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INTERNATIONAL MONETARY REFORM

TUESDAY, NOVEMBER 13, 1973

HOUSE OF REPRESENTATIVES,
SEBcommITrrEE ON INTERNATIONAL FINANCE,

COM3ITrrrEE oN BANKING AND CURRENCY.
ANID CONGRESS OF TIHE UNITED STATES,

AND SUBCOMMrITTEE ON INTERNATIONAL EcoNwOMICS
OF THE JOINT ECONO-mIC C0oMrM3ITTEE.

Washingtofl, D.C.
The subcommittees met, pursuant to notice, at 10:10 a.m., in room

2359, Rayburn House Office Building, Hon. Henry B. Gonzalez [chair-
man of the subcommittee] presiding.

Present: Representatives Gonzalez, Reuss, Rees, Hanna, Stark,
Johnson, Stanton, Frenzel, Burgener, and Senator Javits.

Also present: Representative Widnall.
Mr. GONZALES. The joint subcommittees will come to order, and let

me say at the outset that for the sake of economy energy on the part
of our administrators, who oftentimes find them having to come to
about a half a dozen different legislative panels, we thought at this
time on the eve of the House subcommittee going into the question of
the International Development Association that it would be well to
come back to our pre-August situation on international monetary prob-
lems, and since the Joint Economic Subcommittee was interested in
the same thing, happily Chairman Reuss broached the idea of a joint
meeting and we all agreed with it to be a very good one. The Joint
Economic Committee and the House Subcommittee on International
Finance have a joint interest, and I think properly so, on the stability
of the world monetary system.

We are therefore particularly pleased that we are able to conduct
this hearing as a joint effort. This is the first time, as far as I know
that this is done.

I want to welcome this morning all of our distinguished friends,
welcome the witnesses. and particularly Under Secretary Paul A.
Volcker and Freeman H. Huntington.

I would like to offer a few comments. As I see it, the problem of
monetary reform has two facets. The problem of so-called dollar
stability, and the problem which everybody tells us is interrelated,
general stability. The dollar seems to be stronger this week than it
has been in months. I for one do not know what to attribute this to,
improved U.S. trade figures; the acute threat of an energy shortage
in Europe that could weaken the economy of that part of the world;
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the prospect of an oil shortage, that could choke off Japanese pros-

perity, or a combination of these, but whatever the reason for the cur-

rent strength of the dollar, I do not think that we can afford to in-

dulge in any self-congratulations or relax our efforts to strengthen

our basic position.
We still need to rehabilitate the dollar. Staff studies of my subcom-

mittee indicate that several things can and ought to be done as part

of that effort. One, we could welcome continued direct foreign invest-

ment in this country. Presently there is a substantial return flow of

dollars in the direct form of investment, and this should be encour-

aged. I do not think that such investment is going to result in any

foreign takeover of our economy. After all, our total corporate assets

in this country today are valued at $2.4 trillion, with a net worth of

U.S. corporations of $728 billion. Moreover, our investment abroad is

now $90 billion, against foreign investment here of $15 billion, and

the rate of domestic investment here is $178 billion annually against

foreign investment of $1 billion. So I do not think there is any danger

that our economy is going to be foreign dominated. There is every rea-

son to believe that foreign investments here would be healthy, at least

in the short to medium run, because it will help reduce the so-called

dollar overhang.
Second, I think that we could do a little more to reduce our tourism

deficit which now runs at about $3 billion a year. Devaluation may

result in improvements, but maybe we should say a little more about

it and pay more attention to the activities of the travel service and

encourage their efforts.
Third, staff studies indicate that foreign investment in U.S. securi-

ties could be encouraged by removal of the present 30 percent tax on

gross dividends and interest. Our studies indicate that this tax pro-

duces little return, and that its elimination could stimulate a much

greater rate of foreign investment in U.S. stocks and bonds.
Finally, of course, there is the oil problem. Staff studies show that

