capabilities, we have attempted, through the con-
solidation of activities and other measures, to reduce to minimum
required levels the number and functions of our existing overseas
bases and facilities. Second. we have attempted to operate required
facilities at minimum cost. Third, we have eliminated or deferred all
construction not essential to military needs and attempted to reduce
the foreign exchange cost of essential construction, even where this
involves additional budgetary costs.

Proposed construction programs in foreign countries are subject to
special reviews, and those which are approved are designed so as to
reduce foreign exchange costs to the maximum extent feasible. Under
specially developed construction procedures, we emphasize, where
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permitted by applicable country-to-country agreements, the use of:
(1) U.S.-procured materials, (2) U.S. Government-furnished ma-
terials and equipment, (3) U.S.-flag carriers, (4) prefabricated build-
ings manufactured in the United States, and (5) troop labor, to the
extent available. In some cases, the use of these construction procedures
results in increased budgetary costs; however, extra budgetary costs
generally are considered acceptable provided the added cost over
normal construction methods does not exceed 50 percent of the
amount of reduction achieved in international balance-of-payments
costs. In other words, we have been willing to spend an extra 50 cents in
the United States to save $1 in balance-of-payments expenditures.
These special procedures also may be applied on a case-by-case basis
even though premium costs exceed 50 percent. .

An extraordinary effort has been made to reduce the international
balance-of-payments impact of the construction program in South
Vietnam. Of the over $1.6 billion in approved and funded construction
for South Vietnam, approximately $1.2 billion has been expended
through fiscal year 1968. But only about $325 million, or approximately
27 percent, of these expenditures were foreign exchange costs.

MirrTARY ASSISTANCE PROGRAM PROCUREMENT

Military assistance balance-of-payments expenditures have been
reflected in three separate areas : Offshore procurement, NATO infra-
structure, and all” other MAP expenditures, that is, U.S. con-
tribution to international military headquarters. An intensive effort
is being made to hold down balance-of-payments costs in all of these
areas.

Proposed offshore procurement for the military assistance program
receives careful review. With certain exceptions, such as the fulfill-
ment of U.S. commitments on existing government-to-government
cost sharing projects and procurements required under treaty or
executive agreement between governments, the 50-percent differential
applied to military procurement also is applied to military assistance
procurement. Our military assistance program offshore procurement
expenditures have been reduced from approximately $160 million in
fiscal year 1968 to $75 million in 1965, and to about $20 million in
fiscal year 1968.

Miltary assistance program funds also were used during the fiscal
year 196167 period to provide the U.S. contribution to NATO multi-
lateral efforts, the most significant of which is NATO infrastructure
that is, the joint U.S.-Allied funding of airfields, communication fa-
cilities, firing ranges, and other facilities. During 1966, the United
States negotiated a reduction in its percentage share contributed to
NATO infrastructure from 30.85 percent to 25.77 percent.

Stringent control procedures to restrain military assistance program
balance-of-payments costs stemming in part from the provisions of the
Foreign Assistance Act of 1961, as amended, remain in effect today.
For example, in addition to the percentage guidelines noted above,
with respect to offshore procurement the Assistant Secretary of De-
fense for International Security Affairs must certify before foreign
procurement can be undertaken that failure to procure outside the
United States would seriously impede the attainment of military
assistance program objectives.
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Forerex Minrrary SaLEs

In 1961, we undertook to increase sales of military equipment to
friendly nations which are economically able to bear a larger part
of the total defense effort. The principal objectives of this program
are (1) to promote the defensive strength of our allies consistent with
our political-economiciobjectives, (2) to promote the concept of cooper-
ative logistics with our allies, and (3) to offset the unfavorable balance
of payments resulting from U.S. military deployments abroad. All
important proposals for military sales are reviewed by the Secre
of Defense, with appropriate interagency coordination, and Presi-
dential decision frequently is required. It is important to emphasize
that decisions to sell equipment are made only after a determination
that it is in the best overall U.S. national interest to make the sale.

Under the objectives outlined herein, Department of Defense cash
receipts, which stem principally from military sales, rose from about
$300 million in fiscal year 1961 to $1.4 billion in fiscal year 1963. During
the fiscal year 196368 period, our cash receipts averaged well over $1.2
billion annually, reaching $1.5 billion in fiscal year 1967, due to an un-
usually high level of payments from the Federal Republic of Germany
to complete then existing governmental arrangements for offsetting
U.S. defense expenditures in Germany. In fiscal year 1968, cash re-
ceipts from military sales were approximately $1 billion; this reduced
level of receipts is due primarily to the termination of United States-
Federal Republic of Germany offset arrangements which had been in
effect in prior years. Foreign military sales have been made primarily
to economically developed countries and the equipment involved con-
sists to a great extent of advanced weapons systems, for example,
F-111’s, F—4’s, Polaris equipment, and Hawk and Pershing missile
systems.

There have been a few instances where U.S. sales have been associ-
ated with arrangements under which the purchasing country gains
access to U.S. military procurement requirements on a competitive
basis. This special access to U.S. defense procurement is selective and
is subject to the condition that the items fully satisfy Department
of Defense requirements for performance, quality, and delivery. From
an overall national standpoint, such arrangements have been desirable.

Pursuant to the President’s balance-of-payments program on Jan-
uary 1, 1968, we have continued efforts, where appropriate, to enlist
balance-of-payments cooperation by other countries through procure-
ment of their defense needs in the United States. In keeping with that
program, use also has been made of special financial arrangements,
principally sales of long-term U.S. Treasury securities, in order to
further assist in neutralizing the deficit on the military account. Pur-
chases of such securities by the Federal Republic of Germany and
similar arrangements with other countries resulted in a long-term
capital inflow of about $800 million during fiscal year 1968. I want
to note that the data in our tables do not reflect these financial neutrali-
zation actions. If these financial arrangements are considered, the net
adverse balance on the military account for fiscal year 1968 is approxi-
mately the same as in fiscal year 1967. We fully recognize, of course,
that these financial arrangements do not represent a long-run solution
to our balance-of-payments problem.
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BarTER AND ExcEss CurrENCY Prograxs

The Department of Defense is attempting to achieve maximum feasi-
ble use of U.S.-owned excess currencies and barter arrangements as a
means of reducing Department of Defense dollar expenditures entering
the international balance of payments. Where a choice exists, Depart-
ment of Defense uses excess currencies before barter for overseas
procurements.

Specific policies and procedures have been developed which provide
for the use of U.S.-owned foreign currencies rather than dollars for
payments of our overseas requirements. Where feasible, such items as
(1) overseas allowances, (2) travel, transportation, per diem and re-
lated expenses of Defense personnel, dependents, employees of con-
tractors, and (3) contract procurement, are paid for in excess cur-
rencies. It should be noted, however, that the bulk of excess currencies
held by the United States are currencies of countries where the number
of U.S. forces and the magnitude of Department of Defense procure-
ments and expenditures in these countries are relatively small—in fiscal
year 1968, less than two-tenth of 1 percent of all military personnel
assigned overseas were stationed in excess-currency countries. Al-
though we modified our procurement regulations early last year to
further encourage bids on the basis of using excess currencies, there
are relatively limited possibilities of using excess currencies to meet
requirements in other countries, based in part on the nature of existing
country-to-country agreements governing use of these currencies.

With respect to barter, where 1t has first been determined that excess
currencies cannot be used and a determination also has been made
under Department of Defense balance-of-payments procurement
guidelines that the requirement must be met from an overseas source,
an effort is made to use barter procurement, under procedures devel-
oped with the Department of Agriculture. In fiscal year 1964, the
Department of Defense barter program amounted to less than $25
million. In fiscal year 1968, the barter program amounted to $225
million, or about a ninefold increase over the fiscal year 1964 level.

MisCELLANEOUS ACTIONS

During the past several years, the Department of Defense has im-
proved balance-of-payments reporting and management-control pro-
cedures as a means to supplement and enhance the various specific
balance-of-payments policies. This includes the use of balance-of-pay-
ments targets for components of the Department of Defense and
special reviews of balance-of-payments procurement actions and re-
lated accounting procedures. These reviews serve to emphasize the
need for continuing attention by activities to current procurement poli-
cies and to help assure that balance-of-payments accounting reports
accurately identify and report properly Department of Defense ex-
penditures entering the balance of payments. Specific procedures also
have been included in the annual budget review process to insure
balance-of-payments implications are taken into account as decisions
are made.
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SuMmMary AND OUTLOOK

It is extremely difficult to estimate what our expenditures would
have been without the programs I have described in this statement. The
procurement and construction programs, for example, as they involve
the use of premium budgetary costs, can clearly be attributed to our
balance-of-payments program. In other areas such as streamlining of
support operations, including base closures, our balance-of-payments
program has served as an additional impetus to reducing expenditures
overseas. But it is equally true that many actions would have been
taken in any case in the interest of overall management improvement.
As an order of magnitude, however, it is estimated that our balance-
of-payments program has reduced our expenditures overseas by about
$2 billion during the fiscal year 1961-68 period. Without these ‘actions
our expenditures could now be running over $400 million above the
current annual rate,

Based on present programs and strength levels, I believe that addi-
tional economies can be achieved only with substantially greater diffi-
culty. As a result of our past efforts, the “easy” expenditure reductions
have long since been made. Therefore, we can expect under present
conditions that continuing price and wage increases, combined with
the higher average personnel strengths in Southeast Asia during the
year, will result in higher defense expenditures abroad in fiscal year
1969 than in fiscal year 1968—although we anticipate a further slack-
ening in the rate of their growth.

We intend to press, however, our existing programs to the fullest
extent to hold down these increases. We also have renewed our efforts
to achieve expenditure reductions, principally by further streamlining
and consolidating our operations overseas. Some of our studies essen-
tially are complete and we are hopeful that later this year we can
initiate a number of separate actions which will have beneficial balance
of payments and budget impacts during the next several years, and
which will be fully consistent with our security obligations. In the
longer, of course, the best hope of our achieving significant new savings
in our expenditures abroad would be to achieve substantial reductions
in our overseas deployments.

We also intend to stress the ongoing military sales program, where
this is appropriate. In addition, we will continue to work with other
Government agencies in negotiations with countries for improving the
extent and nature of arrangements to offset the foreign exchange costs
of our activities overseas. We believe our actions to this end will be
furthered within NATO by the views expressed in the communique
at the NATO Ministerial Conference in Brussels on November 16,
1968, which specifically acknowledged for the first time as a multilat-
eral policy that balance-of-payments cooperation strengthens the soli-
darity of the alliance when it stated :

They (the Ministers) also acknowledge that the solidarity of the Alliance can
be strengthened by cooperation between members to alleviate burdens arising

from balance of payments deficits resulting specifically from military expendi-
tures for the collective defense,
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TABLE 1.—U.S. DEFENSE EXPENDITURES AND RECEIPTS ENTERING THE INTERNATIONAL BALANCE OF PAYMENTS,
FISCAL YEARS 1961-68 !

{1n millions of dollars]

1961 1962 1963 1964 1965 1966 1967 1968

Expenditures:
U.S. forces and their support:
Expenditures by U.S. military, civil-
tans and dependents 2. ..____..__. 808 791 838 899 973 1,155 1,292 1,525

Foreign nationals (direct and contract
i 408 438 530 573

18 87 144 220
105 256 393 353

415 530 641 757
174 213 275 110
2,553 3,170 3,973 4,446

Military assistance program:

Offshore procurement. ... ... 155 122 161 118 75 53 30 21
NATO infrastructure 105 36 S0 61 34 50 49 .
Other... 52 64 67 58 59 54 45 43
Subtotal. .o eeeaiiaoan 312 222 318 237 168 157 124 64

Net change in dol d foreign
currency holdings. .ccooconemcaaaans -2 +13 —6 -8 +1 +12 +26 -8
Total expenditures. - ..o oooaceooacn 2,781 2,725 2,848 2,815 2,722 3,339 4,123 4 502

Receipts:

Cash receipts® oo oiaecenoaas 328 922 1,429 1,222 1,268 1,064 1,571 1,014
BaMter - - e oeeeceocmmmmmenemeameemmemmsescecsemsammemsoan 23 69 140 204 225
Total receipts.camc oo a e oee 328 922 1,429 1,245 1,337 1,204 1,775 1,239
Net adverse balance (DOD)......__... 2,453 1,803 1,419 1,570 1,385 2,135 2,348 3,263

Other expenditures (AEC and other agencies in-
cluded in NATO definition of defense expend-
UPES) e eeceecceccmesmmemmmcmmaeennona 343 273 250 136 95 st 28 9

Net adverse balance (NATO definition).. 2,796 2,076 1,669 1,706 1,480 2,186 2,376 3,272

1 The data reflected in this table are on a gross basis. They do not reflect so-called feedback effects; e.g., as U.S. military
expenditures increase in a foreign country, that count wilk in turn be in a position through these increased earnings to
increase its imports from the United States directly or through third covntries. Expenditure data also include expenditures
in foreign currencies gurchased from U.S. Treasury. In fiscal year 1968, these expenditures were a proximately $170,-
000,000, of which $8,000,000 were in excess or near-excess currencies. Data differ somewhat from data on the defense
account shown in the Department of Commerce publication Survey of Current Busi C data lude, on pay-
ments side, small amounts representing retired pay claims and grants and net changes in DOD holdings of foreign curren-
cies purchased with dollars. On receipts side, Commerce data exclude all military sales through commercial channels
and barter. These data are included in Commerce accounts under other entries.

2 Include expenditures for foreign gooods and services by nonappropriated fund activities. Beginning with fiscal year
1968, contains approximately $100,000,000 annually of PCS and TDY travel payments to individuals included in prior
years in “‘Construction,”’ “Services,” and ‘‘Other payments’’ categories.

3 Beginning with fiscal gear 1964, includes expenditures primarily for O. & M. supplies and stock fund purchases.

4 In fiscal years 1961-63, these categories were generally contained in the category ‘‘Contractual services”; from fiscal
years 1964-67, they were generally contained in the categories 0. & M. (Other)’ and ‘‘Other payments.”*

s Beginning with fiscal year 1368, NATO infrastructure expenditures included in *‘Military construction.”

s Cash receipts data include primarily (a) sales of military items through the U.S. Department of Defense; (b) reimburse-
ments to the United States for logistical sup;la_ort of United Nations forces and other nations’ defense forces; and (c) sales
of services and excess personal property. They do mot include estimates of receipts for military equipment procured
through private U.S. sources, except where these are covered by government-to-government agreements, and data are
available: i.e., FRG, |ran, ltaly, Japan, and Saudi Arabia. Also excludes financial arrangements; e.g., sale of special U.S.
medium-term securities, undertaken to neutralize the batance-of-payments impact of defense activities.

25-765—69——S8
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TASLE 11.—U.S. DEFENSE EXPENDITURES ENTERING THE INTERNATIONAL BALANCE OF PAYMENTS BY MAJOR
AREA, FISCAL YEARS 1961-68

[Billions of dollars)

Major
Western Asian .
Europe countries Canada Other Worldwide
Fiscal year:

1961 $1.6 $0.7 $0.4 $0.4 $3.1
1.6 .1 ..3 4 3.0

1.6 7 .3 .5 3.1

1.5 .7 .3 .4 2.9

1.4 .8 .2 .4 2.8

1.5 1.3 .2 .4 3.4

1.6 1.9 .2 .5 4.2

1.6 2.1 .3 .5 4.5

TABLE I11.—U.S. DEFENSE EXPENDITURES AND RECEIPTS ENTERING THE INTERNATIONAL BALANCE OF
PAYMENTS, BY COUNTRY, FISCAL YEARS 1961-68

[in millions of dollars]

Country 1961 1962 1963 1964 1965 1966 1967 1968

Australiat.

Netherland
Netherlands

Switzerland..
Trinidad-Tobago.
Turkey. .. ......
United Kingdom..
Venezuelad.... ... .. ... ...

Total expenditures_._. 1,124 2,998 3,098 2,951 2,817 3,390 4,151 4,511
Receipts... . ..o.._...._.__ 328 922 1,429 1,245 1,337 1,204 1,775 1,239
Net adverse balance... 2,796 2,076 1,669 1,706 1,480 2,186 2,376 3,272

U Included in “Other” through ﬁscalgear 1963.

2 Includes Laos, Cambodia, Vietnam t| rough fiscal year 1963; beginning fiscal year 1964, Laos and Cambodia included in
“QOther'* and Vletnam separately identified.

¥ Included in “Other American republics’’ through fiscal year 1963,
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Chairman Reuss. Thank you very much, Mr. Moot.
Mr. Passell ?

STATEMENT OF PETER PASSELL, DOCTORAL CANDIDATE IN
ECONOMICS, YALE UNIVERSITY

Mr. PasseLn. Thank you, Mr. Chairman.

The chronic U.S. balance-of-payments deficits of the past few years
have presented serious economic and political problems. From the
point of view of planning future policy, it is important to examine
the possibility that these deficits have largely resulted from Govern-
ment activities. Of course, the balance-of-payments position of the
United States is determined by the independent transactions of many
parties—private, corporate, and governmental. No single Government
program or other economic activity alone “caused” the deficit. It is
still useful, however, to estimate what the U.S. payments position
would have been in the absence of large-scale military involvement
in Vietnam.

The U.S. Treasury and other Federal Government departments have
estimated that the war in Vietnam contributes approximately $1.5 bil-
lion annually to the net outflow of American dollars. T will present
an alternate calculation estimating the net balance-of-payments cost
of the war at slightly in excess of $4 billion. This larger figure may
partially explain the rapid deterioration of the U.S. surplus on cur-
rent account, which declined approximately from $8.8 billion in 1964
to $4.4 billion in 1967 to approximately $2 billion in 1968. (See table A
for alternate measures of changes in current account payments since
1964.)

The research leading to the larger estimate was undertaken by
Mr. Leonard Dudley and myself at Yale University, and is described
in more detail in the November 1968 issue of the Rewview of Economics
and Statistics. If the chairman has no objection, I believe it would be
appropriate to place this article in the record.

Chairman Retss. Without objection, we will do so.

(The article referred to follows:*)

THE WAR IN VIETNAM AND THE UNITED STATES BALANCE OF
PAYMENTS**

LEONARD DUDLEY AND PETER PASSELL}

1t is generally recognized that the international monetary crises of late 1967
and early 1968 were precipitated by large, continuing deficits in the United States
balance of payments. Underlying these deficits was a steady erosion of the United
States surplus on current account, which fell from 8.5 billion dollars in 1964 to
4.8 billion dollars in 1967. Despite government programs restricting foreign invest-
ment by United States residents,’ therefore, the overall deficit on a liquidity basis
reached a level of 3.6 billion dollars in 1967. The resulting outflow of dollars and
gold greatly reduced the confidence of speculators and central banks in the ability
of the United States to maintain the international value of its currency.

*The Department of Defense later supplied comments on the following articles to which
Mr. Passell subsequently replied. See beginning p. 123.

ssReprinted from “The Review of Eoconomics and Statistics,” November 1968, Harvard
University Press. Cambridge, Mass,

{The authors are grateful to Robent Triffin and Richard Cooper for their helpful com-
ments and suggestions.

1 Note that this practice of restricting capital cannot be continned indefinitely without
worsening the balance on current account, because it will of course reduce United States
earning assets abroad.
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It is of course no coincidence that this deterioration in the current account
position of the United States accompanied a rapid expansion of its military
commitments in Southeast Asia. But the amount of the deterioration which may
be attributed to the War in Vietnam is a point at issue. The Administration has
estimated the direct foreign exchange cost of the War to be about 1.5 billion
dollars.® Many have argued, however, that if secondary and indirect effects are
taken into account, the total impact on the balance of payments has been much
greater.

In this paper, we shall attempt to reach a more satisfactory estimate—or range
of estimates—of the total effect of the War on the balance of payments. In so
doing, we shall try to answer the question : What would the United States balance
on current account have been in 1967 if real expenditures had been lower by the
amount channeled into the military effort in Southeast Asia?

The wording of this question perhaps requires further explanation. We shall
assume that the multiplier effects of this hypothetical difference in expenditures
could have been completely and precisely offset by monetary and fiscal policy.
Thus we suggest that in the absence of the military build-up, expenditures for
consumption, investment and government purposes other than the War would
have been identical with those that actually occurred.

In addition, it must be recognized that part of the increase in military ex-
penditures would have been spent even without the Vietnam War build-up. The
men now serving in the armed forces would have eaten, for example, regardless
of whether they were in military or civilian roles. For this reason. we exclude
domestic expenditures on military pay, provisions and accommodation from our
calculations, and consider only those expenditures which may clearly be assigned
to the expanded campaign in Vietnam.?

One may note several possible effects which this military spending may have
had on the United States current account balance :

1. Increased direct foreign purchases of food, services and finished goods to
supply the military effort.

2. Greater purchases of foreign goods to be used as inputs in United States
defense production.

3. Deterioration in the United States net exports, due to both war-stimulated
inflation and to supply bottlenecks in those sectors of production most affected
by the increased spending.

In the following sections, we shall examine each of these effects in turn. By
summing the three components we hope to provide a relatively accurate and
comprehensive picture of the balance of payments impact of the War.

I. DIRECT FOREIGN EXPENDITURES

One obvious effect of the Vietnam War on the United States current account
has been an increase in direct foreign purchases of finished goods and services to
sustain the military effort. Unfortunately, the Defense Department budget does
not separate domestic from foreign spending. Asa result, we have been compelled
to make some informed estimates.

Undoubtedly, some of this direct spending—for example, purchases of muni-
tions—have been made in the industrial countries. However, to be conservative,
we shall assume that these expenditures have been negligible and may be ignored.

A far larger part of direct foreign expenditures has been made in the countries
of Southeast Asia, to purchase provisions and services. One possible measure of
this flow is the United States deficit on military expenditures with Asia, Afriea
and Japan, which in the period from 1964 to 1967 increased by 1,475 million
dollars.* One hesitates, however, to accept this figure as a measure of the direct
impact of the War on the balance of payments. In the first place, some of these
military expenditures may have been offset in the United States accounts by
induced increases in imports from the United States. In the second place, the
Vietnam War has probably led to increases in war-related non-military expendi-
tures, such as foreign aid and loans to Southeast Asian governments. For these
reasons, we have decided to use the change in the United States balance on

27.8., Treasury Department, Maintaining the Sirength of the U.S. Dollar in a Strong
Free World Economy (Washington, 1968), p. 103.

8 As noted below, foreign military purchases of food, ete., by the United States will be
included in the direct current account impact of the War.

4 United States Department of Commerce, Survey of Curvent Business, 48, 3 (March,
1968), pp. 32-38, line 16, ) . ) ) .
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goods, services, unilateral transfers, United States government loans, and hold-
ings of nonreserve currencies with Asia and Africa, augmented by the change
in the United States deficit on military expenditures with Japan. Using this
measure, we arrive at an estimate of 1,600 million dollars for the direct balance
of payments impact of the Vietnam War"—a figure which corresponds quite
closely to the Administration estimate of 1,500 million dollars.

II. WAR MATERIALS IMPORT CONTENT

A second portion of the impact on the United States balance of payments of
the War in Vietnam results from induced expenditures for imported raw materials
and intermediate goods used in the production of military goods and services. In
order to measure these war-induced imports, a number of assumptions must be
made about the cost of the War and the prevailing pattern of interindustry in-
put-output (I-O) relationships.

In view of the difficulty of assigning Defense Department budget expenditures
to specific military functions, we have chosen to define the military cost of the
War as the difference between fiscal 1965 expenditures and fiscal 1968 Defense
Department appropriations, adjusted for price changes. The middle of the calen-
dar year 1965 roughly marked the beginning of the massive American build-up
in Vietnam, It should be realized that the definition is conservative in the sense
that United States military expenditures for Vietnam undoubtedly exceeded 1
billion dollars in fiscal 1965. Moreover, it has been suggested that non-Vietnam
defense expenditures have been reduced durng the 1965-1968 period, further
biasing the war cost estimate in a downward direction.

It should be remembered that we have not included domestic expenditures for
military pay, family subsistence allowances, or the cost of feeding and housing
military personnel. The bulk of these outlays are not war costs within our
analytical framework.

TABLE 1.—WAR MATERIALS iMPORT CONTENT

[In millions of U.S. dollars]

1965 1968 .

Sector name budget budget dB M coefficient M content

[¢)] @ @ (O [6)] ®)
New construction (11)._. 1,421.7 1,986.0 488.4 0.03111 15.2
Repair construction (12) 573.7 988.0 382.7 . 01892 7.2
Ordnance (13)_. 2,134.9 7,554.8 5,302.5 . 03075 163.1
Apparel (18)_._......__. 62.6 109.7 46.1 . 03478 1.6
Miscellaneous les (19 146.1 256. 1 107.7 . 05515 5.9

Printing, publishing (26)1 90.3 134,7 39.4 . 03947 o
Chemicals (27)_........... 365.7 658. 5 288.8 . 06383 18.4
Drugs, cleaning materials (29). 4.1 256.1 102.0 . 03233 3.3
Petroleum (31).___......._. 1,000.0 1,500.0 445.0 09552 42.5
Rubber, plastic products (32). 146.1 .1 99.0 58! 5.8
Construction machinery (45).... 135.0 367.3 218.1 02413 5.9
Material handling machinery (46)_. 207.7 711.6 492.5 03829 12.3
General industrial machinery (49). 135.3 300.1 153.1 02744 4.2
Computing equipment (51)____. 187.8 329.1 131.0 . 03476 4.6
Electrical equipment (53)_ .. _.___...__.. 196.4 438.4 231.6 .04013 9.3
Radio-TV, communication equipment (56) 1,130.0 1,644.3 452.2 .02718 12.3
Motor vehicles (59)- ..o ooooo..- 580.1 722.4 110.4 . 05939 6.6
Aircraft, parts (60)._......_..... 9,219.5  12,107.6 2,381.0 02500 59.5
Other transportation equipment (61). 2,224.2 1,770.0 —576.5 04107 -23.7
Instruments (62)........ [ 106.3 178.6 04790 3.3
Transportation, warehousing (65)- 1,742.5 3,938.0 2,099.7 . 05350 112, 3
Communications (66). . .._._._. 255.9 326.9 56.9 . 00991 .6
Power, power fuels (68).____ 255.9 326.9 57.4 .01747 1.0

Real estate, rent (71)1_______ 255.9 326.9 56.9 . 00682 (O]

Business services (73)1...__. 1,447.7 2,667.5 1,140.2 01888 )
Research, development (74)__ 7,402.0 8,025.3 424.9 02814 12.0

Auto repair (75)%. ___..___.___ 313.0 8.5 218.9 01872 (0]

Medical, educational service (77) 1,447.7 2,667.5 1,140.2 . 00928 [0}
Office supplies (82)_ ..o -__.. 62.6 .7 . 07106 3.1
Total. o oo 33,201.0 51,206.6  16,200.8 . 0359 582. 4

1 These sector imports were adjusted to take account of the hypothesis that the Defense Department adds a portion of
the value added itself. For instance, the Army may repair its own vehicles, but purchase parts which have an import content.

Source: Survey of Current Business. Appendix to the Budget of the United States 1967; 1969.

5 Ibid., lines 31, 42, and 43.
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On the assumption that none of the net military expenditures in the remaining
categories were used directly to purchase imported materials, the import content
of the expenditures consisted entirely of goods and services used as direct and
indirect intermediate inputs in the production process. The United States De-
partment of Commerce 1958 Interindustry I-O matrix provides the most current
input-output data presently available for 82 sectors.? By examining the Appendix
to the Budget of the United States for the relevant years, it is possible to itemize
net changes in military expenditures by I-O sector category.” Actual fiscal year
expenditure information is not available until the end of the period; hence we
have used 1968 appropriations as an approximation of expenditures.

A large portion of the Defense Budget items, such as aircraft and ordnance,
fit unambiguously into I-O categories. Other items were divided among I-O
categories by common sense criteria. It is important to note that the relatively
arbitrary categorization of approximately one-third of the net expenditures
considered should have little impact on the quality of subsequent calculations.
The input-output import coefficient vector is not sensitive to minor category
errors. If biases do exist in the estimates, we believe that they tend to cause
underestimation of the import component of Vietnam expenditures. Possible
downward bias would be due to the overestimation of direct military demand
from the service sectors, which use a relatively small amount of imported inputs.®

Table 1 shows the value of fiscal 1965 and 1968 Defense Budget direct demands
from 29 I-O sectors. In order to calculate net budget changes in real terms, 1965
direct demands have been inflated to 1968 prices by appropriate sector prices
indices available from the Survey of Current Business® In cases where specific
indices were not available, the wholesale price index was used. Column 5 of table
L records the coefficient of total direct and indirect import demand for each of
the relevant 29 sectors. The import content of net Vietnam War expenditures
implied by the assumption of 1958 interindustry relationships is thus:

29
> (D68 — p68:D65) (m;) = 582.4 million dollars
71

where Dnn;=direct defense demand from the 7th sector in nnth year
p68;=nprice adjustment in the 7th szctor.
m;=direct and indirect import cocflicient for the 7th sector.

The 1958 I-O matrix probably greatly unestimates the import content of 1968
war-induced expenditures because of differences in the macro-economic conditions
prevailing in the two periods. Nineteen fifty-eight was a year of recession, with
substantial underutilization of the labour force and plant capacity. The average
propensity to import (including intermediate and final consumption demands)
was only 2.91 percent.” In contrast, the 1965-1967 period has been characterized
by high aggregate demand and near-capacity factor utilization. Not surprisingly,
the marginal propensity to import (MPM) for this period was quite high (see
table 2)." We would argue that the import content of war expenditures calcu-
lated from the 1958 I-O matrix should be adjusted for changes in the propensity
to import at the margin. To the degree that the aggregate marginal propensity to
import is an accurate index of changes in the marginal propensity to import in-
termediate goods in defense-related industries, it is appropriate to multiply the
import coeflicients by the ratio of 1964-1967 MPM to 1958 average propensity
to import (APM).

Table 2, column 3 shows the estimated import requirements of war materials
for each of our two assumptions regarding the MPM. In view of the economic
considerations discussed above and possible trade distortions during the period
due to international monetary turbulence and the domestic copper strike of 1967,
we believe that 1,120 million dollars—based on the 1964-1967 MPM-——is the best
measure of war-induced imports.

¢ “The Interindustrv Structure of the United States,” Survey of Current Business (No-
vember 1964), pp. 10-29,

()7 TTnigw}) States Bureau of the Budget, Appendiz to the Budget of the United Rtates,
19AR7. 1969,

8 7.S. Department of Labor caleulations of Vietnam War services and materials expendi-
tures made for fiscal 1967 (see “The Emplovment Effect of Defense Expenditures” hy
Richard Oliver Monthly Labour Review, September, 1967) show relatively smaller service
sector purchases and imply an import content 4 percent higher than onr calculations.

°? Ree, for example, Survey of Current Business (March. 1968). pp. S8-S9.

10 Survey of Current Bugsiness (March, 1968).

1 Note also that the average propensity to import, at 3.62 in 1967, was substantially
higher than in 1958.
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TABLE 2.—WAR MATERIALS IMPORT CONTENT UNDER 2 ASSUMPTIONS

Import Import content
propensity  (in millions of

Assumption (percent)  U.S. dollars)
am @ [6)]
1958 average propensity t0 IMport. .. ... oe o en o iiiieeen 2.91 580
1864-67 marginal propensity to import. ..o mciereeaccaeemmncenas 5.62 1,120

Sources: Table 1 and Survey of Current Business.
ITI. THE INDIRECT IMPACT

A third and final effect of the Vietnam War on the United States balance of
payments is an indirect one. It results from the diversion of current production
of tradable commodities from civilian uses—including exports—into military
uses. In many industries the demands of the war have undoubtedly led to longer
delivery times and a reduction in goods available for sale to non-military pur-
chasers, even though prices may not have increased more rapidly than they
would otherwise have done. As a result, United States producers have lost busi-
ness to foreign competitors, in both domestic and export markets. Moreover, in
other industries, the inflationary pressures generated by the War have probably
led to a deterioration in the price-competitiveness of American products, and to
a further decline in the United States trade surplus. Manpower shortages caused
by military recruitment have likely agggravated both of these effects.

For statistical reasons, these two effects on net exports must be measured
in aggregate. The procedure we propose involves measuring the change in the
United States share of world trade. As a yardstick for evaluating American
competitive performance, we have chosen not total world trade but the trade of
industrial countries.’? These countries are similar to the United States in struc-
ture of trade. Accordingly, their performance probably provides the best indica-
tion of how the United States might have done in world trade under normal
conditions.

The reader may notice that the time periods used to measure each of the three
components of the war’s balance of payments impact do not coincide. Ideally, we
would have preferred to calculate each component on the basis of the calendar
yvear 1967. Unfortunately, because of lags in the availability of data, we do not
have detailed world trade statistics for that year. We have decided. therefore,
to examine the changes in United States share from calendar year 1964 to 1966,
rather than from 1964 to 1967. However, since the total United States surplus
in commodity trade in 1966 was almost the same as that of the following year,
we suggest that 1966 probably provides a suitable indication of how the War
has affected United States trade™

There is a further problem with the procedure we have selected. It is con-
ceivable that the United States share of trade would have declined even without
the military expansion. If so, by including ell of the deterioration we will be
overstating the indirect impact of the War.

One possible non-military cause of a United States market share loss may be
handled fairly easily. Since both the European Economic Community (EEC) and
the European Free Trade Area (EFTA) were reducing internal tariffs, one
would expect some trade diversion from the United States to members of these
economic unions. For this reason, we have subtracted internal trade in EEC
and EFTA from total trade.

A second possible reason for a decline in market share for United States
producers is somewhat more difficult to treat. It might be argued that even
without the War the economy would have been operating at a sufficiently high
level of capacity utilization relative to other countries to produce a loss of market

12 For a definition of these countries, see International Monetary Fund, Dircction of
Trade. Annual 1962-19686, p. vil.

18 The situation with respect to war materials import content, described in part IT, is
somewhat similar. Fiscal 1968, extending from July. 1967 to June, 1968, which provides the
basis for our estimates. is of course not the same as the calendar year 1967. However, we
note that aggregate defense spending in fiscal 1967 in the relevant categories was almost
tge slamg as g%at budgeted for 1968, and conclude that fiscal 1968 is probably representative
of calendar 1967.
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share. However, let us consider the facts. Without the War, under our assump-
tions, United States real output would have grown at a considerably slower
rate—at 4 per cent annually rather than 5 per cent. Moreover, increases in
demand would have been spread evenly, rather than concentrated in several
key sectors. Finally, without the War, the civilian labour force would have been
larger by over 500,000 men in military service related to Vietnam. When these
three factors are taken into account, it is likely that without the military
build-up any decline in the United States share of world exports would have
been small.

What is required is to judge just how large this “normal” deterioration would
have been. United States exports, and therefore the United States share in
world trade, are highly dependent on movements in the level of economic
activity in its principal markets. We have accordingly estimated the following
statistical relationship for the period 1955-1964 :

AY=—2.99+18.5AX,/X+32.24 X,/ X,
13.7) 9

.6)
R2=72; d=2.07

where Y= United States percentage share of industrial countries’ exports.
X,=total real gross national product of Britain, EEC and Japan.
X,=gross national product of Canada.
R=multiple correlation coefficient.
d=Durbin-Watson Statistic.

Standard errors are in parentheses. Note that we have included exports to the
United States in the denominator of our trade share ratios. Thus AY shows
changes in the competitive position of United States producers in both domestic
and foreign markets. When actual 1965 and 1966 values are subsituted for the
independent variables, this relationship yields an expected decline in United
States exports from 1964 to 1966 of 0.07 per cent.

As estimate of the indirect balance of payments impact of the War may then
be found by comparing the expected loss in market share with the actual loss.
To avoid double ecounting, it is necessary to subtract from the denominator of
the share ratio those United States imports from the industrial countries used
as inputs for the increase in defense production (based on the calculations of
part II). It will be remembered that there are two estimates of these inter-
mediate inputs—one for each assumption with respect to the marginal propensity
to import. These assumptions each yield slightly different estimates of the effects
on the United States trade position. For reasons explained above, the most ap-
propriate measure probably requires the use of the 1964-1967 MPM. This assump-
tion yields an estimate of 1,290 million dollars for the indirect impact of the War
on the United States current account.

Recall that the calculations of part II showed a smaller estimate of war ma-
terials import content with the 1958 APM than with the assumption of the higher
1964-1967 MPM. Since this defense import content must be subtracted from
United States imports in the calculations of the trade share loss in part III to
avoid double counting, the Ilower 1938 propensity to import produced a higher
estimate of the indirect impact. Under this alternative assumption, the indirect
current account impact of the War was 1,390 million dollars.

TABLE 3.—TOTAL CURRENT ACCOUNT IMPACT OF WAR
[Millions of U.S. dollars]

5 Alternative Best

Component of deficit estimate estimate

Direct foreign expenditures . .. eieceicaal 1,600 1,600
War materials import cantent_____._____. R - 580 1,120
Indirect impact on trade position 1,390 1,290
011 PN 3,570 4,010

Sources: Table 2, text.
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CONCLUSION

In this paper we have disaggregated the impact of the Vietnam War on the
United States balance of payments into three components :
(1) direct overseas expenditures
(2) the import content in domestically produced war materials .
(8) the indirect impact on United States net exports due to export diversion
and price increases.

Table 3 summarizes our “best” and an alternative low estimate of the balance
of payments impact of the War. Taking the three components together, we esti-
mate that the War contributed 4.0 billion dollars to the current account deficit
in the calendar year 1967.* Further escalation of the War without compensatory
fiscal and monetary measures to cut domestic absorption would have more than a
proportional effect on the deterioration of the current account.”®

Our analysis implies that the United States would have been in international
payments surplus in 1967 in the absence of Vietnam War expenditures and on
the assumptions (a) that the real United States GNP has been less by the amount
of war materials and service expenditures; (b) that capital flows remained
unchanged.® As long as the United States economy remains near full employ-
ment, the nation’s international payments account will be sensitive to involve-
ment in military conflicts. The payments drain of external military commitments
strikingly impinges upon the ability of the United States to maintain both high
domestic absorption and the relatively free international movement of goods and
capital. It also reduces the capacity of the United States to promote lasting
liberal reforms in the international payments system by maintaining the economy
role of the United States as the world’s primary payments debtor and chief bene-
factor of additional reserve creation. The modest involvement of the United
States in the international economy thus serves to define one dimension of the
limits of American military and economic power.

Mr. Passerr. We believe that the wide divergence of the Govern-
ment estimate and our own is a result of the exclusion from Govern-
ment estimates of the secondary and indirect effects of war
expenditures.

The effect of the war on the U.S. balance of payments can be broken
down into three categories:

1. The direct effect of increased purchases abroad of goods and serv-
ices as a result of the war effort. These purchases range from labor
cervices of Vietnamese used for the construction of American military
bases to the tourist dollar expenditures of American military person-
nel on rest and recreation visits to Bangkok or Hong Kong.

9. The secondary effect of increases in imports of goods used to
manufacture military supplies in the United States. For example, im-
ported metal ores may be needed for the production of military com-
munications equipment.

3. The indirect effect of war expenditures on the ability of the U.S.
economy to compete with foreign producers in both domestic and
foreign markets. Production for the war at both finished and inter-
mediate stages may make American corporations less able to fill ex-
port orders and may encourage larger imports.

The direct effects are the most clearly identifiable and can be esti-
mated with substantial accuracy. One possible measure of this flow
is the $1.5 billion net increase in direct military expenditures of for-

“i Als noted in part III, calculations for different components were based on different time
periods.
1 Moreover, chronic current account deterioration is likely to induce greater deficits on
capital account as private individuals speculate against the United States capacity to main-
tain the exchange rate of the dollar. This point applies to the general issue of the United
States payments problem and is thus not central to the more limited analysis of this note.
18 A conclusion that should not be surprising in view of the 1963 Brookings projection of
a United States surplus in 1968. See Walter S. Salant and Others, Brookings Institution,
The U.S. Balance of Paymentg in 1968.
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eign exchange in Southeast Asia. This figure is not an adequate meas-
ure of exchange losses. On the one hand, it overestimates dollar losses
by not accounting for possible offsetting U.S. exports to the area in-
duced by military aid. On the other, it neglects to count the military
support operations of other U.S. Government agencies such as the
Agency for International Development. The only important changes
in U.S. economic ties with Southeast Asia since 1964 have been in some
way related to the Vietnam war. With this assumption, a more satis-
factory measure would thus be the net increase in payments resulting
from current account transactions and government lcans and gifts.
This results in an estimate of $1.6 billion, an amount which is quite
close to current Government estimates of the Vietnam war Impact.

A second portion of the impact results from expenditures for im-
ports used in the production of military goods. Defense Department
procurement policies limit the use of imported finished goods, but some
of the inputs in military production must inevitably be imported. It
is quite difficult to measure the import content of the Vietnam war
materials because an accurate estimate requires substantial knowledge
of both the mix of goods purchased for the military in Vietnam and
the processes used to produce them. We arrived at an approximation
of the size and composition of Vietnam military production by assum-
ing that net increases in annual defense expenditures for military
supplies between fiseal 1965 and fiscal 1968 constituted the cost of the
war. We did not include increased expenditures for foed, housing, or
family allowances, since military personnel and their families would
have eaten whether or not they were connected with the military. This
specialized concept of the total materials cost of the war leads to an
estimate of $16 billion. To calculate the imported portion of this $16
billion, we broke down the expenditures into 29 categories and esti-
mated the import content for each from the Department of Commerce
Interindustry Input-Output Table.

This breakdown was of necessity a rough one made from informa-
tion available in the Appendix to the Budget of the United States.
Fortunately, the input-output table results are not very sensitive to
errors in these calculations. To the degree that the Defense Depart-
ment is successful in limiting imported inputs, our estimate will tend to
be exaggerated.

Adjusting the figures for the economy’s recent propensity to import
leaves us with an estimated $1.1 billion in imports used to produce war
materials for Vietnam. We are assuming that in the absence of the
$16 billion materials expenditure the funds would not be reallocated
to other uses. For instance, in 1967, we are assuming the GNP would
have been $774 billion instead of the actual 8790 billion. Under the
assumption, the output of goods and services, except those used spe-
cifically to pursue the war, would be the same.

A third effect of the war on the balance of payments is the indirect
impact on the economy’s capacity to compete in international trade.
The war may divert sectors of the economy from producing for ex-
port markets. Potential exports may be lost as defense contractors and
their suppliers, pressed to meet Government orders, refuse export
business or lengthen their delivery lags to foreign purchasers. In some
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industries these “bottleneck™ problems may have been met simply by
raising prices sufficiently to drive would-be foreign buyers to other
markets.

A parallel effect may occur on the import side. Domestic purchasers,
forced to wait long periods for deliverly or to pafr uncompetitive
prices to American producers, may have switc hed to foreign
manufacturers.

It is again difficult to pin down an exact numerical estimate of these
indirect effects. We estimated the share of total industrial world trade
which the United States could expect to capture in peacetime. Our
expected share was adjusted for growing preferential trade among
European Economic Community and European free trade area nations.
It was found that American trade since the Korean war has been
largely dependent on the level of economic activity in our principal
trading partners: Canada, Western Europe, and Japan.

During 1966, the latest year with available statistics, our trade was
$1.3 billion below what could be expected had we held our pre-Vietnam
trading position. (See table B.) This figure includes both lost exports
and additional non-defense-related imports. The $1.3 billion loss in
trade may even be larger if recently instituted Defense Department
programs have been successful in curbing the importation of defense
materials. These controls increase the pressure on American production
and may further limit exports and stimulate civilian imports.

Our analysis of the total effect of the war is necessarily inexact. The
estimate of the three components combined, $4 billion, is a product of
a number of assumptions, and is therefore subject to a wide margin
of error. However, the figure does not represent an extreme position.
Other assumptions lead to a somewhat smaller or a much larger total.

It is important to separate the effect of the war on the balance of
payments from the effect of the boom in the American economy which
has accompanied the war years. We believe that our analysis largely
skirts this problem, Of course, the direct drain, $1.6 billion, has little
to do with high production capacity utilization here at home. More-
over, the calculation of the $1.2 billion secondary effect on imported
inputs for war production is based on 3 years’ experience through 1967,
the period before prices were increasing dramatically in the United
States. The same reasoning applies to the calculation of the $1.3 bil-
lion indirect effect on trade, which is limited to 1966.

1£ these calculations were redone using data from 1968, we might ex-
pect the resulting number to be larger, but it would also be more
difficult to separate the effects of inflation.

The conclusions of the analysis may be briefly summarized :

There has been a decline in the U.S. current account position since
1964 of more than $6 billion. This has been reflected in both slow
growth of exports and a boom in imports. The recent European eco-
nomic slowdown may have contributed to lagging exports. There is,
however, substantial reason to believe that the Vietnam war has played
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a major role in this rapid deterioration. As noted in figure I, the $4
billion estimate of the war’s balance-of-payments impact is greater
than the U.S. overall deficit for each of the war years. Restrictions on
American investments abroad and shifts in short-term investments to
the United States may explain why the deficits have nonetheless been
relatively small in the past few years.

A portion of future reserve losses associated with the Vietnam war
may be prevented when the war is terminated or reduced in cost. How-
ever, the indirect drain resulting from a lack of competitiveness in
world trade could conceivably continue. Exporters may find it difficult
to recapture lost foreign markets and domestic users of imports may
continue to buy abroad. In any case, it is reasonable to expect that the
initial salutary effect on the current account resulting from the war’s
end will not be as great as the long-term improvement.

(Tables A and B, and figure I, of the prepared statement of Mr.
Passell, follow:)

TABLE A.—CHANGES IN U.S. CURRENT ACCOUNT AND FOREIGN AID TRANSACTIONS SINCE 1964
{Billions of dollars)

1968 Change
since
1964 1967 1 1l 1 11968 1964
Goods, services excluding military
transactions_____..______________.__ 10,577 7,867 1,130 1,353 1,623 5, 356 —5,121
Goods, services including military private
transfers, pensions_____..___________ 8,853 4,396 296 529 804 2,172 —6, 681
Goods, services including military, all
transfers, foreign aid____..__________ 5,625 1,692 -316 —121 124 —416 —6,041

1 Estimated at first 34 rate.
Source: Survey of Current Business.

TABLE B.—FOREIGN TRADE POSITION OF UNITED STATES AMONG INDUSTRIAL NATIONS
[Bitlions of dollars}

Actual Predicted
1966

1958 1964 1965 1968
Total industrial nations exports, less intra-EEC,
intra-EFTAtrade___._.___ ... _________________ 54,6 85. 26 81.39 102.81 ... __..__
Total U.S. exports_. .. . 17.87 26.63 27.40 30.45 31.74
U.S. percentage share___...____ . _______ -7 33.07 31.24 29.98 29.70 30.98

Source: Direction of Trade, International Monetar yFund.
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FIGURE I

United 3tates Deficits on a Liquidity Dasis
and the Payiaents Ffect or the war
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Chairman Reuss. Thank you, Mr. Passell.

Secretary Moot, I take it from the summary figures on table IIT of
your testimony that, during fiscal year 1968, our total defense balance-
of-payments expenditures abroad were $4.5 billion. Is that right ?

M. Moot. Gross expenditures were $4.5 billion.

Chairman Reuss. Now, in trying to sort that out, I come up with
approximately $1.5 billion for the war in Southeast Asia, $1.5 billion
for Europe, and $1.5 billion for all the rest of the world—that is, this
hemisphere, Africa, the rest of Asia and so on. Do you want to correct
those “boxcar” figures in any way? I think they are about right.

Mr. Moor. Table II, in my prepared statement, provides a breakout
of our expenditures by major area. About $1.6 billion of our expendi-
tures are iIn Western Europe and, as I indicated in my statement, about
$1.6 billion of our total expenditures in fiscal year 1968 were related to
the conflict in Southeast Asia.
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Chairman Reuss. Roughly, that is about it. And you say that this
amount is going to be larger in the current fiscal year, fiscal 1969 ¢

Mr. Moor. Yes sir. We expect that our expenditures will increase in
fiscal year 1969.

Chairman Reuss. Looking at our expenditures in Western Europe,
which you have said are on the order of $1.6 billion, and I notice the
expenditures in the Federal Republic of Germany comprise $887
million of that in fiscal 1968, what reciprocal aid are we currently
getting from the NATO countries on that whopping balance-of-pay-
ments deficit which we incur as part of our mutual security operation?
I realize that in the past there have been some buying of bonds by the
Federal Republic, which just postpones the evil date since the bonds
have to be repaid in 4 years. There have also been some military
purchases, but what does it come to currently in fiscal 1969 at the
moment ?

My, Moor. Insofar as the Federal Republic of Germany is concerned,
Mr. Chairman, the fiscal year 1969 arrangements provide for $725
million, primarily in financial arrangements, which 50 not, of course,
have the long-range or the long-term advantage or beneficial effect,
but are heavily in our interest to keep the balance of payments

Chairman Reuss. Excuse me, is that current? That sounds like the
one we had in effect last year. Have they agreed to buy any more of
our bonds?

Mr. Moor. It is very close to the one that was in effect last year.
The one that expires this June 30 is composed of : Deutsche Bundesbank
and commercial bank purchases of U.S. securities and FRG military
purchases through commercial channels—the total of which is $725
million. It is comparable to the previous agreement of $500 million in
securities purchases and about $100 million in military purchases
through commercial channels.

Chairman Reuss. How is that $725 million broken down among those
three components ?

Mr. Moor. It is $500 million, $125 million, and $100 million.

Chairman Reuss. For respectively ?

I\{r. Moort. The Bundesbank purchase of U.S. securities is the $500
million.

Chairman Reuss. Thatis a loan?

Mr. Moor. Yes, sir; these are financial arrangements. I haven’t yet
touched upon the military sales piece. These are financial arrangements
that I am talking about.

Chairman Reuss. The whole $725 million ?

Mr. Moor. With the one exception that there is $100 million of com-
mercial procurement in the $725 million. There is $500 million and
$125 million of financial arrangements, and $100 million in commercial
procurement. The total of our receipts in fiscal year 1968 is $1,239
million as shown on our tables. During the past few years more than
half our receipts have come from Western Europe. While I can provide
data, by country, to the committee, and I will do so if the committee
desires. I would prefer not to put them in the open record.

Chairman Reuss. All right, if you would provide those on the
arrangement made.

Mr. Moor. I will.
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[Classified data was at this point provided to the subcommittee.]

Chairman Reuss. Do we currently have an agreement with Germany
for this fiscal year for the purchase of U.S. military supplies?

Mr. Moor. Well, we have

Chairman Reuss. We had one, but I had the impression that they
had said no more, they could buy it cheaper elsewhere.

Mr. Moot. We have open, unfilled orders which are being filled. We
have current discussions going on for additional orders as well as other
arrangements.

Chairman Reuss. The open, unfilled orders, those are from past
arrangements. \WWe shouldn’t count them twice, should we?