this is our biggest and the least manageable problem of all. It is a

problem that affects all other currencies of any stature. The pound,

the franc, the mark, and the yen are all affected by this tremendous out-

flow to the petroleum exporting countries.
This remains the greatest single threat to the stability of the dollar

and all currencies, and I think that the test of any reform monetary

system will be how well it can deal with the oil dollar overhang. I was

disappointed to see that this problem received little attention, at least

publicly, in Nairobi.
The second problem we are dealing with in general is the general

monetary reform situation. The present floating system has survived

war in the Middle East, the political turmoil in the United States, and

inflation in Europe, but the question is whether the system can survive

indefinitely. I have my doubts.
Secretary Volcker has been heading our efforts to negotiate a reform

system, but progress has been slow. I hope that he will bring in some

good news today, some news that the Committee of Twenty has been

able to reach agreement in principle on the fundamental issues.
Mr. ]Reuss?
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Mr. RETJSs. I would simply like to join with you, Mr. Chairman, in
this excellent effort to conserve energy. I am most happy to see our
friend Undersecretary Volcker. I have had a chance to look at his
statement which is, as usual, well addressed to the problems before us,
and I think we should get started.

Thank you.
Mlr. GONZALEZ. Thank you.
MIr. Johnson?
Mr. JoHNsoN. I want to join with Congressman Reuss and yourself

in welcoming Paul Volcker here today, and it is going to be very in-
teresting and refreshing to hear from Mr. Huntington, senior vice
president of the First National City Bank, which is one of the great
banks of the Nation, and with worldwide connections, and I think you
are to be commended for holding this hearing this morning which will
be a good background for us as we proceed on the very vital questions
which face our subcommittee.

Mr. GONZALEZ. Mr. Rees, do you care to make any statement?
Mr. REES. No; I think Mr. Volcker and Ml. Huntington might have

better statements.
Mr. GONZALEZ. How about you, Mr. Stanton.
Mir. STANTON. No; thank you.
Ml. GONZALEZ. Mr. Volcker, thank you for being with us. You have

the forum.

STATEMENT OF HON. PAUL A. VOLCKER, UNDER SECRETARY OF
THE TREASURY FOR MONETARY AFFAIRS

Mr. VOLCKER. Thank you, Mr. Chairman.
I must say I do appreciate these opportunities to come up occasion-

ally and keep in touch with the subcommittee on the subject of interna-
tional monetary reform, and I think I doubly appreciate it when you
combine committees this way.

I was also interested in your opening statement, Ml. Chairman. I
would like to associate myself with the points that you made about
woelcoming foreign investment and tourism and I think, the withhold-
ing tax as well.

I will proceed by reading the statement, if that seems the most expe-
ditious way to proceed, Mr. Chairman.

Air. GONZALEZ. Fine.
Mr. VOLCKER. The recent annual meeting of the International Mon-

etary Fund in Nairobi marked the completion of a year of negotiations
in the Committee of Twenty to reform the international monetary
system. Alongside these formal negotiations, the past year has also
been marked by important changes in the actual functioning of the
system. I am glad to report on these matters to your two subcommnit-
tees, and I particularly appreciate your w illingness to meet jointly on
this occasion.

The status of monetary reform was marked by three essentially pro-
cedural steps taken at Nairobi:

First, Ministers set a deadline for the completion of a basic agree-
ment on reform by the Committee of Twenty by July 31, 1974.
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Second, they agreed to procedures for facilitating the committee's
negotiations and for enabling as much work as possible to be com-
pleted wvell before the agreed deadline.

Third, they published a first outline of reform, summarizing the
chairman's assessment of the status of the negotiations thus far.

The deadline for reaching agreement reflects, I believe, the collective
political determination to mtove ahead in the reform work with a clear
sense of urgency and dedication. In a sense, it is a prod or a goad to the
technicians and negotiators. But it is also a realistic assessment both
of what is attainable and what is required. There is no doubt in my
mind that, in setting such a deadline, the ministers mean to meet it.