Mr. Moor. That is right. They will provide for future deliveries. The
current discussions, which will be going on for the next several months,
are looking to arrangements which will become effective on July 1,
1969.

Chairman Reuss. Well, now, for the current fiscal year, fiscal 1969, I
had the impression that the arrangement with the Federal Republic of
Germany tlc)n' the offset purchases of American goods ran out in about
May of last year, just before the end of the fiscal year. I, therefore,
put it to you that as of now, there is no German offset whatever. We are
negotiating, but meanwhile, the year goes on.

Mr. Moor. Yes, sir. Subject to my correcting the record, I was not
here last May. Therefore, subject to my correcting the record from my
own understanding, Mr. Chairman, the 1968 arrangement did run out
last June, but a new 1-year arrangement was made for fiscal year 1969,
which is basically the arrangement we have been discussing, primarily
financial in nature.

Chairman Reuss. But in terms of offset purchases, zero?

Mr. Moot. May I check, sir?

Chairman Reuss. Yes.

Mr. Moot. You will recall in the $725 million

Chairman Reuss. There was $100 million of so-called commer-
cial

Mr. Moor. There was $100 million, and in FRG military purchases
through commercial channels that is the extent of our current agree-
ment in terms of new receipts for military procurement.

Chairman Reuss. These are purchase from what, private American
munition manufacturers?

Mr. Moor. Yes, sir.

Chairman Rruss. So in terms of the U.S. Government, offset in zero
in this fiscal year, 1969 ¢

Mr. Moor. Yes, sir; in terms of purchases of military equipment
directly through the Department of Defense. You do appreciate that
there are current discussions leading toward an arrangement which will
become effective on July 1, 1969. And as I indicated in my prepared
statement, we are working with other agencies to improve the extent
and nature of arrangements to offset the foreign exchange costs of our
forces overseas.

Chairman Reuss. Why has not the Pentagon ever done what the
Joint Economic Committee has urged it to do, which is to go to the
NATO countries, particularly West German, Italy, Belgium, and the
Netherlands, all OF which have profited enormously through gains in
their international reserves, by reason of our sending hundreds of thou-
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sands of American troops over there to participate in their protec-
tion—why has not the Pentagon at least asked the receivers—wealthy
European countries—to please give us a check for the balance-of-pay-
ments costs, which come to one billion and a half? Why should we
weaken our national security and run dollar erises every few months
which threaten to bring us to our knees, without even asking the peo-
ple we are supposedly helping, who have never had it so good, to write
us a check?

Mr. Moor. Mr. Chairman, I can’t give you a firsthand answer to
that question. I have read the record and I know your position very
well. I do know that your position has been considered very carefully.
I do know that the three departments involved in the negotiations—
namely, State, Treasury, and Defense—are considering the views of
this committee and are making what, in their judgment, is the ap-
proach which will achieve the best feasible return and still honor,
of course, our international commitments.

Chairman Reuss. I can’t help but interject that fiscal year 1969 is
more than half over and our return is zero—not a mark, not a franc,
a lira, a guilder. It would seem to me that we are not pursuing this
“poker game” with much vigor.

Mr. Moor. I would like to assure you from my own personal knowl-
edge that Secretary Clifford has, himself, on several occasions, at
ministerial meetings made the point most emphatically that we do need
to change our arrangements, we do need to get a better distribution of
the total cost, and he has in public stated the congressional opinion that
we do need to have a more equitable sharing of the burdens of our
common defense. I assure you that the people doing the negotiating
are very serious about trying to improve this situation.

Chairman Reuss. Mr. Passell, the burden of your thesis here this
morning was that instead of the $1.5 billion, approximately, of bal-
ance-of-payments costs estimated by the Pentagon for our Southeast-
ern Asian military operations, in fact, the actual costs come, in your
judgment, to something like double or more than double that—some-
thing on the order of $4 billion. Is that correct?

Mr. Passern. That is correct.

Chairman Rruss. Have you applied a similar analysis to the other
two one-thirds of the Pentagon’s total balance-of-payments estimates?

Mr. Passerr. No; I have not. I think there are substantial analyti-
cal problems in apply the Vietnam analysis to other military programs.
It doesn’t seem appropriate to treat our basic strategic military ex-
penditures in the same fashion as temporary Vietnam expenditures.
However, I do believe that an estimate could be made which would
include indirect effects of military spending and that this estimate
would be larger than the current Pentagon estimate.

Chairman Reuss. Well, the two ingredients you used in upgrading
the Pentagon’s estimate from a billion and a half to $4 billion were,
first, you said that, obviously, a military operation of that size required
us to chew up more imported materials and you tried to factor those
in.
Mr. PasseLL. Yes.

Chairman Reuss. And secondly, you said that a military operation
of that size put burdens on American industry which, by raising prices
and by making them refuse export orders, lowered our export total.



123
Mr. Passern. Correct. :

Chairman Reuss. Why don’t both of those factors apply to the Euro-
pean and, indeed, to the all-other element in our Pentagon spending
abroad, too? ]

Mr. Passerr. One of the assumptions of the analysis was that,
in the case of Vietnam, we are chewing up approximately $16 billion
in materials. Moreover, we assumed that in the absence of the war
this $16 billion in Federal funds would not be reallocated to other
uses. The resources freed under such circumstances would relieve some
of the strains on the economy without producing much
unemployment. .

The materials cost of total military procurement may range as high
as $30 to $40 billion. The failure to reallocate these funds, shoujd
non-Vietnam military expenditures be terminated, would result in
substantial unemployment and idle industrial capacity. Therefore, this
parallel assumption would not be realistic. )

Another approach would be possible. Defense expenditures, unlike
consumer expenditures, are concentrated in certain industries. Defense
expenditures put burdens on specific industries which require the im-
portation of material. I would expect that the appropriate analytical
technique would be to compare defense expenditures with alternative
ordinary civilian expenditures, and the comparison would reveal sub-
stantial net payments costs.

Mr. Moor. Mr. Chairman?

Chairman Reuss. Mr. Moot.

Mr. Moor. Could I mention, and I am sure that Mr. Passell’s state-
ment makes this clear, but I would like to point out that our $1.6 billion
of cost is not comparable, of course, to his $4 billion.

Chairman Rruss. He makes that clear. Indeed, his figure, his com-
ponent for your $1.6 billion comes out just about where you did.

However, our $1.6 billion is merely that portion of our $4.5 billion
gross military expenditures which is related to Southeast Asia conflict
in fiscal year 1968. What do you think of his technique?

Mr. Moot. We have read it and it is a difficult subject on which to
come to a definitive conclusion. If it would be all right with you, I
would like to mention a couple of points now, and then add to the
record our analysis of their article.

Chairman Reuss. At this point in the record, without objection, we
will be glad to receive that.

(The analysis referred to follows*:)

IMPacT OF THE VIETNAM CONFLICT ON THE U.S. BALANCE OF PAYMENTS

There is no question that intensification of hostilities in Vietnam has had an
additional adverse impact on the U.S. balance of payments since mid-1965. At
the same time, the magnitude of the total impact is unclear, primarily because
of the difficulty in accurately estimating indirect effects. Some attempts have
been made recently to look more carefully into this area. In the article referred
to earlier, Messrs. Dudley and Passell estimate that the Vietnam war adversely
affected the U.S. balance of payments by $4,010 million in CY 1967, assuming
capital flows remain unchanged and “ * * * expenditures for consumption, in-
vestment and government purposes other than for the war would have been
identical with those that actually occurred.” *

*Mr. Passell’s subsequent submission, responding to the analysis, appears on p. 126, fol-
lowing the Defense Department analysis.

* Dudley and P. Passell, “The War in Vietnam and the United States Balance of Pay-
ments,” The Review of Economics and Statistics (November 1968), page 437.

25-765—69: 9
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The preceding assumpttons are basic to the derivation of the estimates in the
article; however, had there been no Vietnam conflict, many things could have
been different. Indeed it is entirely possible civilian expenditures would have been
at different levels under a peacetime situation or the composition of the Federal
budget would have changed, thus indicating different spending levels both for
defense and non-defense programs. While it is recognized, of course, that without
a well defined set of assumptions, it would be difficult to conduct an analysis
of this type, it is questionable whether one could realistically expect that expendi-
ture patterns or capital flows would not have been different had there been no
Vietnam conflict.

Past efforts to judge the total impact of Vietnam on our payments position
indicate that estimates for direct expenditures are far more reliable than esti-
mates of the indirect effects. This point also was expressed in testimony by Dr.
Fritz Machlup, Professor of Economics and International Finance, Princeton
University, before the Joint Economic Committee in February 1968 when he
noted :

“We have figures for direct expenditures. That we do know. But we do not have
the figures for the indirect effects for all that the military expenditures abroad
and the defense expenditures at home do to other accounts of the balance of
payments. These indirect effects we can guess, but we cannot know them.” 2

The estimate suggested by Dudley and Passell of $4,010 million is composed of
$1,600 million in net direct expenditures, $1,290 million in the import content
of domestically produced war materials and $1,120 million resulting from the
diversion of current production of tradable commodities from civilian uses (in-
cluding exports) into military uses.

Direct net expenditures as estimated by Dudley and Passell are calculated
from the 1964-1967 change in the U.S. current account balance plus changes in
government loans and government holdings of non-reserve currencies for Asian
and African countries (excluding Japan) and for the same period, the change
in U.S. military expenditures in Japan as reported in the Survey of Current
Business. With this approach the authors estimate CY 1967 net direct expendi-
tures at $1,600 million and note further that this figure corresponds quite closely
to the estimate of $1,500 million discussed in the U.S. Treasury Department
document Maintaining the Strength of the United Sitates Dollars in A Strong
Free World Economy, published in January 1968.

Despite similar magnitudes, these two estimates represent different definitions
of direct balance of payments expenditures for Vietnam. The $1,500 million esti-
mate differs from that of the authors because it includes only increases in De-
parment of Defense gross expenditures entering the balance of payments as a
result of the buildup in Southeast Asia.? The authors. on the other hand, include
other categories of oversea spending such as foreign aid, loans or currency
holdings with Asia and Africa. These non-military expenditures appear difficult
to relate directly to the level of U.S. military spending for Southeast Asia. For
example, “loans and other long-term assets” as reported in the Survey of Current
Business for the Asian and African countries include loans under PL—480 to such
countries as Indian and Pakistan, which are not necessarily determined by
changes in the level of U.S. military spending for Vietnam. In this respect, it
would appear to be more reasonable to assume that in the absence of hostilities in
Southeast Asia, economic aid might have been increased.

Another distinction between the two estimates of direct foreign expenditures
is that Dudley and Passell undertake a larger and far more difficult task in an
attempt to measure the impaet of military expenditures on the U.S. current
account. They simply calculate this, as noted above, by computing the change
in the U.S. current account with Asia and Africa (plus the change in U.S. mili-
tary expenditures in Japan) from 1964 to 1967. In this way, the authors assume
they can account for increased U.S. exports to those areas that are induced by
war-related foreign exchange expenditures (oftentimes referred to as the feed-
back effect). The net change in the current account during this period, however,

2 Hearines hefore the Joint Economic Committee, Congress of the United States, Feb-
ruarv 16, 19. 20. 21. 1968, Part 2, page 449. .

3 ['or example, on page 82 of the U.S. Treasury Department document entitled Maintain-
ing the Strength of the United States Dollar in a Strong Free World Economy, issued in
January 1968, it was stated : “The direct balance of payments costs attributable to onr
secnrity efforts in Sontheast Asia began to increase in 1965. By calendar year 1967 the
increase totaled $1.5 billion per annum (excluding indirect effects).”
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was also influenced by factors not generally attributable to U.S. military spending
for Southeast Asia. For example, as noted in the Economic Report of the Presi-
dent for the year 1967, the Middle East crisis and its aftermath also had some
adverse effects on our current account, To the extent that non-southeast Asia
factors changed our current account levels with Asia and Africa then, of course,
it would be misleading to assume all changes in the current account level relate
to Vietnam spending.

A further distinction between the two procedures for estimating direct foreign
expenditures is that the Government estimate of $1,500 million includes esti-
mated expenditures for defense procurement made in areas outside Southeast
Asia, but related to the Vietnam conflict. Such data are excluded in the Dudley-
Passell estimate ; however, it is recognized that the Survey of Currcnt Business
would not separately identify such information.

As noted above, there are various interpretations possible even in computing
direct balance of payments expenditures related to Vietnam ; yet, the estimating
problems become far more complex when considering the indirect effects of
Vietnam spending on our payments position. Much depends on the assumptions
and methodology used to measure the multitude of interrelated transactions that
take place, some of which may relate to Vietnam spending and others which
may not.

Dudley and Passell have suggested that $1,290 million was added to our bal-
ance of payments deficits due to the import content of war materials produced
in the U.S. This is calculated by taking the difference between FY 1965 expendi-
tures and FY 1968 appropriations for Defense Department procurement of goods
and services (adjusted for price increases) and estimating the import content
of these expenditures using the Department of Commerce 1958 Interindustry I-O
matrix.

Aside from the problem of comparing FY 1965 budget expenditures to ¥Y 1968
appropriations and the question of updating the 1958 Commerce Department’s
import content factors (which are acknowledged in the article), there is a further
reservation in that the budget numbers incorporated in the Interindustry I1-O
matrix by the authors reflect both spending in the U.S. for defense items as
well as defense spending overseas. In order to avoid the problem of double
counting, it would be necessary to deduct that amount spent overseas from the
budget numbers cited in the I-O matrix.

The remaining indirect component in the Dudley-Passell estlmate attempts to
measure the amount of trade lost due to domestic inflationary pressures and the
diversion of production resources as a result of Vietnam spending, The authors
estimate a $1,120 million impact for this category by calculating the difference
between the expected loss in the U.S. share of world trade in 1966 given no Viet-
nam spending and that loss which actually occurred. The authors use an esti-
mating equation to develop the “expected decline” in U.S. export shares without
the Vietnam conflict. This equation in effect rests essentially on the view that the
U.S. percentage share of industrial countries exports is determined by changes
in the real GNP of Britain, EEC and Japan, and Canada. To adjust for possible
non-military factors which could reduce the U.S. market share, internal trade in
the EEC and the EFTA was subtracted. However. there may be still other factors
since 1965 not accounted for in the article which could have affected the U.S. share
position. Certain goods in which the U.S. competitive advantage is large are not
freely admitted to some foreign market. They are subject to quotas, unusually
stringent health and technical standards, equalization levies and other special
import taxes. Such restrictions, of course, also limit U.S. exports.

Aside from certain technical questions concerning the statistical significance of
the variables used in the estimating equation, we do not feel these estimates of
the changes in U.S. export share, especially on the aggregate level, can give
very definitive answers. To determine whether the losses in U.S. shares are a
general loss of competitiveness or due to special circumstances affecting the
demand for particular products would require more detailed study.

Experience indicates that attempts to estimate indirect effects generally result
in a very broad range of estimates. While Dudley and Passell suggest a total
impact of $4,010 million, different approaches lead to estimates considerably
smaller, while still allowing for indirect effects both in the U.8. and overseas. In
essence, estimates are dependent on the assumptions that are used.
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(Mr. Passell’s reply follows:)

REPLY TO DEFENSE DEPARTMENT COMMENTS ON THE IMPACT OF THE VIETNAM
CONFLICT ON THE UNITED STATES BALANCE OF PAYMENTS

A number of points in our article and my testimony can be reexamined with
reference to Defense Department comments :

(1) Our estimate of the balance of payments effects of the Vietnam War is
based on the assumption that expenditures for consumption, investment and
government purposes other than for the War would have been identical with those
that actually occurred. In this context, War expenditures total approximately $16
billion since military pay, domestic food and housing costs, and dependent allow-
ances are excluded.

We cannot know what aggregate demand would have been in the absence of the
War. We chose to assume that civilian disposable income would have been the
-same. Thus the average annual rate of growth of GNP would have been 4%
rather than 59%. In view of widespread current concern about inflation and the
overheating of the economy, our assumed level of moderate restraint on growth
‘seems appropriate.

(2) Our calculation of the direct effects of Vietnam expenditures was de-
signed to avoid the pitfalls of looking at only gross military expenditures in
‘Southeast Asia. Some military expenditures return to the United States in the
form of induced imports. On the other hand, non-military expenditures which
are a direct result of American participation in the War are not included in gross
military expenditures figures. For example, some foreign exchange is expended
in AID projects within Vietnam.

The use of changes in the total U.S. balance of payments position with South-
east Asia nets out all of these effects and would provide a reasonable estimate
of the direct payments cost of the War. Because U.S. regional balance of payments
statistics for Southeast Asia are not readily available, we used net changes in the
balance of payments with all of Africa and Asia as a proxy.

Since a large portion of gross expenditures and capital flows with Asia and
Africa are unrelated to the War, the accuracy of our method is dependent on the
-absence of major shifts in payments flows in that part of the area outside Viet-
nam. The Defense Department notes that the Middle East crisis in 1967 had ad-
verse effect on our balance of payments. Some net negative effect may have re-
sulted, but the Economic Report of the President (February, 1968, p. 171) con-
siders the effect. to have been “not of great magnitude.” The Fconomic Report men-
tions no other special factors would bias the accuracy of our estimate.

(3) The $1,290 million estimated import content of Vietnam War materials is
based upon an Input-Output breakdown of net changes between FY 1965 Defense
expenditures and FY 1968 appropriations. The use of FY 1968 appropriations
from the Appendix to the Budget of the United States rather than expenditures
is not likely to bias downward our calculations, since aggregate Defense expend-
itures were not appreciably lower than appropriations.

The Defense Department is correct, however, in arguing that a small amount
-of double counting results from the assumption that the entire $16 billion change
in net expenditures for Vietnam was made in the United States. On the most
-extreme assumption that the entire $1,475 million 1964-67 change in gross Viet-
nam military payments flows (Survey of Current Business, March, 1968, pp. 32-33,
line 18) was spent on items listed in our I-O breakdown, we can estimate an
-upper limit on the size of this double counting.

The $1,475 million represents 9.19 of the $16,200 million total. Double counting
may thus have increased our $1,290 million estimate by no more than 9.19%, $117
million.

(4) The Defense Department points out that certain United States exports or
potential exports are reduced by protective trade restrictions abroad. This is quite
correct, but there has been no increase in the stringency of these restrictions dur-
ing the Vietnam War period. We know of no major trade barriers which reduced
the United States competitive position since 1964.

There remains within the analysis the difficult problem of separating specific
Vietnam-induced effects on trade competiveness from unrelated inflation. As we
make clear in our article, our current high rate of inflation is probably tied to the
economy’s extremely high level of aggregate demand and the removal of at least
500,000 men from the civilian labor force. Under our assumptions, the U.S. growth
rate would have been less rapid and of course, the non-military labor force would
have been larger.
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Moreover, as Senator Proxmire pointed out during the hearings, our technigue
is extremely conservative in accounting for induced imports. The use of the U.S.
share in total world trade as a measure of trade position neglects part of the
effects of rapidly increasing imports during the War years.

Our estimates by their very nature depend upon the assumptions used and
contain a margin of error. We believe that since the assumptions are cautious
and the possible estimation errors are not large that the broad conclusions of the
paper are reliable.

Mr. Moor. My general approach to this question of the total South-
east Asian cost goes something like this: .

The $1.5 billion, which is the amount of gross U.S. defense expendi-
tures overseas in calendar year 1967 related to the conflict should be
reduced somewhat to reflect feedback effect.

Chairman Reuss. If I may interrupt, you have heard Mr. Gaud
describe, I think perfectly permissibly, a respending eftect.

Mr. Moor. That is right, sir.

Chairman Reuss. And I suppose, in justice to you, I have to concede
that some of this comes back, too. .

Mr. Moor. We really don’t know, this feedback effect, with precision,
although studies indicate it may be as high as 40 percent or more. And,
of course, it varies widely by area. If we assume a 40-percent feedback,
the $1.5 billion would then be, on a net basis, approximately $900 mil-
lion. We also recognize there are indirect effects on our balance of
payments, principally in terms of additional imports brought about
by Vietnam spending. Thus, if you consider both direct and indirect
effects, the total balance-of-payments impact of the Southeast Asia
conflict is, of course, higher than $1.5 billion. However, at this point,
we would roughly estimate this impact lower than has been estimated
by Mr. Passell, perhaps within the 2 to 3 billion range rather than 4
billion or above.

Chairman Reuss. It is a fact, is it not, that since we commenced
large military operations in Southeast Asia in 1965 the foreign ex-
change reserves of the Saigon government have more than doubled?

Mr. Moor. I believe that is right, sir. On the other hand, their in-
vestments in this country, their purchases from this country, of course,
have sharply increased too.

Chairman Reuss. Whether the cost of our military operations
abroad are on the order of $4.5 billion in fiscal 1968 which the Penta-
gon estimates, or whether they are on the order of the $7 billion-plus
that Mr. Passell estimates, it is a fact, is it not, that on either of these
two estimates, our military expenditures abroad are solely and singly
responsible for deficits considerably larger than our overall net
balance-of-payments deficit?

Mr. Moot. There is no answer but yes, Mr. Chairman, when you com-
pare our gross expenditures with the deficit, but I would qualify it
by saying that there other pieces. For example, travel expenditures
approximate the same impact.

airman Reuss. That is correct. You can pick out any deficit item
and compare it with the total. I was simply doing it for your own
operation.

Mr. Moorhead ¢

Representative Moorueap. Mr. Gaud, concerning the net effect of
AID on the balance of payments, if we eliminated the AID program,
to what degree would our exports be decreased, in your opinion? Can
you give us an estimate on that ?
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Mzr. Gaop. If we stopped our AID program altogether ? .

Representative MoormEaD. Yes. I am certainly not suggesting this.
I am just trying to get an idea. My point is that I think that our
exports—both present and future—are increased considerably by our
AID program. I can appreciate the difficulty in calculating this effect,
but Wﬁat would your best estimate be?

Mr. Gaup. It is a terribly hard thing to measure, of course, as you
say, sir. And there are several elements in it. One, as a result of past
AID programs we have, we have increased exports to countries that
have improved their standards of living and their foreign exchange
earnings. This is a process that 1s going on all the time. We have tried
to estimate the amount of additional commercial exports each year to
aid-receiving countries that results from that part of their economic
growth due to our AID program. We estimate the additional amount
that they buy in this country with their own funds—and it is a crude
estimate—is roughly $75 million a year.

More important, of course, is that AID spends about $1 billion of
U.S. commodities for export.

We finance, for example, about one-third of all the steel that is
exported from the United States, about two-thirds of the fertilizer, and
quite a lot of the machinery. For a great many commodities, our ex-
penditures account for a very substantial amount of U.S. exports. I
don’t know if that is an answer to your question or not.

Representative MoormEsD. I think it is. I think it would be helpful
if you would supply this for the record, because I believe that our
total exports are considerably increased because of the AID program
and the fact that it is a positive net contribution to our balance-of-
trade account should be more widely recognized. Even if you could
provide us with estimates of the impact for specific commodities, it
would give us some idea of the order of magnitude of the total impact.

Mr. éAUD. Well, yes, I could give you, for example, some figures on
exports: $145 million worth of fertilizers exported under AID the
first 9 months of 1968 ; $7 million worth of pesticides and agricultural
chemical specialties; $25 million of medicinals and pharmaceuticals;
about $7 million of DDT.

Now, we have also run a calculation to try to figure out what the
cuts in the AID budget for fiscal year 1969 would mean in terms of
U.S. exports. Again, let me stress that these ficures are rough. The
cut in the President’s budget in fiscal year 1969 was a little over a
billion dollars. We figure that this is going to mean a reduction in
U.S. exports of fertilizer of from $100 to $125 million; fuels, $25 to
$35 million ; chemicals, $60 to $75 million ; iron and steel mill products,
$35 to $50 million ; nonferrous metals and products, $25 to $35 million;
pulp and paper, $15 to $25 million ; machinery and equipment, $130 to
$150 million; motor vehicles, engines, and parts, $70 to $80 million;
railroad equipment, $15 to $20 million; rubber and rubber products,
$10 to $15 million; all others, about $100 million. That we estimate is
the real result of the cut this last year. Now, if we eliminated the pro-
gram completely, the reductions would be much larger.

Representative MoormEeap. However, they would not go down 100
percent, but a substantial part of these exports and future markets
would be eliminated

Mr. Gaup. That is correct.
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Representative Moormeap. Because these countries couldn’t afford
to make these purchases.

Mr. Gaup. That is correct. Several hundred million dollars—I can’t
give you a figure off the top of my head—of the AID funds pay for
salaries of technicians, contributions to the U.N. and the like, but the
great bulk of our funds does go for commodities for export.

Representative MoorHEAD. At one point to answer my question, you
used the figure of $75 million. I wonder if that is the same $75 million
that appears on table III?

Mr. Gaup. Yes, sir.

Representative MoormEAD. I notice that that figure of $75 million
is constant from 1965 through 1968. Is that because the estimate is
an educated guesstimate?

Mr. Gaup. I call it a “ball park” figure. You are dead right.

Representative MooruEAD. Mr. Gaud, this may be one of your last
appearances in your present capacity. I don’t know what the new
administration’s or your plans are——

Mr. Gaop. I am resigning on the 20th of January.

Representative Moorurap. I wonder if you could give us your
thoughts on some of the international foreign aid agencies? I think
of the International Development Associatlon, the Inter-American
Development Bank. Would you say to the Congress, as it looks to the
future, that, as far as economic aid is concerned, we should try to keep
the great percentage of our aid as a bilatera] arrangement, or should
we work more toward the multilateral agencies? I think this is one
of the crucial decisions that will be facing us over the next 4 years.

Mr. Gaup. Mr. Moorhead, first of all, and I know you are not sug-
gesting this, T would like to say that this business of bilateral and
multilateral aid is not an either/or question.

Representative MooruEap. Yes; I agree. I mean where should our
emphasis be placed in the next 4 years?

Mr. Gaop. Yes. The need for aid is much greater than the supply
of aid today. I think there is a place in the aid firmament both for
bilateral and for multilateral programs.

They both serve useful purposes. However, I personally would move
toward multilateral aid as fast as I could, assuming two things: one,
the existence of multilateral agencies that will do a good job and make
effective use of aid; two, the willingness of other aid donors to go
along on a multilateral basis.

Now, we would like to go, I think, much faster in the direction of
multilateral aid today than we really can. The Japanese, the Germans,
the French, the Ttalians are not really very enthusiastic about increas-
ing the proportion of their aid which goes through multilateral agen-
cies. We can’t go multilateral unilaterally. Until we can get them
with us, we can’t do much more than we are doing. I think the Con-
gress very strongly holds the view—and I don’t disagree with it—
that there ought to be a limit on the size of the U.S. contribution to
these agencies; 40 percent is a popular figure, as for IDA, for example.
I don’t believe the Congress would go along with increasing that to
60 or 70 percent, and I don’t think they should go along with it. If we
did, I don’t think these agencies would be multilateral any more.

So I think we have to face the real problem of getting these other
aid donors to buy the idea that multilateral aid should be increased.
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The other point that I think is important is the ability of the multi-
lateral aid agencies to carry out their programs effectively. IDA, I have
no question about, except that the World Bank and IDA do very little
in the way of technical assistance. They are moving in that direction.
They do not make program, that is nonproject, loans as we do. I don’t
see, myself, how you can devise a sensible program for many coun-
tries—India, Pakistan, Turkey, Korea, Brazil, Colombia, Chile, for
example—without program aid.

Representative MoorrEAD. Could you expound on that?

Mr. Gaup. Yes; the World Bank 1n the past, and the United States
many years ago, gave aid largely for specific capital projects. They
didn’t give assistance as AID now does in the shape of raw materials,
commodities, and spare parts to keep an existing industrial plant going.
In other words, the distinction is between building a new fertilizer
factory in India and supplying the components and the raw materials
so that the existing fertilizer factories in India can stay in production.
Now, very few of the multilateral agencies today give that kind of aid.
Moreover, apart from the U.N. agencies, they don’t do much in the
way of technical assistance. So, as I see it, they have to broaden their
outlook before they can do the whole job. I think Mr. McNamara is
moving toward this as fast as he possibly can.

But going on from the World Bank and IDA, the Asian Develop-
ment Bank 1s young. I have high hopes for it. The African Develop-
ment Bank is getting off the ground also.

Representative MoormEap. The A frican Development Bank, does it
have outside-of-A frica capital in it ?

Mr. Gaop. Noj; it does not, but the head of the bank is eager to get
contributions from non-A frican nations for a soft loan fund, the equiv-
alent for Africa of the IDA soft loan window of the World Bank. So
that institution is pretty much in its infancy.

The Inter-American Development Bank, of course, is an established
institution. It is my own view that it has had less success in imposing
self-help conditions on its aid than I would like to see.

The United Nations is another source, particularly for technical and
pre-investment assistance. I have some question as to the efficacy of
some of their programs. I think in some cases—not all—individual U.N.
agencies work in a country without adequate coordination, not neces-
sarily directing their programs at the same priorities. They have prob-
lems of hiring people—God knows we all do in this business—it is the
toughest thing in technical assistance to get enough good people. But
their problems are complicated by their concern for hiring people on
a geographical basis. The U.N. Development Program is improving
coordination and screening, but it still has a way to go.

So I would say if we are going to talk about increasing the amount
of our aid that goes through multilateral institutions, we ought to make
a real effort to increase the effectiveness of those institutions. We must
not lose sight, of that.

Now, coming a little closer to home, if you are interested in multi-
lateral aid’s effect on the balance of payments, this presents some real
problems, it seems to me. I, for one, do not believe in imposing the
restrictions on our contributions to these multilateral institutions that
we impose on our bilateral aid programs. If we do that and the Ger-
mans and the British do that, and the French do that, and the Italians
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do that, and the Japanese do that, before you get through the poor
old multilateral institution isn’t going to be able to move.

I believe multilateral institutions have to be able to engage in world-
wide procurement. So to the extent that you move to multilateral aid,
to the extent that you adopt the principle of worldwide procurement,
which I believe to be sound, we are not going to be able to tie our aid,
as we have tied our bilateral aid program, and there will be an in-
creased effect on the balance of payments.

Representative MooraEAD. Thank you very much, Mr. Gaud. I think
this has been a most helpful discussion.

I1 é;hink I have taken up all of my time, Mr. Chairman. So I will
yield.

Chairman Reuss. Senator Proxmire?

Senator Proxaire. Well, gentlemen, it is a real pleasure to have a
chance to see you. I am very sorry, Mr. Gaud, that you have resigned,
because I think you have done a marvelous job in a position in which
you get nothing but blame. Those who agree with you and support you
are silent and those who disagree are anything but silent. It is one of
those jobs like Secretary of State and Secretary of Agriculture in
which you just can’t win. I think you have done a splendid job. We
owe you a real debt.

Mr. Gaop. Thank you, sir.

Senator Proxymire. Mr. Moot, I am very happy that our distin-
guished, illustrious new Secretary of Defense has seen fit to reappoint
you. You were a fine SBA Administrator. Of course, we worked with
you in the Senate Banking Subcommittee on Small Business.

Mr. Moor. Thank you, sir.

Senator Proxarre. I know what a fine job you have done here, and
it is good to see that continuity, because we certainly need it.

Mr. Moor. Thank you very much, Senator.

Senator Proxarrre. I would like to ask Mr. Moot if, in view of the
fact that we are more than half way through fiscal 1969, you can give
us any estimates of the balance-of-payments situation to complete this
table, table I, for the impact of the balance of payments by your defi-
nition in the present fiscal year? Are those available at all? Can you
just tell us whether it is up or down from what it was?

Mr. Moor. Well, I think the best way to answer that, Senator, is to
say that the calendar year expenditure figure, if we were looking at
calendar year 1968, we would be not much above the fiscal year 1968
level. For fiscal year 1969 ending next June 30, as I stated earlier, we
expect our expenditures will be higher than in fiscal year 1968 but we
anticipate a further slackening in the rate of growth.

Senator Proxaire. So that whereas we have had a deteriorating sit-
uation in the military, it has been more and more adverse in its
impact on the balance of payments, you feel that has been arrested
and that on the basis of the past, last 6 months of calendar year 1968,
1t has gotten no worse and you don’t expect it to get much worse in
the coming 6 months. Of course, we can’t tell what’s going to happen
in our military policy, but on the assumption that it does not change.

Mr. Moor. With the budget as it will be explained this week by the
President and others, I would say that we are sort of plateauing out
in terms of looking forward beyond fiscal year 1969 and it all depends
upon the military situation.
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Senator Proxaire. Why did you have this serious adverse change
in the last, in fiscal 1968% It seemed to me the escalation was primarily,
at least the manpoiwer escalation, going from 100,000 to 500,000, most
of that I thought was in fiscal 1967. Isn’t that correct? If it is, I
can’t understand why it was almost a billion worse the next year.

Mr. Moot. There are two things, Senator. One, of course, was the
increase in expenditures and the second was a reduction in receipts
so it was roughly about half and half. About half of that billion dol-
lar increase in our net adverse balance took place because of decreased
receipts and half because of increased expenditures.

Now, the statement last March of the President, of course, did an-
nounce a further incremental increase of our overseas personnel in
Southeast Asia.

Senator Proxaire. It had been modest compared to what it had
been before.

Mr. Moor. Yes.

Senator Proxmire. This committee requested and received from
the Defense Department defense economic indicators about the middle
of last year. Since we have gotten those, I have gotten the impression
that the impact, the stimulating and expansionary and inflating im-
pact on the economy was diminishing—not simply stable, but
diminishing. It would seem to me that it might be helpful if there
were hard figures, if the balance-of-payments figures could be added
to those defense economic indicators. It seems to me they are not in
there.

Mr. Moot. They are not in there, that is right, sir.

Senator Proxumire. Would it be practical to include them ?

Mr. Moot. Yes, if we can work it out. As you know, Commerce
nowfl publishes the Defense Indicators, but we work very closely to-
gether.
~ Senator Proxmixe. I am sure it would be very helpful to us and
I am sure the whole business and academic community.

Mr. Moor. I will try to see that this is done.

Senator Proxmire. I wonder, Mr. Passell, if you agree with Mr.
Gaud that the ATD actually improves our balance-of-payments posi-
tion—IJast year, it apparently did—and that the coming years will im-
prove it even more ?

Mr. Passerr. The reason the direct impact is so small is because
the aid is tied. Unfortunately tied aid may make indirect demands
on the economy leading to net payments losses.

Senator PROXMIRE. %o it is possible if you applied the analysis that
you applied to Defense expenditures to foreign aid expenditures, you
might find that the total overall effect might be negative in the balance
of payments?

Mr. PasseLr. I would say “Yes.” Another conceptual problem also
arises here. The repayment of old foreign aid loans contributes to min-
imizing the net effect of aid on the balance of payments.

Senator Proxmire. Have you looked at this to try to give any kind
of estimation of the effect of that?

Mr. Passerr. No, I have not.

Senator Proxmire. It seems to me Mr. Gaud has made such a telling
point. If we could accept completely and if the economic profes-
sion could accept his analysis, it ought to be shouted from the house-
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tops. It seems to me that 99 out of 100 people feel that the balance-of-
payments problem is largely caused by the foreign aid giveaway
programs. My own expectation is that about 90 percent of the econo-.
mists, while they don’t think it is nearly as serious as the military pro-
gram, think it 1s negative. You are telling us that, in your view, it
probably is negative indirectly, but the dimension of the negative
effect you can’t estimate.

Mr. PasserL. Correct. I would also mention that I expect its effect
is less adverse than Defense expenditures per dollar spent, because aid
expenditures are less concentrated in heavily burdened sectors of the
economy.

Senator Proxarmre. There is $7 billion by your estimate for military.
If foreign aid impact is negative, it is perhaps negative in the area
of half a billion dollars or a billion dollars.

Mr. PasseLL. Yes.

Senator Proxare. I want to ask Mr. Gaud to answer, but before I
do that, you seemed to omit from your analysis—maybe you didn’t—
the effect of the military program on increasing our imports by stimu-
lating the economy, by providing higher pressure for higher wages
and so forth. For example, one estimate we had was just the escalation
in Vietnam resulted in a million direct jobs and 2 additional million
indirect jobs. When you have that, you obviously have a stimulation
that results in a substantial increase in imports.

Mr. PassevLL. That is quite correct, and indeed, the analysis only par-
tially covers those imports.

Senator Proxmire. Looking at the imports in the manufacturing
area and so forth, rather than the imports resulting from the con-
sumer, who has more money, going out and buying more and, there-
fore, increasing our imports, our whole experience has been that, as
the economy gets closer and closer to full employment and prices rise,
our imports increase greatly.

Mr. Passenn. Yes; especially capital goods imports during recent
years.

Senator Proxamre. So it’s a conservative estimate in that sense.

Mr. Passer. Yes; that is one of the conservative assumptions.

Senator Proxare. Mr. Gaud, do you have a reply to the estimate
by Mr. Passell that if you consider the indirect effects of your pro-
gram, it probably has an adverse effect on balance of payments?

Mr. Gaup. There are a couple of points that I think might be worth
bringing up.

On the first question that Mr. Passell raises about the impact of
great expansion in the economy on limiting exports and stimulating
imports, he builds this, and quite rightly as far as the Defense De-
partment is concerned, by starting from the $16 billion increase in
defense production as a result of the Vietnam war. Now, there hasn’t
been any comparable increase in expenditures under the AID program
in the United States. If you look at table I attached to my statement,
as far back as 1965, expenditures in the United States were about
$1.7 billion. Expenditures today are about $1.9 billion. So that there
hasn’t been a big increase as a result of the AID program. Even
with tying, there hasn’t been a big increase in our commodity pro-
curement figure over the last half dozen years. AID expenditures
have been more or less stable rather than on a big upscale.
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Second, as far as his point on foreign components in the goods
that we ship overseas is concerned, we have a regulation which permits
only a 10-percent foreign component in anything that we buy under
the AID program. We do our best to enforce that, and I think we
are fairly successful. So I don’t think the element of foreign com-
ponentry amounts to very much in our AID program.

Senator Proxmire. What you are saying is it may be true that it
has some negative effect, but it is quite modest? X

Mzr. Gaup. I think so, but also let me be quite candid about it. As
Mr. Passell pointed out, we reached the conclusion that there is no
net adverse effect only by taking into account payments of interest
and amortization on loans that had been made. We don’t claim that
apart from that the ATD program benefits the balance of payments
in the short run. I would claim vociferously that it benefits the bal-
ance of payments in the long run, in the sense that it creates markets
for American goods.

Senator Proxmire. This was a very well-balanced analysis of yours
and very persuasive. There was one element I thought might be
missing. You pointed out rightly that we improve our markets by
the AID programs by building the economies. But do we also create
competition in these areas? It's obvious that we did with the Marshall
program, and you say so. We developed our own competitors. We
knew we were doing it and we should have done it. It was a great
success.

Mr. Gaup. Yes.

Senator Proxmire. I suppose we would do that to a much lesser ex-
tent with the present programs heavily concentrated in the developing
countries.

Mr. Gaup. My feeling—and I think this feeling is shared by the
rest of us in the business—is that the capacity for the growth of mar-
kets in the underdeveloped countries is such that there will still be
plenty of room for us. Regardless of how fast they can build up their
own industry, the demand is going to grow faster than their industry
will grow. Certainly if you look at countries such as Taiwan, Iran,
Israel, and the others which have graduated from aid and which have
shown tremendous strength in building up their own economies, their
total imports have grown and their imports from us have grown. This
has been the record to date.

Senator Proxmire. Let me ask you, you spoke, and I certainly favor
in principle enthusiastically, of multilateral aid. I have been for that
for a long, long time. However, the heart of the advances we have made
recently in reducing the effect or limiting the effect, in your case per-
haps, on the balance-of-payments program has been to tie aid. Can you
tie multilateral aid?

Mr. Gaop. Well, it is being tried this year with IDA, if we ever
malke that contribution to IDA. As you know, the agreement that was
reached among the various countries and the World Bank last year
was that the United States, because of its balance-of-payments posi-
tion, would be put at the end of the queue. For the next 3 years, our
funds would be spent only in the United States and not elsewhere. That
isn’t full tying. It is a step in the direction of tying. But I doubt very
much if you could go very far in that direction and still leave IDA in
a position to use its funds properly.
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Senator Prox»re. It seems to contradict the whole purpose of the
multilateral program.

Mr. Gaup. It does to me. I think it is dead wrong in principle and
I doubt that it would be workable.

Senator Proxmire. Let me ask each of you gentlemen one more ques-
tion, you and Mr. Moot. )

What is the cost, the additional cost to the American taxpayer, of
this part of our balance-of-payments program—tying aid? How much
less would it cost if we didn’t tie it; in other words, if we bought it
where we could get it cheapest, wherever in the world we could get
it for the lowest cost ?

Mr. Gaup. I haven’t got a figure on that.

Senator Proxaire. Can you give us some kind of idea ?

Mr. Gaup. We reckon very roughly that it is a matter of 10 to 20
percent.

Senator Proxmire. Ten to twenty percent. That means in ATD, what
is it, $2 billion

Mr. Gaup. Call it expenditures of $1.9 billion.

Senator Proxmire. That would mean $190, $200 million additional
cost.?

Mr. Gaup. Yes. Perhaps T would put it a little differently. When
Congress appropriates $1.9 billion for the AID program, the aid-
recelving countries get perhaps $100 to $250 million less good out of
it than would be the case if we didn’t tie.

Senator Proxmare. On the basis of testimony both of Mr. Moot
and Mr. Passell, I would say this is another cost of the Vietnam war,
because the Vietnam war puts us in a position where we have to tie
our aid. The same would be true even if you accept the lower estimates.

Mr. Gaup. Well, you may be right. It is the cost of our present
balance-of-payments situation; yes, sir. Whether that is due to the
Vietnam war 1s another question.

Senator Proxmire. It 1s one of the big elements, and today it seems.
it is the biggest.

Mr. Gaop. It is an important element, no doubt about that.

Senator ProxMIre. Mr. Moot ?

Mr. Moor. As I stated in our statement, Senator, the additional
budgetary cost that we have been accounting for under our 50-percent
procurement-differential policy amounts to about 22 percent for our
procurement for use overseas, which means that the added budgetary
cost has been about $75 or $80 million for this policy since 1961.

Senator Proxmire. How do you arrive at so low a figure? Twenty-
two percent of our—you see, in Mr. Gaud’s case, we applied the 10
to 20 percent of the total overall AID expenditures of $1.9 billion.
In your case, you are applying a much lower figure, apparently.

Mr. Moot. Well, I think that is right, Senator. I believe that 1 didn’t
give a complete answer. But I will attempt to find out, because there
are thresholds above which there is permission to buy directly over-
seas without attempting to return procurements to the United States.
If I may just check with the staff.

The staff estimates that our added fiscal 1968 budgetary costs for
our balance-of-payments programs would be on the order of $100
million. But with your permission, I would like to amplify this.
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Senator Proxuire. I wish you would, because frankly, I would like
to know all the assumptions on which this is based. My own reaction
Is it must be a great deal higher than that. T don’t understand why
it wouldn’t be in the area of several billion dollars. The reason I say
that 1s, because, if we bought all of the hardware that we need for
Vietnam and we need for Europe and elsewhere for the lowest cost,
whether we bought it in Germany or bought it in Japan or wherever,
if you say you would make a 22-percent saving in doing that, our
overall procurement is $43 billion, isn’t it, in that area?

Mr. Moort. I assume that your $43 billion refers to the defense indi-
cator series on the fourth quarter fiscal year 1968 annual rate of prime
contract awards for work performed in the United States. And, if so,
1t 1s correct. I believe, however, this number greatly overstates the
potential for buying overseas in the absence of our balance-of-pay-
ments procurement guidelines. It is, of course, difficult to tell what
the lowest cost would be. But again, with your permission, I will make
the assumptions and submit a statement for the record.

(The information referred to follows:)

ADDITIONAL BUDGETARY (COSTS ASSOCIATED WITH THE DEPARTMENT OF DEFENSE
BALANCE OF PAYMENTS PROCUREMENT PROGRAMS

Under the Department of Defense balance of payments program, budgetary
costs have been incurred by policies which authorize the use of an evaluation
factor to be added to price competitive bids offering foreign products. The objec-
tive of such action is the saving of foreign exchange in procurement for use in
the U.S. and in procurement for use overseas.

These policies are outlined in general terms in the prepared statement by As-
sistant ‘Secretary Moot. The staff estimate provided during the hearing that
added budgetary costs of these policies were on the order of $100 million in FY
1968 was based on (1) an evaluation and extrapolation of data on procurements
returned to the U.S. contained in reporting systems in effect in prior years for
procurements for use overseas and procurements for use in the U.8., (2) infor-
mation drawn from overseas petroleum procurement “return” programs and (3)
data related to use of revised construction procedures for overseas construction
programs. It is recognized that there may be other nonquantifiable impacts. For
example, data on procurements for use in the U.S. “returned” to U.S. sources
generally can reflect only those cases where foreign source bids were received.
However, since Department of Defense has specified in its procurement regula-
tions for a number of years that an alternative 50% balance of payments evalua-
tion factor would be utilized, it could be expected that foreign concerns would
submit a bid only where they believed they could still be the low bidder after the
evaluation factor was applied. There is no way of “reconducting” past procure-
ment transactions to determine where foreign bids would have occurred if only a
6%-129% evaluation factor had been used or to permit an evaluation of costs
and savings in cases where foreign bids were not received. On the other hand,
Department of Defense regulations generally require that the validity of the
requirement be reconfirmed before payment of premium costs. While there have
been cases where requirements were eliminated or deferred at field levels, data
are not available on these cases. In addition, it is difficult to assess quantitatively
the impact of the general emphasis on reducing balance of payments expenditures
as it led to actions such as termination of contracts overseas. with the require-
ment being absorbed within the organic capability of the military department,
with both budgetary and balance of payments savings.

While in some respects Department of Defense use of procurement evaluation
factors can have the same effect as AID “tying” policies, there can be no precise
comparison between these policies. Unlike AID, the Department of Defense pro-
grams have not operated against most of the total procurement program of the
Department of Defense nor against a base period where the bulk of procure-
ments had been made from overseas sources. Therefore, an evaluation based on
the application of the historical percentage differentials experienced under any
portion of the Department of Defense balance of pPayments program to the en-
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tire procurement program of the Department of Defense is considered
inappropriate.

In considering the Department of Defense programs, a number of factors must
be noted: (1) there are limitations on the Department of Defense use of budge-
tary premiums, i.e., in most cases a decision generally has been made to procure
offshore if the differential is above 509%, (2) there are exceptions which permit
procurement overseas without application of price differentials, e.g., utilities and
communications services, (3) the differentials are applicable only where there
is U.S. and foreign price competition for the item or service being procured and,
considering the large annual dollar volume of purchasing which is not conducted
on a “price competitive” basis, the potential for the application of budgetary
premiums is a relatively small portion of total Department of Defense procure-
ments of equipment, materials and supplies and (4) procurements by Depart-
ment of Defense are primarily for use by the U.S. military services and, as such,
the procurements involved in many cases are of a specialized and unique nature
rather than being items generally available on the commercial markets in the
U.S. and in foreign countries.

It has been the long-standing policy of the U.S. to support U.S. military forces
around the world with supplies and equipment manufactured in the U.S. This
policy is based on such Congressional enactments as the Buy American Act and
the Berry Amendment to the Defense Appropriations Act (see, for example, Sec-
tion 523 of PL 90-580, the Defense Department Appropriations Act for the fiscal
year ending June 30, 1969). In furtherance of these national policies and in sup-
port of a program of national defense which requires the maintenance of active
research, engineering, development and production capabilities in the U.S., pro-
posals for Defense purchases of military items generally have been solicited from
1U.S. firms. Because of the past substantial investment in research, development
and engineering, U.S. firms generally are in a position to respond effectively to
proposals on major items of defense procurement of advanced weapons systems
and for continuing support of these systems. Therefore, while there has been a
clear association in recent years between the balance of payments programs and
the continued active support for a high level of use of domestic supplies and
services to meet Department of Defense requirements, the emphasis on support
of U.S. military activities by items manufactured in the United States is not, per
se, a balance of payments policy. There was such an emphasis prior to the insti-
tution of Department of Defense balance of payments procurement guidelines and
this emphasis could be expected to continue irrespective of the status of the U.S.
balance of payments. In this respect, the Department of Defense has indicated
that procurement guidelines involving the use of differentials will be continued in
effect only so long as is required by the U.S. balance of payments situation.

Senator Proxarmre. Could I just ask Mr. Passell, do you have any
observation on that? )

Mr. PasseLr. Noj; I don’t. I would think the Defense Department’s
estimate is probably correct.

Chairman Rruss. Mr. Moot, listed in our traditional balance-of-
payments accounts are the receipts from U.S. military sales which,
according to your table ITI, have been running at more than $1 billion
a year for every fiscal year from 1963 onward. What are these military
commodities which we have been selling? I take it that they are not
junk. These are things that people want?

Mr. Moor. Yes, sir.

Chairman Reuss. Why is it that the U.S. Government takes credit
for sales of equipment of this sort? What would be an example?
Fighter planes?

Mr. Moor. You mean that we are selling overseas?

Chairman Reuss. Yes.

Mr. Moor. Yes,sir;itisa good

Chairman Reuss. Why does the Government credit? Doesn’t it just
act as a go-between or broker between the American manufacturer
and the foreign purchaser?
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Mr. Moor. We are attempting wherever it is possible to move ex-
actly in that direction. However, I'm sure you realize that the coun-
tries concerned, in many cases, prefer government-to-government ar-
rangements and by going through the Department of Defense they
have a single point of contact.

Chairman Reuss. Almost all of the equipment is privately manu-
factured, isn’t it? Some, perhaps, comes from U.S. arsenals, but the
majority, I take it, is privately manufactured.

Mr. Moor. Yes. It generally is manufactured in the private sector.

Chairman Rzuss. This brings me to my point. Have not we, the
United States, for reasons of some mystical symmetry—I do not know
why—gotten ourselves into the position of being worldwide crooks
and Sir Basil Zaharoffs and purveyors of instruments of death ?
What’s so wonderful about knocking ourselves out. selling the products
of the U.S. private munitions industry ? Why do we not try to offset
our various governmental deficits, of which our Pentagon-caused for-
eign military expenditure is the leading example, by appointing some-
body to try to sell American goods that do not kill people? We mine
coal in the Appalachians cheaper than they do in the Ruhr and we
can deliver our coals at the Ruhr mine head cheaper than it can be
mined there. Yet I do not find the Department of Commerce desig-
nated by the President as our No. 1 coal salesman.

And wheat is a commodity we produce very economically. I do not
find that wheat is the subject of these agreements. And you can go
down the list of American nonmilitary goods, yet nobody much tries
to sell them as an offset. Who was it who put the Pentagon in as ex-
clusive proprietor of this act? It seems to me it has produced a very
unfortunately skewed effect, builds up the American munitions indus.
try to an unhealthy level, gives us a bad image over the world, and
upon occasion explodes in our face, as when India and Pakistan or
Peru and Equador or other recipients of American-bought military
goods fire them at each other.

Mr. Moor. I would like to add that it isn’ just because of the bal-
ance-of-payments problem that we sell military equipment to friendly
nations. It isn’t just to encourage receipts to the United States that
we have a foreign military sales program. There is a broader question.

First of all, a very basic tenet of our foreign policy is mutual secu-
rity and these sales further this objective.

Chairman Reuss. To the extent that it supplies friendly allies or
not too atrocious a_government with arms, there is something to be
said for it independently, but that certainly is not the whole rationale
of our arms program. The Pentagon for the past 5 years has been
pounding its chest about the marvelous good it does to our balance of
payments. I do not see why this should be a Pentagon spectalty.

Mr. Moor. As I indicated earlier, there are really three objectives
in our military sales program. One is to promote the defensive strength
of our allies consistent with our political and economic objectives;
second is to promote the concept of cooperative logistics with our allies.
We are better off if we have common equipment, common vehicles,
common parts and logistics support with our allies during any combat
or emergency situation. The third, of course, is the balance of pay-
ments.
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Chairman Reuss. Well, it is this third point where I think we have
unnecessarily draped ourselves in the vestments of Zaharoft to our
great detriment. How did this come about?

Mr. Moor. Well, I think it is fairly obvious that a good share of the
major arms developments in the free world—that is, using advanced
military technology have occurred in the United States and therefore,
advanced military equipment has been available in the United States.
And I think our allies have looked to the United States for such
support.

There is no doubt that we are trying to move in the direction of
private financial arrangements rather than public sector financial ar-
rangements. On the other hand, I would feel that we would try to keep
standard the total equipment of our allies to the extent that we can.

Chairman Reuss. All of that I think makes excellent sense. It is
when, however, we go much beyond it and act as an arms salesman
without regard to whether it is really part of a concerted national de-
fense picture that I think we have misplaced our emphasis and maybe
cost ourselves something. For all I know, we would have been better
off trying to sell efficiently dug coals and efficiently cultivated wheat
rather than rather inflated arms goods abroad.

I would hope, just to conclude this discussion, that you would take
the first opportunity that presents itself to you to have the Pentagon
suggest to other elements in the Government that this sell-American
program be broadened and not made exclusively a military venture.

Mr. Moor. I will do that, Mr. Chairman. I would like to add, how-
ever, as I indicated in my prepared statement that decisions to sell
military equipment are made only after a determination that it is in
the best overall U.S. national interest to make the sale.

Chairman Reuss. Mr. Moorhead, did you have some questions?

Representative MooruEap. Very briefly, Mr. Chairman.

Mr. Moot, you stated in your testimony that, following the seizure
of the Pueblo in early 1968, it was necessary to take a number of steps
that increased balance-of-payments costs in the Far East. Could you
tell us what those steps were and could you tell us also if steps have
now been taken to reverse that process or will they be taken shortly ?

Mr. Mootr. Well, I think the situation has stabilized, Congressman
Moorhead. We did initiate several actions to strengthen, both with
construction and with equipment, our forces in South Korea. As I
recall, our increased expenditures overseas will be somewhat over $80
million, including $60 million in construction. Most of these expendi-
tures will, of course, take place during fiscal year 1969 and 1970.

Representative MooraEap. How many men do we currently have in
Europe, and the second part is, if we reduced that number of men by
one-half, would we reduce the balance-of-payments effect by one-half
or one-third or one-quarter or by what factor?

Mr. Moor. Well, in terms of our military personnel, we currently
have—may I just check to see if I am going to skirt into classified
material ?

Representative MooruEAD. Surely.

Mr. Moor. Worldwide, we have overseas ashore close to 1.1 million
military personnel. OQur Western European portion of that is a shade
under 300,000.

25-765—69——10
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To answer the second part of your question, worldwide expenditures
by our military and civilian personnel and dependents in fiscal year
1968 were, as is shown on table I attached to my statement, a billion
and a half dollars. Of course, in Europe, the ratio of dependents in
much greater than anywhere else overseas. I think it is fair to say that
as you proportionately decrease the overseas personnel, you propor-
tionately decrease individual spending by personnel provided nonap-
propriated fund facilities are also reduced. Other expenditures would
not decrease proportionately since some of our expenditures are not di-
rectly related to support of personnel. Therefore, total expenditures
would not be reduced proportionately. Savings are, of course, greatest
when personnel reductions are accompanied by closing of facilities.

Representative Moorueap. May I say, Mr. Moot, that I share some
of the feeling of the chairman of this committee that if we can’t get
our balance-of-payments costs offset by our wealthy allies, we should
consider a reduction of our forces in Europe.

I have no further questions, Mr. Chairman.

Chairman Rruss. Thank you very much, gentlemen, for your ex-
cellent testimony. We appreciate your coming here.

The subcommittee will now stand in adjournment until 10 o’clock
tomorrow morning when, in this place, at 10 o’clock and 2 o’clock we
will hear various governmental witnesses and witnesses from the pri-
vate sector on private capital exports.

We now stand adjourned.

(Whereupon, at 12 noon, the subcommittee adjourned, to reconvene
Wednesday, January 15,1969, at 10 a.m.)



A REVIEW OF BALANCE OF PAYMENTS POLICIES

WEDNESDAY, JANUARY 15, 1969

Coxcress oF THE UNITED STATES,
SUBCOMMITTEE ON INTERNATIONAL EXCHANGE AND
PaymeNTs OF THE JoINT Ecoxoyic COMMITTEE,
Washington, D.C.

The Subcommittee on International Exchange and Payments met,
pursuant to recess, at 10 a.m., in room 2128, Rayburn House Office
Bgilding, Hon. Henry S. Reuss (chairman of the subcommittee) pre-
siding.

Present : Representatives Reuss, Moorhead, and Brock ; and Senator
Proxmire.

Also present: John R. Stark, executive director, and John R. Kar-
lik, economist.

Chairman Reuss. Good morning.

The third session of the hearings of the Subcommittee on Interna-
tional Exchange and Payments will be in order. We are privileged
this morning to hear and interrogate in a session that will focus on
private capital exports, Federal Reserve System Governor Andrew
T. Brimmer; Under Secretary of the Treasury Frederick L. Deming;
Mr. Charles E. Fiero, Director, Office of Foreign Direct Investments,
Department of Commerce; and Mr. Gesualdo Costanzo, executive
vice president of the First National City Bank of New York.

You are all most welcome, gentlemen. You all have prepared papers
to the subcommittee, with appendixes in some cases. Without objec-
tion, they will all be admitted into and made part of the record. We
would like to ask you then to proceed orally in any way you please.
1t is my hope that the witnesses can confine their oral presentation to
around 15 minutes, or as much longer as is necessary, in order that
the subcommittee may have an opportunity for full questioning and
that we may, hopefully, get through by lunchtime.

Mz, Fiero, would you proceed first?

STATEMENT OF CHARLES E. ¥TERO, DIRECTOR, OFFICE OF FOREIGN
DIRECT INVESTMENTS, U.S. DEPARTMENT OF COMMERCE

Mr. Fiero. Thank you, Mr. Chairman, for this opportunity to par-
ticipate in your review of the U.S. balance-of-payments policy over the
past 4 years.

At your suggestion, my statement this morning will deal with cer-
tain aspects of the foreign direct investment restraints, which have
been a significant component. of balance-of-payments programs since
1965. My comments will include a brief review of the evolution of the
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capital restraint programs, an appraisal of their effects on the foreign
expansion of U.S. business, a response to major criticisms of the pres-
ent mandatory program, an estimate of the consequences of discon-
tinuing the mandatory program in early 1969, and, finally, my recom-
mendations. .

Before turning to a review of the evolution of the programs, how-
ever, I believe it would be useful to define precisely the term “foreign
direct investment.” As I will use it throughout my remarks, it is dif-
ferent from the capital account item as reported in the balance-of-
payments accounts. .

Foreign direct investment refers to transactions between U.S.
persons—“direct investors”—and foreign business, whether incorpo-
rated or unincorporated, in which they own or acquire a 10 percent
or greater interest.

It consists of three elements. The first is earnings retained abroad
by incorporated affiliates of U.S. direct investors. The second is net
transfers of capital between the direct investor and its foreign affiliate;
that is, outflows from the direct investor to the affiliates less inflows
from the affiliates to the direct investor. The third is the use of
proceeds of long term foreign borrowing by direct investors. In
computing foreign direct investment, proceeds of long term foreign
borrowing by direct investors used for foreign investment are deducted
from retained earnings and net transfers of capital so that the result-
ing figure will include only capital transfers from U.S. sources.

I would like also to direct your attention to the charts and tables
I have submitted with my statement. These should be helpful in
illustrating the interrelationships among foreign plant and equipment
expenditures, foreign direct investment and the use of proceeds of
foreign borrowing by direct investors for foreign investment. The
figures presented in these charts and tables, and in the larger charts
before you, exclude direct investment in Canada, which was exempted
in March 1968 from the mandatory foreign direct investment program.

The data must be accepted with caution. The transactions under-
lying the figures are complex and may involve substantial reporting
inconsistencies and errors. There is often a timelag of many months
involved in accurate reporting of international transactions. Thus, in
some cases the figures are projections and subject to the uncertainty
that accompanies attempts to estimate what has not yet actually been
recorded. I have tried to allow for these imperfections and believe
that the figures used here are the best we can provide at the moment.
I should also add that most of the figures were obtained from reports
to the Office of Foreign Direct Investments and do not necessarily
match data published by other Government sources.

A. Evorurion oF THE CaPITAL RESTRAINTS PROGRAMS

Restraints on the use of U.S. capital to finance the growth of foreign
investment by American business were first introduced in February
1965, as part of a broad presidential program to prevent further
deterioration in the U.S. balance of payments. In that year, under
the guidance of the Department of Commerce, major American com-
panies were requested to limit voluntarily the rats of expansion of
their foreign direct investment in certain developed countries. The
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acceptable rate of expansion for each participating company’s foreign
direct investment was a set percentage of its actual direct investment
during the base period years 1962-1964.

This voluntary program of capital restraints remained in effect
from 1965 through 1967. During that time, the participating com-
panies succeeded as a group in holding foreign direct investment below
the targeted ceilings, even though the ceilings were gradually lowered
during those years due to continuing balance-of-payments problems.

By mid-December 1967, however, it became perfectly clear that
existing programs to defend the dollar were not adequate and that
further and decisive action was essential to halt the growing U.S.
payments deficit which, during the last quarter of 1967, reached an
annual rate of $7 billion—on a liquidity basis. Accordingly, on Janu-
ary 1, 1968, President Johnson announced a series of new measures
designed to reduce our 1968 balance-of-payments deficit by $3 billion
from the $3.6 billion deficit, on a liquidity basis, incurred in 1967.

The introduction of mandatory controls over foreign direct invest-
ment was an important part of the overall 1968 balance-of-payments

rogram. While the voluntary program had been instrumental in hold-
ing the level of foreign direct Investment to approximately $4 billion
in 1965, $3.9 billion in 1966, and $3.7 billion in 1967 (see chart 1 and
table 1, pp. 152 and 155), the Office of Foreign Direct Investments was
assigned the much more difficult task of reducing such investment by
%1 billion in 1968, or to approximately $2.7 billion.

The mandatory program broadened both the company and geo-
graphic coverage of the voluntary program. Under the mandatory
program, restrictions are applied on a schedular basis. Foreign coun-
tries are classified into three groups, schedules A, B, and C, with sep-
arate limits on direct investment in each schedule. Generally, our
regulations authorize investment quotas based upon the direct in-
vestor’s 1965-66 foreign direct investment experience. These quotas
are most restrictive in schedule C, basically Western Europe, and
most liberal in schedule A, the less developed countries. There is a
$200,000 worldwide investment quota for direct investors with lim-
ited foreign investment history.

T would like to stress one fact. The mandatory program is aimed at
reducing the impact of foreign direct investment on the U.S. balance
of payments, not foreign investment as such. A direct investor is
not limited in increasing his investments overseas if the source of
gl.fl;'i(}?cmg is long-term foreign debt or debt contracted by foreign

ates.

B. ErrecTs oF THE PrRoGrRaAMS ON ForeleN Expansron or U.S. BusiNess

American business continued to expand its foreign operations at a
swift pace during the years of the voluntary program. Excluding
Canada, foreign plant and equipment expenditures increased from
$4.6 billion in 1964 to $5.6 billion in 1965, $6.3 billion in 1966, and $7
billion in 1967. (See chart 1, and table 1.) American business also
continued to expand its foreign operations through acquisitions of
existing foreign companies, the amount of such acquisitions averag-
ing approximately $500 million per year during the same 3 years.
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With foreign plant and equipment expenditures rising rapidly at
the same time that foreign direct investment was declining, U.S. com-
panies turned increasingly to foreign financial markets to finance such
expenditures and to provide needed I%rowth in working capital.

During the 3-year period ending December 81, 1967, about $1.9 bil-
lion in long-term funds was borrowed abroad for direct investment
purposes by U.S. companies participating in the voluntary program.
Approximately $1.4 billion of this amount was actually used to finance
foreign investment. (See chart 2, p. 153.) In addition, an estimated
$2 billion of foreign indebtedness was incurred during this period by
overseas affiliates of the participating companies, including subsid-
iaries organized solely to raise money for foreign investment purposes.
Other funds for foreign expansion were derived from the rising
depreciation cash flow of foreign affiliates.

It is clear that this use of foreign borrowing was a major factor
enabling American business to achieve the balance-of-payments goals
under the voluntary program. Not only were net capital outflows from
U.S. sources reduced, but remitted income was increased. Inflows from
U.S. direct investment—including dividends, branch profits, interest,
royalties, and fees—exceeded net capital outflows by approximately
$800 million in 1965, $1.6 billion in 1966, and $1.9 billion in 1967. (See
table 2, p. 155.)

It is impossible to determine with any precision the amount of for-
eign direct investment that would have been made during the period
1965 through 1967 in the absence of capital restraints. It seems likely,
however, that the net reduction in foreign direct investment achieved
over the 3 years of the voluntary program was more than $2 billion.

Surveys of projected foreign plant and equipment expenditures sug-
gested a substantial increase for 1968. This was confirmed 6 months
after introduction of the mandatory program in the June survey,
which indicated a rise of $600 million to a 1968 total of $7.6 billion.
With a $1 billion reduction in foreign direct investment required by
the mandatory program in 1968, it was clear that U.S. companies and
their foreign affiliates would have to utilize over $2 billion of addi-
tional foreign borrowing in 1968 to finance foreign plant and equip-
ment expenditures as well as foreign acquisitions and additions to
working capital.

The sharp increase in overseas borrowing by U.S. companies dur-
ing 1968, particularly during the first 6 months, was therefore largely
In response to the introduction of the mandatory program. During the
first half of 1968, American companies marketed over 1.4 billion in
long-term debentures in the European capital markets, including close
to $1.2 billion of convertibles. In the same period, U.S. direct investors
or their foreign affiliates arranged additional credit facilities in excess
of $1.5 billion. Over $2 billion in long-term debentures were marketed
during the 11 months ending November 30, 1968, including over $1.5
billion of convertibles. Other foreign credits also increased substan-
tially during the 11-month period.

We do not yet have direct investment data for the fourth quarter of
1968. Figures for the first three quarters, at an annual rate, suggest
that foreign direct investment by American companies in 1968 totaled
about 2.5 billion, a reduction of $1.2 billion from 1967. This improve-
ment resulted primarily from the use by U.S. companies or their do-
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mestic finance subsidiaries of $1.6 billion of foreign-borrowed funds
to finance foreign investment in 1968, as well as a substantial increase,
perhaps exceeding $1 billion in borrowing by foreign affiliates.

Actual fourth-quarter figures could cause the estimated 1968 re-
sults to vary substantially. In a December survey by our office, selected
major direct investors projected a significant increase in the last quar-
ter in their use of proceeds of foreign borrowing. If these projections
prove accurate, the use of foreign-borrowed funds by U.S. companies
and their domestic finance subsidiaries to finance foreign investment
could total $2 billion, rather than the $1.6 billion suggested by the
9-month data. Foreign direct investment for 1968 might, therefore,
be as low as $2.1 billion, a reduction of $1.6 billion from 1967. It is
not clear at this time, however, to what extent such a rise in the use of
proceeds from foreign borrowing in the fourth quarter merely reflects
financial shifts unrelated to the immediate direct investment needs of
U.S. companies.

A number of factors may have been responsible for such fourth
quarter transactions. Growing concern about possible realinement of
currencies clearly resulted in sizable and unprojected hedging actions.
Another factor may have been the sharp increase in domestic money
costs during the closing weeks of the year. This development together
with the prospect of extremely tight domestic credit conditions, may
have induced many companies to return to the United States funds
borrowed abroad earlier in 1968 and not required for 1968 foreign
investment. The credit situation here may also have prompted cor-
porate treasurers to create an extra margin of safety against unfore-
seen yearend fluctuations by utilizing proceeds of foreign borrowings
to pay down intercompany accounts.

Our preliminary analysis suggests that the fourth quarter money
movements may be of a temporary nature. Companies bringing their
direct investment below mandatory quotas are permitted to carry un-
used quotas forward for use in 1969, and this would appear to be their
intent.

It is difficult to estimate what amount of foreign borrowing would
have been undertaken in 1968 in the absence of a restraint program.
It seems probable that a major portion of the foreign borrowing was
induced by the mandatory program; foreign direct investment could
therefore have exceeded $4.5 billion without the program, at least
$2 billion more than the presently estimated 1968 direct investment
before considering the effects of fourth quarter transactions.

Absent any program in 1968, it would appear that foreign direct
investment would have exceeded $4.5 billion, at least $2 billion more
than estimated 1968 direct investment. In addition, there could have
been a significant outflow of short-term liquid funds seeking higher
foreign deposit rates had there been no limits imposed upon liguid
foreign balances under the mandatory program.

C. Masor CrrricisMs oF THE MaxpaTory ProGRaM

Next, I would like to comment on the major criticisms of the
mandatory program.

Some critics maintain that the program has diminished the growth
of U.S. overseas expansion. I do not believe this contention is sup-
ported by the evidence. Current estimates suggest that foreign plant
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and equipment expenditures, excluding Canada, will increase in 1968
by nearly 8 percent. This is not much different from the percentage
projected by companies in December 1967 before the introduction
of the mandatory program. By comparison, plant and equipment ex-
penditures in Canada, which was exempted from direct investment
controls in March of last year, are projected to decline slightly in
1968.

Other critics charge that the program has adversely affected U.S.
exports. There are, of course, many factors affecting U.S. export per-
formance, and any influence of the controls cannot easily be isolated.
However, there is no indication of any significant export offset. The
fact that U.S. direct investors and their foreign affiliates borrowed
more abroad has not caused a shift away from U.S. procurement,
except in a few isolated cases. On a seasonally adjusted basis, U.S.
nonmilitary merchandise exports for the first three quarters of 1968
rose 9 percent over the same period of 1967. To put this increase in
perspective, nonmilitary exports for 1967 rose by only 4 percent over
1966.

Exports by U.S. companies to their foreign affiliates are also esti-
mated to have risen substantially in 1968. Increases in export credit
extended by direct investors to their affiliates during the calendar
year are treated as capital transfers under the mandatory program
and are therefore subject to the investment quotas. Exports to non-
affiliates are not regulated by our Office.

This conclusion 1s supported by results of a special survey made by
our Office in July 1968 in response to the concern expressed by some
critics that the growth of intercompany exports to foreign affiliates for
resale might be restrained. All direct investors with investment quotas
inadequate to finance such exports were invited to apply to us for
relief. Only 75 companies actually applied for relief, which was
granted in the amount of approximately $90 million.

We are also aware of complaints that the mandatory program has
hindered investment in less developed countries. These appear to be
unfounded. Investment quotas available under the program for use
in less developed countries in 1968, together with additional relief
granted without refinancing conditions, exceeded $1.6 billion, an
amount roughly 50 percent higher than the level of actual direct
investment in these countries in 1967. It is difficult to know to what
extent businessmen will use their quotas in 1968. To a large extent,
this will depend upon factors unrelated to the foreign direct invest-
ment program. Figures for the first three quarters do indicate, how-
ever, that total foreign investment by U.S. companies in less developed
countries in 1968, including the use of foreign-borrowed funds, will
increase over the 1967 total.

Another criticism of the program centers on the use of foreign
borrowing as a means of attaining short-term balance-of-payments
improvement. Repayment of foreign borrowing used by U.S. com-
panies and their foreign affiliates to finance foreign investments in
recent years will, of course, result in reduced direct investment income
or increased capital outflows in the future. In this sense, current bal-
ance-of-payments gains may have been made at the expense of future
balance-of-payments reductions. However, the controls programs were
designed to achieve such temporary gains in order to provide time for
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working out more fundamental imf)rovements in our balance-of-pay-
ments position. In the interim, utilization of foreign borrowing as a
substitute for U.S. capital outflows has improved tglrlle Nation’s inter-
national liquidity position. What might otherwise have been liquid
indebtedness of the U.S. banking system or the U.S. Government has
been lessened or transformed into long-term foreign indebtedness of
the business community, which is well able to sustain it from the re-
ceipts of foreign affiliates. Our international position during this time
was apparently unable to sustain the alternative—100-percent financ-
ing a foreign direct investment from the United States.

Moreover, many U.S. companies will not repay the whole of their
indebtedness to foreigners on maturity. Insteadl: tﬁey may be expected
to refinance some portion of that indebtedness in the now greatly ex-
panded international capital market. In the case of convertible deben-
tures, a significant amount will no doubt eventually be held by for-
eign bondholders in the form of the underlying equity securities. In
short, there is no certainty that current foreign borrowings are en-
tirely at the expense of future gains.

Two other criticisms sometimes levied against the program also de-
serve comment. It has been argued that foreigners’ purchases of con-
vertible bonds may go hand in hand with selloffs of U.S. equities or
that such purchases have the effect of reducing the amount of U.S.
equities foreigners would otherwise have acquired. Any offsets to for-
eign purchases of convertible bonds, however, certainly did not domi-
nate 1n the aggregate. Net purchases of U.S. equities by foreigners
expanded dramatically this year and may have surpassed $2 billion.
(See chart 3, p. 154.)

It has also been argued that any improvement in the capital ac-
count achieved by the restraint programs is offset by a deterioration
in the current account, mainly the trade balance, through the auto-
matic mechanism of price and income changes at home and abroad.
This is a serious theoretical charge. We have not seen evidence of ex-
port offsets associated with the program in 1968. Moreover, recurrent
international financial crises should provide ample evidence that the
adjustment process is slow and far from automatic. Because of this,
governments muts take compensatory action. There is little assurance
that the adjustment process functions so well that higher capital out-
flows would have been quickly offset by an enlarged current account
surplus. If adjustment does not take place promptly, something else
in the system may crack. It is at least plausible to suggest that I would
not be here in my present capacity if there were not a very real danger
from slow adjustment. Governmental policies here and abroad can
hinder or reinforce this process. Even assuming that adjustment is
relatively rapid during periods of stable international monetary con-
ditions, there is no assurance that such is the case in more critical times.
During a period of historically high foreign expansion by U.S. busi-
ness, the voluntary and mandatory programs have helped international
financial stability by reducing what otherwise might have been un-
sustainable additional outflows from U.S. sources.

With the dollar serving as the world’s major reserve and transac-
tions and investment currency, I would have serious reservations about
testing the validity of this yet unproved theory.
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It is interesting that neither the President’s decision to try to bring
the balance of payments close to equilibrium, nor the clear declaration
that an emergency situation existed in late 1967 evoked major criti-
cism. However, some critics now argue that the emergency has passed
and that we should consequently abolish the mandatory direct invest-
ment program.

D. Errects oF DiscoNTINTING THE MANDATORY PROGRAM IN
EarLy 1969

Early in December, I suggested that the balance-of-payments risk
of removing the mandatory controls early in 1969 could be as much
as $3 to $4 billion. Among the factors considered in arriving at this
estimate were the following:

First, U.S. companies projected last June that their foreign plant
and equipment expenditures in 1969 would approach $8 billion, up
from an estimated $7.6 billion in 1968. It seems reasonable to assume
that acquisitions of existing foreign ventures will continue and that
working capital requirements will expand significantly as sales rise.
In addition, there are growing amortization requirements from the
foreign indebtedness previously incurred by U.S. companies and their
foreign affiliates. While internal cash flow generated by depreciation
will also increase in 1969, there is no reason to anticipate a decreasing
need for supplementary funds this year.

Should U.S. companies, in the absence of controls and faced with
the rising debt-equity ratios of their overseas affiliates, reduce sub-
stantially their use of foreign-borrowed funds in 1969, U.S. foreign
direct investment could readily expand to $4.5 billion—$2 billion
above the projected level for 1968. Even at the $4.5 billion level, we
would anticipate substantial use of foreign borrowing.

Second, since 1965, increasing restraint on the retention of earnings
abroad and transfers of capital from the United States has caused
U.S. companies and their foreign affiliates to utilize substantially more
foreign debt than would have been the case without the foreign direct
investment programs. As I stated before, we have no way to measure
program-induced borrowing, but it could be as much as $5 billion.
U.S. companies and their domestic finance subsidiaries probably bor-
rowed and utilized over $3 billion for overseas expansion through De-
cember 31, 1968. The amount of program-induced borrowings which
have already been utilized by overseas affiliates—and which are still
outstanding—may now total over $2 billion.

Though a substantial amount of such foreign indebtedness was
raised in the international capital markets and is not likely to refi-
nanced in the near future, the large amount of borrowings from for-
eign banks and other sources, which now probably exceeds $2 billion,
could readily be refinanced from the United States. In addition, we
believe that U.S. companies and their domestic finance subsidiaries
now hold well over $1 billion in unused proceeds of foreign borrow-
ng which are available for immediate foreign investment.

It is likely that a substantial portion of this $1 billion is held by
direct investors as a contingency fund for future investment possibil-
ities. Based upon past experience, we expect that a significant portion
of such proceeds will remain unemployed at the end of 1969, whether
or not the program is continued.
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"Taking these factors into account and recognizing that the current
high level of domestic interest rates, if continued, would moderate such
refinancing, U.S. outflows to refinance the debt backlog could be over
$1 billion 1n 1969.

There is also the possibility of some further erosion from arbitrage
activity in convertible bonds and early redemptions of foreign bond
debt. However, the balance-of-payments impact is not likely to be
large in 1969. There is the additional possibility that U.S. companies
would purchase their outstanding debentures in the secondary market
for retirement. We have identified 16 issues of Eurobonds presently
outstanding which contain call or redemption rights exercisable in
1969. Arbitrage activity in the convertibles during 1968 amounted to
only $20 million. With a large number of the convertible bonds issued
in 1968 becoming subject to conversion in 1969, such activity may be
expected to increase.

Third, the controls programs have reduced the liquidities of foreign
affiliates, inducing greater use of short-term foreJ%n borrowing for
day-to-day requirements. If the mandatory controls were removed,
U.S. companies would tend to restore these liquidities through longer
intercompany trade terms, increased advances, and higher retained
earnings.

In addition, the amount of liquid foreign balances which direct in-
vestors, including both U.S. parent companies and their domestic
subsidiaries, may retain abroad is presently restricted by the manda-
tory program to the holder’s 1965-66 level. Free of these restrictions,
companies would probably replenish their liquid balances from the
United States. The resulting outflow could be large if deposit rate dif-
ferentials remain high, or if the business community doubted that the
balance of payments would be sustainable without the controls and
reacted in fear of their reinstatement.

Admittedly, these adverse effects which I have described would be
considerably moderated if domestic credit remained tight and the dif-
ference between money costs in the United States and foreign coun-
tries remained small. For example, there was evidence in the fourth
quarter of 1968 that some U.S. companies raised funds abroad for
domestic purposes. Thus, it appears that so long as U.S. rates remain
high and confidence in the dollar is maintained, the risk of a massive
increase in outflows is diminished. Domestic economic policy, however,

.cannot be constrained by tight credit and high rates for balance-of-
payments purposes should conditions at home call for relaxation.
Without controls, however, such a relaxation presents the risk of sub-
stantially larger capital outflows.

E. RECOMMENDATIONS

Considering the magnitude of the potential adverse effects, I be-
lieve it would be unwise to discontinue the mandatory program at
this time. I strongly recommend, however, that the program be liberal-
ized at a pace consistent with fundamental improvements in other
balance-of-payments accounts. The framework for such a liberaliza-
tion is contained in the modifications of the program proposed by the
outgoing administration for 1969.
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Within the balance-of-payments leeway then thought to be available,
the 1969 direct investment program was designed to respond to the
most serious hardships imposed upon companies by the program in
1968.

First, the 1969 program, as published earlier in proposed form,
increased the direct investment target for 1969 by $250 million. This
modification reflected the principle that, as a minimum, investment
quotas should be expanded with growth in foreign direct investment
income.

Second, the minimum permitted investment level was raised to
$300,000. The increase implemented our intention that the minimum
level of investment be increased as rapidly as possible to ease the
burden of controls upon many smaller companies. Third, the 1969
program incorporated a basic shift to earnings as the basis for deter-
mining growth in foreign direct investment quotas. This gave effect
to our belief that the base period quotas involved too many inequities
to be the sole basis for determining mvestment quotas.

The statement announcing the 1969 program also confirmed the
need to be responsive to intercompany export growth, special industry
problems, development projects in less developed countries, and repa-
triation hardships.

Another modification was the introduction of alternative investment
quotas based upon 1968 earnings. This change acknowledges that the
1965-66 base period method of computing investment quotas must be
supplemented by other criteria in a continuing program. Finally, the
minimum permitted investment level was increased to $300,000 to ease
the burden of controls upon many smaller companies.

The most important of the substantive changes in the proposed 1969
program is the shift to earnings as the basis for determining growth
in foreign direct investment quotas. This shift was made through the
introduction of two new investment quotas, the incremental earnings
quota—actually added to the regulations in 1968—and the 20-percent
earnings quota. The 20-percent earnings quota established the right
under the program to make foreign direct investment, in each sched-
uled area, in an amount equal to 20 percent of 1968 earnings.

Many companies adittedly will not benefit from this new earnings
quota at the 20-percent level in 1969. It is important to realize, however,
that the balance-of-payments cost of the 20-percent earnings quota
1s over $200 million. Even this modest percentage will benefit a number
of companies.

The incremental earnings quota provided every company with the
right to make foreign direct investment commencing in 1970 in an
amount not less than 40 percent of the worldwide growth in its earn-
ings over the 196667 level. This was not intended to suggest that the
controls program would extend into 1970. Rather, it was designed to
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be responsive to the planning problems of companies, particularly with
respect to the contracting of foreign debt.

The two earnings quotas introduce a philosophy of growth based
upon performance. They benefit the newcomer as well as the estab-
lished investor. They provide a basis for the forward planning so vital
to the investment process, and enable more intelligent debt scheduling
to coincide with growth in earnings. Ultimately, they are more con-
sistent with the real world of business.

I further recommend that future leeway under the program be allo-
cated on an earnings basis, raising the quotas of those companies which
are low in relation to their foreign earnings as rapidly as balance-of-
payments circumstances permit. This can be accomplished by raising
the quota percentages. As the percentages rise, they will gradually
overtake the existing base period quotas and thereby insure that those
companies making the largest earnings contribution to our balance of
payments are recognized and, indeed, encouraged.

Finally, T would recommend that the minimum level of permitted
investment be increased to reduce the number of companies burdened
by the controls. We are presently attempting to assess the probable
cost of an increase in this minimal level to $500,000.

There are many other ways in which the program could be modified,
each of which has a balance-of-payments cost of some amount. I would
recommend that future balance-of-payments flexibility be used first
to expand the optional earnings quota and to raise the minimum level
of permitted investment. Other changes may be considered once these
have been raised to more realistic levels.

CoxNCLUSION

The mandatory program, like the voluntary program which pre-
ceded it, has depended to a large extent upon the extraordinary co-
operation of the business community. This cooperation has been forth-
coming under the assumption that the controls programs would be
temporary and that every effort would be made to obtain fundamental
improvement in other balance-of-payments accounts. The rapid de-
velopment of Furopean capital markets made it possible for business
to carry on its plans without interruption, notwithstanding increasing
limitations on their freedom to employ U.S. funds. Nevertheless, there
has been a mortgaging of future balance-of-payments gains and a con-
siderable imposition upon the freedom of action of the business sector.
It is imperative that we achieve the fundamental balance-of-payments
improvements which will enable early phasing out of capital restraints.

(Charts and tables follow.)
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~ CHART 1|
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CHART 2
USE BY DIRECT INVESTORS OF LONG-TERM
FOREIGN BORROWING FOR DIRECT
INVESTMENT AT YEAR-END
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CHART 3
PURCHASES BY FOREIGNERS OF U.S.

CORPORATE STOCKS AND COMVERTIBLE

DEBENTURES ISSUED ABROAD
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TABLE 1,—FOREIGN DIRECT INVESTMENT (EXCLUDING CANADA)
[Millions of dollars]

1965 1966 1967 19683
Retained earnings .. .- 1,006) 51.075; (898) (1, 300)
Net transfers of capital 3. 3,122) 3,471 (3,401) (2, 800)
Use by direct investor of 108 659 595 1,600
Direct investment exc n
DOFTOWING. - e e eeee et ie e cm e e cccee e (4,020) (3,888) (3,704) (2,500)
Memorandum item:
Plant and equipment expenditures abroad.__.________...... 5,595 6,282 7,037 47,600

1 Not consistently on calendar year basis owing to 60-day dividend election provision in the OFDI regulations.
2 First 3 quarters at annual rates. The 1968 data as reported by a panel of companies have been expanded to universe
size by the ratios of panel panies’ allowable in t quotas to those of all direct investors.
3 Differs from similar fine in table 2 by adjustments for interschedular transfers. i
Estimated i t h between 1567 and 1968 estimates made in June of current year and ad-

‘E by ing per g
justing the actual 1967 figure by the percentage.
19gsource: OFDI, except plant and equipment figures, which are from the “’Survey of Current Business'” for September

TABLE 2.—RECEIPTS AND OUTFLOWS FROM FOREIGN DIRECT INVESTMENT (EXCLUDING CANADA)
[Millions of dollars]

1965 1966 1967 1968 2

Receipts (dividends! branch profits, interest, royalties, etc.)............_ 3,734 4,294 4,675 4,800
Net transfers of capital to incorporated and unincorporated affiliated foreign
NAtioNAlS. . . e eiiaeeeeean (3,006) (3,385) (3,384) (2, 8008
Use by direct investor of foreign borrowed long-term funds__.__.__._._... 108 659 535 1,60
Nettotal .. i imciceeeonan 836 1,608 1,886 3,600

1 Not consistenly on calendar year basis owing to the 60-day dividend election provision in the OFD1{ regulations which
provides that companies receiving approval may count dividends received in the first 60 days of 1 year as if they were
received in the last quarter of the preceding year. . i

% First 3 quarters at annual rates. The 1968 data as reported by a pane! of companies have been expanded to universe
size by the ratio of panel panies’ allowable in t quotas to those of all direct investors.

Source: OFDI.
Chairman Reuss. Thank you very much, Mr. Fiero.
Governor Brimmer, will you proceed %

STATEMENT OF HON. ANDREW F. BRIMMER, MEMBER, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. Briarmer. Thank you, Mr. Chairman.

I welcome the opportunity to appear in behalf of the Board to
testify on the voluntary foreign credit restraint of credit program.
Since this program is going into its fifth year, I prepared a report of
the program in some detail. I would be grateful to you, Mr. Chair-
man, for permitting this to be included in the record as part of my
statement. (See p. 163.)

Chairman Reuss. Without objection, it will be so included.

PRESENT STRUCTURE OF THE PROGRAM FOR FINANCIAL INSTITUTIONS

Mr. Broviyrer. Thank you.

The present program is based on guidelines revised on Decem-
ber 23, 1968. These guidelines continued the 1968 program essentially
unchanged. I would like to talk first, about the bank program and,
secondly, about the program for nonbank financial institutions.

25-765—69——11
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The revised guidelines for banks, issued last December 23, con-
tinued the program initiated in February 1965. They were designed
to restrain the rate of growth in credit extended by U.S. banks to
foreign borrowers. This 1s done by requesting each bank individually
to hold the level of assets covered by the program to a given per-
centage of the amount of such assets it held on December 31, 1964.
The target ceiling for 1969 generally is 103 percent of the 1964 base
figure, or a ceiling related to a specific percentage of total assets,
whichever is larger.

Each bank, while staying within its ceiling, is to give an absolute
priority to extending credits for financing U.S. exports and to pro-
viding credits to developing countries.

Banks are requested to refrain from making new term loans—that
is, new loans of more than 1 year maturity—to the developed coun-
tries of continental Western Europe, except for the purpose of financ-
ing U.S. exports. Furthermore, they are to reduce their ceilings on
each reporting date by the amount of repayments in the preceding
month of loans to such countries outstanding on December 30, 1967.
Short-term loans to developed countries of continental Western Eu-
rope are to be held to 60 percent of the level existing at the end of
1967.

Credits to Canadians are exempt from the guidelines administered
by the Federal Reserve in exactly the same way that they are exempt
from the Commerce program and other aspects of the U.S. balance-
of-payments restraints.

The objectives of the nonbank program are the same as those for
the bank program. The guidelines for nonbank financial institutions
have been conformed as closely as possible to those for the banks, with
allowances for differences in methods of operation.

About 90 percent, or about $12 billion, of the total loans and related
foreign assets of nonbank financial institutions are excluded from the
guideline ceiling. The bulk of this exclusion, roughly $10 billion, is
accounted for by investments in Canada. The remaining $2 billion of
the exclusion is accounted for by bonds of international institutions
and long-term investments in the developing countries and in Japan.
The 1969 guidelines request that the nonbank institutions hold the
level of assets covered by the guidelines to 95 percent of the amount of
covered assets held on December 31, 1967.

The nonbank guidelines follow the bank guidelines with respect to
priorities and with respect to restrictions on loans to developed coun-
tries of continental Western Europe and exemptions for Canadians.

Privcrpar. CrHANGES IN Programs Sizoe 1965

The objectives of the program for financial institutions and the
means of achieving them have remained unchanged since it was es-
tablished in 1965. In each year, as it became apparent that the pro-
grams would have to be continued, the financial institutions could
count on operating under a program structured about the same as the
earlier ones,

This has been possible largely because the program has been based,
not on detailed regulations, but on guiding principles. Under the
“guidelines,” the management of each financial institution can operate
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with a minimum of governmental supervision or interference in deci-
sions of the management of the banks or of the other financial institu-
tions.

Another important fact is that the program remains voluntary. In
Executive Order 11387, issued on January 1, 1968, the President au-
thorized the Department of Commerce to issue regulations governing
the foreign direct investment of nonfinancial firms. The Executive
order gave discretionary authority to the Board to regulate the inter-
national transactions of financial institutions. When revised foreign
credit restraint guidelines were issued on January 1, 1968, the Board
announced that, in view of the strong cooperation received from the
financial institutions throughout the life of the program, it did not
intend to invoke the mandatory provision of the Executive order. To
date, it has had no reason to change its position in this respect. The
Federal Reserve Board’s program remains voluntary.

Those changes that have been made in the foreign credit restraint
programs over the last 4 years were desighed to assure that priority
credit requirements could be met and to maximize the flexibility open
to the institutions within the overall ceilings.

Several changes have been aimed at reducing the inequities inher-
ent in a program of restraints. I will say more about them in a mo-
ment. The guidelines for 1966 and 1967 permitted banks with small
base figures—that is, small values of their foreign assets abroad—
to add at dollar amounts to their bases in calculating their ceilings.
In most cases this alternative formula resulted in a ceiling higher
than the formula based on the stated percentage of outstanding credits
on the base dates. The initial guidelines for 1968 provided that re-
porting banks whose target ceilings—109 percent of the 1964 base—
were less than 2 percent of their total assets as of December 31, 1966,
could use the latter figure as their ceilings. This so-called 2-percent
formula had to be modified when a more restrictive program was an-
nounced on January 1, 1968, but the principle of providing an alterna-
tive based on total assets is still in effect.

Another change was an upward revision in the target ceiling in 1966.
This 1966 ceiling was maintained in 1967. This 1966 change was made
because the Board was satisfied that the financial institutions were
making every effort to reduce their foreign activities, and because the
Board wanted to make absolutely certain that there was ample room
within the celling to meet requirements for priority credits.

A major change was made in the guidelines issued on January 1,
1968. For the first time, they requested an outright reduction in the
target ceilings of banks and other financial institutions. The reduction
requested during 1968 amounted to $400 million for the banks and $100
million for the nonbank financial institutions below the level of covered
assets outstanding on December 31, 1967,

I might say, Mr. Chairman, that life insurance companies ac-
count for the bulk of the foreign assets held by these nonbank
institutions,

Additional emphasis was also given to priority credits to the less-
developed countries in order to prevent these reductions from bearing
unduly on them.

Finally, as a result of a difficult financial situation that developed
in Canada early in 1968, the U.S. Government agreed to exempt that
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country from the Federal Reserve, as well as the Department of Com-
merce, balance-of-payments programs after February 29, 1968.
Canada was therefore effectively exempted from the Federal Reserve
guidelines. This exemption had a larger impact on the operations of
nonbank financial institutions than on those of the banks.

IMPACTS OF THE PROGRAMS ON THE BALANCE OF PAYMENTS

The committee will recall that the present programs were introduced
in early 1965, after the increase of bank lending to foreigners rose to
$2.5 billion in 1964, more than double the average annual increase dur-
ing the immediately preceding 3 years. This surge of bank lending
abroad was due to several factors. The imposition of the interest
equalization tax, effective in mid-1963, led to the subsequent substitu-
tion of bank financing for financing that had been done in the U.S.
capital market. But there is also some evidence which suggests that a
large amount of anticipatory borrowing occurred to avoid govern-
mental controls which were generally expected by the financial com-
munity as the balance-of-payments situation worsened in 1964.

In the 10 months following the announcement of the foreign credit
restraint program, covered assets of banks increased by ony $170 mil-
lion. Although this figure is not exactly comparable to changes in
bank claims as reported for balance-of-payments statistics, this sharp
decline in the rate of increase, compared with 1964, more than ac-
counted for the total statistical improvement in the balance of pay-
ments in 1965.

Nonbank financial institutions reduced their covered assets by $200
million during 1965. The reduction included a 50-percent decline in
holdings of liquid funds abroad.

In this instance, we are fairly sure that the program had a major
impact on movements of bank capital. Many banks found themselves
over the target when the program was announced, and many had bind-
ing commitments that had to be honored. Their efforts to get under
the target ceiling under these circumstances, involving in some cases
the seiling of foreign assets abroad, undoubtedly was the major rea-
son for the reduction in the rate of growth in bank lending that year.

Beginning about the fourth quarter of 1965, monetary conditions in
the United States began to tighten and remained tight during 1966.
The limited availability of funds to meet domestic loan requirements
reduced the interest of the banks in making foreign loans; indeed,
during 1966, the banks through their foreign branches, pulled in a siz-
able amount of Eurodollars for use in the domestic market. At the
same time, a rise in interest rates in the United States relative to rates
abroad reduced the attractiveness of the U.S. capital market for for-
eign borrowers. A reduced level of economic activity in Western Eu-
rope also had an impact on foreign demand for credit here.

Covered assets of the banks declined by about $150 million in 1966;
this swing from an increase to a decline in assets improved the U.S.
payments balance by approximately $300 million. Market forces were
predominant during this period although the foreign credit restraint
program undoubtedly had some effect in individual instances.

The committee will recall that monetary conditions eased in 1967
in the United States. In that year, the banks recorded an outflow of
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about $370 million. This swing from an inflow, in 1966, to an outflow
in 1967, contributed $500 million to the deterioration of the balance of
payments. On the other hand, banks in the aggregate maintained a
substantial leeway under their ceilings during the year, so we cannot
say with certainty that the foreign credit restraint program exercised
a severe check on lending abroad.

From the start, the programs have taken care to avoid adverse ef-
fects on export financing and the extension of loans to the developing
countries. Both are “priority areas” in the guidelines. I will comment
briefly at this point on the experience of the developing countries under
the program.

Helping the developing countries meet their capital needs has been
an important national objective for many years. It was recognized
early in our formulation of U.S. balance-of-payments measures that
there would be no point in reducing the outflow of capital in the private
sector if that cutback merely resulted in a larger outflow from the
United States through the public sector. This is the reason for the high
priority accorded in the guidelines to credits to the less developed
countries. It was also the reason, as I mentioned earlier, for designing
the restrictive program for 1968 in such a way as to minimize the im-
pact on the developing countries.

To date, there 1s every indication that the banks are observing the
priority. In almost 4 years since the inanguration of the restraint pro-
gram—through October 1968—the foreign claims of banks have been
reduced by $170 million. But over the same period, claims on the de-
veloping countries have increased by $1.4 billion, almost half of which
consisted of long-term loans which are so important to economic devel-
opment.

Intpact oF THE Prograx 1x 1968 aAxp PProspECTS FOrR 1969

‘We have now reached a point where we can begin to assess the per-
formance of the financial institutions under the revised program an-
nounced in the President’s New Year’s Day message of 1968—although
we have data on the banks only through November 1968, and on the
nonbank financial institutions through the third quarter of 1968.

The committee will recall that the program was designed to secure
a reduction in holdings of banks’ covered assets by $400 million during
that year. As of November 30, 1968, they had reduced their covered
assets by $673 million, or by $273 million more than the objective for
the year. If this proves to be the position at the end of the year, the
change in bank lending between 1967 and 1968 will have contributed
about $1 billion to the year-to-year improvement in the U.S. overall
payments position.

By September 30, 1968, the nonbank financial institutions had re-
duced their holdings of covered assets by $192 million; this compared
with a suggested reduction of $100 million. The actual reduction was
achieved despite the exclusion of Canadian assets from the target ceil-
ing on February 29, 1968. Canadian assets are by far the largest part
of the foreign portfolio of the lending institutions: they account for
about 70 percent of total foreign assets and about 80 percent of assets
not covered by the guidelines. ' o



160

What are the prospects under the guidelines for 1969 % The banks on
November 30, 1968, had a leeway under the ceiling effective on that
date of about $580 million. From this we may subtract $55 million
representing the last increment of a reduction in the ceiling related
to short-term credits in developed countries of continental Western
Europe and perhaps $10 million reflecting repayments of term loans
to those countries during December. The ceiling had been reduced by
a total of $370 million ﬁlrough November by these provisions of the
guidelines.

Again assuming no major changes occurred during December, we
are left with a leeway at the beginning of 1969 of about $525 million.
‘We estimate that the ceiling may be reduced during 1969 by a further
$100 to $200 million. If this happens, it will leave a potential further
expansion within the guidelines of roughly $300 to $400 million. This
is not an exceptionally large amount in comparison with leeways which
have existed in the past. Whether it would be significant depends
upon developments in other areas of the balance of payments and
upon the course of our domestic economy, monetary policy, and so on.

BALANCE-0F-PAYMENTS DEVELOPMENTS IN THE ABSENCE OF PROGRAM

Mr. Chairman, I have reached a point in this statement where it
is difficult to cope with a question raised by the committee. You have
asked what would have happened to the balance of payments in the
absence of the foreign credit restraint program. I have an opinion.
While I'm perfectly prepared to express it, I must stress that it rests
more on logic than on hard statistical evidence.

From what I have already said, it may be concluded that the major
impact of the program occurred in 1963, when the outflow of bank
capital was reduced sharply. The changes in bank credits to foreigners
in the period 1966—68 to a large degree appeared to be responses to
market forces operating on the banks. However, it is undoubtedly
true that, in individual cases, banks would have undertaken a greater
volume of foreign loans in the absence of the program, and therefore
the balance of payments would have been worse. Moreover, the re-
duction in credit outstanding to contiental Europe in 1968—the area
that has had a persistent balance-of-payments surplus—is certainly at-
tributable to the program. Also, the shift in credits toward developing
countries since 1964, at least in part, must be related to the program.

In a broader sense, world trade has continued to grow since the be-
ginning of the program, and the international monetarv system, de-
spite some rough spots along the way, has been successful in financing
the increase in trade. We know that confidence, upon which the inter-
national monetary system ultimately depends, can be easily shaken.
The Federal Reserve’s foreign credit restraint program, by vroviding
some insurance against sudden large capital outflows from U.S. finan-
cial institutions, has contributed to the stability of the international
monetary system.

ProrEMs anDp Issurs ReraTing To THE Programs

We have recognized all along that this program, as well as other
programs, has involved some problems. The Board has been increas-
ingly concerned about the incidental impact of this program upon the
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competitive position of the banks. Basing the program upon a situa-
tion prevailing at a particular date tended to “freeze” the competitive
situation. While this was not desirable, it was not easily avoidable
and was acceptable for a temporary program. However, as the pro-
gram has been carried forward, possible distortions in competitive
positions and, more basically, in the allocation of rescurces become
more and more important.

There were 16 banks in the United States on the base date with
foreign assets of $100 million or more; these banks held 82 percent
of assets covered by the program. By June 30, 1966, the proportion
had increased to 84 percent; presently it is back down to 82 percent.
The program has not increased the concentration of foreign assets in
these banks; yet, it is probable that in the absence of the program the
concentration would have been reduced.

In this connection, we must take into account the fact that most of
the larger banks have branches abroad. Insofar as these banks were
constrained by the program from making loans at the head offices,
they were in a position to make such loans at the branches. Looans by
foreign branches are exempted from the program. All but one of the
group of 16 banks to which I referred agove have branches abroad.

As we might expect, U.S. banks that have been willing and able to
establish branches abroad generally have gained some competitive ad-
vantage in the international field over those U.S. banks that have not
done so. This advantage may, in some cases, have been enhanced by
the ability of those overseas branches, consistantly with the guidelines,
to make loans to foreigners.

I mentioned this so-called 2-percent rule, and I would like to com-
ment on why we would favor that. The provisions of the 2-percent
rule in the 1nitial guidelines for 1968, published in November 1967,
was an attempt to ameliorate the situation of banks with relatively
small international operations. The provision applied to about one-
half of the reporting banks, mostly banks with small bases—but many
of which are quite large overall—located in the interior of the country.
These banks are primarily interested in being able to handle the export
business of their regular customers, some of which they complain they
are losing to the banks which are big and well established in the inter-
national field. For this reason, the additions to the ceilings, about $600
million in the aggregate, were earmarked for priority credits only.

This additional leeway for banks with smaller credits to foreigners
had to be curtailed to $200 million under the program announced on
January 1, 1968. They did not in fact use this additional leeway.

A major issue since the beginning of the program has been the
treatment of export credits. Many people, both 1nside and outside
government, have argued that all export credits should be exempted
from the guidelines on the ground that otherwise the possible loss of
exports would cost us on current account whatever we might gain on
capital account. I do want to stress that we are speaking here of credits
to foreigners for financing U.S. exports. The program does not affect
credits to American producers and exporters to finance U.S. exports.

We have kept the matter of export credits to foreigners under con-
tinuing review. We are convinced that in every year since 1965 the
target ceiling has provided room for any reasonable expansion in
export financing by the banking system as a whole.
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One indication that this is true has been the behavior of exports since
the program was initiated. On an annual average basis, exports have
increased at a rate of about 7 percent per year since 1964. In 1964
when foreign lending by U.S. banks increased by $2.5 billion, exports
increased by $3.2 billion. On the other hand, exports went up by $3
billion in 1966 while bank foreign lending declined by $250 billion.
There does not seem to be an obvious link between exports and foreign
lending by banks. ) ]

Further, the banking system over the life of the program consis-
tently has remained substantially below the suggested target ceiling.
There may have been some cases in which individual banks were
hampered in granting export credits, but it seems obvious that suffi-
clent financing has been available within the banking system as a
whole.

A Treasury survey of export financing availability conducted in
1966 produced only 20 out of 758 respondents who said that the credit
restraint program was an obstacle to their efforts to secure export
financing. A more recent survey by the Office of Foreign Direct Invest-
ment, dealing with a somewhat narrower matter, showed that only a
minor amount of additional ceiling would be requested by U.S. firms
to finance exports to foreign affiliates.

There are also reasons for believing an exemption would be dis-
advantageous. Indeed, it might jeopardize the program and give no
clear benefit to the balance of payments.

First, it is very difficult to determine whether a credit is essential
to an export; that is, whether the export would be lost in the absence
of the credit. If the export would be made in any event, the granting of
the credit merely deprives us of the advantage of a “cash sale” and, in
the short run, worsens the balance of payments.

Second, an exemption of any type of credit creates an incentive to
conform foreign credits to the definition of the credit exempted. We
see a danger that the exempted export credits would rise at a much
faster rate than would exports, with adverse effects on the balance of
Ppayments.

Finally, a flat exemption would leave the program “open ended.”
We could no longer be sure that total bank foreign lending would
remain within the specified limits,

For these reasons, the Board has not been convinced that there should
be a complete or otherwise broad exemption for export credits to
foreigners.

PROJECTED REVIEW OF PROGRAM

In the press release accompanying the announcement of the revised
guidelines on December 23, 1968, the Board stated its intention to
review the program early in 1969 to determine whether additional
flexibility for financing U.S. exports might be provided in the guide-
lines. With this in mind, and as the Board member to whom the respon-
sibility to administer the program has been delegated, I have scheduled
a series of five regional meetings around the country, beginning with a
meeting in Chicago on January 22, and following through on January
28 in Atlanta, February 20 in San Francisco, February 21 in Dallas,
and in New York on February 26. Participating in these regional meet-
ings will be the banks and other institutions reporting under the pro-
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gram. There will also be representatives of the Federal Reserve Banks.
I hope that these meetings will provide information that will be help-
ful to the Board in evaluating the effectiveness of the guidelines,
particularly with respect to the financing of U.S. exports of goods and
services.

To focus the discussions, each reporting institution has been given
a list of questions dealing primarily with its experience in financing
exports under the guidelines for the past 4 years. The questions are
specific. They deal with matters such as the extent and manner that the
guidelines may have affected export financing, bank procedures in
processing export loans, problems in identifyinig bona fide export loans,
and the importance of export loans in the total foreign asset portfolio
of the reporting institutions.

Specific information, based on experience of indivdual institutions,
is what we need in evaluating the guidelines. Since some bankers and
other participants may be reluctant to discuss matters in detail among
competitors, we are suggesting that they may supply answers in writ-
ing 1f they care to do so.

At this moment, Mr. Chairman, I would prefer not to comment as
to whether the foreign credit restraint program should be modified.
While the regional discussions I am planning to have will be directed
primarily to the question of export financing, they will not be restricted
to that. I want to complete these discussions and study the information
gained very carefully before I make any recommendaions to the
Board as to whether the program should be continued in its present
form or modified in some way.

(The appendix to Mr. Brimmer’s statement follows:)

APPENDIX

A PROGRESS REPORT ON THE FEDERAL RESERVE FOREIGN CREDIT RESTRAINT
PRrROGRAMS

THE PROGRAM FOR BANKS, 1965-1869

In February 1965 the President requested the voluntary cooperation of U.S.
financial institutions and non-financial corporations in solving the problem of the
persistent deficit in the U.S. balance of payments. The Board of Governors was
asked to administer a program for financial institutions, and on March 3, 1965,
issued guidelines for banks and nonbank financial institutions.

The major objective of the program for banks was to reduce, but not to elimi-
nate the banks’ foreign lending. This was to be done without endangering other
important national objectives, such as the financing of exports of U.S. goods and
services, and meeting the credit needs of the developing countries.

The guidelines issued on March 3, 1965, requested the banks to hold loans and
other foreign assets covered by the program to 105 per cent of the amount of
credits outstanding on the base date of December 31, 1964. Since the amount of
“covered” assets approximated $10 billion, this formula would have permitted
an increase of about $500 million in 1965.

While the program applied to all banks, only banks with total foreign assets
of $300,000 or more were requested to report to the Federal Reserve Banks. The
number of reporting banks has varied closely around 150 since the beginning of
the program.

During 1965 the reporting banks increased their holdings of covered assets by
$16S million, as compared with an increase in total foreign assets of $2.5 billion
in 1964. At the end of the year, the banks were $321 million below the target ceil-
ing effective on that date.

In December 1965 the Board announced revised guidelines for banks for 1966
which increased the target ceiling to 109 per cent of the end-1964 base, or by
about $430 million. The room for additional expansion, the Board said, was
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allowed because the Board believed that the additional leeway would be used
only to meet priority credit requirements and because it wished to make certain
that such requirements could be met. Because the additional leeway was added
to an existing leeway of more than $300 million, the Board requested that the
banks use the additional ceiling provided at a rate of not more than 1 per cent
of the base figures per quarter during 1966 ; i.e., the target ceiling was set at
106, 107, 108, and 109 per cent by quarters.

The guidelines for 1966 also contained the first provisions to reduce the in-
equities inherent in a program that is based upon a particular point in time.
Banks with bases between $500,000 and $5 million were permitted to adopt ceil-
ings of base plus $450,000 ($225,000 in each calendar half-year) even though in
most cases that amount exceeded 109 per cent of their end-1964 base.

Bank holdings of covered assets declined by $156 million during 1966, bringing
the total down to about the amount outstanding on the base date. The leeway
available on December 31, 1966, was $911 million.

The bank program for 1967, announced in December 1966, was essentially un-
changed from the 1966 program. The ceiling remained at 109 per cent of the
December 1964 base. Since the banks had a large leeway available at the time
the program was announced ($1.2 billion as of October 31, 1966) the banks again
were asked to phase any increase in their foreign lending during 1967, this time
ata rate of not more than 20 per cent of the leeway on October 31, 1967, in each
quarter, cumulative, beginning with the fourth quarter of 1966.

The provision for banks with small bases was modified by raising the maximum
base for these “special” ceilings to $10 million, and the amount of the ceiling
to base plus $500,000.

The first step in the direction of a geographical focus, other than the priority
for developing countries, was taken in 1967 when the banks were asked to use
no more than 10 per cent of their available leeway to increase nonexport credits
to developed countries. The related reporting requirement was dropped on
February 2, 1967, because the banks found it difficuit to identify export credits,
particularly in the short maturities. However, the banks were asked to continue
to conform as closely as possible to the spirit of the request.

Bank foreign assets covered by the program increased by $370 million in 1967,
but the banks ended the year with a net leeway for further expansion of $1.2
million, balf of which reflected an increase in the ceiling under the revised guide-
lines for 1968 described below.

Revised guidelines for banks for 1968 were issued by the Board in November
1967, to be effective as of the date of issue. The ceiling was in general retained
at 109 per cent of the end-1964 base. However, in a major move to overcome the
inequitable effects of the program already referred to, the guidelines provided
that banks whose foreign assets on October 31, 1967, were $300,000 or more could
take as a ceiling for 1968 their 1967 ceilings or 2 per cent of total assets as of
December 31, 1966, whichever figure was larger. The amount by which the ceiling
calculated on this basis exceeded the 1967 ceiling was to be used only for priority
credits.

This provision added about $600 million to the aggregate ceiling. Again, the
size of the leeway available led to a request by the Board that any expansion of
foreign lending during the last quarter of 1967 and in 1968 be limited to not
more than 20 per cent of the leeway. cumulative, in each calendar quarter, bhe.
ginning with the fourth quarter of 1967.

The geographical emphasis introducd into the 1967 program was given sharper
focus by a provision in the guidelines which requested that banks not increase
nonexport credits to developed countries of continental Western Europe above
the amount outstanding on October 31, 1967. These countries were singled out
because to a large extent thir balance of payments surpluses corrsponded to
our deficit, and because they were in the best position to meet their own credit
needs.

A reappraisal of the U.S. balance of payments results for 1967 in December of
that year led to the announcement by the President on January 1, 1968, of a more
restrictive balance-of-payments program. The bank program announced in Novem-
ber 1967 was replaced by revised guidelines which for the first time requested an
outright reduction in the level of foreign assets outstanding (in the amount of
$400 million) as compared with the earlier objective of restraining the rate of
increase in such assets. The reduction was accomplished by reducing the ceiling
to 103 per cent of the end-1964 base or, for the banks electing the “2 per cent”
calculation, to the 1967 ceiling plus one-third of the difference between that
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amount and 2 per cent of total assets as of December 31, 1966. As was true in the
earlier guidelines for 1968, any amount over the 1967 ceiling was to be used only
for priority credits. These measures immediately reduced the ceiling for 1968 by
$960 million.

The guidelines provided that the ceiling would be further reduced during 1968
by measures relating to bank foreign lending to developed countries of continental
Western Europe. The banks were requested to make no new term loans to those
countries (including renewals of term loans outstanding) except to finance U.S.
exports, and to reduce their ceilings on each reporting date by the amount of
repayments received during the preceding month of such loans outstanding on
December 31, 1967. The banks also were asked to reduce their ceilings over the
vear by 40 per cent of the amount of short-term credits to developed countries of
continental Western Europe outstanding on December 31, 1967. The reduction in
the ceiling was to take place at 10 percentage points in each quarter; the banks
were expected to reduce their short-term credits outstanding to those countries
at about the same rate.

There was one major change in the January 1, 1968, guidelines during the year.
On March 1, 1968, because of a difficult financial sitnation that had developed in
that country early in the year, Canada was exempted from all of the U.S. balance-
of-payments programs. Changes in foreign assets held by financial institutions
in Canada after February 29, 1968, were excluded from the target ceilings.

There are data on the performance of the reporting banks under the January 1,
1968, guidelines only through November 30. 1368. On that date the banks had
reduced their holdings of covered assets by $673 million below the level outstand-
ing on December 31, 1967, of by 273 million more than the objective for the year.
The banks on November 30, 1968, actually were $300 million below the 1964 base
figure and had a net leeway for further expansion of $581 million.

On December 23, 1968, the President accepted recommendations of the Cabinet
Committee on the Balance of Payments that the balance-of-payments programs
be carried forward in 1969 in substantially the same form as those for 1968. On
the same date the Board announced revised guidelines for financial institutions
which essentially were unchanged from 1968. The target ceiling for banks remains
the same as that provided for in the January 1, 1968, guidelines. The provisions
relating to treatment of term loans outstanding to developed countries of con-
tinental Western Europe are retained, and are expected to result in a further
reduction in the ceiling by $100 to $200 million during 1969. Short-term credits to
those countries are to be held at the level requested for 1968, that is, 60 per cent
of the amount outstanding on December 31, 1967.

The bank guidelines for 1969 contain one change, largely technical in nature.
Under the 1968 guidelines equity investments by banks in developed countries of
continental Western Europe were treated in the same way as term loans: that is,
the banks were requested not to make such investments. Under the guidelines
for 1969, banks may make equity investments in developed countries of con-
tinental Western Europe within their overall ceiling.

Finally, the bank guidelines from the beginning have provided that banks with
no previous experience in foreign lending may request from their Federal Reserve
banks special ceilings for the purpose of making priority loans or investments.
Thirty-seven special ceilings have been granted since 1963 in an aggregate amount
of $69 million.

PROGRAM FOR NONBANK FINANCIAL IXSTITUTIONS, 1965-1969

Since the Board had only limited information on the extent to which nonbank
financial institutions were engaged in foreign lending and investment. the pro-
gram announced in February 1965 included tentative guidelines for such institu-
tions. The guidelines were comparable to those for banks, but with allowances for
differences in methods of operation. The guidelines suggested that liguid funds
held abroad, other than minimum working balances, should be limited to the
end-1964 level and reduced, in a gradual and orderly manner, to the December 31,
1963, level. Loans and investments with maturities of five years or less were to
be held to 105 per cent of the amount of such loans and investments outstanding
on December 31, 1964. The priorities suggested in the bank gmdelmes also were
suegested to nonbank financial institutions.

First reports under the tentative guidelines revealed an unexpectedly large
amount of foreign assets held by nonbank financial institutions—12 billion. or
about the same amount as total foreign claims held by banks. Revised guidelines
were issued in June 1965; the principal change was to expand the coverage of
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the 105 per cent ceiling to loans and investments with maturities up to ten years
and to suggest that substantial restraint be exercised in acquiring long-term
assets (those whose maturities placed them outside the guideline ceiling) in
developed countries other than Canada, Japan, and the United Kingdom. On
December 31, 1965, long-term investments for which a ceiling was not suggested
accounted for almost 90 per cent of total foreign investments held by nonbank
financial institutions.

During the first year of the program, the reporting nonbank financial institu-
tions increased total holdings of foreign assets by about $700 million—from
$12.2 billion on December 31, 1964, to $12.9 billion on December 31, 1965. How-
ever, foreign assets for which a target ceiling was suggested by the guidelines
declined from $1.7 billion to $1.5 billion during the same period.

The guidelines for nonbank financial institutions were revised in December
1965, again with the idea of conforming them as closely as possible to the bank
guidelines. The target ceiling for loans and investments with maturities of ten
years or less was increased to 109 per cent of the end-1964 base; the increase
was to be used at a rate of 1 per cent of the base figure in each quarter. Again
no ceiling was suggested for long-term loans and investments in the priority
categories. However, lending institutions were requested to limit the total of
credits and investments in developed countries other than Canada and Japan to
105 per cent of the total of such assets held on September 30, 1965. Within the
ceiling, nonbank financial institutions also were asked to avoid any increase in
long-term investments in the developed countries of continental Western Europe.

Total foreign assets held by the nonbank financial institutions showed almost
no change during 1966. Long-term investments in Canada rose by about $400
million, but holdings of most other assets declined.

The guidelines for 1967, which became effective in the fourth quarter of 1966,
simplified the nonbank program by combining assets covered under separate
guidelines in the earlier programs into one category of “covered” assets. Covered
assets included liquid funds and loans and investments with maturities of ten
years or less, and long-term and equity investments in developed countries other
than Canada and Japan (except equity securities acquired after September 30,
1965 in U.8. markets from U.S. investors). Covered assets as thus defined totaled
$1.9 billion on December 31, 1966, as compared with a total of $2.4 billion for
the same types of assets on December 31, 1965.

The 1967 guidelines asked nonbank financial institutions to hold the totals of
these covered assets to 105 per cent of the adjusted base figure, (essentially hold-
ings of covered assets on September 30, 1966). The priorities for export credits
and credits to developing countries were continued. In addition, lending institu-
tions were asked to limit nonexport loans and investments to developed countries
of continental Western Europe to the fullest extent practicable, and in any
event to a level not to exceed the amount of such assets held on September 30,
1966.

Nonbank financial institutions reporting at the end of 1967 increased their
holdings of total foreign assets by $910 million during the year; of this amount
$585 million represented increases in long-term credits and equity investments in
Canada and Japan. Covered assets remained relatively unchanged at $1.9 billion ;
however, adjustments to the base date figures reduced the ceiling by about $130
million, leaving the lending institutions in the aggregate over the target ceiling
by $94 million at the end of 1967.

Initial guidelines for 1968 issued in November 1967 increased the target ceiling
for covered assets to 109 per cent of adjusted base date holdings. Reporting
requirements were eased by providing that financial institutions holding covered
assets of $500,000 or more, or total foreign assets of $5.million or more, were
expected to report. Previously, lending institutions with total foreign assets of
$500,000 or more had been requested to report. The new provision reduced the
number of reporters from about 570 to 340 institutions. The group of institutions
exempted from reporting held only nominal amounts of covered assets and about
$400 million of noncovered assets.

The restrictive program announced on January 1, 1968, reduced the ceiling for
covered assets to 95 per cent of adjusted base date holdings (now defined as
covered assets held on December 31, 1967). Lendiug iustitutions were asked to
reduce holdings eof liquid funds abroad to zero during 1968, except for minimum
working balances. Institutions were expected to refrain from making new invest-
ments to developed countries of continental Western Europe, in either debt or
equity form, except to finance U.S. exports.
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As of March 1, 1968, all Canadian loans and investments formerly subject to
the ceiling (money market instruments and short- and medium-term credits)
were excluded from the ceiling and from the definition of covered assets.

Performance of the nonbank financial institutions as a group under the Jan-
uary 1, 1968, guidelines has been satisfactory. The guidelines had requested a
reduction in covered assets of at least $100 million. On September 30, 1968
(latest data available), covered assets had been reduced by $192 million from the
December 31, 1967, level.

Total holdings of foreign assets of reporting nonbank financial institutions
increased by almost $350 million during the first three quarters of 1968 to $14.1
billion. Almost the entire amount of the increase reflected increased investments
in Canada.

The importance of Canadian assets in the portfolios of nonbank financial
institutions is emphasized by the fact that Canadian investments on Septem-
ber 30, 1968, both short- and long-term, accounted for 70 per cent of total foreign
assets held by nonbank financial institutions and 80 per cent of the assets not
covered by the guidelines.

Guidelines for nonbank financial institutions issued on December 23, 1968,
continued the ceiling for covered assets at 95 per cent of adjusted base date
holdings for 1969. Lending institutions that had not succeeded in reaching this
ceiling during 1968 are requested to increase their efforts to do so.

STATISTICAL NOTE

Bank holdings of short- and long-term claims on foreigners are published by
the Treasury Department and the Federal Reserve on the basis of data collected
from the banks on Treasury Department foreign exchange reporting forms.
These data are not comparable with the data reported to the Federal Reserve
Banks under the foreign credit restraint program, since some institutions and ac-
counts covered by the Treasury Department forms are not included in the foreign
credit restraint program, and vice versa. For example, U.S. agencies and branches
of foreign banks report to the Treasury Department but not to the Federal Re-
serve under the program. Foreign assets reported by banks to the Treasury but not
covered by Federal Reserve guidelines include foreign assets held for account of
customers, loans guaranteed or participated in by the Export-Import Bank (and,
since December 23, 1968, by the Department of Defense), and, since February
29, 1968, loans to residents of Canada. Assets reported to the Federal Reserve
and not to the Treasury Department include foreign long-term securities held
for own account and investments in foreign subsidiaries and branches.

FOREIGN CREDITS OF U.S. BANKS

[Doliar amounts in miliions]

1968
1964 1965 1966 1867
Dec. Dec. Dec. Det. Mar.  June  Sept. Oct. Nov.

Number of reporting banks....___._ 154 161 148 151 153 153 154 157 153
Target ceiling__________ S $9,973 $10,407 $11,069 $9,984 $9,826 $9,785 $9,784 $9,773
Total_l_forelgn credits subject to

ceiling ! ... ...

$9,484 9,652 9,496 9,865 9,396 9,203 9,156 9,249 9,192

... +168 —156 +369 —469 —193 —47 +93 —57
Net leeway for further expan; - 321 911 1,204 588 683 629 535 581
Total foreign credits held for own

account?_..__. P, 9,719 9.958 9,844 10,202 9,731 9,721 9,649 9,761 9,711
Change from previous date__________.______ +239 —114 +358 —471 —10 —72 4112 ~50

Change from previous date

1 Total foreign assets reported on Treasury Foreign Exchange Forms B-2 and B-3 minus (1) amounts held for accounts
of customers, (2) loans guaranteed or participated in by the Export-Import Bank or insured by the FCIA, and (3) beginning
Mar. 1, 1968, changes after Feb. 29, 1968, in claims on residents of Canada held for own account; plus foreign assets held
for own account but not reported on forms B-2 and B-3.

2 Total foreign assets reported on Treasury F'oreign Exchange Forms B-2 and B-3 plus foreign assets not reported on

of cust S.

those forms. miaus ts held for

-
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FOREIGN ASSETS OF U.S. NONBANK FINANCIAL INSTITUTIONS AND NONPROFIT ORGANIZATIONS

[Doltars in millions})

Holdings Change from Change from
end of June 1968 December 1967
tember
1968 Amount Perceat Amount Percent
ASSETS SUBJECT TO GUIDELINE
Deposits and money market instr., foreign countries
exceptCanada__ ... _________. . __..______. $26 -7 2.1 —$30 —54.1
Short and intermediate credits, foreign countries
exceptCanadal ... ... ______ ... .. . ___.._. 258 -9 =35 -37 —-12.7
Long-term  investments  ‘“‘other’’  developed
countries: 2
{nvestment in financial businesses3. _._______. 97 4 4.1 —4 —4.4
Investment in nonfinancial business .. . ® 6.8 -3 —-32.9
Long-term bonds and credits______. 634 -9 -1.4 =25 -3.8
StOCKS 8. el 463 —17 -~3.5 —92 —16.6
Total holdings of assets subject to guideline_ _ _ 1,483 -37 —2.5 —192 —11.5
Adjusted base-date holdings®..______.__.__._..__ 1.604 -9 —.6 (Y] "
Target ceiling 8_ __ ... 1,524 -9 —.6 (] (@)

ASSETS NOT SUBJECT TO GUIDELINE

Investments in Canada:

Deposits and money market instruments_______ 93 -31 —25.3 ~22 —19.0
Short- and intermediate-term cradits 1. 151 6.3 16 12.3
Investment in financial businesses3___ . 590 —4 -7 13 2.3
Investment in nonfinancial businesses 3. 44 ) .6 1 2.2
Long-term bonds and credits_ _______ 7,943 93 1.2 365 4.8
StOCKS. oo L 1,335 4 .3 —46 -3.3
Bands of international institutions, all matu 1,042 33 3.2 63 6.5
Long-term investments in the developing countries
and in Japan:
Investment in financial businesses3_._________. 25 ® —=.5 12 98.9
nvestment in nonfi ial busi 3 9 1 17.1 2 32.3
Long-term bonds and credits__._ .. 824 11 1.3 80 10.7
tocks_ ... 231 9 4.3 9 4.2
Stocks, ‘‘other’” developed countries 9. . _. 338 1 .4 44 14.9
Total holdings of assets not subject to
guideline.___ .. . ...._. 12,624 125 1.0 538 4.5
Memo: total holdings of all foreign assets____ 14,107 88 .6 346 2.5

'Bonds and credits with final maturities of 10 years or less at date of acquisition.

2 Developed countries other than Canada and Japan.

3 Net investment in foreign branches, subsidiaries, or affiliates in which the U.S. institution has an ownership interest
of 10 percent or more.

¢ Less than $500,000. .

5 Except those acquired after Sept. 30, 1965 in U.S. markets from U.S. investors. X

8 Dec. 31, 1967 holdings of assets subject to guidetine, less carrying value of equities included therein but since sold,
plus proceeds of such sales to foreigners.

7 Not applicable. .

8 Adjusted base-date holdings, times 95 percent. .

9 If acquired after Sept. 30, 1965 in U.S. markets from U.S. investors.

Chairman Reuss. Thank you very much, Governor Brimmer.
Secretary Deming?

STATEMENT OF HON. FREDERICK L. DEMING, UNDER SECRETARY
OF THE TREASURY FOR MONETARY AFFAIRS

Mr. Deyirve. Mr. Chairman, members of the committee, I have a
supplemental statement, Mr. Chairman, which I will present for the
record and my main statement, which I shall read. With your permis-
sion, I will work from both of them in this presentation.

Representative Reuss. The record will include all that you present,
Secretary Deming.

Mr. Deming. As the President noted last night, in 1968 the United
States had a surplus in its balance of payments on both the liquidity
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and the official settlements basis. On the liquidity basis, the surplus
was the first since 1957—around $150 million on the preliminary figures
we have. On the official settlements basis, the 1968 surplus, again on
preliminary figures, was about $1.7 billion. The data on official settle-
ments goes back only to 1960; we had a small surplus of about $300
million in 1966 ; every other year from 1960 through 1967 for which
we have records, we had deficits.

The 1968 total is preliminary but I think it is fairly firm. The final
is not likely to be more than $200 or $300 million different either way,
up or down, from the preliminary. That may be quite a difference
from pure fourth quarter figures—which are the ones that are pre-
liminary—but not much for the year.

Also, in 1968, we restored our full position in the International
Monetary Fund—$6,450 million. Qur gold tranche of $1,290 million
is, of course, virtually automatically available, should we need it. In
addition, in 1968 the Federal Reserve swap lines were enlarged—to a
total of $10.5 billion and, at yvearend, our drawings on our swap part-
ners were less than $450 million, down from a peak of $1.8 billion in
December 1967.

To round out the international financial picture for 1968, I want to
note three other achievements.

In March, the two-tier gold system was established and has worked
well. After suffering severe losses of gold reserves in late 1967 and
early 1968, the drain of monetary gold into private hands was stopped.
Since the end of March, U.S. gold holdings have increased net by $188
million. Also in March, the archaic gold cover requirement for Federal
Reserve notes was removed, thus freeing up all of the U.S. gold stock
for international monetary purposes.

Also in March, final agreement was reached on a plan for a new
internaticnal reserve asset—the Special Drawing Rights, or SDR. As
of January 10, 1969, 29 countries with 47.54 percent of the weighted
votes have ratified the proposed amendment to the Fund’s articles
of agreement. When 67 countries, with 80 percent of the weighted
votes, take this ratification action, and when countries with 75 percent
of the vote deposit their certificates of participation with the Fund,
the new machinery will be in place. I am confident that this will occur
in the very near future. Activation of the new facility will, of course,
come later—but, I hope, fairly soon—after a collective decision on
amount.

Finally, the international monetary system weathered a series of
financial storms in 1968. International monetary cooperation success-
fully met the challenges it faced last year. Undoubtedly the system can
and will be improved over time, but it should not be overlooked that
it has worked well and has contributed greatly to world economic
growth and the growth of world trade.

Just a year ago, Secretary Fowler released the U.S. Treasury Depart-
ment report entitled “Maintaining the Strength of the U.S. Dollar in a
Strong Free World Economy.” ! That report gave the history of the
U.S. balance-of-payments position, described various programs that
had been undertaken to resolve our balance-of-payments problem, and
described in detail President Johnson’s January 1 balance-of-payments

1 Avallable from Superintendent of Documents, U.S. Government Printing Office, Wash-
ington, D.C.
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action program. Last month, Secretary Fowler released a supplement
to that report entitled “A 1968 Progress Report,” which was based on
the results of the first three quarters of this year. It described the prog-
ress we had made in 1968 and the actions still required. .

The Progress Report also repeated the text of the January 1 message
and printed an exchange of letters between President Johnson and
Secretary Fowler announcing the 1969 balance-of-payments program,
as recommended by the Cabinet Committee on the Balance of Payments
and approved by the President. The Cabinet Committee laid down the
following principles, which they believed should govern the program
in 1969.

1. A stable economy and the restoration of a healthy U.S. trade sur-
plus should be the primary objective for 1969.

2. Initiatives pursued in 1968 to assure fairness to U.S. trade in world
markets should culminate in 1969 in cooperative action by the United
States and our trading partners.

3. The Department of Commerce should intensify efforts to expand
commercial exports generally and in conjunction with foreign assist-
ance, and the Agency for International Development should continue
measures to assure additionality and to minimize substitutions in for-
eign assistance.

4. Consistent with our security commitments, the Nation in 1969
should continue to minimize its net military deficit by reducing those
expenditures whenever conditions permit and by neutralizing them
through cooperative action by our allies.

5. The mandatory and temporary foreign direct investment program,
as announced in modified form by the Secretary of Commerce on No-
vember 15, 1968, should be maintained.

6. The Federal Reserve voluntary foreign credit restraint program
should be maintained with present ceilings on foreign lending from the
United States, but in the coming year attention should be given to pos-
sible modifications to encourage further the promotion and financing
of exports by the commercial banking system.

7. The interest equalization tax, which expires July 81, 1969, should
be extended with the existing authority to vary the rate from 114 per-
cent down to zero, depending on circumstances.

8. A 5-year program is needed to narrow the travel deficit through
promotion of foreign travel in the United States by both public and
private action.

Against this background, I would like to analyze in some detail
the history and the anatomy of the U.S. balance of payments. For this
purpose, 1 have had constructed two tables, table 1 and table IT, which
present the U.S. balance of payments from 1941 through 1967 in a dif-
ferent and, I believe, somewhat more useful analytical form than the
conventional current account-capital account presentation. This
analytical form, which in broad outline is not unique is, I believe, par-
ticularly useful from the viewpoint of policy formulation.

The two fundamental differences between the analytical models
given in tables I and IT and the conventional presentations are (1)
the income on our foreign investment and the outpayments on foreign
investment in the United States are taken out of the traditional “serv-
ices” account, which is a current account item, and put into the “net
private capital” account; and, (2) the figures on U.S. Government re-
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ceipts and payments, both current account transactions and net U.S.
Government grants and loans, are consolidated in two accounts, which
I call Government grants and capital, including income and military
sales and expenditures. There is one major exception to this second
consolidation. OQutpayments of interest on foreign holdings of U.S.
Government securities are included in the capital account, which I
call, consequently without complete accuracy; net private capital. I
will give the rationale for this inclusion later on.

Table I shows the detail, consolidated into the accounts noted, for
the overall balance of payments. Table II shows the detail for the net
private capital account, as I define it. Table I balances to the familiar
liquidity balance measurement but also shows, for the period after
1960, the official settlements measure. Data on this measure, as I have
noted, is not available before 1960, which is the major practical rea-
son for balancing the table to the liquidity measure.

Now, let me explain the specific accounts briefly. Column 1, mer-
chandise balance, is the familiar trade balance—the difference be-
tween exports and imports. It excludes sales and purchases on military
account. Exports financed by U.S. economic grants and loans are
included.

Column 2, service balance, is quite different from the conventional
account on services. It includes outflows and inflows—and thus the
net—on transportation, on travel, and on miscellaneous services ac-
count, the latter both private and Government, plus pensions and
remittances—also both Government and private. It might have been
more consistent to have stripped out from this account Government
payments and receipts for miscellaneous services and payments of
Government pensions to those living abroad. In 1950, the net of these
was about $200 million; in 1967, it was about $800 million. The
reason for leaving these items in the services balance was partly be-
cause of the work involved but mainly because the services were mis-
cellaneous and the pensions, a major portion, are not susceptible to
policy action anyway. The services balance does no? include any in-
come receipts or payments on investment; as noted, these are in-
cluded in the net private capital account. Nor does it include any
military or Government aid and loan transactions. These are included
in the military and Government accounts.

Column 3 is merely the sum of columns 1 and 2.

Column 4, Government grants and capital, including income, in-
cludes both disbursements and repayments on loans and grants—in
other words, it is net. The account also includes interest and other
income on Government loans and investments. It does no¢ melude
foreign investments in U.S. Government securities or payments of
interest on such securities. These are included in the net private capital
account. Prior to 1946, the data on the Government account include
military grants.

Column 5, military sales and expenditures, is basically the foreign
exchange costs of our military operations abroad, less receipts on sales
of military goods and services. Before 1952, the series is a pure ex-
penditure series; from 1953 to 1959, inclusive, it is expenditures minus
deliveries of military goods and services; from 1959 on, it is expendi-
tures minus cash receipts on military exports. From 1966 on, a sep-
arate column, 6, indicates military “neutralization,” which is essen-

25-765—69——12



172

tially financial transactions designed to offset the foreign exchange
costs of our military expenditures undertaken in the common defense,
but is not directly connected with foreign purchase of military goods
and services from the United States.! o

Column 7 is the net private capital account; column 8, the liguidity
balance; column 9, the official settlements balance.

Table IT shows a breakdown of the net private capital account in
table I. As can be seen, it includes capital outflows from the United
States on direct investment, column 10, and on other account (except
Government), column 11. It also includes income receipts on our pri-
vate foreign investments and this column, 12, includes receipts of fees
and royalties from our direct investments abroad. Column 13 merely
nets columns 10, 11, and 12. Net, foreign investment inflow is shown
as column 14. Income we pay to foreigners on their investments in
the United States is shown in column 15. That series includes payments
by both U.S. private and public sectors, and a word of explanation
should be given right here about this series.

Income payments to foreigners is a composite of three separate
payments. First is the dividends and interest earned on private invest-
ments in the United States by foreigners. Such foreign investment is
mainly portfolio investment, but there is substantial direct investment
here also. Second is interest and dividends earned on investments in
the United States by public institutions or governments. It is im-
portant to recognize that there are public or governmental invest-
ments—both direct and portfolio—in the private U.S. economy. Some
of these investments are 1n real estate ; most are in the form of interest.-
earning deposits in U.S. banks. Neither of these types of investment
are new developments, although foreign central bank investments in
U.S. bank certificates of deposit or time deposits have been extended
both in amount and maturity in recent years, as interest rates in the
United States have risen. Third is the interest payments made on
foreign holdings—both public and private—of U.S. Government
securities.

In connection with this third category, it is important to recognize
two facts. First, the United States has financed much of its deficits
over the past 18 years by increasing its liabilities both to official and
private holders of dollars. As the primary reserve and vehicle currency
of the free world, this has been a natural development. These dollars,
of course, are held because of confidence in the U.S. economy, because
there are major money and capital markets here which make it easy
to buy and sell securities—particularly Government securities—and
because investments in dollar securities earn a return. The rise in
the volume of income payments to foreigners reflects in no small degree
the rise in U.S. dollar liabilities to foreigners—both public and private.

Second, included in those payments are interest payments on the
special types of U.S. securities held by official foreign accounts, such
as Roosa bonds and the nonliquid securities sold to neutralize military
foreign exchange costs. The only real difference between these latter
and any other U.S. Government security is their nonliquidity, so that

1 Technically, military neutralization did not begin until 1967 when finanelal transactions
for that purpose were specifically linked to our military expenditures in particular coun-
tries. I have included transactions done in 1966 and 1967, not then specifically counted as
mil;tatkvt?eutrallzatlon but of the same type, only for purposes of comparability in this
presentation.
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they are counted technically—in the liquidity balance concept—as
capital inflow. From the interest cost point of view, there is little, if
any, difference between them and any other Government security. I
shall come back to this point later on in the analysis.

Finally, column 16, errors and omissions, is included in the net
private capital account. Most analysts regard it as mainly an unre-
corded capital item. Column 17 is the same as column 7, net private
capitalin table I.

Now, let us move to analysis of the figures as shown. You will note
from the tables that I have grouped certain series of years and com-
puted averages for those years. The first three groupings cover a period
of 17 years—World War II, the immediate postwar, and the 1950-57
periods. Note that the United States was in deficit on the liquidity
basis—and, if we had figures, I am sure it would show similar deficits
on the official settlements basis—in 11 of the 17 years. The average
annual deficit for the entire period was $563 million. And the United
States financed its whole deficit in the 17 years—some $9.6 billion—
by an increase in liquid dollar liabilities, about $7.7 billion to official
holders and about $4.7 billion to private holders—which adds up to
more than the deficit. The difference came in our gold holdings which,
on December 31, 1957, were up $862 million from the end of 1940, and
an improvement, in our IMF position of nearly $2 billion.

Let us look at the individual accounts. The trade balance was in
very substantial surplus until 1950—reflecting two basic facts. One,
we were the arsenal of democracy in World War II and, in the im-
mediate postwar years, we had the only major industrial plant that
was not damaged by war, It is not much of an oversimplification to
say that we had most of the goods and most of the money in the free
world. When you look at the Government grants and capital account,
you can see that we gave or loaned the rest of the world money and,
with it, they bought our goods. If you look at foreign investment in
table II, you can see that foreigners also sold off investments in the
United States to get funds to buy badly needed goods and services.
And, finally, even though they did not ﬁ,ave much gold, they sold us
gold and held dollars in preference—the dollars earned income.

We ran big surpluses on services account in the war years and were
roughly in balance on that account in the immediate postwar years.
The foreign exchange costs of our military operations overseas were
not, all that high, and we had pluses on net capital account from our
earnings on previous investment and from errors and omissions,
which probably reflected mostly capital inflow to the United States
for safety reasons.

Between 1950 and 1958, the world was being rebuilt—in large part
due to our help. We were able to cut back considerably on Government
grants and capital, but our military expenditures rose as we stopped
formal occupation of former enemy countries but still maintained
troops there and elsewhere, without covering their foreign exchange
costs. Our services account went into deficit as travel and transporta-
tion account worsened—but the deficit was not too great. And our net
private capital account improved somewhat. Income on our foreign
Investment continued to rise, and it was not until the very end of the
period that our capital outflow increased sharply. Foreign investment,
while not large, did flow into the Unjtedlgtates and, inclusive of
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the inflow on errors and omissions, exceeded income payments to
foreigners.

The big loser in this period was the trade account. Except for 1956
and 1957, it was substantially smaller than in the war or immediate
postwar years. Partly, that was due to recovery and industriay mod-
ernization and availability of goods from sources other than the
United States; partly, it reflected sharper cost increases here than
elsewhere and deterioration in our competitive position ; partly, it re-
flected our willingness to suffer trade disadvantages not connected with
costs; partly, it reflected reduction in our loan and grant programs.

But, even with all of these developments, our deficits were not par-
ticularly large or disturbing. Statistically, they averaged no more than
in the war years, and we financed them mainly with increased dollar
liabilities to foreigners. Our gold stock at the end of 1957 was $1.7
billion below the balance at the end of 1949, but we still had consider-
ably more gold than at the end of 1941,

The real facts of the matter were that at no time between 1941 and
1958 was the United States in deficit in any meaningful sense. We saw
our net reserve position deteriorate, but we could afford it and, indeed,
it was good for the world. The dollar was better than gold, and most
foreigners preferred it. In essence we acted with responsibility and
with altruism and with enlightened selfishness. It was good for the
world and it was good for us.

In 1957, due primarily to the Suez crisis and the oil situation, we
had a balance-of-payments surplus of $578 million. That was to be the
last until 1968. Our trade and service surplus was $5.4 billion; our
Government and military deficit was $5.2 billion, and we still had a
small net capital inflow.

After 1957, the picture changes radically. By 1958, Western Europe
and—dJapan had recovered from World War IT—as noted, due in
large part to U.S. policy—their currencies were basically convertible
and their industrial plant strong and competitive. The United States
no longer had most of the goods and most of the money, but both we
and the industrial world continued to act as though that still were the
case. We continued to tolerate disadvantages to our trade and to en-
courage our people to travel and buy abroad. We continued to pick up
most of the foreign exchange and budgetary check for the common
defense of the free world. And, to compound our difficulties, sluggish-
ness in the American economy and the investment opportunities in the
expanding world economy brought an ever-increasing flow of private
capital out of the United States.

The rest of the world had grown used to increases in their inter-
national reserves and did not wish to see that process arrested. At the
same time, they began—inconsistently but nonetheless actually—to
get nervous and displeased about the continuing and increasing Ameri-
can deficits. They expressed this nervousness and displeasure by con-
verting a large part of the dollar increases in their reserves into gold
from the American gold stock.

In the 10 years, 1958-67, the U.S. balance-of-payments deficits cu-
mulated to almost $28 billion, or $2.8 billion per year on the average—
41/ times the average annual deficit of the previous 17 years. In financ-
ing that deficit, the United States increased its doliar liabilities to
private and public holders by over $17 billion. But we also saw our gold
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stock drop by almost $11 billion. Part of that decline was due to the
gold rushes of late 1960 and early 1961 and late 1967. But most of it
was a fairly steady attrition resulting from the need to finance our
deficit.

In a very real sense, the balance-of-payments adjustment problem—
both for the world and for the United States—in the 1958-67 period
can be characterize as a struggle, both intellectual and real, to get the
surplus countries of Western Europe to recognize that chronic sur-
pluses were bad and to get the United States to recognize that chronic
deficits were bad. For far too long, we continued to say three things:
(a) our deficit was good for the world; (b) it really was not very im-
portant anyway; and (¢) at the same time we apologized for being
1n deficit. For far too long, Western Europe continued to say; (e) the
United States should correct its deficit; (6) Europe had no responsi-
bility for taking compensating action; and (¢) proper demand man-
agement in the United States would do the whole job.

In the past couple of years, however, real progress has been made
on both sides in recognizing not only the oversimplification of the
above propositions but the basic responsibilities which lay on both
sides. Most helpful in arriving at this better and more appropriate

osition have been the regular discussions in the OECD, especially in
1ts Working Party 3, and in the Group of Ten, as it considered the
need for a new type of international reserve asset.

Now let us return to the analysis—this time of the 1958-67 period.
As can be seen from the tables, I have grouped the 1958-67 years into
four subperiods: 1958-60; 1961-64; 1965-66; and 1967.

Note that the trade balance in 1958-60 averaged just about the same
as in 1950-57, and then improved strikingly in 1961-64. Note also that,
while the trade balance deteriorated significantly from 1964 through
1967, 1t was still a respectable and a real surplus.

Much of the good performance on the trade account in the 1960-65
years was due to the good performance of the American economy from
a cost viewpoint. The economy was running at less than optimum level
during much of this period, but it was growing and cost stability was
being maintained. As Vietnam began to put pressure on resouices,
however, higher cost trends began to develop. Failure to arrest these
trends, I believe, has been the basic factor in the deterioration of the
trade balance. While we can never know for certain, my own judgment
is that failure to enact the Revenue and Expenditure Control Act of
1968 in the summer of 1967, when it was introduced, was the major
factor in our deteriorating trade balance in 1968. That weakness was
compounded by the strikes or threatened strikes in steel, copper, and
the docks. The threat, culminating in the reality, of the current dock
strike probably is responsible for temporarily arresting the recovery
of our trade balance that was evident this fall.

The services balance also shows steady deterioration throughout the
period, being arrested only a bit in 1964. From 1957, when the services
balance showed a deficit of $674 million, to 1967, when it was in deficit
by $2,592 million, there was a deterioration of almost $2 billion. The
travel deficit worsened by a billion; the transportation deficit, pait of
which reflects tourism, worsened by $700 million; the pensions and
remittances deficit worsened by $600 million. These were offset in only
a minor way by improvement in our miscellaneous services surplus.
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So we see that the average combined trade and services account im-
proved by $2 billion from 1958-60 to 196164, despite some deteriora-
tion 1n the services account; dropped by $1.4 billion in the 1965-66
period, as the trade balance declined and the services balance worsened
Turther; and dropped another $1.4 billion in 1967, reflecting the same
gegelopments but with more accent on a sharply increased tourist

eficit.

The Government grants and capital account in1958-60 was slightly
less in deficit than it had been in 1950-57. The deficit widened in
1961-64; widened slightly further in 1965-66 ; and was sharply higher
in 1967 and 1968. In large measure, the early increase in the 1960’s
were due to increased aid and, in the late 1960s to increased lending
by the Export-Import Bank.

It should be noted that this account represents little financial drain.
It mostly finances U.S. exports which might not take place without
U.S. Government grants and loans. Much of the financing is tied to
purchase of U.S. goods and services. Included in these totals are
Export-Import Bank loans.

The military account deficit in 1958-60 was up significantly from
the average of the previous 8 years. Then, by a combination of military
offset sales and reductions in costs, that account deficit was reduced
substantially in 1961-64. The sharp rise after 1965 reflects almost
entirely the direct foreign exchange costs of Vietnam. Beginning in
1966, we began to seek financial neutralization of the foreign exchange
costs of our military expenditures abroad. In 1968, we more than
doubled that neutralization of 1966 and 1967.

A major point to stress in explaining changes in the U.S. balance of
payments after 1957 is the capital account. Table IT shows the develop-
ments in the components of that account.

Direct investment outflow rose sharply in 1956 and 1957, fell back in
1958-60, and then more than doubled by 1966. Other private capital
outflow, mainly borrowings by foreigners in our markets and bank
lending abroad, also began to rise sharply in 1956-57 and increased
fairly steadily until 1964, when it peaked at more than $4 billion.
These accounts show two significant things.

First, direct investment—even in balance-of-payments terms—was
not cut back absolutely by the voluntary program in 1965 and 1966
but was reduced somewhat in 1967 under a continuation of the volun-
tary program and not reduced much further in 1968 under the manda-
tory program. What my arrangement of the data does not show—but
Mr. Fiero’s statement does—is that the overall foreign exchange costs
of direct investment were reduced quite significantly. The reduction is
reflected, however, in large part in column 14, where part of the foreign
investment inflow reflects foreign financing, through purchases of
American corporate bonds, of U.S. direct investment abroad. In
point of fact, neither the voluntary or mandatory programs ever were
designed to curtail gross U.S. investment overseas—but to shift the
financing abroad ang thus lessen the foreign exchange drain. In fact,
the programs have succeeded. As Mr. Fiero points out, gross U.S, in-
vestment overseas has risen each year, with the 1968 increase expected
to be 8 percent.

The second point is that other investment outflow dropped very
sharply after 1964, due in part to extension of the interest equalization
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tax to bank loans, in part to the Federal Reserve program and in
part to the Commerce program on direct investment. The improve-
ment in this account from 1964 to 1965 was almost $4 billion. Of this
the banks accounted for about $2.5 billion as their short-term loans
to foreigners went from a net outflow of $1.5 billion in 1964 to a net
inflow of $300 million in 1963.

Some part of this very large improvement obviously was not sus-
tainable and in 1966 the net outflow on other capital increased by
$450 million, due mainly to a reversal of flows in the corporate account.
In 1967, there was a sharp deterioration in this account due to three
factors:

1. Americans increased their purchases of new issues of foreign
securities by over $400 million between 1966 and 1967. Part of the
increased purchases were issues of international organizations, such
as the World Bank ; part represented sales of bonds by the Government
of Israel following the outbreak of hostilities in June of 1967; and
part reflected an increase in new Canadian issues.

2. There was a reversal in 1967 of U.S. liquidation of foreign secu-
rity holdings, a process that had been going on since the IET was
put into effect in 1963. Net U.S. purchases of outstanding foreign
securities in 1967 exceeded $100 million, compared with liquidation
of about $325 million in the preceding year. The reversal in late 1966
of the long downward trend in major foreign stock markets probably
played a role in the resumption of U.S. purchases.

3. The easier reserve position of U.S. commercial banks in 1967
resulted in a very marked rise—$660 million—in their short-term
credits to foreigners, although the great majority of banks remained
within their ceilings under the voluntary credit restraint program. The
bulk of the increase in 1967 credits went to Japan, which had reduced
its short-term U.S. banking obligations in the previous year.

In 1968, some of these losses were recouped, primarily because the
banks again reduced their foreign loans under a tighter Federal Re-
serve program.

Income on our foreign investment, including fees and royalties,
rose very sharply throughout the period, proving two things. One,
the restraint programs certainly did not kill the goose that %:,id the
golden eggs, and two, in general this source of earnings is a powerful
and growing help to our payments balance.

Now, note that the combination of restraint on outflow and grow-
ing earnings turned the net on U.S. capital (column 13) from a fairly
large negative in 1964 to a very large positive in 1965 and following
years.

Net foreign investment inflow was modest throughout the 15 years
from 1950 to 1965. Beginning in 1966, it increased sharply and con-
tinued to increase in 1967. It more than doubled from 1967 to 1968.
I have noted that part of this development really represents foreign
financing of direct U.S. investment abroad. Sales of U.S. corporate
debt securities mostly for this purpose totaled about $550 million, in
both 1966 and 1967, and, in 1968, are estimated at $2 billion.

A large part of the improvement, however, reflected a real move-
ment into U.S. equities, which began to escalate in late 1967 and con-
tinued throughout 1968. It may have been strengthened by the un-
rest in Europe in the late spring of 1968, but it was well underway
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before that time. I believe that part—probably a major part—of the
credit goes to the Foreign Investors Tax Act and the concerted move-
ment of American financial houses to attract foreign portfolio invest-
ment. A recent article in U.S. News & World Report comments on
this increase in purchase of U.S. equities, either direct or through
mutual funds.

Finally, some portion, but not a large one, reflects a shift in cen-
tral bank or government investments in U.S. bank certificates of
deposit from shorter to longer maturities. The increase in 1966 in
such certificates was about $350 million; in 1967 was about $500 mil-
lion; and in 1968 is estimated at $200 million. For the most part,
these shifts reflect interest rate considerations but, in some measure—
particularly from Asian sources—they reflect the desire to help neu-
tralize our increased military costs in Southeast Asia. These invest-
ments are separate from those I show in the military neutralization
column. The difference is both in form and in explicit understanding
with regard to neutralization of military expenditures.

I have already commented on column 15, income payments to for-
eigners. The sharp and steady rise reflects—as to be expected—the rise
in foreign investment in the United States and the rise in U.S. liquid
dollar liabilities to foreigners, both public and private.

Now what lessons can be learned from this detailed analysis? In
my judgment they are the following :

1. It is vital that we improve performance on the trade account.
In doing so these points are important :

(@) The economy must not be allowed to overheat. A sustainable
rate of growth is desirable but a growth rate that strains resources,
puts upward pressure on prices and costs, renders us less competitive,
and sucks in imports in extraordinary volume is not desirable—either
domesitcally or internationally. It is not desirable—either domesti-
cally or internationally—to deflate the economy substantially below
its capacity.

(b) Every effort must be made to avoid crippling strikes in key in-
dustries that lead to lessened exports and increased imports. It takes
a long time to recover from the effects of such developments.

(¢) We need to engage more heavily in export promotion and con-
tinue to improve our export financing machinery.

(4) We must move strongly toward ameliorating the trade disad-
vantages which are built into the existing system. These include both
nontariff barriers and border tax-export rebate systems.

2. It is vital that we continue to push toward further reductions in
the net foreign exchange costs of our military expenditures incurred
in the common defense of the free world. We have done a good deal
in this area; we must move to more sustainable programs and to great-
er amounts. In this connection, it is important to note:

(a) At the last meeting of NATO Ministers in November 1968, the
following language was in the communique :

They (the Ministers) also acknowledged that the solidarity of the Alliance
can be strengthened by cooperation between members to alleviate burdens arising

from balance of payments deficits resulting specifically from military expendi-
tures for the collective defense.
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It is now necessary to work out the implementing details.

(b) After Vietnam, it will be important to capture the potential
foreign exchange savings through better burden sharing of mutual
defense costs in the Far East.

(¢) There is nothing inherenlty wrong in the military neutralization
program—offsetting foreign exchange costs through financial transac-
tions that represent capital inflow to the United States. Fundamental-
ly, it costs the United States no more to pay interest on nonliquid mili-
tary neutralization securities than on any other U.S. Government
securities in which foreign governments invest their reserves. Never-
theless, foreign governments do not wish to lock up too great a quantity
of their reserves in nonliquid securities so that the potential for such
transactions is not infinite. But, more importantly, it is better practice
to reduce the net foreign exchange costs of military expenditures
through host country purchases of military goods and services from
the United States or direct assumptions of some of the foreign ex-
change costs we bear and which accrue to those countries.

3. It is vital that we continue to stimulate foreign investment inflow
into the United States. This is a perfectly sound method to aid our
payment balance. Both direct and portfolio investment by foreigners
in the United States is useful and helpful.

4. For the time being it is essential that we continue to restrain capital
outflows from the United States.

5. We must stimulate more foreign travel to the United States.

In summary, let me point out these facts:

1. Even if we succeed in stimulating travel to the United States, it 1s
unlikely that we can do more than to hold the deficit in service account,
as I define it, to something like its level in 1967 and 1968. As a high
income country, our people will travel abroad. Simple demand manage-
ment policy—even perfect demand management policy—will not cut
this outflow. So we will have to run fast in promoting foreign travel
here just to stay in the same place—a substantial deficit. Here a 5-
percent ticket tax with the proceeds going to finance a well-coordinated
tourism program is highly important.

2. Government grants and capital help finance exports and are
important in helping develop the less developed countries of the world.
We should increase our level of foreign aid, but do so in a way that
protects us when we are in balance-of-payments deficit and in a way
that helps assure additionality of commercial exports. But it is
unlikely that the gross drain—as shown in column 4 will decline.
1t is likely to rise—and it should rise.

3. Military expenditures are not susceptible to demand manage-
ment. We have to seek political cooperation to reduce their net foreign
exchange drain.

4. If we assume a service outflow of $2.5 billion, a Government capital
outflow of $3.5 billion, and a net military outflow of only $1 billion,
we need a $7 billion trade surplus just to balance these outflows and
this leaves nothing for private capital export. To the extent we export
capital net we need a bigger trade surplus.

5. It thus is highly important that we attract capital inflow here—to
offset gross capital outflow that cannot be covered by the trade account.

I might summarize my remarks at this point by saying that I believe
the corrective or adjustment process in our balance of payments will
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have to occur to a significant extent in the capital accounts and not
only in our current account items. I also believe this process will
necessarily involve more policy coordination among the major coun-
tries, not only on general adjustment measures but on specific ones
as well. )

General measures, working through changes in incomes and prices,
here and abroad, simply do not have sufficient effect on military, foreign
aid and, perhaps, some other types of transactions; and any effect
they do have is likely to be diffused rather than concentrated among
the countries most involved in such transactions.

As T said last September at the annual meeting of the National As-
sociation of Business Economists :

“. .. the adjustment process is complex—and, consequently, the attainment of
successful adjustment has to involve both surplus and deficit countries and a
whole range of policies and policy instruments. Proper fiscal and monetary
policies are of key importance in successful adjustment—but other policies, at
least for the United States, and, I believe, for others, as well, are of high
importance also.

Some types of transactions are primarily responsive to domestic fiscal and
monetary policies; other are less so. Still others are influenced primarily by past
economic policies and developments. Some reflect policy decisions of an essentially
noneconomic nature.

I believe this situation will continue; and that in addition to what-
ever balance-of-payments adjustment we achieve through general
measures, we will also have to rely on some specific measures for
achieving external balance. Not only are general measures ineffective
for certain important types of U.S. transactions abroad; their use
beyond a certain degree to influence transactions where they are effec-
tive may run into conflict with the achievement of one or more other
major national objectives, such as full employment and steady eco-
nomic growth.

Let me now mention two points on which you asked me to comment.

The proposed temporary tax on travel expenditures plus a proposed
5-percent ticket tax on international flights was designed to achieve an
immediate balance-of-payments saving by inducing travelers to mod-
erate their expenditures while abroad and, at the same time, provide
budget funds for financing over the next 5 years greatly stepped-up
promotion campaigns for foreign travel to the United States.

The Congress did not accept the proposed taxes—the restrictive
aspect of the proposal; but by not providing an alternative source of
financing for the medium-term promotion campaign, it has left efforts
to reduce our tourist deficit in suspension.

I do not know what views the new administration might have on
this matter, but my own judgment, if I were continuing in office,
would be to press Congress hard for more adequate funds for promot-
ing foreign tourism to the United States; and, if this required ad-
ditional financing because of overall budget considerations, renew the
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request for a 5-percent ticket tax on international flights—the same
rate that has applied to domestic flights for years.

The second matter is the interest equalization tax which went into
effect in July 1963 as a means of stemming the rapidly rising out-
flow of U.S. portfolio capital to other advanced countries. Foreign
borrowers, by and large, were seeking medium- and long-term funds
here not. because of any shortage of dollar exchange in their own coun-
tries, but because they could borrow here more cheaply for their do-
mestic working capital needs than they could borrow in their own mar-
kets. The U.S. market was, in effect, playing a role which the domestic
money and capital markets of other advanced countries should have
filled; and this was costing our balance of payments heavily.

The tax was certainly effective in stemming the portfolio outflow at
which it was initially directed, and in early 1965 when it was applied
to long-term bank loans, it reinforced the operation of the banks’
voluntary restraint program by screening out those foreign borrowers
unwilling to pay the additional 1 percent per annum which the tax
involved.

Only about $120 million of foreign issues subject to the interest
equalization tax have been floated 1n the United States in the 514
years since the tax took effect. Countries subject to the tax—including
Japan which has a limited exemption—sold $356 million of issues
here in 1962 and almost $700 million, at an annual rate, in the first
half of 1963. Last year, as far as our data now show, they sold only
$3 million here. Hence, without regard to any trend growth in their
issues here, our balance of payments last year benefited by a gross
amount, of around $700 million. With allowance for some trend growth,
the amount would be even larger.

The net benefit, of course, is less than this, for part of the potential
outflow in the form of portfolio investment abroad was undoubtedly
diverted into other forms of lending abroad. But we do not think the
net benefit for our balance of payments was much less than the gross
benefit for the following reasons.

As noted above, a large part of the pre-July 1963 outflow was essen-
tially for domestic working capital use in the countries of the bor-
rowers. After the interest equalization tax took effect, they turned to
their local or third country markets and stimulated a growth in the
size of these markets (mostly in Europe) which was greatly abetted
by the efforts of U.S. investment bankers who had lost a considerable
amount of their foreign business in the United States.

By the time the voluntary and mandatory restraint programs came
along, the European markets were able to respond not only to the
growing demand of many foreign borrowers outside the United States
but also the large demand of U.S. direct investors who were induced
by the FDIP to finance their direct investments through such borrow-
ing. The international securities market, outside the United States, has
grown from around $500 million in 1963 to around $5 billion in 1968
a tenfold increase in 5 years.
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This is an example of a temporary restrictive measure generating
a useful long-term effect. But how temporary is the interest equaliza-
tion tax? It was passed initially for 2 years; and it has been renewed
twice. The last renewal added an administrative flexibility feature to
the tax, designed in part to aid in phasing the tax out.

In my judgment, the tax should be extended and the flexible author-
ity retained. ’

The same point applies to extension of the interest equalization tax
legislation. I do not think it should be allowed to lapse until our
balance-of-payments progress on other fronts is sufficiently assured
to avoid any likely need for renewal of the tax. The tax has served and
continues to serve a useful function in restraining capital outflows;
and it has done this with no observed adverse effect on private long-
term capital inflows which have occurred at an unprecedented rate 1n
the last year and a half.

This completes my comments on the second example of a specific
balance-of-payments measure, one which Congress has supported.

In conclusion, a solution of the balance-of-payments problem re-
mains among the Nation’s top priorities. Progress toward a solution
1s being made on major sectors other than trade and tourism; and the
elements for a gradual improvement in these accounts are at hand in
the measures which we have designed.

With a determination to end inflation, the continuation of certain
specific balance-of-payments measures and responsible action by the
surplus countries, I can foresee a successful end to our efforts.

It is true that relative interest rates here and abroad, in December,
favored foreign corporate borrowing here by only about a half per-
cent—well under the 1.25-percent interest equalization tax per an-
num cost to a potential foreign borrower. Relative interest rates,
however, provided a stronger incentive to foreign goverments to
borrow here rather than abroad. Also, the relative rate situation has
been affected by the unusually liquid conditions in certain European
credit markets—namely in Germany and Italy—and by the tight con-
ditions here. It is not clear how long this situation will last. 1f we
had reduced the interest equalization tax rate to a per annum effective
cost of, say, a half percent a year, there might have been a surge of
foreign issues on this market in anticipation that the interest equaliza-
tion tax rate would be raised.

In short, a reduction of the rate seems useful only when there is a
clear prospect that the reduction will not have to be temporary.
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4,728 —1,828 2,900 —2, 895 —1,865 525 -1,335 ~1,289
3,635 —-1,872 1,763 —3,086 —2,808 2,035 —1,357 266
4,182 —1, 850 2,332 -2,991 —2,337 1,280 —1,346 —-512
3,477 —2,592 885 —3,697 -3,317 1,823 -3,5M —3,405
4,240 —1,687 2,552 -2,721 -2,512 —205 —2,744 1 —1,546

+ Earlier series which may not be precisely comparable with data for 1946 on.

$ Not available.

¢ Averaged over 10 years in order to cross-add to “liquidi " balance, although such transactions
began only in 1966.

7 Average for 1960-67.

1 Figures through 1952 are expenditures only; those for 1953-59 are net of “transfers’ (i.e. deliv-
eries) on military sales; those beginning 1960 are net of cash receipts from military-sales contracts.

sIncluding private payments and receipts, and Government payments, of investment income;
includes also long-term capital inflows from foreign governments not related to military sales or mil-
ftary neutralization, X

# Includes military grants, which not separately available before 1946.



TABLE 11.—U.S. BALANCE OF PAYMENTS: DETAIL OF COL. 7, TABLE |

[Dollars in million)

Outflows on di- Other private Foreign invest- Income payment Errors and  Net private capi-
rect investment  capital outflow Income receipts Netofcols.10-12  mentinflow?  to foreigner 3 omissions  tal cols. 13-16

[t (¢1)) (12) (13) (14) (15) (16) an
198] e $47 $40 $535 $622 —$327 —$187 —$476 $584
................... 19 12 496 527 -3 —158 -8 217
........... 98 =70 497 525 —63 155 34 341
............. 71 —147 556 480 175 —161 -37 457
............... —100 —450 572 22 —104 -231 8 —305
....... 27 —123 531 435 —81 —-178 95 271
................. ~230 —183 815 402 ~—615 —212 218 —207
................... ~749 ~238 1,113 126 —432 —245 949 398
................... —721 —185 1,321 415 —361 —280 1,193 367
_______________________ —660 107 1,397 344 44 —333 786 1,341
............... ~590 ~125 1,162 447 —341 —268 787 625
................... —621 —~644 1,610 345 181 —369 -11 146
_________ —508 —540 1,813 765 540 —414 500 1,391
............... —~852 —308 1,754 594 52 —421 627 852
............... ~735 352 1,786 1,403 146 —461 366 1,454
......... —667 955 2,091 469 249 —420 191 489
......... —323 ~432 2,328 1,073 297 —489 515 1,396
......... —1,951 =1,120 2,697 —374 615 —568 568 241
................. —2,442 —1,135 2,850 —727 545 —639 1,184 363
Average 1950-57. ... ... .. __._.... R -~1,075 —598 , 110 444 328 —473 493 792
Average 1941-57. _____ . . .. ... - —637 —347 1,425 442 50 —338 445 599
1988 e . —1,181 —-1,755 2,784 —152 186 —669 511 —124
L RN —1,372 -1,003 3,042 667 736 —828 423 998
____________ R —1,674 —2,204 3,404 —A474 407 —1,063 —892 —~2,022
______ R -~1,409 —1,654 3,077 14 443 —853 14 —383
........ —1,598 ~2,582 4,024 —156 731 1,007 —~847 1,279
______ . —1,654 —1,772 4,528 1,102 570 --1,110 --997 —435
______ . —1,976 —2,483 4,811 352 379 —1,325 —244 -838
...... -~2,328 —4,250 5,686 —892 473 —1,456 —860 —2,735
.- —1,889 -2,712 4,762 102 538 ~1,225 ~737 ~1,322
. —3,468 —32 6.308 2,154 55 —1,729 -315 525
- —3,623 ~793 C. 589 2,273 2,044 —2,074 —210 2,033
.- -3, 546 —560 6.499 2,394 1,050 —1,902 ~263 1,280
1967 - —3,020 —2,630 7,374 1,724 2,924 -2,293 —~532 1,823
Average 1958~67__ ... ..o —-2,189 —1,980 4,865 696 851 ~1,355 396 —205

Uncluding fees and royalties from direct investment and excluding Government investment income.

3 Includes U.S. Government payments of investment income.

2 Includes long-term inflows from foreign governments not related to military sales or military

neutralization,
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Mr. Chairman, in the supplemental statement which I herewith
submit I do an analysis of 1968 compared with 1964 and 1967. I have
a couple of additional comments to add at the conclusion of that
analysis.

(Supplemental statement of Mr. Deming follows:)

SUPPLEMENTAL STATEMENT OF UNDER SECRETARY FREDERICK L. DEMING

Mr. Chairman and Members of the committee, I am now able to give you
preliminary figures for 1968. The organization of the data is the same as ap-
pears in Tables I and 1I of my full statement.

1968 U.8. balance of payments

[Estimated in millions]

TABLE 1
1. Merchandise balance - $500
2. Services balance___________________ e —2, 315
3. Balance on goods and services —1, 815
4. Government grants and capital including income —3, 640
5. Military sales and expenses —3, 600
6. Military neutralization 1,512
7. Net private capital . oo 7, 700
8. Liquidity balance___ 150
9. Official settlement balance._ _ .. e 1, 700

TABLE II
10. Outflow on direct investment____________________________________ —3, 000
11. Other private capital outflow__ o . —1, 850
12. Income receipts. e 8§, 300
13. Net, columns 10to 12 _______ o ___- 3, 450
14. Foreign investment inflow —— ——— 6,950
15. Income payments to foreigner - . —2,800
16. Brrors and omissionS oo 100
17. Net private capital columns 13 $0 16 e o 7, 700

In 1968, the United States had a surplus in its balance of payments on both
the liquidity and the official settlements basis. On the liquidity basis, the surplus
was the first since 1957-—around $150 million on the preliminary figures we have.
On the official settlements basis, the 1968 surplus, again on preliminary figures.
was about $1.7 billion. The data on official settlements goes back only to 1960;
we had a small surplus of about $300 million in 1966 ; every other year from 1960
through 1967, for which we had records, we had deficits.

The 1968 total is preliminary but I think is fairly firm. The final is not likely
to be more than $200 or $300 million different either way, up or down, from
the preliminary. That may be quite a difference from pure fourth quarter fig-
ures—which are the ones that are preliminary—but not much for the year.

The real uncertainties lie in the figures given for the specific accounts. Trade
figures are reasonably firm, for we get monthly data on these and they represent
essentially 11-month data extrapolated for the year. The military account and
the neutralization account are fairly firm; Government grants and capital is a
highly preliminary estimate. The net private capital item is really the balancing
item, and its components in Table IT are all most preliminary estimates. We have
reasonably good current figures on foreign purchases of U.S. stocks and bonds,
and on U.S. bank lending abroad. But the capital lows of the past two months
leave many of the figures for the individual capital accounts in a high state of
uncertainty.

To sum up, we are reasonably certain of the total for the liquidity balance;
less certain, but not too much so, of the figures for the official settlements balance
and the components of Table I and not at all certain of the component figures
in Table II. Nevertheless, I think it useful to present the figures.

With these 1968 figures, I can carry the analysis a step further by comparing
1968 with 1964 and 1967.
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The trade performance in 1968 was very poor. The final figure seems likely
to show a miserable $500 million surplus, down $3 billion from last year’s re-
spectable but relatively poor showing, and down more than $6 billion from the
1964 level. I have already noted that the major factor in the decline was the
overheated U.S. economy and that delay in passage of the tax bill probably cost
us dearly in the trade balance. The primary element in the worsening of our
trade balance was the expansion of imports. The trade balance also was affected
adversely, as noted earlier, by actual or threatened strikes. Perhaps a quarter
of the deterioration from 1967 to 1968 reflected that factor.

The Services Balance in 1968 showed some improvement from 1967, which had
been especially adverse because of the attraction of Bxpo 67 in Canada. Obviously,
the basic trend in this account is adverse. Relative to 1964, the 1968 Services
account deteriorated $500 million.

Thus the Balance on Goods and Services which had been strongly positive in
1964, and still positive in 1967, turned strongly negative in 1968. This was
clearly the worst feature of the 1968 performance.

The adverse balance on Government Grants and Capital actually improved
a bit from 1367 to 1968, reflecting hard Government efforts to reduce outflows
on this account. Relative to 1964, such outlays were higher by $500 million—
due in large part to much heavier financing of non-military goods and services
exports by the Export-Import Bank. This financing, of course, strengthened our
export position.

Military expenditures, net of military sales rose $1.7 billion from 1964 to
1968 and were up $300 million from 1967 to 1968. But with the concentrated
effort to neutralize these foreign exchange costs—reflected in the doubling of
such arrangements from 1967 to 1968—the 1968 figure net of such neutraliza-
tion was within $200 million of the 1964 outfiow and $500 million better than
in 1967.

The real swing came in the Capital accounts. The net of capital outflows
from the U.8. and the income inflows, including fees and royalties, on our
foreign investment was a positive $3.5 billion in 1968—double what it was in
1967 and almost $4.5 billion better than it was in 1964. And these figures do
not reflect the real cutback in financial flows on direct investment account due
to American business borrowing abroad. That, as noted, is included in Foreign
Capital Inflow. The favorable result in this area was a product of ever growing
earnings on our foreign investments and restraint on the foreign exchange
costs of our foreign investment.

Foreign capital inflows in 1968 apparently reached close to $7 billion and
outpayments of income to foreigners on their investments here were about $2.8
billion. The capital inflows in 1968 were $6.5 billion larger than in 1964 and
$4 billion larger than in 1967. Income payments to foreigners were $1.3 billion
more than in 1964 and $500 million more than in 1967.

The inflow in 1968 represented purchases of American equities of close to
$2 billion, purchases of American corporate debt instruments of about the same
amount, special receipts from foreign governments other than military neutral-
ization of about $1.5 billion, and direct investments plus foreign commercial
credits to U.S. borrowers of about $1.5 billion.

Finally, errors and omissions seem to have turned positive for the first time
since 1959.

Pulling all this detail together, we can see that 1968 relative to 1964 showed a
deterioration of $7.5 billion in the combination of trade, service and Govern-
ment expenditures, and an improvement of $10.6 billion in the capital account for
a net improvement on the liquidity balance measure of $3.1 billion. Relative to
1967, the comparable figures are a deterioration in trade and service of $2.8 billion,
an improvement in Government account of $700 million and an improvement in
capital account of $6.1 billion for a net gain on the liquidity basis of $3.9 billion.

In my formal statement, I cited several conclusions which I distilled from
the detailed analysis of the 1941-67 data on balance of payments. None of those
conclusions are changed from analysis of the preliminary 1968 data. Neverthe-
less, I have some additional comments to make as a result of that analysis.

1. The 1968 balance of payments result reflected mainly a strong balance of
payments program, the Action Program announced by the President on January 1.
Those parts of the program that were put into effect—the mandatory direct
investment program, the strengthened Federal Reserve program, and the drive
to reduce the foreign exchange costs of Government—including military expend-
itures overseas—worked very well,
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2. Failure to enact promptly what the President called the first order of busi-
ness—the Revenue and Expenditure Control Act of 1968, cost our trade account
heavily. So did the strikes or threatened strikes.

3. We also got no help from removal of trade disadvantages or deliberate ac-
tions-—e.g., Kennedy Round acceleration by our trading partners—on our trade
problem.

4. While tourism was not as big a drain in 1968 as in 1967, that was due to
special factors. We have a good long-range plan to attract foreign tourists here.
We have no financing for that plan.

5. Most of the capital inflow that occurred in 1968 was solid and the result of
deliberate policy or deliberate attempt to secure it. Some—equally solid—may
have reflected unrest and uncertainty in Europe and realization that even an
overheated U.S. economy was an attractive place to invest.

6. There is no reason not to expect continuation of the favorable capital posi-
tion. Earnings on our foreign investments should continue to increase; invest-
ment in American equities should continue substantial—especially if the economy
comes into better balance; borrowings by American corporations overseas should
continue, if needed.

7. Thus, our balance of payments position in 1968 is not “fragile” or “un-
sound.” Whether we should balance in other years in this way is, of course,
another question. My answer is that such a balance is not really good for the
world.

8. Thus, I want to restress the conclusion in my formal statement. We need
to improve the trade balance; we need to drive even harder to offset military
foreign exchange costs. We need to begin effective action to hold the Services
deficit in bounds. And we need to continue to attract foreign capital. If we do
these things, we can free up our own capital outflows.

9. This is the real road to both a solid and a responsible balance of payments
equilibrium.

Chairman Rugss. Thank you, Secretary Deming. Mr. Costanzo?

STATEMENT OF G. A. COSTANZO, EXECUTIVE VICE PRESIDENT,
FIRST NATIONAL CITY BANK

Mr. Costaxzo. Mr. Chairman, I appreciate the opportunity to pre-
sent my personal views regarding existing controls over capital exports
from the United States. It is my recommendation that steps should
be taken to terminate these controls during 1969. Capital controls, in-
stead of being temporary as they were supposed to be, have prolif-
erated. They have become self-perpetuating, despite their question-
able usefulness. They have turned attention away from the underlying
causes of our payments problem and Iulled us into a false sense of pur-
pose.

When a control program has been in effect for some time, those re-
sponsible for its administration are understandably reluctant to ter-
minate it. They are quick to point out dangers and to urge a policy of
wait and see. gontrols, they suggest, must be retained until the under-
lying imbalance is corrected.

I have participated personally in terminating exchange control in
several countries. That experience taught me one lesson. The only way
to end exchange controls is to end them, backing up that action with
appropriate policies to eliminate the cause of payments imbalance.
As long as the controls are in place, they remain a reason for not tak-
ing the necessary internal measures.

Postwar experience has demonstrated the failure of trade and ex-
change controls to correct balance of payments disequilibria. It has
shown that a balance-of-payments deficit cannot be corrected if the
growth in Central Bank assets—and thereby in the money supply—is

25-765—69——13
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allowed to exceed the growth in the country’s productive potential,
taking into consideration price developments in other countries.

These programs, beginning with the interest equalization tax, were
all proposed and implemented on the basis that they were temporary.
If they are indeed temporary, their success should be measured in
terms of their early termination.

Mr. Chairman, in support of these conclusions, I submit the follow-
ing observations:

The improvement in the private capital account of our balance of
payments has exceeded even the optimistic expectations held a year
ago. This is true not mainly because of controls but for other reasons.
The overseas outlays of {U.S. companies have risen more slowly, and
foreigners have greatly increased their purchases of U.S. equities.

Excluding funds borrowed abroad by American corporations, the
flow of capital from the United States into direct investments abroad
in the first 9 months of 1968 was about $2.8 billion, at an annual rate.
This is substantially less than the peak level of $3.4 billion in all of
1965. Much of the reduction was in the flow of direct investment funds
to continental Europe, where the main thrust of our capital controls
program has been directed.

Undoubtedly a part of this reduction was the result of the con-
trols. But the decline must also be regarded as a natural rebound
from the large outflows of 1964 and early 1965 which were induced
by anticipation of controls. Furthermore, the lure of an exceptionally
attractive return on investment in Europe has diminished. According
to the Department of Commerce, the average rate of return on manu-
facturing investment by U.S. companies in Europe has declined from
13.9 percent in 1964 to 9.5 percent in 1967. Another factor has been
the cooling toward American investment in certain European coun-
tries.

While developments in one year are not necessarily indicative of a
trend, the fact is that plant and equipment expenditures by foreign
affiliates of U.S. companies in Europe increased only 5 percent in
1968 and 12 percent in 1967, in contrast to 23 percent in 1966 and 21
percent in 1965.

I should point out, too, that the return flow of income from U.S.
direct investment totaled $6.1 billion at an annual rate during the first
9 months of 1968, or $2.8 billion higher than the total of new funds
flowing abroad.

If one looks at the entire balance of payments and not just at the
private capital account, there is to my mind a serious question whether
our capital controls have had any important effect on the overall bal-
ance. The controls have increased the demand for dollars abroad for
short-term borrowing and for capital investment. This demand has
been met by answering increases in the supply of dollars in the Euro-
dollar and Eurocapital markets. The additional dollars have come in
part from the United States. In other words, there have been outflows
of funds which would not have occurred if the additional demand
for dollars abroad had not been artificially created by our own controls,
Our capital controls have distorted money flows, but they have not
stopped them.

The interest-equalization tax no longer has any important effect on
capital flows. If it was ever useful, its usefulness has been outlived. In-
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terest rates today are about in line with those abroad if not a little
higher. There is no rate inducement to foreign borrowers to enter the
New York market. Also, the well-developed Eurobond market and
Eurodollar market are in some respects more attractive to borrowers
than the U.S. market. For example, issues need not be registered with
a securities and exchange commission. Yields on long-term corporate
bonds in the U.S. market are at 7 percent, slightly higher than in the
German market. Yields on Eurodollar issues %enominated in German
marks stand at about 634 percent. In mid-1963, when the tax went into
effect, United States and German yields were 414 and 6 percent,
respectively.

At the very least, the interest-equalization tax should be allowed to
expire as it i1s now scheduled to, on July 31 of this year.

Most discouraging of all, is that the time which the capital controls
were ostensibly to provide, to find a basic solution to our balance-of-
payments problems, has not been well used. Indeed, as capital controls
groliferwted, our monetary and fiscal policies became increasingly in-

ationary, canceling out even the alleged gains of the controls. In
practical effect, controls have reduced rather than increased the rela-
tive priority of the balance of payments in our national policy.

Last year the administration’s balance-of-payments strategy called
for more stringent, mandatory controls over capital flows and an im-
provement in the $3.5 billion merchandise trade surplus of the previous
year. Controls were tightened, but the trade surplus, far from improv-
ing, disappeared—allowing for AID-financed exports. Imports were
sucked in by an overheate%l economy, offsetting much of the gains in
the capital account. And I might add that some observers last year
predicted this would happen.

If restraint over capital is now being justified on the grounds that
it is necessary because of the deterioration in our trade account, then
I would say again that the controls have become self-perpetuating.
They have strayed far from their original intent.

Your committee has heard testimony that elimination of capital
controls is dangerous because there would be a prompt and major out-
flow of capital from the United States to refinance the foreign debit
amassed by the U.S. corporations which have borrowed overseas since
1965. Of course, such an argument makes the controls self-perpetuat-
ing. The programs have created a large overhang of overseas indebted-
ness, therefore the programs must be continued.

I submit that this is far less of a problem than has been suggested.
Under present conditions, it is doubtful that U.S. companies would
move large amounts of funds abroad to refinance overseas debts. Such
a move today would, in many cases, replace money borrowed abroad
in the last few years at lower rates with money borrowed here at to-
day’s very high rates. So far as debt in the form of bonds or convertible
debentures is concerned, most of the issues have call-protection provi-
sions which restrict the borrower’s ability to refinance.

The argument that a major outflow of funds would follow termina-
tion of controls seems to overlook the substantial changes in the world’s
capital and money markets, since these programs were initiated. In
1964, the Eurodollar market was about $8 billion. Last year it amounted
to something over $20 billion. In the last year before the interest-
equalization tax was applied in 1963, foreign borrowings—excluding
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Canadian borrowings—in the New York market amounted to $0.8
billion. Last year, foreign subsidiaries of U.S. corporations raised $2
billion through the sale of new issues in the Eurobond market and
another $1 billion was raised by other borrowers.

It is clear that borrowers, both American and foreign, now have
access to a well-developed long-term market abroad, largely denomi-
nated in dollars. Is it reasonable to expect these large markets to shrink
away if the U.S. controls are eliminated? Yet, that is what the areu-
ment implies.

In this connection, it is relevant to note that U.S. banks have not
used all the leeway available under the restraint programs. Given
monetary conditions in the U.S. markets and the growing availability
of Eurodollar funds, foreign branches of U.S. banks have made loans
outside the United States that would otherwise have been made by
their head offices. By the end of September, they had reduced their
foreign claims by over $700 million below the amount outstanding at
the end of 1967 or by $300 million more than the Federal Reserve had
requested for all of 1968.

What reality there is to the danger of a massive outflow of capital
if controls were removed could be dealt with a voluntary understanding
with major borrowers that they would spread any refinancing of
foreign indebtedness over a reasonable period.

I have personally presided over the dismantling of trade and ex-
change controls under circumstances more difficult than our situation
today—in Greece in 1953, Paraguay in 1956, Bolivia in 1957, Argentina
in 1958, Venezuela in 1959, and Ecuador in 1960. In each case I heard
essentially the same arguments presented here today as to why controls
could not be eliminated. In all the countries I mentioned, complex sys-
tems of trade and exchange control, multiple exchange rates, and price
controls were terminated in one fell swoop. Simultaneously, domestic
financial stabilization programs were adopted.

The main ingredient of these stabilization programs was a quantita-
tive ceiling on central bank credit to the Government and private
sectors, in order to hold down the growth in money supply to a rate
compatible with the real growth in the economy. There were also, of
course, tax increases and far-reaching economies in Government spend-
ing to enable the Government to live within the ceiling on central bank
borrowing. The programs were successful and the experiences are fully
documented in the records of the International Monetary Fund.
Similar experiences are those of Germany, Italy, and Belgium in the
early postwar years, France in 1958, Spain in 1959, and in more recent,
years, Taiwan and Korea.

I realize that none of these situations is fully comparable with our
own. I recognize the dominant position of the United States in the
world economy and the repercussions of changes in the level of eco-
nomic activity in the United States on the whole free world.

I also recognize the special problems created by the lower ratio
of international transactions to gross national product in the United
States as compared with the countries I have mentioned. These dif-
ferences of degree which complicate the solution of our problem. But
there is no escape from the hard reality that the world will not go on
indefinitely financing our deficits. Sooner or later we must take meas-
ures to redirect a greater flow of resources from domestic to external
use.
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Mr. Chairman, the United States has run a large balance-of-pay-
ments deficit for more than a decade.

Unfortunately, the figures that were just quoted here by Mr. Deming
make that statement not completely accurate at this point. It was a
surprise. I did not realize 1968 was going to show a surplus.

During 5 of the last 10 years we have had some form of capital
export control. Yet no end to the deficity is in sight. To my mind this
is proof enough that exchange controls are not the answer to balance-
of-payments deficits. Postwar financial history amply demonstrates
the futility of trying to cope with balance-of-payments disequilibrium
with controls. Such measures postpone the day of reckoning. But the
longer the period of procrasintation, the more painful and protracted
the adjustment.

There are only two ways I know of to correct the balance-of-pay-
ments deficit. Both involve redirecting the flow of resources from
domestic to foreign use. If the imbalance has not been permitted to
get too far out of hand, equilibrium can be restored through restric-
tive monetary policy without provoking intolerable unemployment,
and this, in my opinion, is the case of the United States today.

If disequilibrium has gone too far, then devaluation of the currency
is required to achieve the required transfer of resources without severe
unemployment.

With the Federal budget for calendar year 1969 in the best shape
in a number of years, we have a real opportunity to attack the balance-
of-payments problem at its roots—by a judicious slowdown of the
expansion of Federal Reserve Credit, so administered as to avoid
creating havoc in the financial markets.

Mr. Chairman, to summarize, my personal views of the question
before this committee today are:

1. The existing controls over U.S. capital exports—that is, the inter-
est equalization tax, foreign direct investment controls and bank and
financial institution guidelines, should be terminated during 1969, and

2. We should look to fiscal and above all to monetary policy for a
solution to our balance-of-payments problem as well as problems of
domestic inflation. After all, inflation and balance-of-payments deficits
are but two manifestations of a single malady.

Thank you, Mr. Chairman.

Chairman Reuss. Thank you, Mr. Costanzo.

Secretary Deming, congratulations on your apparent 1968 pay-
ments surplus, of which 1 guess the hero is the capital account. It is
anice graduation present for you and well deserved.

Would it be your opinion that the foot dragging in connection with
the ratification of the special drawing rights amendment to the IMF
articles of agreement could well now cease? Since part of the delay
was due to the old business about the U.S. balance-of-payments deficit,
and now that there is not one for the moment, will things be better?

Mr. Deyixg. I think, Mr. Chairman, that it will have more to do
with activation. I do not think there has been any deliberate foot drag-
ging at all in the ratification process. I think it has just been what you
migﬁxt call legislative processes—the length of time it takes to get ac-
tions through. I believe we should have the full activation relatively
soon.
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Chairman Reuss. Regarding activation, though, there was the
French and German reservation that complete or substantial improve-
ment in our payments account had to be obtained. The 1968 perform-
ance, however transitory it may be in fact, is a rather complete answer
to that reservation; is 1t not?

Mr. Deyine. That is correct, Mr. Chairman. As I say, I think that
has to do more with the activation than with the ratification. I have
detected no hostility in any quarter to the plan.

Chairman Reuss. But it should have a lot to do with the activation;
should it not ?

Mr. Demrne. That is right.

Chairman Reuss. In a favorable way ?

Mr. Deming. That is right.

Chairman Reuss. Mr. Fiero, the President’s Advisory Committee on
Foreign Assistance Programs, chaired by President James Perkins of
Cornell, recently recommended that the United States should liberalize
our restrictions on direct corporate investment in the less developed
countries. Why is that not a perfectly sensible recommendation, and
why would it not be a good idea to make a permanent exemption for,
less-developed country direct capital investment? The more the mer-
rier, really. The more there is, the less foreign aid we have to con-
tribute.

Mr. Frero. Mr. Chairman, the available quotas under the program in
the less developed countries have been very high.

Chairman Reuss. I realize that, but if they are very high, why have
them at all. If nobody bumps against the ceiling, then it serves no pur-
pose. If people do bump against the ceiling, it serves a counterproduc-
tive purpose. Do we really want to restrict investment in the less de-
veloped area?

Mr. Fiero. It is difficult for us to estimate the cost to our balance of
payments of eliminating the less developed countries from the pro-
gram altogether. Borrowing by direct investors, alone, to finance in-
vestents in the less developed countries may have exceeded $250 mil-
lion during this past year. This would be mainly borrowing in the
European capital markets undertaken in lieu of exporting U.S. capital.
In addition, affiliates in the less developed countries also increased the
amount of their foreign borrowing.

We expect investment in the less developed countries to increase sig-
nificantly in 1969. While some companies will achieve this by taking
advantage of their relatively high investment quotas, others will, if the
program continues, have to borrow a portion of their capital require-
ments abroad. One might guess—and this is only a guess, because until
we have the companies’ estimates we will not know——that the bal-
ance-of-payments cost of eliminating schedule A from the program
could be on the order of half a billion dollars.

Chairman Reuss. Like what ¢

Mr. Fero. One-half a billion dolars, $500 million, sir.

Chairman Reuss. If we completely took off the ceiling on investment
in less developed areas?

Mr. FrEero. Yes, sir.

Chairman Reuss. Initially. But what about the export factor ?

Mr. Fiero. There will, of course, be export offsets, but such offsets
will occur if the financing is done abroad as well.
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A large part of the 1969 investment is associated with the oil and
other extractive industries and will go ahead whether or not there are
restrictions upon investment in less (iveloped countries. It has already
been scheduled—planned long in advance—and in fact will take place.
It will be financed abroad if the program continues and will not be
financed abroad if the program is discontinued.

I do not mean to imply it will be financed in the less developed coun-
tries themselves. By and large, the funds will come out of the in-
ternational capital market.

Chairman Rewuss. I have a little difficulty with your point that the
present restrictions are not in fact going to inhibit any direct invest-
ment in the less developed countries and the point that if we took off the
controls, something Iike half a billion dollars in outflow could be
expected.

Mr. F1ero. As I said, sir, it is hard for me to give you a precise num-
ber at this moment, because we do not have projections of what com-
panies intend to do for 1969 on an individual basis. We know only what
they projected in June 1968 regarding plant and equipment expendi-
tures.

Nor do we yet have results for the fourth quarter. But we do know
that U.S. direct investors, in order to finance a somewhat lesser level of
investment activity in 1968, expended roughly $250 million, perhaps
somewhat more, of proceeds of long-term foreign borrowing in sched-
ule A during 1968.

With the expansion anticipated in the less developed countries in
1969, it seems very likely that a larger portion will have to be financed
from the proceeds of foreign borrowing, unless, of course, schedule A
were exempted. This is likely because the companies which apparently
will expand significantly in 1969 are in the major extractive industries.
Their projected investment needs are far in excess of their investment
quotas in the less developed countries.

Chairman Rruss. Well, what are the prospects for exempting U.S.
investment in the less developed areas completely except for the extrac-
tive industries. That seems to be where the big push would occur.

I am interested in getting rid of as much bureaucratic interference
with the process of investment as we can, and it seems to me this is one
area where you could lift the ceiling without explosive effects.

Mr. Fiero. Mr. Chairman, I think that there is good support for
your point if the extractive industries were separately controlled.
‘Whether one could discriminate against a specific sector of U.S. busi-
ness in a specific area of the world, I do not know. I would have serious
reservations about that.

But perhaps the same purpose could be achieved through some action
on the minimum permitted investment level as it applies to the less
developed countries.

In this connection, we have had an exchange of letters with AID
in which we noted that our internal policy during the past year has been
relatively flexible insofar as developmental projects in less developed
countries are concerned. Qur internal committees were authorized to
go above the minimum permitted investment level for such projects.
For example, when this level was $200,000, they had general authority
to go up to $500,000 for developmental projects.
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This year, we have informed AID that with the mininium level being
increased to $300,000, we would be prepared to approve capital outflows
for developmental projects in less developed countries on a specifically
authorized basis for amounts considerably in excess of $500,000. The
nnlv nroviso has been that if a company bhas snbstantial foreior har-
rowing capacity and sizable unused proceeds of such borrowings, we
would require that they use such borrowed funds or borrowing
capacity.

Chairman Reuss. Well, T leave you with the thought that I believe
it is important that there be some ‘indication that the autarchic trend
of our capital controls is indeed temporary. I cannot think of any
better area in which to start lifting the ceiling than in certain areas,
at least, of investment in the less developed countries.

Senator Proxmire?

Senator Proxare. Mr. Deming, I must say that I have a little dif-
ferent view, apparently, than you or the chairman may have on the kind
of graduation present you are getting. As I look at these figures, I
think it is kind of like getting a graduation present to put you in the
front line of combat in Vietnam.

These figures that you have in this table show a very depressing
deterioration of our trade balance, our balance on goods and services.
You go back in your table to 1941, The guess of the staff is that with
the exception of the small deficit in 1959, you might have to go to the
19th century to find a time when we had any deficit, and perhaps
never before anything this bad.

This seems to me to be the fundamental crux of our balance of pay-
ments. These other things are very important, too, but this balance on
goods and services is something we have always counted on. The fact
that our balance of goods and services is negative to the tune of $1.8
billion is a fact that strikes me as very shocking.

Then when we go on and find that the only reason we really have
the bare liquidity balance of $150 million and a more substantial one
in official settlements is because we had this remarkable improvement
in the net private capital flow of $7.7 billion. Now, that does seem to
me to be something that we would have to regard as probably
temporary.

And I notice in your assumptions, you seem to feel we will be fortu-
nate if that balances out even with no plus or minus over the long pull.

Mr. Denrve. Senator, I have no quarrel with what you are saying
at all. Pm trying to make two points here: one, the United States can,
as it did in 1968, balance its payments position by an infusion of for-
eign capital. I do not. think, and I said so in the statement, that this
is a good posture for the United States to be in.

Senator Proxyrre. Well, you say the United States can if it—this
is not a matter of our own volition and planning. This is something
that happened beyond our control, wasit not, largely ?

Mr. Devive. It goes beyond that, because the program for 1968,
announced last January 1, was really in two parts. The first part was
general, and it concerned demand management. Tt was the tax bill,
the avoidance of strikes, threatened strikes in industries, and so forth.

The second part of the program was in five pieces.

Senator Proxarire. Let us start with the first part of the program.
Secretary Dillon came before the Ways and Means Committee of the
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House in February 1964 and said we need a tax cut because the tax
cut will help us greatly to get the inflow of foreign capital. It will
make American capital more attractive, people will invest in Ameri-
can stocks and bonds, Now you are saying the opposite—that a tax
hike is bringing foreign capital to the United States.

‘We cannot have it both ways. This time, as we increase taxes, I can
see how this could affect indirectly, perhaps, our trade account, al-
though it does not seem to have helped very much in that regard. But
I cannot, for the life of me, see how it will make American capital
more attractive if we increase taxes.

Mr. Desane. There are two points. First, the American economy
was overheated. Some restrictive action, in this case fiscal restraint,
was necessary to bring the level of economic growth down to a more
sustainable rate. ) .

Senator Proxmire. But all the arguments were that this is going to
help us on the trade account because it will reduce our imports.

Mr. Dexirwe. That is right, but we did not get it into effect until
midyear. The economy was already running pretty hot at that time.
The impact of the tax measure was not as quick as some had forecast
it to be.

Senator Proxmire. That is a masterpiece of understatement. It has
had no effect at all so far that we can see. Maybe in the last few weeks,
there are some few indications. But they are awfully tentative.

Mr. Deariwe. I think it is beginning to have some effect, Senator.
But what I am really driving at is that more appropriate demand
management in the economy should have resulted in a lower volume
of imports moving into this country. This overheated economy just
sucked imports in generally all across the line.

In addition to that, there were some special factors.

Senator Proxarre. It did not work that way. Maybe it will, but so
far overall, at least, the one area where the tax increase was supposed
to give us an assist, the trade account, we have had a disastrous, un-
precedented fall in our advantage. I do not say that the tax increase
had much to do with it. It did not. I do not think it affected it either
way so far.

Mr. Deming. We had a somewhat better trade performance in the
second half of the year than in the first half. Not much, obviously,
because this is a miserable result. All I am saying here is that on the
trade account, it quite obviously went to pieces. I think the major
factor was an overheated economy, supplemented by some other
factors, the strikes or threatened strikes in steel and copper and on
the docks.

It is awfully hard to compute the effect of these things with any
precision. Actually, we lost last year something like $3 billion in the
trade account. While there is nothing very precise about the relation-
ship, when the gross national product grows at a rate of more than
6 percent, you get a far more than proportionate increase in imports.
If it grows at a rate less than 6 percent, you do not get quite as strong
an import effect.

T have said and I think it is the key point, that we need to improve
our trade account quite substantially. We need to do that by proper
demand management. We need to do that by removing some of the
trade disadvantages under which we suffer and under which we
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gladly suffered when we were in a strong position. And we need to
promote and finance more exports.

Senator Proxmire. You are setting a goal and I know that toward
the conclusion of your statement, you say you realize that this was
not necessarily something you could attain, but you are just showing
what a serious problem we have. When you said we would have to have
a $7 billion merchandise balance, something we have never attained,
we came somewhat close to it in 1964 with 6.6, but this is "way above
the average. To go up that far from being down now with only a
$500 million merchandise balance

Mr. DeMiNe. Yes, you have got to.

Senator Proxuire. It seems fo me to be superoptimistic.

Mr. Denine. It is not attainable next year by any means. But you
have to work awfully hard in the account. Let me summarize.

Let me look at the capital account first, because I think the total
picture will come into focus better. If you separate the capital account
mto two pieces, U.S. investment outflow and U.S. income on that in-
vestment on the one side and foreign investment into the United
States and the payments we make on that foreign investment on the
other side, we had last year a $3.5 billion surplus on our own side. That
is, the earnings exceeded the outflow by $3.5 billion. On the foreign
side, a $4 billion surplus resulted because the inflow exceeded the carn-
ings payments that we had to make.

Now, separate is differently so that you just count outflow from
the United States against inflow from abroad. We sent about $5 bil-
lion outside the country and took about $7 billion into the country—
just the investment flow, not counting income. We earned on our in-
vestment $8 billion and we paid out about $2.5 billion on the invest-
ment input here.

Any way you put this together, we had a net surplus of over $7
billion on the capital account.

Now, if we can improve the trade account, and if we can successfully,
as I think we should, neutralize our military expenditures—either by
reduction of them or by host country assumption of costs, or by pur-
chases of military goods and services from the United States or by
financial neutralization, and if we can hold our services account, deficit,
which is going to be roughly at least $2.5 billion, given the form in
which T cast the services account; if you can do these things, then you
do not have to depend as much on foreign capital inflow and you can,
in a net sense, be less dependent on the whole capital account.

Senator Proxmire. I agree with all that. Of course, the difficulties
are the “if” is very, very big on improving our trade position, because
there are some fundamentals here that we have to recognize.

Mr. Dearine. No, Senator.

Senator Proxmire. This is a fairly steady deterioration. It is true,
this last vear was exceptional. I am sure we will not have this disastrous
adverse balance of trade we had last year in goods and services.

However, we do have a situation where Europe and .Japan are rebuilt
now. They are going to maintain a certain competitive productivity
advantage, perhaps. At least, we have to be very aware of it, very
concerned about it.

It is also true in some countries that are regarded as underdeveloped
that they are also making some progress in this direction. But as I say,
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to get back to a $7 billion surplus may be unrealistic, and to accept that
as a steady diet and count on it is going to be a lot harder.

On the other hand, you look at the private capital account and here
I think you can see you do have excegtional situations. The French
crisis, o number of other things that eveloped last year, made it a
very, very extraordinary year that is not going to repeat itself in that
area. My own feeling is that our bal ance-of-payments problem is more
serious right now in the outlook than it hasever been.

Mr. Dene. I think in one sense, I would agree with you on this
when you focus on the trade account. We quite obviously have to
improve that account. I do not think that one can look forward to the
point where you can improve that trade account so (g;ickly that you
can cease dependence on foreign capital coming into t is country. But
if you can, and it is a very modest level, if you can push the trade
acoount back to $4 billion, you can be $3.5 billion less dependent on
foreign capital inflow, or you can increase capital outflow from the
United States by that same amount. I am just pushing the numbers
around to illustrate the possibilities.

Senator Proxmire. It would be that much dependent—you said
yourself the assumption you male is that we should expect a washout
on the capital account. I think that is very optimistic. The tendency
has been for us to invest abroad for many, many reasons. The oppor-
tunities have been good. Maybe it would be a washout, maybe that
would be good.

I would like to ask Mr. Costanzo, who made the only direct attack
on our investment control program, and I think he expressed a view
that is widely shared in the business and the banking community—I
found this again and again and again, that the people who talked to
me in the business community seemed to want an end to this program.

Did you answer, or try to answer the chairman’s question about
how much would the balance of payments be affected, say, during the
first year of termination of the program, in your view ¢

Mr. Costanzo. Senator Proxmire; I did not try to answer that
directly, for this reason: that is that I basically do not agree with this
approach to the problem. The idea that the balance of payments
consists of independent transactions and you can improve it by
increases or decreases in specific accounts is fallacious—all of these
items are very much interrelated. All of these transactions are the
result of market forces, many markets operating all over the world.

1 do not say eliminate controls and stop there. I'say eliminate controls
and then concentrate on the root of the problem, which I say is
basically demand management.

My position is that if we have the appropriate monetary and fiscal
policies and if we stop the excessive monetary expansion of the last
10 years—and I want to say a word on that——

Senator Proxarre. I agree with you and 1 think a lot of people
agree with you in many ways, and I think everybody at the table
would agree those are the fundamental ways to attack 1t. What I am
asking is this: we have this immediate problem now on our balance of
payments. Mr. Fiero indicated that in his judgment, we would be minus
%3 to $4 billion if we terminated the investment control program.

Is that correct ?
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Mr. Fiero. Senator, the $3 to $4 billion is what I consider to be
the potential outflow under certain conditions. I did qualify my
presentation by noting that the circumstances of the last 8 or 4 months,
particularly the tightening of credit in the United States, would sub-
stantially moderate any potential outflows. My only point was, should
economic conditions here require some easing of the credit restraints
and the very tight policy that the Federal Reserve Board started to
follow in the latter part of the year, we could see an outflow of that
magnitude. .

Senator Proxmire. This committee had very persuasive testimony
by a professor from North Carolina—I cannot think of his name, but
he is an expert in this area. You gentlemen probably all know him.
He said that in his view, any successful restriction in American invest-
ment abroad could be effective for a year or two, but within, I think
he said 30 months, you would begin to lose any advantages because the
payback, he indicated, was within 2.5 years from investment abroad.

So it is a very short-term effort. If we are going to rely on it, it seems
to me it is going to have an adverse effect on our balance of payments
rather swiftly, and we can only rely on it, therefore, on the assumption
that the balance-of-payments deficit is temporary—temporary in the
sense of being only a year or two.

Mr. Fiero. I think, §enat0r, that the gentleman you refer to is
Professor Behrman.

Senator Proxmire. That is right, Jack Behrman.

Mr. Fiero. He has come up with a thesis to challenge a previous
thesis, which suggested that the payback period was considerably
longer. I am not sure of the relative merits of the two. I do think, how-
ever, that the shorter payback period is considerably exaggerated.
Perhaps the longer period is not as great as someone suggested.

But more significantly, I think we should challenge the basic assump-
tion that we have experienced a reduction in the level of foreign expan-
sion by U.S. companies because of controls. I do not think we have seen
that in 1968. Furthermore, I do not think we will see a significant re-
duction in 1968 because of controls.

Senator Proxmire. You make a very, very strong case that the re-
duction is far less than is ordinarily estimated. You make the point
that the reduction is not anything to speak of because they borrow
abroad and invest.

Some would say this is too difficult and awkward, and if they cannot
finance through internal sources, which so much business does, they are
not going to do it.

Mr. Frero. I think that the proof of the pudding may be found in
the companies’ own estimates of foreign plant and equipment expendi-
tures, They submitted estimates for 1968 back in December of 1967 ,
just prior to the announcement of the mandatory program. Revised
estimates were submitted again in June, 1968, after the much more
restrictive mandatory program had been in effect for 6 months. The
June figures did not indicate any material difference in their plans for
1968. The Department of Commerce is now preparing revised estimates
for 1969, based upon information submitted by companies in Decem-
ber. It will be interesting to see how they compare with 1969 estimates
submitted last June.
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We are also in the process of getting estimates from companies as to
their foreign direct investment plans for 1969. We will be in a better
position, we think, to give you a judgment as to the year 1969 in the
course of the next month or so.

I think the other point that has to be made here is that U.S. com-
panies during the past year borrowed or arranged to borrow overseas
considerably in excess of $5 billion. Money was readily available. Many
companies which early in the year expressed concern about raising
funds abroad found, after exploring, that it wasn’t that difficult or
expensive. In fact, they have been terribly ingenious and have dis-
covered all sorts of foreign sources that no one anticipated as recently
as 6 or 7T months ago.

So I think the case for saying that there has been or will be any sub-
stantial cutback in overseas expansion plans, at least in 1969, is not a
very good one. There will obviously be a few companies discouraged
by controls. Others may postpone projects. But, in the aggregate, I
would not think the amounts involved would be substantial. The post-
poned projects would probably tend to be of the more marginal and
slow payout variety.

Senator Prox»ire. Your chart indicates that the trend line which
had been up through 1966 began to go down and went down through
1967 and 1968 for direct investment, including the use of foreign bor-
rowers, by direct investors. Of course, expenditures increased, but
that may be something else.

Mr. Fero. Yes; I think that is an interesting question. That line
turn down mainly because foreign affiliates financed more of their
investment needs from foreign sources, so that less direct investment
was needed to finance their expansion abroad. It is interesting to
note, though, that while plant and equipment expenditures abroad
by foreign affiliates have continued to rise, the rate of increase has
moderated. I think I would prefer the thesis developed by a number
of people that the reduction in the rate of profit opportunities over-
seas has in itself caused some slowdown in the rate of foreign ex-

ansion. In fact, I would go even further. If the rate of return from

oreign investments continues in downward trend, the pressure on our
balance of payments flowing from foreign direct investment could sub-
side materially, particularly in view of the growing amount of inter-
nally generated cash from depreciation.

Senator Proxarre. Do you have an answer to that, Mr. Costanzo?

Mr. Constanzo. Yes; on that particular point, as I think has been
indicated, the rate of plant and equipment expenditure overseas has
declined a great deal since 1964 and 1965.

Profitability is declining in Europe.

The other point I want to make again is, we have a huge Eurodollar
and capital market in existence now. That market will continue to be
here. If controls were lifted I do not believe that all of a sudden, you
are going to have massive refinancing and large capital outflows. The
interest rate structure has now changed considerably—money is to-
day cheaper in Europe than in the United States.

If the Fed goes on following the kind of policies they have been
following since the first of December, there is not going to be
money for that kind of financing available in the United States.
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Senator Proxmire. This gets me to my final question. We have, after
all, now the highest interest rates we have had in my memory, and I
think in the memory of people who are even older than I am. We all
think they are unusual. We hope they will fall, and sharply; and part
of the reason for our fiscal effort is to bring those rates down.

At least part of the effort is, we have this extraordinary reward for
capital now in very, very high-interest rates.

You say in your statement that the balance-of-payments deficit can-
not be corrected if the growth in central bank assets—and thereby in
the money supply—is allowed to exceed the growth in the country’s
productive potential, taking into account price developments in other
countries.

Of course, the emphasis you made on monetary policy as extremely
interesting and in the long run, perhaps this is the fundamental way.

I noticed in your very last statement, that we should look to fiscal
and above all the monetary policy for a solution to our balance-of-pay-
ments problem, as well as problems of domestic inflation—what you
are saying is that if we follow a policy that is restrained and restrains
an over-heated economy through monetary policy, it is going to have
the effect of encouraging the proper kind of capital inflow here.

Mr. Costanzo. That is right.

Senator Proxuige. It is also going to have the effect of encouraging
our investors abroad to use capital markets abroad if they can get an
advantage in doing so, and that this is the natural way to do it rather
than rely on controls.

Mr. Costanzo. Yes.

Senator ProxmIre. Mr. Brimmer, as a Federal Reserve Governor,
what is your reaction to that? I would like to get Mr. Deming’s, too,
because he is the monetary expert in the Treasury.

We are fortunate in having two of the money managers of the Na-
tion before us.

Mr. Brimaeer. Thank you, Senator.

The basic view Mr. Costanzo has expressed is admirable. His timing,
however, is indefinite. Therefore, I find his proposition not essentially
operational over the next year.

Senator Proxmire. Do you agree with his principle that we have
made a mistake or we do make a mistake when we increase the money
supply more rapidly than the growth in the gross national product at
a time when the economy is highly heated, if not overheated ?

Mr. Brimmer. I would agree that any kind of expansionary policy,
whether fiscal or monetary, which leads to excessive claims on real
resources is a mistake. The origin of that mistake is not in the growth
of money supply, but in the generation of the excess demand in mid-
1965, and the failure of the overall combination of stabilization poli-
cies to offset that growth. Putting it rather succinctly, with the increase
in demand for real resources on the part of the Government from
mid-1965 on, we should have increased the taxes.

Much of what we are talking about here, as Mr. Deming stressed, is
simply & tracking through.

_ Senator ProxmIre. You have to have both, though. We have the
increasing taxes. Concurrent with the increase in taxes, we had an eas-
ing of monetary policy. We had a situation where we had a slowdown
of the growth in money supply in the third quarter that was consistent
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with the growth in the economy. I understand in the fourth quarter,
we have had a further growth. ]

But while we are awaiting your report—there has been the prelim-
inary indication of natural growth. )

M. Brovoaeer. I don’t put much emphasis on these month-to-month
fluctuations and month-to-month supply of money growth. I would
take a much longer view. I am interested in seeing the outcome of
our report to you, myself. I know it will be coming to you soon.

But I would not like to be distracted for a moment, if you do not
mind, sir, from the basic point which Mr. Costanzo raised and which
is shared widely. That is, there is some configuration of interest rates
in this country which, essentially, taken alone, would be sufficient to
bring about and sustain an equilibrium in the U.S. balance of pay-
ments. We can achieve that configuration of interest rates without,
as I believe he said, and I do not wish to debate him—without caus-
ing havoc in the United States.

%enator Proxmire. Is that configuration higher or lower than now ?

Mr. Briamer. In the long run, I would expect that configuration
of interest rates to be lower than it is now if we could provide backup
with fiscal policy and other reinforcements. But in that kind of situa-
tion, I have no expectation whatsoever that relying primarily on mone-
tary policy, we could achieve or sustain this equilibrium with the struc-
ture of interest rates——

Senator ProxmIre. Are you asking for lower if the fiscal program of
&7 billion for 1969 is adequate ?

Mr. Brivomer. I have not seen the budget.

Senator Proxmire. We have an overheated economy. It seems to me
fiscal policy is restraining if you have a $3 billion surplus; somewhat
restraining. Would you want a bigger surplus than that to make
monetary policy operate?

Mr. Brimuzr. I would not want to say whether a $3 billion surplus
in fiscal 1970 is sufficient, because it would depend on the strain of
aggregate demand in the economy. We may need a larger one if aggre-
gate demand exceeds the rate of growth in real resources.

Senator Proxyare. Also in the last year, fiscal 1969, we had this
fantastic turnaround, from a $25 billion deficit to a $2 billion surplus.
If you gentlemen who manage our money supply say we have to rely
on further fiscal restraint, it would seem to me you are asking for a
lot. It seems to me that now it is the turn of the monetary policy to
do its job.

Mr. Brimaer. I would certainly welcome a return from financing of
a debt of some $17 or $18 billion of the capital market, which is due
in fiscal 1968, and Mr. Deming has his figures on what he expects to
demand in the market in fiscal 1969, so I would not comment on that.
But certainly something of that sort would be helpful in creating
conditions under which the scope of monetary policy would be in-
creased. But that is a different issue. It is still a relatively shorter
range view. And I do not think anyone is talking about achieving the
kind of equilibrium the U.S. balance of payments is sustaining, relying
somewhat heavily on the growth of our current account for a genu-
inely sustainable trade surplus.

No one, as I recall, is suggesting that that can be achieved over the
next 12 months—18 months, a much longer range view. That is why
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I am less sanguine than Mr. Costanzo is about the ability to permit
access. I think we ought to talk about it this way: to permit open
access to the American capital markets of foreigners and complete
freedom of capital outflows generated by U.S. citizens without any
kind of innovation or inhibition whatsoever over the near term.

If someone 1n this committee hearing is able to provide an acceptable
explanation of what can be in fact done over the near term, I am
ready to hear it. I am not sure it can be so done.

Senator Proxaure. I would like to ask Mr. Deming to comment.

Mr. Demiveg. Senator, I think Governor Brimmer has made the
point which I would make, that the important thing is to have proper
demand management—proper fiscal and monetary management—
whatever that turns out to be. I agree with you, there is not much
more possibility now of increasing taxes to restrain the economy, so
the weight falls on the monetary side. There is, as in the Revenue
Expenditure and Control Act of 1968, the expenditure control tool
which is an additional contribution to demand management policy.

I know how difficult that is, also, but the important thing, from my
point of view, is to get the economy into a more sustainable rate of
growth rather than this very high rate of growth.

Now, Mr. Costanzo’s point is that monetary policy can operate in
this country to maintain a sort of interest rate equalization, if you
like, between the United States and the developed world. And if the
rate structure is in reasonable balance you will not have the attrac-
tion to American foreign investment going overseas to such a great
degree. You will not distort the movement of capital if you are in
more proper rate balance. That is something I agree with.

It does not follow that you have to have an interest rate structure
that is as high as the present interest rate structure for this balance to
be achieved.

I do think, finally, to sum this point up, that with the tremendous
demands for capital in the world, in the United States and in the
rest of the developed world and in the underdeveloped world, I can-
not foresee a return to a low-interest-rate structure, an interest-rate
structure as low as we had in the 1950’s. I just do not think that is
in the cards for the foreseeable future.

But from my point of view, while it is absolutely vital to have
proper demand management in the United States to get our pay-
nients into balance, what I do not agree to is that this will do the
whole job.

I fail to see how you can run the U.S. economy at a level which
will generate enough of an export surplus to offset some of the other
foreign exchange costs that we have in an extraordinary degree and
which other countries do not have in the same degree. Even using
fiscal and monetary policy to achieve the most perfect demand man-
agement is not going to do anything about the deficit we have in
the military account.

That is a political and not an economic problem. We need to work
separately on that. I am not any more in favor of segmentizing
balance-of-payments policies than Mr. Costanzo is, but on this point,
it is important to segmentize, because those military expenditures are
important and because you cannot push the trade surplus up high
enough to offset the military expenditures plus other costs.
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T also do not think fiscal or monetary policy or demand management
policy has much effect on tourism. There we have to have a policy
to hold that deficit in bounds. I am not talking about reducing it, just
holding it in bounds so it does not grow larger, That requires, I think,
promotion, financing, getting a lot more tourists into this country. I
do not see anything inconsistent with economic freedom in managing
that part of the balance of payments specially so as to handle that
problem.

Once you do that and run a proper economy, I think you can have a
higher trade surplus and not depend quite so much on attracting
foreign capital. I think Mr. Fiero’s point is well taken on this. When
you ook at that column on return—Mr. Costanzo referred to this
also—return from dividends, fees, royalties, et cetera, in 1964 it was
$5.7 billion. In 1968, it was $8.2 billion. It has grown $2.5 billion.

We can look forward, I think, with reasonable confidence, assuming
the rest of the world runs its economies reasonably well, to an increase
in earnings on foreign investment. We can look forward, I think,
with reasonable confidence to an increase in the growth of American
investment overseas.

The Commerce Department program, Mr. Fiero stressed, never was
designed to stop that growth. It was designed to shift the financing.
In that, it has been extraordinarily successful.

I do not feel quite as strongly as Mr. Fiero does that this has
mortga%ed our future.

You have to come back to special effort on at least two segments of
the balance of payments, on the military side and on the private capital
side, in order to get enough breathing room to build up the trade
balance. But you are still going to have to depend, in my judgment,
on a fairly high gross flow of foreign capital into the United States
which will permit a higher gross flow of capital from the United
States abroad.

There is not much question but that we are a financial intermediary.
Perhaps not quite so much as Charlie Kingleberger puts it.

Chairman Reuss. Thank you, Mr. Deming.

Mr. Moorhead ?

Representative Mooraeap. Thank you, Mr. Chairman.

Mr. Deming, in your testimony, you spoke about the possibility
of improving the international monetary system, although you gave
it high marks, indicating that it is a system that is working pretty
well. It certainly appears to me to be to the contrary, that we are
dealing with an ‘obsolete jalopy that is going at Cadillac speed down
the road and that only the most talented of mechanics, of which you
are one, can keep it going.

Do you share any of my feeling along these lines ?

Mr. Dearive. Mr. Moorhead, I do not feel that the international
monetary system is perfect. I do not put it in quite the terms you
do, that it is a jalopy going at Cadillac speed down the road. Certainly,
there are things that can be done to improve it. I think one of them
isin process.

That is the creation of a new international reserve asset. This I
think will help stabilize the system.

I think various proposals that have been suggested for improvement
in the international monetary system ought to be looked at. They

25-765—69——14
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may not turn out to be as good as one might expect them to be, but
they are worth studying. I think perhaps the monetary authorities
have been a little too casual in not exploring some of these things a
little more. But I have seen progress on what you might call the
basic adjustment process front over the past several years—a far

reater understanding of the necessity to work cooperatively in this
I%eld, and a far greater understanding that most surplus countries have
to take responsible action.

We did find some responsible action, perhaps not as much as one
would like, but some responsible action on the part of the European
countries which approved the program we announced last J anuary
and tried to take some positive expansionary actions in their own
economies.

What we are looking for were some other things in addition to this,
some removal of the trade disadvantages that we have suffered.

In some of these things, we are making some gains also, and we
need to push harder on that front.

The German Government recently took an action to reduce its border
tax adjustment barriers. Implicity, this indicates that such practices
had produced some impact on trade balance both in Germany and its
trading partners. The German action is designed to moderate its trade
surplus and help the countries that were not in trade surplus. I think
this is another area that might be well explored in the implementing
of the adjustment process.

Back in 1966, Working Party Three of the OECD turned out a
report on the adjustment process. It is an excellent report and it is
full of what I think are perfectly sound principles. What we really
need to do is work on the implementation of some of these principles
a little more than we have, in which case, you may find that the inter-
national monetary system, with the SDR added to it, does not need
quite as much tinkering with as some people have suggested.

Representative Moorueap. You mention cooperation. I was in
France in late November, I was pleased to find that the French were
urging upon me the importance of international financial cooperation.
Ithink that might have been a little change in attitude.

Mr. Secretary, while we have you here, there are proposals being
made for increased flexibility in the system along the line of widening
of the bands and the crawling pegs and things like that. Can you give
us any of your advice and opinion on moving in this direction ¢

I quite agree with you, we do not want to jump into something radi-
cal and new. I just do not think that that would work. I tend to think
we should move in this direction.

Mr. Demine. Mr. Moorhead, I think there has been an ever-growing
level of interest in exploring certain of these proposals. So far, it has
been confined pretty much to academic circles. I was at a meeting in
England, T guess a month ago, where there was a group of businessmen
and financial men as well as academicians who were expressing some
interest in this.

Understandably, with the system that, despite some difficulties in
1968—difficulties that stemmed, I think, as much as anything from
factors that did not have much to do with the international monetary
system—is not perfect, it is reasonable to begin to look at the system
and suggested changes from an operational point of view. Whether
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the suggested changes will prove to have anything much in them or
not, I do not know, but I do not think it is any longer possible to put
your head in the sand and say you cannot study anything.

Basically, we need a fixed rate system. Whether we have any flex-
ibility in that fixed rate system is another question. I do not think
freely fluctuating rates are any solution whatsoever to our problem.
I think you cannot go that way. But a little more flexibility in a fixed
rate system may be useful. i

I might mention as an aside that people no longer call it a crawlin,

eg. That seems to have some invidious connotations. It is now call
ynamic parity. ) )

Representative MooruEap. Indeed, it would be a lot easier to vote
for dynamic parity than a crawling peg.

Mr. Secretary, I also think your presentation of the balance-of-
payments figures is very helpful. It points up with greater clarity
where the changes have come.

Let me see 1f the theory I have you would agree with. I think
that a useful analogy can be made by comparing the balance of pay-
ments to the balance sheet and the income sheet of a corporation. It
would seem to me that your figures would show that in previous years,
our income statement was in pretty good shape, but that we were
investing in long-term, and the liability side of our balance sheet was
short, so we are in a balance sheet bind.

The foreign investment control program, particularly when it was
rigidly enforced, beginning just a year ago, has just about reversed
the process.

Mr. Demine. That is correct.

Representative MooraEAD. The most dramatic swing, of course, was
on current account. We have gone from an average balance on goods
and services from $2.5 billion-plus, to the figures you gave us today
for 1968, minus $1.8 billion, a tremendous swing. But when you look
at the balance sheet figures, what has happened contrary to General
de Gaulle’s recent statements, instead of our going out and buying
up Europe, we have turned the thing around and they are coming
in and buying up the United States.

Mr. Demine. Part of the United States.

Representative MooruEAD. I have been doing a little bit of exagger-
ating. But it did shift from an average of —.2 in your column 7 for
the period 1958-67, to +7.7, and those two things, to me, are the most
dramatic reversals.

Mr. Demine. That is right.

Representative MooraEaD. Mr. Fiero, contrary to your testimony, it
has also been argued that any improvement in the capital account
achieved by restraint programs is offset by a deterioration in the cur-
rent account. If anything shows up in these dramatic figures that
Secretary Deming has presented, it is a very strong indication that
this may be the result of your strong capital restrictions.

Mr. Fmro. Mr. Moorhead, I think that is very difficult to relate the
deterioration in our trade account over the past 18 months to capital
controls. The main problem with our trade account has been the alarm-
ing growth in imports. It is possible that our failure to export more
capital in recent years has made more funds available domestically,
thus adding to the inflationary pressures in the United States. How-
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ever, I would doubt that capital controls have been a significant factoxr
influencing domestic inflation.

More significantly, I think that even supporters of this thesis would
admit that there can be a considerable time delay in the adjustment
process for this is not a perfect world and authorifies may intervene to
achieve other purposes, thereby frequently upsetting in one way or
another, the working of the process.

The thesis is unproven. If it is correct, obviously, it will require some
reassessment.

But T do not think that the dramatic increase in our exports which
took place in this past year as against the increase over 1966-67, par-
ticularly when you eliminate the agricultural sector, would tend to
support it.

Representative Moormrap. Governor Brimmer, since you are going
to be the strongest force on deciding whether we liberalize bank credit
controls where exports are concerned, I wonder if you would care to
comment ?

Mr. Brovmer. I would like very much to comment on that, Mr.
Moorhead, and I would like to take up where Mr. Fiero has left off.

As I looked at the question of the interrelationship between a given
amount of bank credit and the growth of the U.S. exports, I find my-
self doubting even more strongly than T did initially that the effects of
the restraint programs have been adverse with respect to export financ-
ing. You may recall I said that one of the activities we shall be engaged
in over the next month or so is an examination of this question. Until
we get the results of that examination, I would have to reserve
judgment,

I would like to share with the committee something I find particu-
larly dramatic in terms of a restraint program. Let us take a look at the
annual rate of growth of exports over the last few years, leaving aside
1964, which all of us admit was extraordinary. In 1965, total exports
grew 3.6 percent; in 1966, 11.5; in 1967, 4.5 percent; and in January
to November of last year, they were 9.2 percent on an annual basis.

Now let us break off the exports to Western Europe, excluding the
United Kingdom, which comes close to the conception in our guidelines
of developed countries of continental Western Europe. Again, leaving
aside 1964, in 1965, exports grew 4.3 percent; in 1966, 6.8 percent; in
1967, there was a zero; in the first 11 months of 1968, the U.S. exports
to continental Western Europe grew by 10.3 percent.

If we try to unravel these dafa, the thing that strikes me is this, that
1t is the relative demand for U.S. goods abroad—in other words, the
economic development in our principal market—that has a great in-
fluence on our ability to sell in these markets.

There was a slowdown of the rate of growth in Western Europe,
especially Germany in 1966-67—notice our exports to that economy
did not grow at all in 1967. In 1968, the impact on the foreign credit
restraint program undoubtedly was severe in Western Europe—after
all, we called for the repayment of term loans and the reduction from
the ceiling, and the banks could make no loans to Western Europe
except for exports. Yet in that period, exports to that end rose by 10.3

ercent.
P I find it difficult to conclude on the basis of this that bank financing
had an adverse effect.
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Now, there is one other point I would like to make which I cannot
document with data at this point. That is that we should recall that the
great bulk, perhaps the vast majority, of U.S. exports is financed not
by financial institutions, but by American producers, who finance
etther through trade credit or some other way.

I think we should be on guard against concluding that we require a
dollar of U.S. bank financing or financing by insurance companies to
move $1 of U.S. exports. This1s not true.

So I share with Mr. Fiero the conclusion that we ought to be cautious
in trying to make this kind of linkage.

Representative MooraEAaD. Governor, I'm almost convinced. My con-
cern 1s when you try to clamp down one area of a basic problem you
create impacts in other areas and sometimes these impacts are inequi-
table and damaging in the long run.

I would agree with Mr. Costanzo that as soon as possible, we should
move toward freedom so we do not distort anything. That is really
what I was urging.

One final note, Secretary Deming. You were talking about the mili-
tary expenditures and how we should cut those back or have them off-
set for balance-of-payments purposes. One of the things I understood
you to say was the purchase of bonds. It would seem to me that if we
were equating between the balance sheet and the income sheet, the
military expenditures, once they are spent, are gone and you have
nothing to show for it, and if you offset them with an investment, it is
;mt a fair standoff, although it does make the book look a little bit
hetter.

But fundamentally, if we are dealing in true economic terms, it is
not the way to balance them out. Would you agree with me?

Mr. Denmine. Yes. I said that some place in the statement, Mr. Moor-
head. I think it is far sounder to balance this off with some assumption
by the host country of expenditures by the nonhost country so you
neutralize the balance-of-payments costs. Also, it 1s sounder to do it
through foreign expenditure for military goods in this country than
it is to balance it through financial transactions.

Where it is not possible to do either of those first two or a whole
variety of other things, it is better, in my judgment, to balance it with
financial neutralization than not to balance it.

Representative Moorueap. Then we arve in accord, Mr. Secretary.

Thank you, Mr. Chairman.

Chairman Reuss. I have just one final question. In Mr. Costanzo’s
statement, he referred to the likelihood that some of the controls on
foreign investment by U.S. corporations had been evaded by an addi-
tional outflow of funds from the United States to the Eurodollar mar-
ket. Of course, that would rob Peter to pay Paul, if true.

What can you say, Mr. Fiero, about it.?

Mr. Frero. Mr. Chairman, we have not seen any evidence of this,
at least insofar as companies that are reporting to us. In fact, their
liquid foreign balances held abroad, as opposed to proceeds of foreign
borrowing awaiting investment, have remained remarkably steady
throughout the year. So if it took place, and I do not know what sup-
porting evidence Mr. Costanzo has for this, it must have taken place
from other sectors of the economy.
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Chairman Reuss. Suppose I wrote a check on my bank in Washing-
ton and deposited it in a bank on the Continent. How does that show
up in our accounts? In the first place, that is caught, I take it, by our
accounting system.

Mr. Fiero. This is a U.S. outflow of funds and increases the foreign
liquid claims on the United States. So it has the effect of hurting our
balance of payments. To a large extent, these funds end up in the
holdings of foreign monetary authorities and are generally very
short term. However, foreign authorities have admittedly been placing
more and more dollars into the foreign banking system.

Chairman Reuss. What can you say to this, Mr. Costanzo?

Mr. Costanzo. Yes, Mr. Chairman. I do not mean to imply by that
statement that there is evasion. What you have here is increasing pres-
sures on the Eurodollar market which 1s resulting in higher Eurodollar
rates. This is bound to affect the flow of funds between Europe and
the United States. Without the Eurodollar bond issues we might have
had even larger foreign investments in the U.S. securities market and,
hence, a larger capital inflow to the benefits of our balance of payments.

Chairman Reuss. Has it, in fact? Has there been an increase in
transfer of U.S. domestic balances to Eurodollar balances in the year
or two ¢

Mr. CosTanzo. It is difficult to measure that in a period when we have
been running a balance-of-payments deficit which, in essence, has been
feeding the dollars into the Eurodollar market throug the central
banks.

The whole market has been growing, so it is very difficult to segre-
gate the impact of these particular factors.

But I still feel, just on the logic of the situation, that these market
forces are bound to suck funds into Europe that otherwise would not
have been—simply because of the demand that has been created for
funds over there and the higher interest rates which have resulted.

Chairman Reuss. Eurodollar deposits in private hands have in-
creased in the past year, have they not %

Mr. Costanzo. Yes, there has been an increase. Eurodollars have in-
creased from about $8 billion in 1964 to $20 billion last year, and I
think the increase over the last year was something like from $16 to
$20 billion.

Chairman Reuss. Well, I would say Mr. Costanzo may have a point
there. One wonders how much of that $4 billion increase in Eurodol-
lars holdings was an attempt by American holders of balances in this
country to take advantage of the fact that a lot of American compa-
nies were making floatations in Europe.

Mr. Fiero. I would like to make two additional points, Mr. Chair-
man, if I might.

First of all, the marketplace has expanded, if for no other reason
than the U.S. companies which have borrowed abroad have generated
very substantial balances which they have tended to keep abroad until
such time as they have need to employ them.

But those balances which are borrowed abroad are not the kind I
think Mr. Costanzo is referring to. Under our program, we have limits
on the amount of balances that arise other than from borrowing
abroad. Direct investors report to us regularly as to their holdings.
The data we have indicate that companies participating in the man-
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datory program have not taken measures to increase their short-term
liquid balances abroad or to flow funds out from the United States to
take advantage of higher interest rates.

Chairman %{EUSS. Well, wasn’t there a $4 billion increase in Euro-
dollar holdings last year ?

Mr. Frero. Yes. This could be explained by several factors. One
factor is the rate structures there. We may have actually seen some
local currency funds—marks, perhaps francs, perhaps lira—move
into dollars. This would result in drains on a few of the surplus
currencies while the dollar marketplace expanded. In fact, I think that
this has been one of the major factors responsible.

Another factor, of course, is the long-term foreign borrowing by
U.S. companies, which has been very substantial during the last year.
Such funds flow, to a considerable extent, from other currencies, but
they tend to be held in short-term Eurodollars pending their utiliza-
tion by U.S. companies for foreign investment purposes. This alone
could easily have resulted in an expansion of the Eurodollar market
by over a billion dollars. )

Others have used the Eurobond market as well and it is reason-
able to believe that many such users also increased their short-term
deposits in dollars. I would sincerely question whether U.S. com-
panies as a group, certainly those reporting to us, placed surplus
domestic liquidities overseas.

Chairman Reuss. Mr. Deming is late for an appointment, and we
would be delighted to excuse him so that he is not any later.

Mr. Deming. Thank you.

Chairman Reuss. Thank you so much, Mr. Secretary.

Representative MooruEAD. I want to commend all of the witnesses
before any of them leave. I think this has been a most helpful
hearing. I think you, as chairman, should be commended for bringing
to us such brilliant witnesses.

Thank you, Mr. Chairman.

Chairman Reuss. Thank you, Mr. Moorhead.

You have spoken, Mr. Fiero, about corporate transactions. What
about individual transactions? What about individual transactions
which are not covered by your controls? As far as I can see, large
sums of individual holdings may in the last year or two have gone
overseas and thense into the purchase of flotations overseas by U.S.
corporations.

To the extent that that is what happened, the whole exercise was
in vain because we have the same capital outflow that we would have
had had the direct investment been made.

Mr. Frero. Mr. Chairman, of course, this would be in direct viola-
tion of the interest equalization tax which does place restrictions upon
the purchase by U.S. citizens of certain bonds issued by U.S. com-
panies in the European marketplace.

‘We do not have any statistics which would disclose to us in the Office
of Foreign Direct Investments what individuals in the United States
may have done. I do not know whether the Federal Reserve Board
would have any data that would throw any light on this particular
issue.

Mr. BrimMER. May I, Mr. Chairman ¢
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First of all, as Mr. Fiero said, since the bond issues by American
subsidiaries abroad are issued by foreigners, they are subject to the
IET, and Treasury data would show the volume of such transactions
subject to that tax. .

I am sorry Mr. Deming left before he could comment on this.

Mr. Chairman, more generally the question concerns the growth
of funds in the Eurodollar market. The sources from which they
could arrive are, of course, many. The deposits on the books of U.S.
branches abroad would be one indication of the way in which this
could arise.

At one time, I was concerned as to whether the U.S. banks would
use their foreign branches, especially in London, in effect to intercept
funds which normally would come to the United States to put them
on the books of their London branches, and thus to keep them avail-
able in the Eurodollar market. I was surprised to see that, at least
as late as 1968, there had been no evidence of this,

The rate of growth in the liabilities to foreigners owed by the head
offices of U.S. banks had not slowed down at all.

So I would not conclude that the use of Eurodollars necessarily im-
plies the acceleration of the outflow of funds from the United States.

With respect to the bank program, the banks, as we have said ear-
lier, reduced their net long-term loans, and by the end of 1968, they
were required to reduce their short-term loans to 60 percent of the
amount outstanding at the end of 1967. Let me rush to say that the
development and performance of the Eurodollar market—up to now
we cannot identify the principal sources, at a good level of detail any-
way—of the sources of the funds coming into the markets. We do
know that the central banks play a large role in it.

As you know, some of the central banks received large inflows of
funds, especially during this disturbance in the Middle East during
J une;.f That did put some funds back into the market, but we cannot
specity 1it.

Chairman Reuss. I am baftled by the reference to the interest equali-
zation tax here. The case I put is an American with an account n an
American bank who writes a check for $1,000 on an American bank,
deposits that in dollars in a bank in France or Switzerland or Ger-
many, and a month later, writes a check on that continental bank
overseas for a thousand dollars in order to purchase a thousand dol-
lars’ worth of bonds floated by an American company that wants
to put up a plant in Belgium and is raising the money locally.

Is that covered by the interest equalization tax?

Mr. Firro. Yes, Mr. Chairman, it 1s, provided that the U.S. corpora-
tion floating the bond is deemed to be formed or availed of for the
principal purpose of obtaining funds for foreign investment. Most of
the Eurobond financing in recent years has been accomplished through
foreign offerings of debentures by U.S. corporations which are special
finance subsidiaries of other major U.S. corporations. These finance
subsidiaries operate in such a way as to derive 80 percent or more of
their income from foreign sources. When first offering such deben-
tures, these subsidiaries obtain rulings from the Internal Revenue
Service that they are formed or availed of for the purpose of obtaining
funds for foreign affiliates. Therefore, if a U.S. citizen were to pur-
chase such debentures, either at the time of original issue or in the
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secondary market, he would be required to pay the tax, unless exempted
for some reason. The amount of this tax can be quite substantial.

Chairman Reuss. On a 6-percent bond bought at par for $1,000,
what would the tax on that be?

Mr. Fiero. The amount of the tax varies according to the period re-
maining to maturity of the debt obligation purchased. The top rate of
the tax for a remaining maturity of 2814 years or more, is 18.75 percent.
Therefore, the tax on a 6-percent bond purchased at par for $1,000
and having a 29-year maturity would be $187.50. The average maturity
of the Eurobond offerings in 1968 is probably about 15 years. The in-
terest equalization tax on the purchase of a debenture having a 15-year
maturity is about 13 percent of actual value, or approximately $130
per thousand.

With your permission, Mr. Chairman, I would like to refer to an
article that might shed some light on that question posed here. It ap-
pears in the Morgan Guaranty Trust Co.’s “World Financial Markets,”
dated December 27, 1968, in which they attempt to analyze the increase
in the Eurodollar market this past year.

They refer, first, to the tremendous cash holdings of the U.S. com-
panies arising out of them marketing of Eurobonds. They go on to say
that there are several other important factors responsible for the rapid
expansion of the short-term Eurodollar market during 1968.

One has been the increase in dollar deposits by overseas sterling area
countries, presumably reflecting efforts by such countries to diversify
their officials reserves. This was a significant factor.

In addition, there was a considerable expansion of dollar deposits
of banks in Britain originating from Western European countries,
notably France, Belgium, Italy, and Switzerland. These are attributed,
in part, to the flight from French francs and the improvement in the
Italian balance of payments which resulted in large dollar holdings by
the Ttalian banks.

The flow of dollars originating from Switzerland may be due to the
channeling of officially held dollars into the Eurodollar market and to
placements by the Bank of International Settlements. It also reflects
large placements with banks in Britain and elsewhere by the Swiss
commercial and private banks.

We have seen an extraordinary movement of money during the past
year, reflecting the uncertainty in the international markets. Such
funds tend to move to the strongest currencies. But the banking sys-
tems in those countries cannot employ all the funds they receive and
they have therefore tended to move them into the international market,
frequently in the form of dollar deposits.

Chairman Reoss. Thank you very much.

In view of the lateness of the hour, we will now declare this hearing
adjourned, to be reconvened at 2 o’clock in this room. We appreciate
your cooperation.

Thank you so much.

(Whereupon, at 1:10 p.m., the hearing recessed, to reconvene at 2
p-m., in the same room, this same day.)
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AFTERNOON SESSION

Chairman Reuss. Good afterncon.

The final session of the Joint Economic Committee’s Subcommittee
on International Exchange and Payments will be in order.

We are very pleased to have here with us as our last witness Dr.
N. R. Danielian, president, International Economic Policy Associa-
tion, and with him his son and associate Mr. Ronald Danielian.

I first want to say that the report on our balance of payments 2 years
ago, I believe, by the International Economic Policy Association, has
been a very fundamental document in our whole study over the years
of the balance of payments and its recent updating has been most help-
ful, too.

Mr. Danielian, you have a lengthy statement with very comprehen-
sive attachments, all of which will be admitted into the record. I would
now like to ask you to proceed in your own way, either by reading it
or, because it is lengthy, if these are parts which you can compress, suit
yourself on it.

STATEMENT OF DR. N. R. DANIELIAN, PRESIDENT, INTERNA-
TIONAL ECONOMIC POLICY ASSOCIATION; ACCOMPANIED BY
RONALD L. DANIELIAN

Mr. Danterian. Mr. Chairman, I shall be glad to abide by the pleas-
ure of the Chair. If it is possible to print the document as if the whole
had been read in full

Representative Rruss. It will be printed in its entirety.

Dr. Dantrrian. I would like to emphasize certain portions of it in
view of the fact that the trade aspect and the tourist and direct invest-
ment controls have been emphasized in this morning’s discussion; per-
haps comments on those areas would be quite appropriate.

Mr. Chairman, it is a privilege to appear before this committee to
discuss the balance-of-payments problems of the United States. As
early as 1960 our organization warned appropriate committees of the
Congress that unless the United States got control of the deficits in the
international accounts, we would lose our freedom of action and initia-
tive in the world.

In 1966 we published a volume, “The United States Balance of Pay-
ments: An Appraisal of U.S. Economic Strategy.” We have recently
updated this book in an addendum entitled, “The United States
Balance of Payments: A Reappraisal, 1968,” which has been mailed to
each member of your committee. In these publications we have made
detailed recommendations on how to correct the payments deficit.

I must say in all fairness that in the past 4 years the administration
has shown a growing awareness of the seriousness of the problem;
and the U.S. Treasury officials in particular, have shown a great ver-
satility in sitting on the lid of an explosive international financial sit-
uation, a position, I am sure, which they have not enjoyed.

In spite of all these efforts, however, the international payments ac-
counts of the United States continue to be in a precarious situation.

Although the balance-of-payments statistics look good for 1968, the
underlying factors in current account receipts and expenditures have
not improved, and the betterment in the statistics has come about my
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capital account transactions which may or may not be recurrent. I
shall, in this paper, briefly touch upon the more important components
of these accounts and make some further recommendations.

BALANCE OF PAYMENTS

Our total liabilities as of the end of September 1968 had climbed
from a 1958 figure of $16.8 to $33.6 billion. At the same time, our gold
reserves with which to pay these obligations had dropped from $20.6
billion at yearend 1958 to $10.9 billion as of November 30, 1968.

In 1967 the United States suffered its worst balance-of-payments
deficit on a liquidity basis since 1960. The deficit was $3.6 billion, which
included approximately $1 billion of special transactions, bringing the
actual deficit closer to a $4.5 to $4.6 billion range. In response to this
hemorrhage of dollars, the President, on January 1, 1968, announced a
comprehensive program to stem the outflow by $3 billion, of which
$2.5 billion was to be made up in the private sector and only $500
million in the Government sector : $1 billion from a cutback on private
investments; $500 million from a cutback on bank Joans to foreigners;
$500 million from the tourist account; and $500 million from an in-
crease in exports.

The first three quarters 1968 figures now indicate that the private
investment sector will make its $1 billion savings goal; the banking
sector has achieved its target of $500 million savings. The travel sector
alone has gained $209 mi%lion net (on an annual basis) over 1967, It
is too early to give an accurate breakdown of the transportation sector;
hovy{ever, the total transportation sector has lost only $10 million over
1967.

However, the U.S. trade balance slid from $3.47 billion in 1967 to
$432 million in 1968 (first three quarters on an annual basis), a loss
of over $3 billion. Our true commercial balance (trade excluding Gov-
ernment-financed exports), which indicates the foreign exchange earn-
ings of our trade account, is in deficit by $3.1 billion. And Government
expenditures abroad have increased. It is the deterioration in these ac-
counts which will make it hard for a real and substantial improvement
in the U.S. balance of payments.

Table 1 is a consolidated statement of the private and Government
sectors in the U.S. balance of payments. This represents the closest
breakdown that we can make using the Department of Commerce’s
balance-of-payments statistics as presented in the Survey of Current
Business. It indicates the real deficit (the deficit excluding certain
special or transitory transactions). There was a_substantial overall
improvement in the balance of payments during the first 6 months of
1968, but the three (Hllmrters figures indicate that the deficits were still
high for the year. The total Government sector has increased its out-
flows over 1967 and the total private sector has increased its inflows
(earnings). On the basis of these 9-month figures, we would be inclined
to estimate that the true U.S. deficit will range from $3.5 to $4 billion
for 1968, excluding temporary and nonrecurrent items. This is, of
course, a saving from the true deficit of $4.5 to $4.6 billion in 1967,
but it is still unacceptably high.

By the Government’s measurement, the preliminary 1968 three
quarter figures indicate that the liquidity deficit will be about $1.1 to
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$1.2 billion on an annual basis, allowing for more than $1.9 billion
worth of special transactions (on an annual basis). These special trans-
actlons include the sale of U.S. Government offset bonds to official for-
eign agencies and commercial banks.

Let us now consider the major areas within the U.S. balance of pay-
ments that affect the deficit in either a positive or negative way. These
are the balance of trade, tourism, direct investment controls, and mili-
tary and foreign aid expenditures.

TrRADE

I think the most serious deterioration has taken place in the trade
account ; the U.S. net trade position has deteriorated consistently since
1964, when we had a surplus of $6.6 billion. From that height it has
slid to a mere $432 million in 1968—first three quarters on an annual
basis. The true commercial surplus—trade excluding aid-financed
exports—which shows the actual foreign exchange earnings of our
trade account, dropped from $3.6 billion surplus in 1964 to a $3.1 billion
deficit in 1968—a drop of $6.7 billion in 5 years.

The case is not that our exports have stagnated, but rather that
imports have risen more sharply than our exports. While our imports
rose by 22.3 percent between 1967 and 1968, our commercial exports
rose by only 11 percent. There has been a structural change in our com-
modity import-export relationship leading to a loss of our propor-
tionate share of world trade. Chart I shows this decline in our share of
world trade starting in 1957, well before the high inflation rates and
near capacity production levels of the latter 1960s.

Table 2 shows the U.S. merchandise balance and percentage in-
crease in exports and imports from 1965 to 1968 by major trading areas.
Between 1967 and 1968, the following areas accounted for a $2.9 billion
decrease in our trade balance: *

United Kingdom, $309 million; European Economic Community,
$918 million; Canada, $972 million ; and Japan, $700 million. An addi-
tional loss of $438 million on net balance is attributable to “other
countries in Asia and Africa.”

Within the total merchandise trade sector, agriculture used to ac-
count for 25 to 30 percent of our exports. In 1965 it accounted for 24
percent ; in 1966, 23.8 percent ; in 1967, 21.1 percent; and in 1968, 19.4
percent—first three quarters on an annual basis. Agricultural products
are the items in which the United States is most competitive. From
1960 to 1966 there was a steady rise in our exports in this sector. Since
1966, however, agricultural exports have been declininge.

There are recent indications that the international grains arrange-
ment has further jeopardized the U.S. position in agricultural exports.
Under Secretary of Agriculture John Schnittker admitted in the be.
ginning of August 1968 that certain flaws in the IGA may be per-
mitting other producers to undercut established minimum prices in
certain grades of wheat.

According to the U.S. Department of Agriculture, agriculture’s
yearly contribution to the balance of payments in the 4 preceding years
averaged $1 billion. The Department concluded that in view of net

11968 first three-quarter figures projected on an annual basis.
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trade deficits in nonagricultural trade in 1967, the overall balance-of-
payments deficit and potential drain on gold stocks were minimized by
the good agricultural performance.?

Past agricultural contributions no longer are reason for optimism,
however, for future improvement in the agricultural trade account
will require reversal of current trends. Agricultural exports in 1967
declined 7 percent from their 1966 peak, and 1968 data are not ex-
pected to reflect any significant change; 1969 projections are not op-
timistic either. Despite the many predictions for world food short-
ages, there is increasing evidence that the decline in U.S. agricultural
export opportunities reflects serious structural changes in world ag-
riculture. These changes are being reflected in reallocation of produc-
tive resources in world agriculture, with the result that U.S. products
are being displaced by foreign production.

A recent OECD report 3 documents the development of surpluses
in many of our traditional export markets, especially the European
Common Market. The OECD projects worldwide surplus production
of temperate zone products, but fears that solutions to these problems
will be inhibited by economic nationalism directed toward whole or
partial self-sufficiency.

The U.S. Department of Agriculture recently confirmed the serious
implications of these developments in wheat, traditionally our lead-
ing agricultural export commodity.

At least for the current year, the world not only has more than
enough wheat for its needs, but the grain is so adequately distributed
that trade expansion is not expected.*

The prospects for our trade account, in general, do not look good.
As recommendations in this area which T feel would help this account
earn more, I suggest the following:

1. The United States should seek the elimination of nontariff bar-
ries to our trade such as variable levies and border tax adjustments and
quotas in other countries. What profit is there in negotiating sweeping
tariff cuts in the Kennedy round only to find that the Europeans and
the Japanese have devised other means of protecting their markets?

2. Consideration should be given to revision or withdrawal at the
earlier possible date from the international grains arrangement so
that the United States may compete in world markets on the basis of
its comparative advantage in the cost of producing wheat. What sense
does it make to adhere to artificially high world wheat prices when
other producers, who have an oversupply this season, find ways of sell-
ing below the established minimums?

3. We should provide export incentives, while unfair border taxes
are negotiated, to American exporters. One method could possibly
take the form of an international trading corporation, for export
purposes only, with a tax advantages; for example 14 points less
than the normal corporate tax level.

4. Consideration should be given to opening up East-West trade
in consumer and agricultural products. To enable the United States

2 4{J.8, Agriculture and the Balance of Payments, 1960-67,” Economic Research Service,
U.S. Department of Agriculture, ERS-Foreign 224,

s«Agricultural Projections for 1975 and 19853 ; Production and Consumption of Major
Foodstuffs in Europe. North America. Japan, and Oceania,” Organization for Economic
Cooperation and Development (Paris 1968).

4 #Wheat Situation,” U.S. Department of Agriculture, November 1968.
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to secure its share of hard currency earnings in agricultural trade
with the Soviet Union and Eastern Europe, the cargo preference
requirements as they apply to commercial agricultural exports should
be removed.

Mr. Chairman, I would like to add a fifth point, and I have made
this recommendation before:

5. The GATT agreement should be subject to renegotiation. The
GATT agreements were negotiated in 1948, when the primary con-
cern of the Western World was the rehabilitation of Western Europe,
and many provisions of that agreement were written with that in
mind. I think since conditions have changed, certain aspects of that
agreement should be reconsidered.

Chairman Reuss. Do you have reference there to the provisions of
GATT with respect to tax rebates?

Mr. Danterian. The provisions with respect to tax rebates, yes,
certainly, and perhaps also the provisions relating to balance-of-pay-
ments consideration so that the provisions coul§ be put into effect
in a more orderly fashion. At the present time, as you know, on
balance-of-payments grounds, members can establish quotas. Every-
one agrees that quotas are not the desirable way to control inter-
national trade, and therefore, perhaps border tax adjustments should
be substituted instead of quotas as a balance-of-payment relief measure.

I think there may be other aspects to give greater prominence to
reciprocity, instead of merely across-the-board most-favored-nation
arrangements. You see, when a country like Japan excludes every-
body’s products, it is abiding in some respects with provisions of
GATT because everybody is excluded and everybody has a most-
favored-nation treatment, but that does not help our trade relations
with the country.

I feel that greater emphasis should be placed upon negotiation with
trading blocs, say the Common Market and the United States, on the
basis of reciprocity.

But this gets us into some rather controversial areas, and these are
my own personal views; they do not represent an organization view-
point. But I feel that it is time that GATT should be looked at very
hard with a view to shaping it to our present requirements.

Direcr InvestaMeENT CoNTROLS

The direct investment controls announced on January 1, 1968, have
admittedly benefited our balance-of-payment accounts by $1 billion,
but they are, in my opinion, detrimental to the balance of payments in
the long run. Investments are being curtailed, and earnings are being
forced back to the United States. By the structuring of the controls to
include reinvested earnings as an outflow and, therefore, under restric-
tion, the internal cash flows and working capital of the U.S. direct
Investor are being cut back.

Corporations have been forced to rely on foreign borrowings. Ap-
proximately $1.6 billion has been borrowed through security issues
during the first three quarters of 1968 and a $2- to $2.5-billion total
for 1968 is a possibility. Another $300 million or so in long-term funds
have been borrowed through the foreign banking sector. With cash
flows restricted, it will become increasingly difficult for the U.S. direct
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investor to keep up his traditional rate of return, for the cost of doing
business will rise.

The $1 billion savings target will probably be met mostly from repa-
triation of income and reduction in liquid foreign balances. No accu-
rate figures are available to indicate to what extent reinvested earn-
ings have been curtailed, but income on foreign investments is up $442
m1]J7ion for the first three quarters of 1968 over the same period in
1967.

It is an undisputed fact that U.S. investments abroad have earned
more for the United States by way of repatriated income—with or
without royalities and fees included—than the amounts of direct out-
flows. What we are doing in our controls program is restricting our
earning capacity abroad, forcing repatriation of income, substituting
borrowed money for it,and calling it a saving.

In much the same way, restrictions on short term bank loans to for-
eigners only deny the United States the interest from these loans. If
they are short term, the principal will be repaid with income in the
form of interest. If you cut these short-term loans, you have given up
the income thereon.

As abhorrent as these controls are to individual businessmen, they
have shown great forbearance and willing compliance with the regula-
tions. I want to put my case against controls on national interest
grounds. It is simply not possible to improve our earning capacity
abroad, to do all the things we are called upon to do, asa nation, by
borrowing either on Government account, to keep our troops abroad,
or on private account, diminishing the equity income of our invest-
ments. Nor can we maintain the credit of this country by borrowing
short, and lending long or spending on current consumption.

I would recommend the elimination of the investment controls before
they irrevocably hurt our earning capacity. Each year the controls
remain, corporations are forced to increase their debt burden to
increase investments. As debt increases, it becomes harder to eliminate
the controls for fear of massive outflows to pay off the outstanding
obligations. This period of high interest rates in the United States 1s
the ideal time to start to eliminate the controls.

I do not believe the finance ministers and central bankers in Europe
have the same resistance to U.S. direct investments now as they had
in 1967. Belgium and Spain, and Ireland, too, have officially pleaded
with the U.S. Government to take off these controls and France in its
present condition has come to appreciate the benefits of U.S. financial
and technological input. Great Britain welcomes United States invest-
ments. What we are confronted with primarily are the attitudes in the
Netherlands, West Germany, and Switzerland. I should imagine that
in the context of our total relations with the Dutch and the Germans
we should be able to come to an amicable understanding with them.
That leaves the Swiss bankers who, I do not believe, can alone start a
run on the U.S. Treasury.

However, to eliminate even the remote possibility of a flight of
capital from the United States or a massive repayment of foreign debts
with U.S. funds, the new administration may wish to establish a tran-
sitional period during which a voluntary program of restraint may be
instituted, primarily with respect to direct outflows from the United
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States to such Western European countries as favor them. This may
be accomplished, for example, by the following method :

1. Abolition of all schedules with respect to reinvested earnings and
repatriation of income. I am referring to the Department of Commerce
schedules A, B, and C, concerning investment in the less developed
countries, the developed countries, and Western FEurope. A direct
investor could be required to repatriate a minimum amount either at a
reasonable percentage or the average of a base period such as 1964-66.
Earnings should be calculated on a consolidated basis with no restric-
tions on the use of retained earnings.

2. Abolition of schedules A and B, but the retention of schedule C,
for such continental European countries as desire them, only with
respect to direct outflow of capital, subject to the following conditions:

(@) A temporary voluntary limit on outflows based upon the aver-
age of 1964-65, or such period as may be appropriate in individual
cases.

() Temporarily, no direct outflows to be permitted to schedule C
countries, as narrowly defined, based upon a year-end to year-end basis,
to prevent any danger of massive transfer of capital.

(¢) Investors with no base may be given either a flat allowance or
be subject to special consideration.

(d) Complete freedom to acquire equity and debt obligations of
affiliated foreign nationals in exchange for intangibles such as know-
how and industrial property rights or tangibles such as machinery.

(¢) Freedom to issue and sell abroad equity securities of U.S. com-
panies for the purpose of construction of new plants, expansion of
existing plants, and acquisition of existing facilities.

() An incentive in the form of increases in allowable capital ex-
ports or retained earnings, based upon proof of improvement in total
balance-of-payments contributions of each enterprise, including im-
ports and exports by a specified percentage per year, such as 5 or
10 percent ; some proportion of the improvement may be added to the
allowable limit of capital exports or retained earnings on a discre-
tionary basis.

We have, Mr. Chairman, estimated the effect of the suggestions, and
whereas we estimate that complete abolition of the controls immedi-
ately might increase capital outflows by a billion dollars, and this was
a question that was asked this morning—of Mr. Deming, I believe—
the institution of this voluntary program that we are advocating, will
not cause any large increase of outflows over and above the present
Government program. In fact, it compares favorably with the manda-
tory controls that the Department of Commerce has established. A
comparison is given in tables 5 and 6 in the appendix.

These guidelines could be the first in a number of steps to the even-
tual elimination of all controls at the proper time. Qur calculations
show that these voluntary guidelines would save as much, if not more,
than the present Government program while eliminating some of the
cumbersome and arbitrary rules now in force.

Tables 3 and 4 are provided as background information on U.S.
direct investment abroad and the present Government program. Tables
5 and 6 give our evaluation of the balance-of-payments effects of the
Government program compared with our proposal as stated above.
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In comparing lines 7 and 8 of table 5 with table 6, it can be seen that
our proposal would have resulted in $100 to $900 million less outflows
over the 4 year range (including Canada) than the present Govern-
ment program. We feel that as a transition step, this phased approach
would still give substantial leeway to corporate finance officers—more
so than the present OFDI program—and, at the same time, affect the
balance of payments in a positive way. )

I also feel that as an aid to the balance of payments, an incentive
program _allowing repatriation of income over and above the 1964—
67 hastorical level, free of U.S. tax liabilities, for a specifically limited
period, should be encouraged to see what results may be achieved. Ex-
cess funds may flow back into the United States as a direct result of
this.

Tourism

I would like to turn to tourism. This is a matter in which the chair-
man has taken great interest, and I hope he will retain his interest,
because I believe very deeply that there are great opportunities here
for increasing the earnings of the United States in this account.

Preliminary indications of travel expenditures alone indicate that
the net deficit on this account in 1968 will be $209 million lower than
in 1967. This is compared with the $500 million target that the Presi-
dent’s objectives called for a year ago January.

We oppose restrictions on the freedom of Americans to travel.
Travel abroad is in essence import of services. We do not see the logic
of singling out this particular form of imports for taxation or any
other kind of limitation. In fact, we are inclined to believe that free-
dom of individuals should carry a higher scale of priority than, say,
price of goods.

On the other hand, there are many activities of a positive nature
that can be undertaken to offset the so-called tourist gap in our balance
of payments. I do not see why the selling of services to foreign travelers
in the United States has not received the same emphasis as exporting
goods.

In fact, if one were to assess the potentialities of the two efforts I, for
one, have believed for a long time that the United States has much to
offer in this area of great attraction and interest to peoples of other
lands. Whereas, one may not be able to tell the difference between the
services obtained from a transistor radio or TV made in the United
States, Japan, or Germany, I am sure everyone will recognize that the
Metropolitan Opera in New York, or the city of Washington, or the
Grand Canyon, are unique and can only be appreciated by a personal
visit.

Very valuable work has been done in this area by the U.S. Travel
Service of the Department of Commerce and by the national and
international air, rail, and bus carriers in reducing rates for inbound
foreign travelers, but much more can be done and I want to enumerate
some of these possibilities.

First and foremost, we would like to renew the recommendation
made in our book on the balance of payments in 1966 that the Congress
appropriate, and the Treasury Department implement, a program of
issuing coupons to incoming tourists for, say, a 20-percent discount on
tourist services purchased in the United States. The administrative
problems are not so difficult as they may appear.

25-765—69——15
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The most important work would be to encourage incremental travel
to the United States which would have to limit this privilege to par-
ticular classes of travelers who would not otherwise be able to come
to this country. The problems on this side are minimal. These coupons
could be easily redeemable either at the local post offices or 1n payment
of taxes to the Federal Government.

Second, the U.S. Travel Service budget should be increased sub-
stantially, up to $10 million immediately, and ultimately to $15 mil-
lion, and the position of the Director of the U.S. Travel Service should
be enhanced to that of Assistant Secretary of Commerce for Tourism.

In the third place, a new function has to be created here in the
United States, the lack of which has made travel by foreigners in the
United States a very difficult and trying experience. This function
one might call the “reception industry.” As you well know, orga-
nized group travel to Kurope, for instance, is facilitated by agencies
in each country which provide assistance in every aspect of travel,
including reception at the airport, interpretative services, facilitating
clearance through customs, transportation into town and handling of
baggage, sightseeing guides, et cetera. This 1s an expensive function in
the United States and as of now it is almost nonexistent.

I suggest, therefore, that sufficient funds be provided to the U.S.
Travel Service to initiate this service. Perhaps 1t may be possible to
persuade some private foundations, with the cooperation of the Inter-
nal Revenue Service, to fund pilot projects in this area until it is well
developed so that we are better able to judge whether the costs could
be absorbed in the total cost of the tourist package. This may, in fact,
become ultimately & major source of employment for able and linguis-
tically inclined college students.

We are all aware of the fact that the services in many of our na-
tional parks are now overcrowded and inadequate, and if we are to
provide package tours for foreign travelers in the United States, it
would be necessary to expand these facilities. I recommend, therefore,
that the Congress give sympathetic consideration to the programs of
the Department of the Interior in this field.

Attention should be given also to the growing restrictions on travel
by the citizens of many countries and since tourism to the United
States is a sale of services, this area of restriction against our export
of services should receive a high priority in the diplomatic representa-
tions of the State Department.

Finally, I recommend strongly that this committee hold a special
set of hearings and invite the transportation, travel and hotel indus-
tries to come forward with their own specific recommendations on how
to expand forelgn travel in the United States.

I hope that the chairman of this committee will maintain his con-
structive interest in this field.

MILITARY EXPENDITURES

The net deficit on military expenditures, after deducting military
hardware sales, has been more than $2 billion every year from 1958 to
1967. Table 7 shows these balances. In 1968 (first three quarters on an
annual basis) the next deficit on military transactions will be in the
neighborhood of $3.1 billion. With our commitments in Southeast Asia,
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our troop concentration in Western Europe, and constant threats such
as the Czechoslovakian situation, it is hard to see any diminution in our
foreign exchange losses in this account. Considering our balance-of-
payments problems, it is essential to the maintenance of free world
security that our allies share in the burden of defense expenditures
in Europe. Selling interest-bearing bonds to offset military expendi-
ture is not a proper “sharing” of costs. It will only aggravate our
balance-of-payments situation in coming years. )

In my recent travels in Europe I have found much support in
business and governmental circles that the European governments
should pay for a larger portion of their defense costs. There has been no
logical explanation why the U.S. Government has failed to accomplish
this result.

I believe that the following recommendations in this area should be
adopted to ameliorate the adverse balance of-payments effect of our
defense expenditures.

1. The United States should insist that the foreign exchange costs
of maintaining U.S. forces in Western Europe be borne by the respec-
tive countries through budgetary appropriations. As a minimum, these
countries should be required to purchase U.S. products in the equiv-
alence of our military expenditures, over and above a historical base.

2. If the European countries do not feel that they should pay part
of the costs of our defensive deployments, in a sense denying the
seriousness of the threat to their security, we should be prepared to
reduce conventional forces while maintaining our fire power.

3. Our expenditures in Asian countries, such as Japan, the Philip-
pines, the Republic of China, Thailand, and South Korea, and our
other Asian military endeavors, should be arranged in such a fashion
as to increase procurement by those countries in the United States. The
situation in this countries is different from Western Europe. They
do not have a gross national product that can support a major security
effort. Therefore, our military costs in that area should be offset as
nearly as possible by equivalent transfers of real resources. This would
m(gxire payment in blocked dolars in American banks, acceptable for
U.S. procurement under specific administrative arrangements, assuring
additionality of imports from the United States over a base period.
This could result in savings of as much as $2 billion.! The trade
statistics previously cited indicate that we are far from achieving this
result. In fact, we have gone into reverse gear.

FOREIGN AID

From 1965 to 1967, the estimated exchange costs of our foreign aid
amounted to an average of $727 million. In 1968, the first three quarter
figures on an annual basis indicate that the exchange costs will decline
by $127 million to approximately $600 million. In my view, there is
no need for even this much foreign exchange loss in our aid program,
if 100 percent additionality were practiced. A survey of this problem in
certain South American countries undertaken last August indicates
that we are far from achieving this result. I would recommend the fol-

1 International Economic Policy Association, “The United States Balance of Payments:
A Reappraisal, 1968, December 1968.
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lowing as a means to assure that there will be no exchange losses in
this account:

1. The foreign aid program should be reoriented from a program
loan basis or a line of credit basis, to providing only U.S. goods and
services for individually approved incremental development projects.

2. There should be a greater degree of international sharing of aid.
Table 8 indicates that the United States gives the lowest combination
of favorable interest rates and maturity periods. In addition, other
countries of the world, such as France, count as aid the normal interest-
bearing loans extended to their former colonies.

3. If it becomes necessary to give low-interest, long-maturity, pro-
gram loans for balance of payments, import assistance, or debt repay-
ment, then such loans should be given for that expressed purpose by
a consortium of the developed countries, on equal terms and on a
proportionate basis. I see no reason for our providing 40- or 50-year
loans at low interest rates and other members of a consortium provid-
ing 6- or 7-year loans at a 6-percent interest rate.

SvanrarioN

In summation, Mr. Chairman, the U.S. balance-of-payments deficit
is still dangerously high. The Government account is responsible for
the deficit, while the private account is just not able to provide enough
surplus to pay for the difference. A combined program that would
actively promote exports, insisting on reciprocity of treatment, en-
courage tourism to the United States, reduce Government expenditures
by reallocating military expenditures and foreign aid, and decontrol
private investments, will do more to eliminate the balance-of-payments
deficits than the present Government programs.

ALTERNATIVES

There is a tendency in this country to look for a simple panacea to
correct the imbalances in our international accounts. Of course, the
surest cure would be to withdraw our military presence from the Far
East as well as Europe, but that is not a simple or feasible proposition
in the light of world conditions.

For quite a while, curtailment of U.S. investments abroad had its
strong advocates, but we have found that it doesn’t really cure our
balance-of-payments deficits.

There are those who advocate floating exchange rates as if that alone
will bring our international accounts into balance by increasing ex-
ports and diminishing imports. Since our balance-of-payments deficits
are primarily due to governmental expenditures abroad, a devaluation
of the dollar in terms of other currencies will merely increase the
costs of our efforts abroad without improving our balance of payments.

Furthermore, one must assume a corresponding increase in com-
mercial exports as a result of depreciation of the dollar in relation
to other currencies. Where is there in this world a country which will
voluntarily allow us to obtain such an advantage? The only prospects
are the Netherlands and West Germany, with their balance-of-pay-
ments surpluses but any revaluation of their currency would have
minimal effects on U.S. trade, what with their other restrictions such
as variable levies on U.S. agricultural exports. It is far better that
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they take on a larger share of our troop costs than tamper with ex-
change rates. i

Then there is a school of thought that the problem is one of
liquidity and you can increase liquidity by increasing the price of
ggld, on the one hand, or by creating special drawing rights as a
means of international payments. However, since the rest of the world
has much of the gold, an increase in the price of gold will merely
obligate the United States to buy it back at a higher price, giving
capital gains to other countries for which we must be willing to give
goods, services, investments, or other property. An increase in the price
of gold will not provide us enough resources to make it possible to
continue funding our deficits. ) o

The special drawing rights, desirable for the expansion of liquidity
in the long run, will not supply us even a fifth of the costs of our troops
in Europe per year, even 1f creditor countries should permit us to
use them for that purpose.

There is also a proposal to curtail total demand by fiscal and mone-
tary measures by slowing down the rate of growth. There is here a
confusion between the rate of growth and the rate of inflation. If
these measures are taken for the purpose of curbing inflation, then, of
course, they should have the blessing of everyone who believes that
money is a store of value, a measure of contractual obligations between
borrowers and lenders—and that includes our bank depositors, savings
bank account holders, beneficiaries of insurance and pension plans,
and everybody else who holds a fixed-dollar asset for future payment—
a medium of exchange which must have reliability in order to lubri-
cate the wheels of commerce, domestically as well as internationally.

There is in these functions of money a good enough reason to pre-
vent the erosion of value as a vesult of inflation. Maintenance of the
value of the dollar by curbing inflation should therefore have the
highest priority in economic policy.

However, if it is hoped to redress the balance-of-payments deficits
by sufficient depression of income or prices domestically to affect a
part, probably a small part, of our imports, and possibly a small part
of our exports—though that is more problematical-—one must consider
very carefully the cost of such an approach in terms of the total
economy.

An analysis of the types of commodities entering into imports and
exports and the areas of the world involved in the deteriorating trade
position of the United States would seem to indicate that more can
be accomplished in earning income abroad through a well-organized
and aggressive negotiating stance in those areas, such as agriculture,
export incentives, value added taxes, East-West trade, sharing of
mutual defense and foreign aid costs, and a long-range investment pro-
gram which, in time, would bring sufficient income to obviate the
necessity of trade restrictions.

We should not be concerned in the long run with deficits in our
balance of trade or tourism, because a capital exporting country; if
it is to receive income on its investments abroad, must expect, when
these investments are matured, to import more goods and services than
it exports. This, after all, will increase the consumable wealth of the
United States.

It is only because of the tremendous magnitude of the U.S. Govern-
ment’s involvement abroad, with its attendant costs, that we have a
balance-of-payments deficit and monetary crisis. The transfer of re-
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sources required by these programs has not been, and apparently can-

not be, accomplished by the automatic workings of the international

pricing and foreign exchange mechanisms. ) ) )
The answer, I am afraid, is not in changing the mechanism or in

some other painless alternative. It must be found in a strong diplo-

matic effort, at the highest levels, to persuade other countries to accept

more of our goods, more of our investments, and more of our burdens.
(Chart and tables submitted by Mr. Danielian follow :)
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TABLE 1.—PRIVATE AND GOVERNMENT SECTORS IN THE U.S. BALANCE OF PAYMENTS, 1962-68

1in billions of doitars]

1962 1963 1964 1965 1966 1967 19681 19682
Govern- Govern- Govern- Govern- Govern- Govern- Govern- Govern-
Private ment Private ment Private ment Private ment Private ment Private ment Private ment Private ment
EXPONS. o oot 18.1 2.5 19.2 29 22.3 3.0 233 3.0 260
Income on investments..... 4.1 .5 4.2 .5 5.0 .5 5.0 .5 5.7
Other service receipts.... 4,4 .2 4.7 .2 5.2 .3 5.6 .3 6.5
Long-term capital inflows__.._._ I R I I U =2 e 2.2 . 23 .-
Repayments to U.S. Government3__.__ .. .._.._. 1.3 .. ) U R, L3 ... LS ceeeeee. L6 o0 22 ...
Government liabilities 4. _......._..oo..... N U N S - IR 2N SRR C) I
Total receipts. ....oooooooeaannn s 5.1 28.4 53 3.6 5.6 33.7 5.5 404 o
BPOTS. . ooooeoeceaannnneeea PR —17.0 .. —18.6 oo —205 —25.5 IV
ServViCes. .. oooiieiaoenan —-1.0 —6.2 -1.1 -6.6 -1.3 -2 —1.4 -82
Private long-term investments____.__.._. —2.9 ... ..._._. =37 e —4.4 (. ___. —4.5 ... -
Military cash outflows....__.. =31 .. —3.0 ..o...- —2.9 coo...- —2.9 ..
Government grants and loans........o.ooooo... —4.3 ... —4.6 e —4.3 __..... -4.2 _.
Total payments. ... coociemnan.n . —8.4 -26.9 -8.7 —~29.6 —8.6 -33.2 —8.5 —-12.0 -46.7 —11.8
Basic position. ... oooiicaeiaan . -3.3 3.3 —-4.8 2.4 —-4.7
Short-term capital outflows. .. - S iaee =B e =2 il 8l =4 L =L 2l -5 ... =13 .
Unrecorded outflows..c.coccmemrmvanann O -3 e =3 e
Balange. .. coceoeeeomccianennnn .9 -3.3 .5 -3.4 ... -2.9 1.0 -3.0 2.3 2.5 —4.8 8 -4.7
1 First 2 quarters at annual rate. Note: Private exports equals value of all handise exports excluding military, minus expendi-
tures by U.S. Government on merchandise ($3,523,000,000 in 1967). Government exports equals us.

2 First 3 quarters at annual rate.
3 Excludes debt prepayments of $680,000,000 in 1962, $326,000,000 in 1963; $123,000,000 in 1964; Government expenditures on U.S. merchandise ($3,523,000,000 in 1967).
$221,000,000 in 1965; $429,000,000 in 1966; and $6,006,000 in 1967. Includes military sales. . " " " 29 and 39
+ Excludes sale of medium-term Government securities to foreign governments which totaled Source: U.S. Department of Commerce, *'Survey of Current Business,” June 1968, pp. 29 and 39,
$469,000,000 in 1967. September 1968, U.S. Government Printing Office.
& Less than $100,000.



TABLE 2—U.5. MERCHANDISE TRADE BALANCE EXCLUDING MILITARY IN MILLIONS OF DOLLARS AND PERCENTAGE INCREASE IN EXPORTS AND IMPORTS, 1965-681

United Kingdom European Economic Community (EEC) Other Western Europe
1965 1966 1967 1968 1965 1986 1967 1968 1965 1966 1967 1968
Net trade balance....._..._..__. —$24 +$159 —$150 ® 4-$1,296 31,080 +-$100 ® 43644 43396 +-$345
Exports. . ..l $1,756 $1,864 $1,926 ® $5, 404 $5, 506 $5.989 ® $2,419 $2,297 $2,541
Rise in exports (percent) _ 7.9 6.1 3.3 . 8.8 ... —5.0 10.6
Imports__ ..o ... ... -~$1,780  —§1,705 —$2,076 ® —$4,108  —$4,488  —$5,889 —$1,901 —$2,196
Rise in imports (percent).._....._ ... .. ... 20.9 —4,2 21,8 e 9.3 3.2 . 7.1 5.5

Canada Latin America and other Western Hemisphere Japan

1965 1966 1967 1968 1965 1966 1967 1968 1965 1966 1967 1968
Net trade balance_._____..._____ 43642 -+-$511 -+$84 —§888 —$122 +3$34 +$13 +318 —~$388 —$633 —$344 —§1,044
Exports__ ... $5, 460 $6, 552 $7,095 $7,550 $4,234 $4,719 $4,669 $5, 200 $2,051 $2,340 $2,673 $2,900
Rise in exports (percent). .. ________.._.__.______ 20.0 1.7 6.4 ... 1.5 1.1 LS L. 14.1 14.2 8.5
Imports. ... ... .. - —§4,818  —$6,041  —$7,011 98,438  —$4,356 —3$4,685 —$4,656 —$5,182 —$2.430° —$2,973 —$§3,017 —$3,944
Rise in imports (percent)__.___________________. 25.4 16.1 20.4 . ___._. 1.5 -0.6 1.3 ... 21.9 1.5 30.7

9¢¢
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Eastern Europe Australia, New Zealand and South Africa

Other Countries in Asia and Africa

1965 1966 1967 1968 1965 1966 1967 1968 1965 1966 1967 1968
Net trade balance. _............. +321 +$19 —$5 +-$623 +-$337 8468 43471  +4-$1,400  4-$1,589  --§1,826 +§1,388
(111 S $200 $199 $209 $1,258 $1,141 $1,274 $1,413 $4,198 $4, 645 $4, 891 $5,153
Rise in exports (percent) 36.0 —0.5 5.0 ceieaaean —9.3 1.7 10,9 oL 10.6 5.3 5.4
tmports. - ool —$179 —$180 -$214 —$635 —$804 —$806 —$942 92,789  —$3,056  —$3,065 —~$3,765
Rise in imports (percent) 21.8 0.6 18.8 o oeieeaanes 26.6 0.2 16.8 _._______.. 9.2 0.3 2.8
Total, all areas, excluding Government financed
Total, all areas exports

1965 1966 1967 1968 1965 1966 1967 1968
Nettrade balance. oo oen i aiim e iieeeeeeiiiecccccecane +%3,635 433,477 +3432 481,776 +$483 —$46 —$3,100
EXPORYS . oo e e c e e i eeemmeamseememeeceeecoocmcmsecesseeemeemnee $29,176 $30,468 $33,452 $23,292 $26, 024 $26,945 $28,920
Rise in exports (percent). . 11,2 4, R PR, 1.7 3.5 11.0
IMPORS. oo e eamaneaan —$25,541  —$26,991 —$33,020 —$21,516 —$25,541 —§26,991  —$33,020
Rise in imports (Percent). - o ccno oo ieeeem o eeemc oo icesoeoissemcmaaenaneneee 18.7 5.7 22,3 ool 18,7 8.7 22.3

11968 figures are first 3 quarters at an annual rate. 31968 figures for Government financed exports are first 3 quarters at an annual rate.

2 Not available: Up to 1965 the EEC was included in Western Europe; in 1965 the *‘Survey of Current .
Business" started to list the EEC separately. Note: Percentages are rounded.

Source: U.S. Department of Commerce, ‘‘Survey of Current Business,’’ June and December 1968.
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TABLE 3.—U.S. DIRECT INVESTMENT POSITION 1964-67 * ACCORDING TO SCHEDULES A, B, C OF FOREIGN DIRECT INVESTMENT REGULATIONS UNDER EXECUTIVE ORDER
11387 AS ORIGINALLY ISSUED

[1n millions of dollars)

Value of investments Outflows 2 Reinvested earnings

1964 1965 1966 1967 1964 1965 1966 1967 1964 1965 1966 1967

Total, all areas 44,386 49,328 54,711 59, 267 2,416 3,468 3,623 3,020 1,431 1,542 1,739 1,578

Schedule A, total.__ 12,320 13,289 14,150 14,891 397 562 474 442 292 387 429 292

Latin America 8,894 9,391 9,826 10,213 143 176 190 191 216 306 302 172

Far East, less Japan.___.........______. 1,182 1,358 1,471 1,665 103 164 55 135 28 9 56 63
Africa, less Libya and Republic of South

i 816 961 1,085 1,145 54 118 108 88 -1 25 22 5

117 134 146 160 ~27 9 4 2 15 8 8 13

Other Western Hemisphere. ... ... 1,311 1,445 1,622 1,708 124 95 117 26 34 39 a1 39

Schedule B, total._........_____. 22,150 24,664 27,393 29, 596 760 1,700 1,770 1,296 782 911 901 89

Australia. ... ... ... ...... 1,475 1,679 1,923 2,354 125 136 148 324 64 72 92 104

Canada®. ___ .. . _______._.___... 13,796 15,223 16, 999 18, 069 239 962 1,135 392 500 540 547 644

JaPAN Lo eeeaas 598 675 756 868 78 19 31 33 35 49 49 79

Libya_ .. 402 428 389 456 70 21 —43 55 3 5 4 3

Middle Easto. ... . ... 1,332 1,536 1,669 1,748 42 245 118 150 11 3 14 —~14

) United Kingdom_.._ ... ._........... 4,547 5,123 5,657 6,101 206 317 381 342 167 242 195 81

Schedule C, total_ ..._.....__._.. 8,029 9,391 11,151 12,448 1,179 1,193 1,448 1,133 279 164 288 221

Common Market_ . _______________.._._ 5,426 6,304 7,584 8,405 807 857 1,143 816 100 -3 100 4

* Other Europe, less United Kingdom 7____ 2,136 2,558 2,967 3,376 355 305 285 284 141 149 140 144

South Africa. ... ... ... .. 467 529 600 6 17 31 20 33 38 18 48 36

82¢



Earnings Income ¢

1964 1965 1966 1967 1964 1965 1966 1967

Total, allareas. . oo 5,061 5, 460 5,702 6,017 3,670 3,963 4,045 4,518
Schedule A, total ..o 1,418 1,551 1,662 1,638 1,137 1,184 1,234 1,339

Latin AMBIICa. o e et cicccceceeamae 1,095 1,160 1,267 1,203 895 869 965 1,022
Far East, less Japan 153 168 164 216 117 156 104 147
Africa, less Libya and Republic of South Africa 1 43 23 -1 3 23 4 =5
Other 0CEANIE - - ooeveoo oo 21 20 23 20 6 10 13 7
Other Western Hemisphered . . il 149 160 185 200 116 126 148 168
Schedule B, total. . ... it 2,825 3,002 3,083 3,215 2,080 2,134 2,233 2,467
AUSHIAlia . L oo 121 126 146 151 52 52 54 50
Canada. .. 1,106 1,209 1,237 1,327 634 703 756 790
Japan.. .. . 54 91 91 123 30 47 43 46
Libya...... . 258 232 270 292 252 226 266 289
Mi dle East o, _ . . 813 840 877 1,004 836 836 863 1,018
United ngdom 4713 504 432 378 276 270 251 274
Schedule €, total. . i 724 13 853 889 424 578 554 656
Common Market 398 395 436 448 215 366 321 398
Other Europe, less Uni 239 2717 293 313 103 132 157 178
South Africa___.............. 87 101 124 128 46 78 7 80

1 Preliminary. ¢ Includes other Middle East countries such as South Yemen. (Normally in schedule A.)

2Includes funds borrowed abroad through security issues and actually used abroad by American
direct investors, $52,000,000 in 1965, $445,000,000 in'1966, and $278,000,000 in 1967.
3New Zealand is not listed separately, allhough mmlmal itis in this total. (Normally in schedule

B.)
4 Includes Bermuda and Bahamas which are not listed separately. (Normally in schedule B.)
;]anlad%is excluded from OFDI regulations. Therefare, it is necessary to subtract this from total
schedule B.

7 Includes Greece and Turkey which are normally in schedule B.

8 Royalties and service fees not included.

Note: Totals of all schedules will not equal ‘Total, all areas' due to ‘‘International shipping cem-
panies incorporated abroad’’ being omitted.

Source: U.S. DeEartment of Commerce, Survey of Current Business, September 1966, 1967, and
October 1968, Washington, D.C

622
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TABLE 4.—THEORETICAL LEVELS OF ALLOWED INVESTMENT IN SCHEDULES A, B, C COUNTRIES UNDER EXECUTIVE

ORDER 11387

{Dollar amounts in millions)

Total and average

1965, 1966 investment

Theoretical investment

allowed, 1968

Actual

Percentage 1967

average outflows

Totalt  Average allowed Amount amount

Schedule A total . . il $1,852  $926.0 110 $1,018,60 $734
Latin AMeriCa. - oo e ceeicccccenncamceanann 974 487.0 110 535.70 363

Far East (less Japan). ... ... . ... 284 142.0 110 156. 20 198
Africa (less Libya, Republic of South Africa)______._.. 273 136.5 110 150,15 93
Other 0CeaniC. oo« oo mccicmcccacnan 29 14.5 110 15.95 15
Other Western Hemisphere__ .. ... 292 146.0 110 160.60 65
Schedule B total (excluding Canada)_.__._..___...__._.... 2,098 1,049.0 65 681,85 1,157
Schedule B total (including Canada)_.._.__._....._..__...._. 5,282 2,641.0 65 1,716.65 2,193
Australia. ... iiieacias 448 224.0 65 145,60 428
Canada. . . oo icieiccecamcaaaaan 3,184 1,592.0 65  1,034.80 1,036
JAPAN_ e e 148 74.0 65 48.10 112

[0 —13 ... [
Mlddle 2 R 380 190.0 65 123,50 136
United ngdom .................................. 1,138 569.0 65 369. 85 423
Schedule Ctotal_ .. 3,093 1,546.5 35 541,27 1,354
Common Market_ . _____ . .. __.......... 2,097 1,048.5 35 366.97 857
Other Europe (less United Kingdom). 879 439.5 35 153,82 428
South Africa. ..o iiciicicaen 17 58. 35 20, 47 69

t [ncludes funds borrowed abroad—$52,000,000 in 1965; $445,000,000 in 1966; and $278,000,000 in 1967. These funds
represent funds borrowed abroad and actually used for direct investments. They cannot be broken down by schedules.

Note: All investment outflows shown are calculated as outfiows plus reinvested earnings.

Source: Figures computed from figures contained in table 3.

TABLE 5.—EFFECTS OF OFDI CONTROLS ON DIRECT INVESTMENTS,! 1964-67

{In millions of dollars)

Line 1964 1965 1966 1967
1 Net U.S. direct investment outflow 2 _________ ... . ____...___ 2,416.0 3,4i6.0 3,178.0 2,741.0
Actual reinvested earnings. . ..o oaieiioeaaoos 1,431.0 1,452,0 1,739.0 1,578.0
Total, outflows (OFDI basis)3_ ... ___________._.__... 3,847.0 4,958.0 4,9172.0 4,319.0

2 110 percent of 1965-66 average allowable outflows for schedule A
asper OF D). .. o iciainas 1,018.6 1,018.6 1,018.6 1,018.6

3 65 percent of 1965-66 average allowable outflows for schedule B
as per OFDI, including Canada_____ ... .. oo . __.____ 1,716.6 1,716.6 1,716.6 1,716.6

4 65 percent of 1965-66 average allowable outflows for schedule B
as per OFD!, excluding Canada. .. ... o eemoceooooaaoo.a 681.9 681.9 681.9 681.9

5 35 percent of 1965-66 average allowable outflows for schedule C
asper OFDE_ ... . o ielliiioo.. 541.3 541.3 541.3 541, 3
6 Subtract total funds borrowed abroad and used abroad4____.__.._ —38.0 81.0 625.0 367.0

7 Outflows allowed under OFDI, including Canada, fines 2 plus 3

plus § minus 6 equals program effect and total balance-of-pay-
ments effect s _ o iiieciedamaeneae 3,314.5 3,3145 3,3145 3,314.5

8 Outflows allowed under OFDI, excluding Canada, lines 2 plus 4
plus 5 minus 6 equals program effect®____ .. _____ . ____. 2,279.8 2,160.8 1,616.8 1,874.8

See attachment for footnotes and source, p. 231.
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TABLE 6.—EFFECTS OF NEW IEPA PROPOSAL ON U.S. DIRECT INVESTMENT, 1964-67
[In millions of dollars]

Line 1964 1965 1966 1967
1 Net U.S. direct investment outflows2. ... ... ... ... .. .. .... 2,416.0 3,416.0 3,178.0 2,741.0
Actual reinvested earnings. - oo o icenimmaicaenans 1,431.0 1,542.0 1,739.0 1,578.0
Total, net outflows (OFDI basis)3_____.______._.......... 3,847.0 4,958.0 4,917.0 4,319.0

2 Outflows allowed under new IEPA proposal based on average out-
flows 1964-65 with no outflows allowed in schedule C_._._._._. 1,756.0 1,756.0 1,756.0 1,756.0

3 OQutflows allowed under new IEPA proposal, excluding Canada
from Comtrols. .o oo iiiieeeeaaeaas 1,155.5 11,1555 1,155.5 1,155.5

4 Add reinvested earnings at the residual of average 1964-66 repa-
triation under our proposal (72 percent against 24 percent)...... 1,419.9 1,528.8 1,596.6 1,684.8

5 Add reinvested earnings as the residual of average 1964-66 repa-
triation under our proposal, excluding Canada_________________ 949.2 1,020.2 1,071.6 1,125.6
6 Subtract all funds borrowed abroad and used abroad¢. ... ___._.__ —-38.0 81.0 625.0 367.0

7 Outflows, adjusted, under IEPA new proposal, including Canada,

lines 2 plus 4 minus 6 equals program effect and full balance-of-

payments effect®. .. iiceeciicccacaan 3,213.9 3,203.8 2,727.6 3,073.8
8 Outfiows, adjusted, under IEPA nrew proposal, excluding Canada,
lines 3 plus 5 minus 6 equals program effect®_ __.____._...._._ 2,142.7 2,094.7 1,602.1 1,914.1

See attachment for footnotes and source.

ATTACHMENT FOR TABLES 5 AND 6

1 These are calculated effects of the various proposals on the 1964-67 figures. .

2 These are outflows as listed by the Commerce Department, i.e., direct investment outflows with funds borrowed abroad
through security issues and actual(ljy used for direct investment—netted out: 1964, not available; 1965, $52,000,000;
1966, $445,000,000; and 1967, $278,000,000.

3 This figure is provided for comparison only. If represents what the OFDI would consider as outflows.

4 This represents the sum of funds borrowed and actually used abroad through security transactions plus long-term
liabilities—under the assumption that net changes in long-term liabilities of U.S. corporations reflect net proceeds of
loans obtained abroad which are immediately transferred to foreign affiliates.

¢ Since all countries throughout the world are included here, this figure represents the IEPA program total net outflows
and the total balance-of-payments net outflows for the direct investment sector.

¢ Since Canada is excluded from the calculation of this figure, this represents only the IEPA program total net outflows.

Source for table 5: Calculated from figures contained in table 4.

Source for table 6: U.S. Department of Commerce, ‘‘Survey of Current Business,” June 1968, p. 29; September 1968,
pp. 29 and 31; and October 1968, pp. 25 and 26, Washington, D.C.




TABLE 7.—U.S. MILITARY EXPENDITURES AND SALES, 1958-67

{Ia millions of dollars]

1958 1959 1960 1961 1962 1963 1964 1965 1966 1967

Expenditures (totaly. . ... ... _____.___. —3,435 -3,107 —3,087 —2,998 -3,105 —2,961 -2,876 —2,945 —3,735 —4,340
Continental Western Europe..___....___ —1,485 —1,362 —1,351 —1,291 -1,423 -1,327 —1,311 -1,304 —1.388 —1,401
United Kingdom .. —360 —289 —287 —225 —197 —184 —173 —154 —145 —210
Other world_._._.__. —1,590 -1,456 —1,449 —1,482 —1,485 —1,450 —1,392 —1,487 —2,202 -2,729
Sales (totaly_ . _.__._._..._. 300 302 335 402 656 657 747 830 829 1,240
Continental Western Europe. 168 173 211 250 521 527 560 460 471 543
United Kingdom.._ 5 8 10 16 18 13 43 56 78 328
Other world. 127 121 114 136 117 117 144 314 280 369
Balance (total). ... ... _......._. -3.135 —2,805 —2,752 —2, 59 —2,449 —2,304 -2,129 -2,115 —2,905 —3,100
Continental Western Europe -1,317 —1,189 -1, 140 —1,041 —902 —3800 -751 —844 -917 —858
United Kingdom -1355 —281 =277 —209 —-179 —171 —130 —~98 —67 118
Otherworld.. .. .. ... ... —1,463 -1,335 —1,335 —1,346 —1,368 —1,333 —1,248 -1,173 —1,922 —2,360

Source: U.S. Department of Commerce, Balance of Payments Statistical Supplement (revised edition), and Survey of Current Business, June 1968,

(444



TABLE 8.—AVERAGE FINANCIAL TERMS OF OFFICIAL BILATERAL LOAN COMMITMENTS, 1963-66

Weighted average maturity periods (years) Weighted average interest rates (percent)
1963 1964 1965 1966 1963 1964 1965 1966
20.0 8.8 1.7 6.5 3.0 52 5.5 5.7
18,7 14.7 10.0 13.9 il.3 2.1 4.8 2.8
12.5 25.1 30.1 34.3 6.0 4.7 3.8 2.4
............ 19.1 13.7 18.7 .. 4.0 5.3 s
1(15.0) 115.6 16.6 15.3 14,2 13.2 3.7 3.6
18.5 18.1 16.9 21.2 4.3 3.9 4.2 3.3
8.7 9.2 7.3 8.0 6.1 4.3 4.2 3.7
______________ 16.0 12.0 41 . 5.6 4.4 5.2
23.8 24.2 23.9 23.6 3.9 3.5 2.0
______________ 17.0 16,0 ot 4.5 3.0 .
Portugal. oo o iiiiiiiacaien 20.2 16.3 121.5 1259 3.3 4.1 13.8 13.6
SWedeN. i 20.0 20.0 20.0 20.0 2.0 2.0 2.0 2.0
United Kingdom. e mmmmemmem e 21.0 23.9 22.1 23.9 4.8 3.8 3.3 1.0
United States. .. iciiiiiiciccana 32.5 33.4 28.0 29.3 2.0 2.5 3.3 3.0
Total DAC COUNtries. . .. oo oo ciciciicacaaann 2(24.8) 28.4 22.2 23.5 23.4 3.0 3.6 3.1

1 Based on gross disbursement data.
2 Based on incomplete data.

Note: Figures in parentheses ( ) are secretariat estimates.

76Source: OECD, ‘‘Development Assistance Efforts and Policies,”” 1966 review, p. 160, 1967 review,
p. 76.
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Chairman Reuss. Thank you very much, Dr. Danielian, for a most
perceptive statement.

Your estimates of the balance-of-payments costs of our foreign aid
program contradict rather markedly the estimates made before us
yesterday by Administrator Gaud of AID. I do not know whether you
were present during his testimony.

Mr. Danterian. Yes; I am aware of it.

Chairman Reuss. If you could address yourself to that discrepancy.

Mr. Dantmerian. Our figures come from the Department of Com-
merce Survey of Current Business, and they include the total aid given
by the United States, including IDA and the Inter-American Bank,
and so on. You will find, if you subtract line 26 from line 1 of the
survey of current business, December 1968, page 29, table 5, you will
get the outflow of dollars resulting from all foreign aid programs.
They do take credit also for repayments, such small repayments as we
are receiving now from other countries, for previous loans.

Chairman Reuss. Do your figures give credit to the additional ex-
ports produced under the letter of credit procedure, which I believe——

Mr. Danterian. Yes; those are taken into account. These are the net
costs as obtained from the Department of Commerce statistics.

Now, the ATD agency, as the Defense Department in its presentation
yesterday, and as the Treasury Department today, make their own
calculations, taking credit for inflows which may appear in other
accounts of the balance-of-payments statistics. But actually, the net
outflow, according to Department of Commerce statistics, is in the
neighborhood of $600 million in 1968 for aid.

Chairman Reuss. That would be subject to whatever offset is obtain-
able by increased prosperity in the developing countries leading to
greater imports from the United States.

Mr. Dan1eLiaN. Yes; I think there are ancillary economic effects
that would not show in the statistics, of course.

Chairman Reuss. Mr. Brock ?

Representative Brock. If we may, I would like to talk a little bit
about this international trading corporation that you suggest. Would
you just sketch briefly how it might work? Would it be composed of all
U.S. exporters involved in a jointly owned operation, or

Mr. DawteLian. No, an individual company would set up an export
corporation, taking title to exports at the water’s edge, and the profits
that accrue to the corporation from the exports. This would be a U.S.
corporation, taxable in the United States. Profits accruing to it, in-
stead of being given a 50-percent tax rate, would be given a 85-percent
tax rate. The effect of that would be not so much in the net price re-
ductions offered to the customers, because if the rate is calculated, it
would come to possibly 1.7 or 2 percent in cost. But it would be in the
promotional effort that a company would be inclined to give to that
aspect of the business because of the difference in the income tax rate.

Representative Brock. So each corporation then could set up its
own subsidiary, in effect, which would engage only in export trade?

Mr. Daxterian. Yes. This would differ from the Western Hemi-
sphere Trade Corp., in that it would not be allowed to invest in prop-
erty abroad and have a tax advantage there.

Re@presenta,tive Brock. It would exist only for the purpose of ex-
port?

Mr. DaN1eLIAN. Yes, sir.
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Representative Brock. All right. Now, how does this jibe with ex-
isting international agreements? With one of the witnesses we had
before us on Monday we were talking about the actual cost of ad
valorem and comparable taxes in this country which are not reduced
for export goods.

For example, the various manufacturers’ taxes. He said that the
figure would be somewhere between 2 and 4 percent.

Mr. DaNTELIAN, Mr. Surrey ; Stanley Surrey

Representative Brock. That is right. In light of his statement of the
figure of 2 to 4 percent, how do you justify this 2.4-percent tax rate?

Mr. DantELIaN. But the whole percent would be on the total price
of the product.

Representative Brock. And you figure this is a comparable rate?

Mr. Danterian. Noj; this is much smaller than that, actually, in
terms of price. This is not a reduction of price, this is a reduction of
income tax liability.

Representative Brock. It is an increase in incentive; isn’t that what
it is?

Mr. DaNIELIAN. Yes. .

Representative Brock. Which would make more funds available
for promotion and sales and exporting ¢

Mr. DantErian. I think an allowance or credit or rebate would be
greater than this proposition. This proposition is more of an incen-
tive proposition than a reduction in price. ) . .

Representative Brock. I see. That would not come in conflict with
the existing international agreements emanating from the GATT

Mr. DanteLian. They are less likely to raise questions about this than
they are a direct assault along the lines of the TV A scheme. In other
words, if today, we do what Germany did a year ago—increase import
duties by 10 percent—and Congress changes the tax system and gives
10 or 1i percent incentive rebate on exports, there would be a tre-
mendous uproar around the world.

Two to four percent, maybe they will not raise so much of an
uproar.

1On that tax incentive, through this corporation, as I said, if you
analyze the arithmetic, it would come to about 1.7- or 2-percent
reduection in cost.

Let me give you an example to make it clear: If a company which
makes, let us say, 10 cents on the dollar of sale and pays 50 percent of
that to the Federal Government because of the 50-percent tax rate, and
retains 5 cents on the dollar as net profit, obtains a 14-point reduction
in taxes, that would be 1.7 cents more. He will just be making, instead
of 5 cents, 6.7 cents.

Representative Brook. I understand the logic of your case.

Mr. DanteLian. Yes; so it is not a tremendous concession in the price
of the product, I think, but it will be a great incentive to put more
effort into export.

Now, I would not offer this as a substitute or a major realinement
of our trade relationship with the Common Market or with Japan in
some of these other areas. I would like to see, specifically, a retreat
from the international grains arrangement and a rather aggressive
reconsideration by representation of the European agricultural policy,
because we are being excluded and we simply cannot afford to lose
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our agricultural markets in view of the importance in our trade
account.

Representative Brocx. I think you are right. )

I think you raised another point in balance of payments, and that is
the terrific difficulty a representative body such as the Congress has m
effecting change in a particular area. When we talk tax incentive for
export, that is very appealing to the export industry, It has no appeal
whatever to the steel and textile industries, because they are subject to
import problems, not export. .

I would agree with what you are saying. Theoretically, I think it is
a marvelous approach. I think the problem we face in the Congress is
that we are going to be under increasing pressure to take rather harsh
action in terms of either quotas or border taxes or some impairment
device to reduce the impact on the domestic industry of the imports,
That is part of the balance-of-payments problem, but it is more of
a political problem than a problem of balance of payments.

Mr. Danterian. T am aware of it, and of course. there are serious
aberrations taking place in our trade picture. In addition to agricul-
ture, I think steel is another, and automobiles are likely to come up
verv seriously.

I understand Japan has plans for expansion of auto production of
up to 9 million units a year in the next 4 to 5 years. They are going to
be looking for markets for them. I understand that registration of
automobiles on the west coast from Japanese origin is a very large
percentage of total registrations, and that is going to come up.

I think we are going to hear of more problems than we are hearing
in the chemical area as time goes on. So we do have a fundamental
aberration taking place in our trade relations. But this is a consequence
of the fact that we have not changed gears in the last 10 years.

Back in 1960. I gave a statement here on Capitol Hill saying that
we are going through a transitional period and we must reevaluate
our economic and political policies in this area.

I said that if we adopt instruments of economic policy which do
not work, we are going to find ourselves in a very difficult position. If
the Defense Department designed and produced a missile and said it
is going to fly 5,000 miles and, upon test, you find it only flies 500
miles, you have a bunch of embarrassed generals. But in economic
policy, we just seem to adopt one policy after another and if it does
work, we either excuse it or forget it and go to another temporary
policy.

Now, I think that our trade relationships have to be restructured
around the creation of trade blocs. Trade blocs, by their very nature,
exclude outsiders and give special favors to insiders. So you have to
redefine the concept of a nation under GATT.

What do you mean by a nation? Well, they drafted it so that a
trade bloc was considered a nation. But they have it both ways, you
see. An individual country is a nation and the group is a nafion.

Now, do we redefine the concept of a nation under GATT, or do we
redefine the policies that apply to different groups of countries? Tt
seems to me that these trade blocs are tending toward self-sufficiency,
and by their very nature they do not seem to accept, really, the inter-
national division of labor that is implicit in a free trade economy.

So we cannot continue giving lipservice to policies that are not
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working. It seems to me that we simply have to sit down with the EEC
and put our cards on the table with regard to trade relations, with
regard to balance-of-payments relations, military allocations, and
foreign aid, and say, “Fellows, we can afford to keep our troops in
here if you buy more grain from us. Or, if you want us to keep our
troops here, we cannot afford to buy all these Volkswagens. You have
to make a choice?

If you really approach them in that way and say, if you cannot
come to an agreement on this, we are going to make some fundamental
changes in our policies, it should be possible to talk with reasonable
men on the basis of mutual and national interests.

But why we have failed to do this, I just have not been able to
understand. I think it has been because our own thinking has been
clouded—just. as in economics, many people in economic policy are
going back to the 1930°s, and I belong to that generation, and I know
what we went through, and even in banking, I can remember 1929-32,
and some of the economic theories T hear now are echoes of that.

In trade policy, we have been thinking in terms of 1945-50 in West-
ern Europe and Japan. We have not really shifted our thinking to the
new world that is emerging and the elements of this new world are
transferability of resources, technology, know-how. capital, and the
emergence of trading bloes which want to be self-sufficient and exclude
outsiders. We have to redefine the areas of trade and, through negotia-
tion, reduce trade imbalances.

But what is the quickest way to come to free trade? It is not neces-
sarily a repeating of slogans of the past. You have to have the nego-
tiating power to accomplish it.

Representative Brock. I fully concur. I think we have the negotiat-
ing power today, but if we do not do something about it, T am afraid
we will lose that negotiating power. I concur in your statement very
stronglyv.

Thank you. sir.

Chairman Revss. What I like about your approach, of course, is
that you move across the board in the direction of freedom. You say
that on trade, we have not yet reallv backtracked and let us not: in
tourism, though, we have flirted with controls: we have not adopted
them ; let us not. .And where we have adopted controls over investment
and lendine, we should make that the focus of our first attempt at
moving back in the direction of freedom.

On the relaxation of investment controls, you have offered an interim
or transitional arrangement that vou think at least would prevent un-
toward flights of American capital, which could be discombobulating.

In fact, let me suggest. an argument in favor of your of your position
that you have not. explicitly made. Probably any relaxation of invest-
ment controls which we made at this juncture would be in consultation
with and at the behest of certain foreign countries—yvou have pointed
out, that the Belgians and the Spanish have officially asked us to relax
them, that France scems to have withdrawn much of his objection of
several vears ago.

To the extent that a relaxation of controls on capital investment
abroad were made at the behest. of foreign countries, if this action did
result in somewhat larger short-term capital outflow than we now
have, we would be, to some degree, insulated against criticism by for-
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eign countries of our deteriorating balance-of-payments position,
would we not?

Because we would have removed these controls at their total or par-
tial behest.

Mr. Daxrerian. Yes; I think so. I am of the impression that in De-
cember of 1967, at Basel, they perhaps read the riot act to us that we
had to do something immediately, and we did on January 1. Many
things have happened in Europe since, and certainly security of dol-
lars 1s much more appealing to them now than many of their own
currencies. So I think that the official as well as popular attitudes have
changed. T am sure that through consultation, we will find that there
will not be any objection.

Now, that does not mean to say that we are not going to have a
problem of increased dollar liabilities. But the answer to that problem
1s not in this area. The answer to that problem is, again, in earning,
let us say, $500 million more in grain exports and sharing the troop
costs with the NATO countries for another $800 million.

In that way, you can shore up your balance of payments—and you
are not going to accomplish this by tampering with the private
economy.

So it seems to me we would be in a strong moral position with these
countries if we looked at the controls after consultation with them.

Chairman Reuss. Do you think it would be feasible to lift them with
respect to countries that want them lifted and retain them with respect
to countries that will not make a representation to us? After all, that
s, in effect, what we have done with Canada, Japan, the less-developed
countries as it is,

Mr. Da~Nrerian. Yes.

Chairman Reuss. And there is something to be said for the position
that if France, for example, still does not want the amount of Ameri-
can investment in France that obtained in the recent past, we should
respect that.

Mr. Daxtenian. As yolu know, Mr. Chairman, I was in Europe in
September and October and T looked into this question. I was told by
a very high official of the European Community that whereas in the
past, France representatives, used to urge their colleagues in various
committees of the EEC to agree to a limitation of foreign invest-
ments, that particular theme song is now very quiet and there is not
the same aggressiveness as there used to be in the past.

I was also informed by a very high banking official in Paris that
he does not know of any investment proposal in France that has been
rejected in the past several years. As long as the investment proposal
fits with the plan of the French Government with respect to location
and so on and fits with the general plan for economic development,
there has been no rejection of investments in France.

So to answer your first question, of course, if one merber of the
Common Market, such as Belgium, allows Investment, it becomes
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difficult for another member to turn his back on the proposal because
of intra-EEC competition. But it seems to me I do not see why we
should penalize Belgium, which also has problems of reemployment
in various depressed areas. If Belgium wants the controls lifted, why
not lift them for Belgium and for Spain?

Then let the French and the German Governments take that factor
into consideration as to redefining their attitude on the whole proposal.

Representative Brock. If the gentleman would yield, would that
not be a pretty nice way of easing out of this whole control situation
on a gradual basis, rather than a total abolition of controls? Would
not this soften the blow rather dramatically and still achieve our
objective, which I am sure we all want, of trying to get out from
under these controls?

Mr. Danterian. Mr. Brock, I may say in our group, there is no one
who wants to be responsible for a massive outflow of capital, and
there is no one who wants to be responsible for an international finan-
cial crisis. Therefore, we are adopting this attitude of gradualism, and
our statistical studies indicate that total elimination of controls may
mean at least a billion dollars more of outflow on the basis of what
existed as an average in the period 1965 to 1967—$1 billion if it is
eliminated on the basis of what was happening at that time.

The results may be advantageous to us if this gradual approach is
adopted.

Representative Brock. You might have less of an outflow than is
currently taking place?

Mr. DanteLiaN. Yes. I think tables 5 and 6 will indicate that.

Representative Brock. Thank you.

Chairman Reuss. Did you have any further questions?

Representative Brock. No.

Chairman Reuss. In conclusion, Dr. Danielian, I think it would be
most helpful if you would be good enough, if you could address your-
self to Mr. Gaud’s testimony, particularly his computation of balance-
of-payments costs of foreign aid, particularly with regard to addi-
tionality and perhaps append at this point in the record some analysis
of the rather sharp discrepancy between your $600 million estimate
and his estimate.

Would that be an imposition on you?
hMr. DanterLian. Not at all, Mr. Chairman, we shall be glad to do
that.

(Mr. Danielian subsequently provided the following letter and
tables for the reord:)
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INTERNATIONAL EcoNOoMIC POLICY ASSOCIATION,
Washington, D.C., January 21, 1969.
Hon. HExXRY REUSS,
Chairman, Subcommitice on International Exrchange and Payments, Joint Eco-
nomic Committee, U.S. House of Representatives, Washington, D.C.

DeArR CoNgrESSMAN REUss: On January 15, 1969 at the conclusion of my ap-
pearance before your Subcommittee on International Exchange and Payments
vou asked me to address myself to the discrepancy between Mr. Gaud’'s testi-
mony of January 14, 1969 in reference to the net foreign exchange cost of the
aid program and our own estimate. Mr. Gaud estimates 1968 gold or foreign ex-
change outflows of AID at $178 million. We stated that total G.S. aid outflows are
closer to $600 million. You also asked me to focus on additionality.

First of all, with respect to additionality, the AID Agenecy has made consider-
able progress over the years in increasing U.S. exports in conjunction with aid.
In absolute amounts, the figures indicate that expenditures on U.S. merchandise
have risen. Mr. Gaud claims that an examination of the aggregate U.S. com-
mercial exports to aid-receiving countries would show that substitution has been
small ; therefore, additionality has been high, in the aggregate, 98 percent. As
the statistical studies on which this estimate is based are not available to us, we
are not able to comment on it. Our observations in South America do not sustain
the general conclusion, nor do the statistics pertaining to South East Asia.

Concerning the foreign exchange cost of our aid program, Administrator Gaud
is concerned in his tabulations with his own particular agency. Our estimate of
the net exchange costs of our foreign assistance refers to our total government
grants and loans in the aid field. This would include receipts and/or expenditures
for P.I. 480 and the Inter-American Devélopment Bank. including not only the
Sociial Progress Trust Fund but also our 75 percent share in the Fund for Spe-
cial Operations and our portion of the funding for Ordinary Capital. Our figures
also include expenditures under the Export-Import Bank Act, capital subscrip-
tions to international and regional organizations such as IDA and the United
Nations Development Fund (excluding the IMF), and principal repayments and
interest payments from those various programs.

Our figure, therefore, is in relation to total aid given by the United States as
calculated in our balance of payments statistics. Exhibit I and Exhibit II at-
tached hereto show total U.S. aid by category, by program, and by disposition.
As can be seen, Line Al is the total U.8S. Government grants and transactions
increasing government assets, and Line A26 shows the estimated transactions in-
volring no direct dollar outflow from the United States. This last figure takes
into account expenditures on U.S. merchandise and services, and receipts of in-
terest on other U.S. aid loans. In subtracting Line A26 from Line Al you arrive
at the estimated dollar payments to foreign countries and international and re-
gional organizations throngh U.S. Government grants and transactions increas-
ing government assets, which is Line A34. Our $600 million figure is based on
the first three quarters of 1968 projected at an annual rate.

These statistics, as set forth in the enclosed exhibits, are included in the total
U.8. balance of payments. Therefore, I feel that there is no real diserepancy be-
tween Mr. Gaud’s figures and ours because his figure pertains to his organization
and our figures are the absolute total of all U. 8. aid.

I hope that this adequately answers the questions you posed to me.

Sincerely yours,
N. R. DANIELIAN, President.

(Further comment on this subject was later received from AID:)
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COMPARISON OF A.LD. GOLD BUDGET ESTIMATE WITH THOSE
GIVEN 1IN THE TESTIMONY OF N. R. DANIELIAN

A.LD.’s gold budget data are not directly comparable to those of Mr. Danielian’s
derived from the Survey of Current Business. A.1.D.’s figures are roughly equiv-
alent to net outflows under the Foreign Assistance Act only as defined in the
Survey of Current Business while Mr. Danielian’s are for all non-military
programs.

In addition, however, A.LD.’s gold budget statistics, which are compiled for all
government agencies by the Bureau of the Budget, do differ from outflows re-
corded under the Foreign Assistance Act by the Department of Commerce. The
major differences are:

(1) that BOB recognizes expenditures by International Organizations in
the United States as legitimate offsets against voluntary contributions by the
United States to these organizations, whereas the Department of Commerce
does not ; and

(2) unlike the Department of Commerce, BOB also recognizes A.LD.’s
use of excess and near-excess currencies as an offset to A.LD.'s overseas
payments. A.1.D.’s estimate $178 million adheres to the BOB conventions.

. FEBRUARY 12, 1969.
Chairman Reuss. Thank you. )
If there are no further questions, we want to express our apprecia-

tion for your great help, as always, to this subcommittee.

The hearings of the Subcommittee on International Exchange and
Payments will now stand adjourned.

(Whereupon, at 3:10 o’clock p.m., the subcommittee adjourned.)

[Exhibit tables submitted by Dr. Danielian follow on the next four pages.]



Exuisit I. Survey or CURRENT BUSINESS
TABLE 5—MAJOR U.S. GOVERNMENT TRANSACTIONS

[Millions of doliars]

1967 1968

Line Transactions 1960 1961 1962 1963 1964 1965 1966  Total { 1] 1 v I
A. 1 US. Government grants (excluding military) and transactions increasing

Government assets, total (table 1, lines 29, 42, and 43, with sign reversed)_.._ 3,405 4,053 4,293 4,241 4,676 5191 1,333 1,430 1,144 1,288 1,449

1a Seasonally adjusted 1,394 1,305 1,226 1,266 1,510

2 Grants, met. ________ L 1,664 1,853 1,919 1,917 1,888 1,808 1,910 1,800 485 509 485 361 387

3 Credits repayable in foreign currencies.___._ ... Tttt 525 75% 862 726 885 739 354 776 574 100 49 54 408

4 Othe}r2 forgixt;nfcurrency assets (excluding administrative cash holdings), net___ 573 220 228 434 49 50 265 —198 392 131 -32 94 —140

eceipts from—

5 Sales of agricultural commodities__..._.___._____._____._._.___.... 1,133 1,084 1,215 1,312 981 844 740 198 243 137 162 261

6 Interest_____._ .. 74 114 147 168 183 181 171 42 50 36 43 44

7 Repayments of principal__.._____ .. _._ .. ____ 50 61 92 88 91 119 173 36 84 28 25 37

8 Reverse grants___ 24 15 15 7 2 1 2 (@ 1 1 @ 1

9 Other sources.___.____._. 29 67 70 23 53 17 20 2 16 1 2 2

Less disbursements for—

10 Grants in the recipient’s currency____ 262 372 393 530 336 387 218 45 76 63 33 54

11 Credits in the recipient’s currency._ _ 490 448 420 648 573 232 679 544 74 28 34 364

12 Other grants and credits____.____. 59 19 27 23 12 7 7 2 2 1 2 4

H 278 275 265 349 340 270 401 78 109 143 70 62

172 122 62 112 . ... —101 194 33 42 7 a1 38

15 1,008 1,146 1,413 1,378 1,715 2,248 2,574 672 639 578 636 735

16 41 16 13 =30 - @ 45 -39 9 27 48 20

BY PROGRAM

17 Under farm product disposal programs. ... ___...... . oo ... 1,278 1,351 1,503 1,670 1,765 1,484 1,3% 1,315 339 428 246 302 391

18 Under Foreign Assistance Acts and related programs... . 1,657 ,791 1,949 2,172 2,027 2,157 2,274 2,273 685 532 544 512 533

19 Under Export-Import Bank Act._._._._.___.____._ __ __ 7 TTTTTTTTTTTTC 406 822 621 509 337 533 909 1,229 269 337 281 342 400
20  Capital subscriptions to international and regional organizations excluding

IMF e 153 172 122 62 12 ... —101 194 33 42 77 41 38

21 Other assistance programs__________. ... .. - 21 27 111 100 149 153 158 167 42 4 42 40 48

22 Other foreign currency assets acquired (lines A.6 A.7 and A. ) I 132 153 243 308 27% 327 316 364 80 149 66 70 83
23 Less foreign currencies used by U.S. Government other than for grants or

credits (line AL13)_ L 238 278 275 265 349 340 270 40] 78 109 143 70 62

24 Advances under Exchange Stabilization Fund agreements net -5 23 19 26 —30 —18 -8 —27 -1 —24 —1 -1 -1

25  Other (including ch in administrative cash holdings) ne 1 -7 -1 —18 -9 —55 2 78 =35 32 32 48 19

BY DISPOSITION3

26  Estimated transactions involving no direct dollar outflow from the United States. 2,280 2,910 3,250 3,752 3,590 3,524 3,942 4461 1,162 1,247 954 1,098 1,297

27 Expenditures on U.S. merchandise.____.....______.__.____.__ ... .. $ 2,396 2,503 2,882 3,032 2,952 3,152 3,523 966 933 790 834 934

28 Expenditures on U.S. services 4_________ T TTTTTTTTTTTTTT 368 497 670 785 690 748 798 750 172 204 191 183 207

(474
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29 Military sales contracts financed by credits (including short term, net)
line BA) ... eieseaaccemmmmaneans S, 33 13 36 16 90 291 390 99 111 81 100 126
30 U.S. Government credits to repay prior U.S. Government credits ¢ 71 100 186 151 154 162 178 40 84 29 25 61
31 U.S. Government credits to repay prior U.S. private credits 111 93 34 . 5 14 104 1 37 30 37 39
32 Increase in claims on U.S. Government associated with Government
grants and transactions incregslng Government assets (including
hanges in retained ts) (line B.7) oo oo eeos 80 147 94 49 -8 ~—205 -8 38 -—12 -23 -12 -8
33 Less foreign currencies used by U.S. Government other than for grants
orcredits (line A13). ..o . _.__.... [ 238 218 275 265 349 340 270 401 78 109 143 70 62
34  Estimated dollar ?‘aymenls to foreign countries and international and regional
organizations through U.S. Government grants and transactions increasing
Government assels . .. e aieimeiceoeaia L1256 1,144 1,042 813 691 n 734 731 17 184 190 186 152
B. 1 US. Government liabilities associated with specific transactions (table 1,
line 56); net inCrease (). .. .vveecmeooceea oot 26 85 614 443 489 197 129 -16 93 106 —55 —160 -39
la Seasonally adJUStOO. ... oo e e e oo et e 78 140 —102 —-132 —54
2 Associated with military sales contracts o_ —16 4 470 347 233 306 346 64 102 106 -—28 ~—116 -13
2a Seasonally adjusted 95 147 -67 111 =20
3 U.S. Government recipts from foreign governments (including Frincipal
repayments on credits financing military sales contracts), net of refunds. 319 399 1,139 994 987 1,080 927 1,023 347 397 112 167 185
4 Plus military sales contracts financed by U.S. Government credits 7 (line
LN ) S 26 33 13 36 16 90 291 390 99 111 81 100 126
5 Less U.S. Government receipts from principal repayments_...._._...... 26 25 26 26 24 34 43 110 16 24 15 55 25
6 Less transfers of goods and services (including transfers d by
credits) (table 1, line &) .. oo eeiiiinnn S, 335 402 656 857 747 830 829 1,240 328 377 206 328 299
7 Associated with U.S. Government grants and transactions increasing Govern-
ment assets (line A. 32) 41 80 147 94 49 -8 —205 -8 -38 -—-12 -23 I -8
Ta Seasonally adjuster. . . . ... iaeoammmeeeeesiiesaesaieemeeesiomeeeizoteecesoo-e-cozos -38 -12 -23 -2 -8
8 Non-interest-bearing secu 58 58 36 13 15 =79 =75 =25 =25 Lo iiiiiiiecena-
9 Non-interest-bearing securities issued to IDB._ . . oo oiiiaiaaas 25 100 ... 25 ... B 1| PP
10 Non-interest-bearing securities issued to U.N. for special programs. ... ... ... .. 43 30 —14 —41 —17 —-12 ... S,
11 Foreign funds retained in U.S. Government accounts for purchases in the
United States__. 4 3k 15 10 61 —43 -1 =12 -18 -12 -
12 ther......_.... 7 2 ?) (&)
13 Associated with other sp: 3 2 =33 -19
13a Seasonally adjusted__...___..._ —-10 =27
14 Purchase of Columbia River downst —30 ...,
15 U.S. Government nonmilitary sales and miscellaneous 1 -2
16 Nonmarketable, nonconvertible U.S. Government
liquidated against U.S. claims_____.._._..___..____._. e emeeemmemaneeeeeemeeeeeeceeeeeseemeemseemeeeee -4 -7
C. 1 Foreign holdings of nonmarketable, nonconvertible medium-term U.
Government securities not assotiated with specific transactions (table 1,
ling 57); netincrease (4)..covuocvooaaaaioinn- e e 251 —56 -23 -7 —49 469 (?) (2; 335 135 273
2 Export-Import Bank Portfolio Certificates of Participation. 18 -3 -7 -3 19 (2; (2 10 10 48
3 U.S. Treasury securities not included elsewhere®__.._________ _......_. —74 —-20 (@ —46 450 () .eeeen-- 325 125 225
1 Preliminary. the several categories of transactions related to military sales contracts in this and the other tables
1 Less thanr¥500,000 (). are partially estimated from incomplete data.

3 As reported by the operating agencies. . .

¢ Line A.28 includes foreign currency collected as interest and line A.30 includes foreign currency
collected as principal, as recorded in lines A.6 and A.7. .

s Consists of transfers of military goods and sesvices financed by U.S. Government credits and of
advance payments to the Defense Department (on military sales contracts) financed by credits
extended to foreigners by U.S. Government agencies. .

o Transactions under military sales contracts are those in which the Defense Department sells and
transfers military goods and services to a foreign purchaser, on a cash or credit basis. The entries for

7 Gonsists of transfers of militaB' %oods and services financed by U.S. Government credits (include
in line B.6) and of increases in Defense Department liabilities (on military sales contracts) which
arise from advance payments to the Defense Department financed by credits lo foreigners by U.S
Government agencies. X i R X

8 Includes securities payable in U.S. dollars and in convertible foreign currencies.

Note: Details may not add to totals because of rounding.
Source: U.S. Department of Commerce, Office of Business Economics.



Exnisrr II. Survey or CURRENT BUSINESS
TABLE 5.—MAOR U.S. GOVERNMENT TRANSACTIONS

[1a millions of doliars]

1967 1968
Line Transactions Total | Il Hl v | IR 1412
Al ... U.S. Government grants (excluding military) and transactions increasing Government assets, total
(table 1, lines 29, 42, and 43, with sign reversed)._._..______._..__._ ... 5,191 1,333 1,430 1,144 1,284 1,419 1,508 1,178
la..... Seasonally adjusted..._______________ . Il Il 1,394 1,305 1,226 1,266 1,510 1,384 1,261
2. ... Grants,net___._.._____ ... ______._.___... 485 509 445 361 393 469 411
... Credits repayable in foreign currencies - 77 574 100 49 54 383 78 32
4__ . Other foreign currency assets (excluding administrative cash holdings), net —392 131 —32 94 ~138 71 13
Receipts from—
Sales of agricultural commodities. . __.________ ... ... .. 740 198 243 137 162 261 170 61
Interest__________ LT 171 42 50 36 43 44 55 50
Repayments of principa_.__..___ _____ . (I TTTTTTTTTmTmTmmmmTmTTTTT 173 36 84 28 25 37 31 36
Reverse grants..._____.______ .l TTTTTITmmmmmmTmTmmTTTTTTTTTTT 2 ®) 1 1 ®) 1 1 2
Othersources._____..________ Il 20 2 16 1 2 6 6 10
Less disbursements for—
Grants in the recipient's currency. ... ______ ... 218 45 76 63 33 54 52 45
Credits in the recipient's currency.________ [ TT T TTTTTTTTTTmTTmTmTT 679 544 74 28 34 368 53 16
Other grants and eredits_..____._______ T TTTTTTTmmmmmmmTmTTTTTITTTT 7 2 2 1 2 2 1 6
-~ ... Other U.S. Government expenditures_._______ __ ___ T " "7 7"TTTTTTTTTTTTTTTTTC 401 78 109 143 70 63 86 79
-- Capital subscriptions to international and regional ogranizations, excluding 1MF 194 33 42 77 4] 38 45 17
- Credits repayable in U.S. dollars 2,574 672 639 578 686 753 802 735
...... Other assets (including changes in administrative cash holdings), net 45 -39 27 48 19 46 =30
BY PROGRAM
17..... Under farm product disposal programs__.__________ ... 1,315 339 428 246 302 406 419 166
18___.. Under foreign assistance acts and related programs............ ... ... .. 2,273 685 §32 544 512 515 573 583
19..__. Under Export-lmport Bank Act__ ... _ ... T 1,229 269 337 281 342 400 382 305
20 ____ Capital subscriptions to international and regional organizations, excluding IMF 184 33 42 77 41 38 45 17
21..___ Otherassistance programs________.______._..______.______ " i67 42 44 42 40 48 48 120
22.. Other foreign currency assets acquired (lines A6, A.7, and A.9)_____ . " 364 80 149 66 70 88 92 96
23.. Less foreign currencies used by U.S. Government other than for grants or credit: 401 78 108 143 70 63 86 79
24 Advances under Exchange Stabilization Fund agreements, net.. =27 -1 —24 -1 -1 -1 -1 -1
25 ... Other (including changes in administrative cash holdings), net_ ... ... .. ... 7777 78 -35 32 32 48 18 37 =29
BY DISPOSITION 4
26..... Estimated transactions involving no direct dollar outflow from the United States. ... ... .____ 4,461 1,162 1,247 954 1,098 11,323 1,308 1,069
27..... Expenditures on U.S. merchandise_.__.___._._______ .. o TTTTTTTeTTeeTTT 3,523 966 933 790 834 1949 925 775
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Expenditures on U.S. SBRVICESY . o i iaameccacccieecaamezazeemmacmmeamnan 750 172 204 191 183 1223 224 201
Military sales contracts financed by credits (including short term, net)¢ (line B4y ... 390 99 111 81 100 115 175 130
U.S. Government credits to repay prior U.S. Government credits s ... . ... 178 40 84 29 25 61 31 36
U.S. Government credits to repay prior U.S. private credits_ . _ . . ... .ocooioiioooon 104 1 37 30 37 43 24 6
Increase in claims on U.S. Government associated with Government grants and transactions
increasing Government assets (including ch in retained ts) (line B.7) oo ...... —85 —38 -12 -23 —12 -5 15 ()
33.....  Less foreign currencies used by U.S. Government other than for grants of credits (line A.13). ... 401 78 109 143 70 63 86 79
“..... Estimated dollar payments to foreig ncountries and international and regional organizations through
U.S. Government grants and transactions increasing Government assets_ ... ... ... 731 171 184 190 186 1126 199 108
B.1....._ U.S. Government liabilities associated with specific transactions (table 1 line 56); netincrease (+)....- —16 93 106 —55 —160 —46 —44 =27
la__._. Seasonally adjusted. .. .. oo 78 140 —102 —132 —61 —96
2...... Associated with military sa 64 102 106 -28 —116 —~22 —60 -3
28..... Seasonally adjusted....... 95 147 —67 -111 -29 -3 -136
3...... U.S. Government receipts from fo
financing military sales contracts) net of refunds. . 347 397 112 167 185 282 145
4. ... Plus military sales contracts financed by U.S. Government credits 8 (line A.28) 99 11 81 100 115 175 130
- SO Less U.S. Government receipts from principal repayments R 16 24 15 55 24 99
[T Less transfers of goods and services (including transfers financed by credits)(table 1 lined).. ... 1,240 328 377 206 328 299 419 342
R Associated with U.S. Government grants and transactions increasing Government assets (line A.32) .. -85 —-38 —12 —-23 —12 -5 15 2)
Ja__... Seasonally adjusted .. ... ..o .ooeoooooioeo. —38 —12 ~-23 -12 -5 15 ®
8...... Non-interest-bearing securities issued to IDA_.
9. ... Non-interest-bearing securitiesissuedto IDB_. ... _.__
10...... Non-interest-bearing securities issued to U.N. for special programs...__
}% ______ Eoreign funds retained in U.S. Government accounts for purchases in the
...... L0 P L U RPN U PSR
13..... Associated with other specific transactions. ..
13a_.... Seasonally adjusted. . ... ...
M. ... Purchases of Columbia River downstream power rights _....
15...... U.S. Government nonmilitary sales and miscellaneous operations. .. __....
16...... Nonmarketable U.S. Government obligations to be liquidated against U.S. clai
C.l...... Foreign holdings of nonmarketable medium-term U.S. Government securities payable before maturity
only under special conditions, not associated with specific transactions (table 1 line 57); net in-
crease (4? .............................................................................. 469 ® ® 335 135 213 772 403
2oaeeee Export-import Bank portfalio certificates of participation. 19 ® ® 10 10 48 [ T,
3. U.S. Treasury securities not included elsewhere ... coicaiiciiiiiiiiaaas 450 (O J R, 325 125 225 773 409
1 Revised. 8 Consists of transfers of military goods and services financed by U.S. Government credits (included
2 Prelimina in line B.6) and of increases in Defense Department liabilities (on military sales contracts) which

ry.

3 Less than 1500,000 (). . X

4 The identification of transactions involving direct dollar outflow from the United States is made
by the operating agency. Data for 2d and 3d quarters 1968 are based on the extrapolations by OBE.

s Line A.28 includes foreign currency collected as interest and line A.30 includes foreign currency
collected as principal, as recorded in fines A.6 and A.7.

s Consists of transfers of military goods and services financed by U.S. Government credits and of
advance payments to the Defense Department (on military sales contracts) financed by credits
extended to foreigners by U.S. Government agencies. |

1 Transactions under military sales contracts are those in which the Defense Department sells and
transfers military goods and services to a foreign purchaser, on a cash or credit basis. The entries for
the several categories of transactions related to military sales contracts in this and the other tables
are partially estimated from incomplete data,

arise from advance payments to the Defense Department financed by credits to foreigners by U.S.
Government agencies. X
o {ncludes securities payable in U.S. dollars and in convertible foreign currencies.

Note: Details may not add to totals because of rounding.

Source: U.S. Department of G ce, Office of Busi E ics. Quarterly statistics, 1960~
67, for sec. A of table 5 and for table D are presented in *‘Foreign Grants and Credits by the U.S.
Government,’’ issue No. 80. This report also includes a detailed tion, by country, of the
transactions included in line 45 of table 1 for all zuarters 1959-67 and other information for 1965~
67 supplementing table 5 and lines 13, 28-29, and 41-45 of table 1. Copies of this report are available
free, as long as the supply lasts, by request from the Office of Business Economics (BE-50), U.S.
Department of Commerce, Washington, D.C. 20230.
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Appendix I

CHILD & WartEeRs, INc,
New York, N.Y., January 1}, 1969.
Congressman HENRY S. REUSS,
Chairman, Joint International Ezchange and Payments Subcommittee, House
Office Building, Washington, D.C.

Dear HENRY : It is my understanding that you are conducting hearings on the
balance of payments program as recommended to the new Administration.

I have prepared the attached statement on the possibility of expanding, sub-
stantially, the tourism earnings of the United States during the next five years.
Perhaps this statement would be useful for inclusion in the report you will pre-
pare as the result of these hearings.

‘With warm personal regards.

Sincerely,
SOMERSET R. WATERS,
President, Child & Waters, Inc.

TOURISM—A PRACTICAL WAY FOR THE UNITED STATES To INCREASE ITS FOREIGN
ExCHANGE EARNINGS BY $2.2 BILLION ANNUALLY

Within five years the United States could be earning an extra $2.2 billion
per vear if the U.S. government would follow the example of a number of other
governments who have discovered the remarkable potential of tourism as a way
to ease balance of payments difficulties.

In 1961 Congress passed the “International Travel Act of 1961.” This act called
on the government to “develop, plan and carry out a comprehensive program
designed to stimulate and encourage travel to the United States” and to “en-
courage the development of tourist facilities and low cost unit tours and other
arrangements within the United States for meeting the requirements of foreign
visitors.” Unfortunately, Congress has failed to appropriate the funds necessary
to carry out the intention of this act.

Despite the meager encouragement on the part of government to the develop-
ment of America’s tourism potential, U.S. earnings from foreign visitors since
the passage of the International Travel Act have increased from $0.99 billion in
1961 to $1.88 billion in 1967, an increase of 909%. During this same period exports
of merchandise have increased only 40%. Thus, with only minimum encourage-
ment, earnings from tourism have shown a rate of growth of more than double
that of merchandise exports.

This year (1968) the United States earned $2 billion from catering to foreign
tourists. This is more than earned by any other country in the world. Except for
the export of automotive vehicles and parts, which amounted to $2.5 billion in
1967, no other single U.S. export commodity exceeds tourism as an earner of
foreign exchange. The aircraft manufacturing industry earned $1.5 billion, ex-
porters of wheat earned $1.2 billion, power generating machinery exports
amounted to $1.0 billion, but tourism produced earnings of $1.8 billion in 1967 and
could earn $4.2 billion annually within five years if properly stimulated.

An Industry-Government Task Force under the chairmanship of Ambassador
Robert M. McKinney has recommended a congressional appropriation of $30
million to launch a comprehensive U.S. program to attract foreign visitors. At
the present time the travel development program now administered by the De-
partment of Commerce has a budget of $4.5 million.

A successful program to develop the full potential of America’s tourism
resources would require new measures to involve the individual states or regions
of the U.S. in the promotion of tourism. America is too large and too diverse to be
promoted as a single destination.

Many departments of government are involved in the business of developing
our tourism resources. The Department of Commerce is charged with overseas
promotion; the Department of the Interior has responsibility for administer-
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ing parks, outdoor recreation and historic sites; the Department of Transporta-
tion is responsible for transport policy; the State Department issues visas.
Once a comprehensive program for tourism development is created it may be
necessary to establish a small one-man office in the Executive Office of the Presi-
dent to monitor the program and coordinate the activities of the various gov-
ernment agencies,

There is much the travel industry can contribute to the success of such a
program if government is ready to provide leadership. The National Association
of Travel Organizations has recently been reorganized and strengthened. It has
pledged itself to support the government efforts to greatly expand the flow of
foreign visitors to the United States.

In summary, the techniques of developing a nation’s tourism resources are
well known and have proved successful for many countries. The U.S. travel in-
dustry stands ready to support a comprehensive government program of travel
development. Such a program would require a government appropriation of
about $30 million annually for a 5-year period. It can be predicted with consid-
erable confidence that a properly administered tourism development program
would, within a 5-year period, increase U.S. foreign exchange earnings by at least
$2.2 billion annually.

SCANDINAVIAN AIRLINES SYSTEM, INC,
OFFICE OF THE PRESIDENT,
New York, January 10, 1969.
Hon. HEXRY REUSS,
Chairman, Subcommittee on International Exchange and Payments, Joint Eco-
nomic Committee, U.S. Congress, Washington, D.C.

My DEeAR MR. REUSS : In view of your Sub-Committee’s evaluation of the effec-
tiveness of steps taken by the United States Government to deal with the bal-
ance of payments problem, you may wish to have the latest available informa-
tion on the support being given to the “Visit USA” effort by the European airlines
who serve this country.

The enclosed data have been compiled by the European Airlines Research
Bureau at Brussels, of which seventeen companies are members, While EARB has
no direct representation in this country, I know that these colleague airlines
would joint with me as the senior representative in this country in hoping that
this material can be included in the record of your hearings as evidence of their
understanding of the problem and their desire to assist in a proper solution.

We believe that this material bears directly on the point of your own studiexs,
because it demonstrates the very considerable international support for the
Luited States Government’s position that deficits in the American tourist account
are best adjusted by constructive steps to increase the flow of tourism to America.
In many ways, the catalyst of our efforts to make the Atlantic a two-way street
with evenly balanced traffic has been the United States Travel Service, and
much of the activity recorded in the enclosed has been carried out in very close
cooperation with USTS. The testimony of the Department of Commerce will
undoubtedly call to your attention the further fact that two European airlines—
Alitalia and SAS—are further contributing directly to the funding of USTS
work in their areas.

The single fact that the European airlines are spending at a rate almost
$1,000,000 a month to promote travel to the United States may be important to
your study. Expenditures of this magnitude are not lightly committed and can
be justified only by a strong belief that they will develop a signiticantly larger
volume of traffic to this country. The record of the past several years indicate
that the flow of European tourists to America is already growing at a much
greater rate than that of American tourists to Europe, and we fully expect that
this trend, if properly encouraged, will continue to the point of actual balance.
Thus, we are able to say to the Sub-Committee in good conscience that we have
staked at least $22,000,000 in 1968-G9 on our conviction that the promotion of
greater traffic to America is the best and most promising solution to any Lalance
of payments difficulty which may exist in the field of tourisni.

Since air travel and tourism are only part of the complex of international com-
mercial and monetary relationships, I am taking the liberty of sending you as
well an earlier EARB study of North Atlantic air travel and commerce which
may have escaped your notice. The statistics are not completely up-to-date, but
we believe that the conclusions remain valid.

Thank you very much for your consideration.

Sincerely yours,
Tore H. NILERT.
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(The following brochure was published by the European \irlines
Research Bureau, Brussels, Belgium, September 1968 :)

EUROPEAN TRAVEL TO U.S.A.

HIGHLIGHTS OF THE 1968 PROMOTION OF EUROPEAN TRAVEL TO THE UNITED STATES
BY THE EARB MEMBER AIRLINES

Ten million dollars have been provided by the E.A.R.B. North Atlantic opera-
tors for the promotion in 1968 of European travel to the U.S.A. Expenditure bud-
geted for this purpose in 1969 is expected to reach 12 million U.S. dollars. It may
be noted in passing that this total of 22 million dollars for the two years—I1968
and 1969—represents a 16 percent increase on the budget provisions originally
made for these years and reported in documentation released earlier this year
(Press Release and Note G.400 issued in February 1968).

At this stage, fully comprehensive information on the proportion of the 1968
budgets already committed or actually spent is not yet available. For this promo-
tion covers a wide range of activities and is spread over such different periods
that it is difficult to draw up the aggregate of the expenses so far incurred.
However, latest data available from various carriers indicate that expenditure
incurred for this promotion up to June this year. already amounted to between
45-75 percent of the budget provisions made for 196S. Nor can the effectiveness of
the airlines’ promotional efforts be measured at present with any degree of ac-
curacy. If, in normal circumstances, the impact of specific advertising and pub-
licity is difficult to assess, thisis even more so in the present fluctuating situation
affected by a number of economic and political factors and events on both
sides of the Atlantic which are outside the carriers’ control.

It should nevertheless be emphasized that the long term effect and success of
the “Visit the U.S.A.” campaign launched by the European airlines will depend,
to a large extent, on the efficacy of the steps taken in the U.S.A. to make travel
in America economically more attractive to Europeans. It is therefore hoped
that measures—such as hotel and transport discounts and other facilities—spon-
sored by the U.8. Authorities and various American organizations concerned with
tourism, will be implemented systematically.

The Furopean scheduled airlines have attacked the problem of stimulating the
European publi¢’s interest in visiting the U.S.A. along a broad front of promo-
tional activity. This is best illustrated by the following summary yet incomplete
listing of some specific promotional activities by nine E.A.R.B. North Atlantic
operators (representing 749 of the Europe-U.S. traffic carried by E.A.R.B. mem-
ber airlines).

1. Distribution of publicity material up to June 1968 by nine E.A.R.B. air-
lines:

72,730 copies of 44 different posters have been circulated.

Over 3,283,000 copies of 226 different folders, brochures and guide books
have been distributed, of which 121,000 copies of special discount booklets
and directories went to travel agents.

541,000 promotional letters have been addressed to prospective travellers.

Thus, over 3,800,000 copies of various publicity materials ranging from posters
to individual letters were put in circulation by nine E.A.R.B. airlines during
the first part of 1968.

Large numbers of “U.S. hospitality” and “Discover America Passporis”
were made available. Five E.A.R.B. carriers alone distributed ax many as
309,000 U.S. hospitality ecards. In addition 45.000 U.S. hotel guides, 50,000
Holiday Inn passports and 43,000 Discover America buttons were issued.

2. Advertising in newspapers and magazines: Travel to the U.S. has been
advertised in 291 newspapers and in 101 magazines reaching out to more than 142
million readers. Of these, newspaper readership accounted for 111 million.

3. Films, radio and television programmes :

42 different films were produced and projected at 217 locations with a total
estimated audience of at least 200,000.

There were 196 radio spots and broadcasts and 35 television programmes.

+. Window displays: Over 4,300 window displays were installed at 2,700 points
of sale,

5. Special “U.8. Weeks”: Special “U.S. Weeks” were organised at 1S different
locations.



250

6. Seminars and educational tours for travel agents :

In total, 122 such seminars have been held and were attended by about
5,000 agents.

In addition, 17 educational tours to the U.S. have taken place with the
participation of 328 agents and airline personnel.

7. Tour programmes advertised: The interest and travel motivation of Euro-
peans have been further stimulated by the organisation of 467 different tour pro-
grammes, for which a total of 2,760 tours is scheduled.

8. Examples of special airline’s campaigns. The following are some typical
examples of special campaigns launched by E.A.R.B. airlines:

One special action consisted of a “U.S. holiday tie-in” with a chain of
super-markets. This resulted in the exposure of the “Visit the U.S.” message
at 1,000 retail points of sale and in the distribution of 300,000 leaflets.

The “family fares” programmes have been especially featured in all public-
ity material, press advertising and promotional letters.

Promotion in newspapers and magazines also took the form of special
competitions with “U.S. holiday” prizes.

Special “welcome services” and desks for “transit services” have been in-
troduced by the E.A.R.B. airlines at the U.S. gateways.

503 billboards have been put on display.

The U.S. Travel Service “Americans at home” programme has been fea-
tured in the sales literature.

Special ‘“tie-in” campaigns with U.S. air, bus and rail operators and car-
hire companies have been launched.
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STATEMENT PRESENTED BY ADRIENNE CURTIN ON BEHALF OF
THE IRISH INDUSTRIAL DEVELOPMENT AUTHORITY

Mr. Chairman and Members of the Sub-Committee, we appreciate the oppor-
tunity of submitting this statement for your consideration.

1. BACKGROUND

Ireland achieved independence less than 50 years ago. In this time, the Irish
Government has managed to provide the country with most of the appurtenances
of a modern Society; complete electrification, good roads, an excellent educa-
tional system including four universities, etc. For the last 15 years, we have
directed our efforts towards industrializing in order to create a self-sustaining
economy.

II. PROGRAMME FOR IRELAND’S INDUSTRIAL DEVELOPMENT

The population of Ireland is 2,900,000. Because the Irish in the U.S. abound
in such large numbers, many American’s don’t realize the parent country is so
tiny ; that, in fact, estimates indicate there are more Irish in Philadelphia than
in Dublin, more Irish in cities like St. Louis and Milwaukee than in Cork City
(Ireland’s second largest).

The smallness of the home market dictated that industrialization efforts would
have to be directed toward export markets. Such a situation carries with it a
built-in obstacle, i.e., most companies wishing to manufacture abroad seek a
location within the market they expect to serve.

To overcome this and other difficulties inherent in attracting industry to a
small country, the Irish Industrial Development Authority offers a two-point
programme for new manufacturing projects:

(1) Outright non-repayable cash grants in amounts varying from 14 to 23 of
the cost of land, buildings and machinery plus loans for part or all of the
balance.

(2) Agreement for forego taxes for 10 years on all profits derived from export.

III. OFDI RESTRAINTS AND THEIR EFFECTS ON IRISH INDUSTRIAL DEVELOPMENT
PROGRAMS

Prior to FDI Restraints, U.S. manufacturers were already utilizing our cash
grants to open in Ireland with a much lower capital outlay than would be possible
elsewhere. It would be safe to say that they averaged at least 509 of the invest-
ment in the form of grants and local borrowing accounted for a substantial part
of the balance. In all cases, these firins were :

(@) reaching markets which they could not profitably serve from a U.S.
Base.

(b) exporting capital equipment, components, and materials from the U.S.
into the Irish plant, thus improving a balance of trade already heavily
weighted in favor of the United States.

At the start of the OFDI regulations, it should be noted that Ireland’s im-
mediate reaction was expressed by the Minister for Industry and Commerce, the
Honorable George Colley. He stated that Ireland would offer the fullest coopera-
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tion to assist the U.S. balance of payments problem. Such cooperation would be
achieved by even more generous administration of grants to the American manu-
facturer and assurance of Government assistance in obtaining loans locally for
the balance.

The effects of the OFDT restraints were several :

(1) Ireland’s position as a “developing” or non-industrial country, previously
recognized by the U.S. Government for purposes of the 1962 Revenue Act—
was reclassified by decree of the Commerce Department and we found ourselves
“bed fellows™ in Schedule B with Japan, Great Britain, and the oil-rich Middle
Eastern States.

(2) The repatriation requirements of Schedule B meant the return to the
U.S. of funds not attributable to U.S. investment in the first place and the tazing
in the U.8. of those funds on which the Irish Government had foregone taxes.
This effectively “cut the rug” from under the Irish Development Program, and
we believe it did so accidentally; that this tax penalty was an unintended side
effect of the OFDI program.

IV. RECOMMENDATION

Since the announced objective of the OFDI restraints was to better the balance
of payments by limiting outflow of capital and ensuring certain inflow, we have
offered to the Commerce Department a solution which meets that objective as
regards inflow, (Note—we again repeat that Ireland’s system of grants and loans
to U.8. and other manufacturers already solved the outflow question.) The solu-
tion is a simple one. Companies in Ireland who are affected by the OFDI repatria-
tion requirements would deposit the required amounts with the Irish banking
community. The latter would undertake to transfer these sums under its own
name to U.S. Banks, to be left there for an agreed-upon period of time. The Irish
Government would oversee the program to ensure adherence. This solution pro-
vides the U.S. with the same amount of help for its balance of payments problem
without the adverse effects of :

(@) placing the Government of Ireland in the position of subsidizing the
U.S. Treasury.

(b) seriously damaging the efforts of a small country to acquire needed
industry—efforts which had just begun to show signs of success in terms of
decreased emmigration and increased per capita income.

We would like to point out that this solution would not be an exception to cur-
rent OFDI practices nor would it apply to Ireland on an “excepted” basis. It
could apply to any country wishing to cooperate in the program and where tax
forgiveness in that country was being absorbed by the U.S. Treasury. Further, it
is fully in keeping with precedents already established by OFDI for particular
companies.

V. CONCLUSION

The final cut-off date of our 10 years tax exemption is the fiscal year 1979-80.
The question of a solution is therefore an urgent one for Ireland so we are doubly
grateful to this Committee for permitting us to place our views on record. We
earnestly hope that the Members will consider Ireland’s. position when making
any recommendations on the Balance of Payments question.
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STATEMENT BY RICHARD W. LINDHOLM, DEAN, GRADUATE SCHOOL
OF MANAGEMENT AND BUSINESS, UNIVERSITY OF OREGOXN, EU-
GEXNE, OREG.

My remarks are aimed at providing a general and brief rebuttal to several
points of the statement presented before this Subcommittee on January 13. 1969
by the then assistant Secretary of the Treasury, Stanley 8. Surrey. The title of
his statement is “A Review of U.S. Balance of Payments Policies.” Its analyses
consider a number of matters that are not included in this rebuttal. My chief
concern is much narrower. I will consider only the portion of the statement deal-
ing with the usefulness of the value added tax (VAT) as a tool to be utilized in
setting U.S. Balance of Payments Policies.

The Surrey analysis incorrectly assumes that income taxes to be refunded
on exports or charged on imports can be as readily and accurately set as VAT.
A moment of reflection is all that is needed to conclude this is nonsense. For ex-
ample, the profitability of an operation and therefore the tax liability is not
known until the end of the accounting period. Also, the portion of the profit to
be attributed to a particular sale is difficult to determine even with the most
sophisticated accounting procedures. This is not a situation which can be ex-
pected to lend itself to accurately setting refunds or border taxes on interna-
tionally traded goods.

Consideration of the suitability of the income tax or the taxation of profits
as an international trade tool similar in effectiveness to VAT is sufficiently im-
portant to justify several more comments.

1. No-profit businesses and businesses operating at a loss would not benefit if
rebates on exports were based on profit tax liabilities. (Frequently the firms in
this type of profit situation are also the ones most likely to expend that extra
effort required to export successfully.)

2. Cooperatives and other agriculturally oriented and low income and profit
tax liability enterprises would not be stimulated to increase their export efforts.

3. Our efforts to use direct taxes like indirect taxes would provide a justifica-
tion for other countries to act in the same fashion. The result would be another
rebate and border tax added on to those already used by these nations.

Surrey makes the point in this statement that he has made before, and most
recently at the 73rd Annual Congress of American Industry of the National
Association of Manufacturers,! that VAT is just like a high-rate retail sales tax.
I want to attack this blatant misrepresentation in a unique but basic way.

The national income accounts have become a familiar approach to the measure-
ment of a nation’s economic activity. These accounts add up to the Gross National
Product which is equal to, and the other side of the coin of, Gross National In-
come. The taxation of income is therefore also the taxation of product, i.e., the

1 Dec. 6, 1968, New York, N.Y.
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sales of goods and services. All taxes paid in a current period must come out of
income, which means the income arising from the sale of goods and services must
be sufficient to cover all taxes paid. Therefore, of course, all income taxes are
really sales taxes as is also VAT.

When VAT is looked at as a tax liability arising at the point of transaction
it looks like a sales tax. When VAT is looked at as a tax on the income of all
the factors of production (rather than only the income of capital, as profit taxes
tend to do) it looks like an income tax.

It does little to increase the understanding of the basic characteristic of VAT
to call it either an income tax or a sales tax. It is when VAT is described as a
uniform tax on GNP (or GNI) wherever it arises, that the basic characteristic
of VAT is identified.

VAT is not a tax that rests heavily on the retail sale as is, of course, true
of the conventional retail sales tax used by the states. Our typical 49 retail
sales tax is calculated on the retail price of the good. A broom selling for $5
develops a 20 cent tax liability. VAT at the retail level applies only to the markup
of the retail dealer. In the example of the broom the markup may be $0.50. A
159 VAT would then develop a tax liability of 7% cents, some 1214 cents less
than a 49 retail sales tax. One must also keep in mind that VAT need not
include as a portion of its base the GNP arising in retailing. Prior to last year
this was the situation in France, (often considered the mother of VAT, although
it was in the 1920's that the tax was first carefully and favorably considered
and this took place in the United States and Germany).

It is not my purpose now, although this would be possible, to develop a com-
plete point-by-point refutation of the Surrey position relative to VAT. How-
ever, now is the time to point out that more than likely the weakness of Surrey’s
presentation is most strikingly highlighted by his statement’s recognition that
Germany, in November, 1968, “reduced the rate of its border adjustments below
its domestic tax rate . . .” but his failure to realize this action illustrated a
basic strength of VAT. This action was taken because Germany was accumulat-
ing large quantities of foreign exchange. Because Germany had a VAT, it was
possible for her to make an adjustment helpful to international monetary
stability without changing the value of the German mark. If she had not adopted
VAT on January 1, 1968, she could not have made this adjustment. One of the
advantages of VAT is that it provides a new and useful tool of international
economic adjustment. Also it is a tool that operates within definite limits, and
therefore cannot be used to wreck international economic relations. The limits
are set by the VAT rate a nation is willing to use, and remember VAT iy a very
broad-based tax and therefore rate changes are not lightly made. One must
also keep in mind that Germany, by reducing the VAT border tax rate, was also
changing the balance of its budget and this could be done in a manner that
would also be helpful in adjusting the international economic imbalance.
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STATEMENT SUBMITTED BY THE INSTITUTE OF U.S. TAXATION OF
FOREIGN INCOME, INC.,, NEW YORK, N.Y.

INTRODUCTION

The Institute on U.S. Taxation of Foreign Income, Inc., welcomes this op-
portunity to present its views regarding certain features of tax legislation and
administrative action subsequent to 1962 which we believe have harmed our
balance of payments position and to suggest some needed changes.

RECOMMENDATIONS

1. Foreign funds controls

We recommend removal of the Foreign Funds Control of normal overseas
business activities. This legislation by Presidential order, directed against “For-
eign Direct Investment” misses its aim. U.S. business would not object to or be
harmed by legislation designed to control investment in foreign-owned busi-
nesses. But what this legislation does is to rigidly, arbitrarily and discrimina-
tively interfere with and control U.S. business activities abroad. It is just such
U.S. business activities that have provided the U.S. Government with most
of the foreign funds it has spent and given away abroad in recent years. Brief-
1y stated, in the years 1950 to 1967 U.S. government programs caused a net
outflow of $95.2 billion, whereas private sector operations created a net inflow
from abroad of $61.6 billion.

As stated by the head of a large U.S. manufacturing corporation: “Let’s
face the facts and not kid ourselves into thinking we somehow are going to
correct our present balance of payments deficit through exhorting unsophis-
ticated manufacturers to export more and, strangely and illogically, restricting
direct investment overseas, an action which defeats its own end.”

We have progressed a long way from the days of the trader who sold his
goods in foreign ports to the buyer on board or alongside his sailing vessel.
To sell successfully large quantities of U.S. manufactured products abroad today
requires the employment of substantial capital in the countries where the goods
are marketed. Market research, advertising, sales promotion, creating and train-
ing an organization, warehousing, assembly and, often, manufacturing may
be essential if the U.S. manufacturer is to benefit to the fullest from the poten-
tials of foreign markets for the sales of its products.

2. Tax on imaginary dividends

We recommend removal of the burdens imposed by 1962 tax legislation on
overseas business activities of U.S.-owned enterprises. These burdens consist of
far more than the amount of taxes actually collected as a result of this well-
intentioned but basically unsound legislation. Taxing U.S. corporations on imag-
inary dividends from their subsidiaries doing business abroad probably has
cost business more in unnecessary record-keeping and reporting expenses and
losses of potential profits than the amount of taxes collected by the U.S. Treas-
ury on such imaginary dividends. It has led to heavier burdens of foreign taxes
on the activities of such overseas business. Worst of all, from the standpoint of
our domestic economy and our balance of payments deficits, it has prevented
many smaller U.S. manufacturing corporations from exporting their products
as they otherwise would be doing if not for this 1962 tax legislation.

3. Inequitable 10(?) 9% surteaxr computation

We recommend correction of the statutory computation which imposes a
heavier tax on the manufacture of goods in the United States and sale of U.S.
goods abroad, than the 10% surtax payable on all other forms of income. This
so-called 10% surcharge tax provision is so worded that it now has the effect
of collecting an additional tax of more than 10% on income derived from the
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manufacture of goods in the United States and from the receipt of foreign in-
come—the very activities the Administration has said it wishes to encourage.
The surtax should be neither more nor less than 10% of the amount of U.S.
tax that would be payable if there were no surtax.

DiscussioN

Undesirable effects of foreign funds controls

Although most of the very large, well-established U.S. multinational corpo-
rations have gotten through the first year of the F.D.I. foreign funds controls
with a minimum of evil effects, even they have been harmed by these controls.
They, our economy, and our balance of payments deficit position will suffer
increasing harm as long as these controls continue in effect.

The harm being done by these arbitrary, enforced controls has been sum-
marized thus by a U.S. manufacturer: “The Regulations force us to borrow
funds we do not need. They oblige us to bring back to the United States an
abnormal amount of dollars. They make it more difficult to finance exports
through the medium of foreign affiliated companies. They make planning for
the future difficult and uncertain.”

Perhaps the greatest harm has been done by preventing many other U.S.
corporations, especially the smaller manufacturers, undertaking foreign business
activities. This is the result of administrative and psychological barriers to
overseas business activities, resulting from strict regulatory limitations on the
use of funds abroad and on the retention of profits earned abroad which other-
wise would be available for expansion and payment of debts.

Only those large corporations which were already committed to substantial
overseas activities are in a position to, and, in fact, have been forced to cope
with all the complexities of complying with the O.F.D.I. Regulations affecting
foreign transactions of every kind. There has been an understandable feeling
on the part of those not already involved in these complexities that, despite
what the Administration may say, it was determined to place heavier discrimina-
tory burdens on foreign trade and commerce, This is a psychological barrier
which has had a deterrent effect on all small (and some large) U.S. businesses
and has tended to prevent their entering the international market. This attitude
of business is understandable, in view of the series of actions and proposed
actions directed against U.S. overseas business: The Treasury’s 1962 Revenue
Bill (which was far more radical and severe than the measure finally enacted) ;
its three successive so-called ‘‘Foreign Investors Tax” Bills (similarly softened
before enactment) ; its Interest Equalization Tax (which, however. in its present
form should be of little concern to business) ; and, finally, the 1968 New Year's
Day Foreign Funds Control order of President Johnson. All these bills aimed
at international business activities naturally have had a very adverse psychologi-
cal effect on planning for overseas business of every kind, including the export of
U.S. manufactured products.

It is unfortunate that these controls were imposed (not by Congress but by
order of the Chief Executive) without consultation with the heads of U.S.
corporations having business activities abroad and without thorough analysis
of the facts. This is evident, as the government has only now commenced an
attempt for the first time to compile all the facts necessary for such an analysis.

Advcerse effects of the 1962 Revenue Act

Before 1962 manufacturers could enter the export market in the normal way,
without the threat of U.S. taxes on imaginary dividends which they might
never receive from their subsidiaries marketing their products abroad. Now
they must labor under the threat of U.S. taxes on the profits of their foreign
subsidiaries before they have been brought home. Business does not do business
abroad without the expectation of bringing its profits home. As a matter of
fact, business engages in most overseas activities on the basis of an average
pay-out period of less than three years. Its profits generally are subject to
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double U.S. taxation when brought home—once when received by the U.S.
parent corporation and again when distributed to its shareholders. U.S. stock-
holders of a U.S. corporation are not taxed on income it earns in the United
States until distributed to them as dividends—why should we penalize U.S.
stockholders of foreign subsidiaries by taxing them on income earned abroad
before its receipt in the United States? Is this any way to encourage exports
and the earning of income abroad, when this is just what we need to help our
balance of payments?

Discriminatory method of computing the 10 () % surcharge taz

Under the present method of computing the so-called 109, surcharge tax, a
U.S. manufacturer selling its products through foreign subsidiaries may be re-
quired to pay a surcharge amounting to much more than 109, of the tax it
would have paid in 1967 on the same amount of income. This results from the
effective disallowance of 109, of the investment credit (for additions to plant
equipment) and 109 of the foreign tax credit. This discriminates in favor of
taxpayers receiving income of other kinds, including those entitled to the 2719,
depletion deduction. For example: On $250,000 of corporate income the 1968
tax would amount to $63,500 after an investment credit of $21,000 and a foreign
tax credit of $29,000 and before the surtax. The so-called surtax would be, not
$6,350, but $11,350, equal to almost 189, of the tax that would be payable if
there were no surtax.

This would be at a rate of 809 higher than the 109 surtax payable by a
taxpayer having income of any other kind.

This is an unfair and discriminatory penalty on income from manufacturing
and on income earned abroad (when actually received or when taxed as an
imaginary dividend). The resulting discouragement of foreign trade surely does
not help our balance of payments deficit position. Why not compute the 109
surtax based on the amount of U.S. income tax which would be payable if there
were no surtax? Why discriminate?

CONCLUSION

Remove these three handicaps on international trade and commerce and you
will soon see such an improvement in our balance of payments picture as will
astonish you. We leave to others the question of controls of U.S. government
spending and giving away abroad—our recommendations are confined to the
positive side of the picture—how to encourage, rather than discourage, overseas
activities of U.S. concerns which create foreign income and result in bringing
home foreign funds.

There are many steps which could be taken to afford positive encouragement
of foreign business activities and thereby help overcome our balance of pay-
ments deficits. However, the starting point is to remove the discriminatory
burdens on overseas business activities which have been imposed since 1962,
Climinate these handicaps and business will produce more tax revenue for the
Treasury and more prosperity for the domestic economy.

PAUL D. SEGHERS,
President, Institute on U.S. Tazation of Foreign Income, Inc.
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