More generally, the tenor of the discussions at Nairobi ran counter
to some doubts and false impressions which had grown in some minds
about the negotiations. Certainly, tough issues central to the negotia-
tions remain unresolved. But the Nairobi meeting did not support an
impression that the negotiations are stalemated, with no solution possi-
ble or likely within a reasonable time. Nor did I detect any feeling
among the politically responsible ministers that the arrangements that
have grown up over the last 2 years, culminating in the decisions last
larch of a number of nations to permit their currencies to float. were

in themselves a satisfactory substitute for organized reform. To the
contrary, I believe virtually all countries went to. and came away from,
Nairobi attaching high priority to the reform effort, and with a sense
that the remaining issues could be resolved.

To assist in this resolution. a schedule of ministerial meetings of the
committee wvas tentatively set for January and March 1974. M1ean-
while, four tecimical groups have been established to explore more
thoroughly certain aspects of the reform proposals. These groups are
designed to provide smaller, more informal forums for detailed study
of individual elements that might be included in a reformed system.
including adjustment rules, convertibility arrangements. the supply
and composition of liquidity, and the flow of resources to poorer coun-
tries. As these groups complete their work, together with related ef-
forts by the IMF executive board, the Committee of Twentv wil]] be
in a much better position to finally decide upon the components that
wVil go into a comprehensive reform package.

The so-called first outline of reform released at Nairobi notes areas
of agreement and issues yet to be resolved. The assessment is the chair-
man's: Governments are not committed to specific language, and the
report explicitly and correctly recognizes that agreement on any par-
ticular issue is subject to final agreement on the reform package as a
whole. The report does, however, provide a useful benchmark of the
progress that has been made in some areas. and helps as well to higll-
lioht certain points at issue. I will comment on several of these in turln.

First, adjustment. The problem of balance of payments adjustment
is a central issue to be resolved in the reform negotiations. At the
highest level of generality, there is agreement on the need to establish
clear adjustment rules and disciplines falling symmetrically on sum-
plus and deficit countries, with adequate incentives and pressures for
enforcement. However, the area of agreement has tended to breakdown
as these generalities are placed in a more operational context.
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As you know. the United States has attached considerable weight
to the use of movements of reserves as a so-called objective indicator of
adjustment needs. We believe this is particularly important in the con-
text of a system of general convertibility, where losses of reserves in
any event bring stronlg. and eventually irresistible, pressures for ad-
justment on deficit countries.

In general terms, as the draft outline suggests, the idea of using a
reserve indicator has attained support. But agreement has not been
reached on the w eight to be placed on that or other indicators in help-
ing to guide the adjustment process. In the jargon that has grown. up.
the question reevolves around the degree of presumption toward adjust-
maent action, or in pressures or sanctions to be applied, to be associated
with an objective indicator.

In contrast to the United States view, there are some governments
that would prefer to rely much more fully on assessment, meaning a
more subjective evaluation emerging out of a consultative process.
Certainly, an active consultative process is an essential ingredient of
an effective monetary system. But, taken alone, experience shows it
lacks the essential discipline and certainly that will be necessary.
Consequently, present efforts are concentrated on finding an appro-
priate synthesis combining consultation, assessment and reserve indi-
cators in a coherent and workable whole.

Now, the means of adjustment. Questions of adjustment encompass
not only which nation will initiate adjustment action and when, but
which instruments of adjustment will be used, for instance, whether
domestic monetary or fiscal policies. exchange rate changes, or con-
trols. Again, as a broad generality, there is substantial agreement with
the concept that a reformed system should afford national govern-
ments that freedom of choice and action which is consistent with the
needs of the system as a *vhole. Moreover, within this framework,
there is almost universal recognition of the need to make the exchange
rate mechanism more flexible and accessible as an instrument of ad-
justment than it was in practice in the Bretton Woods system. Thus,
changes in par values would not be considered so exceptional an ad-
justment measure, there would be some provision for floating, and
wider margins for exchange rate fluctuation above and below estab-
lished par values-on the order of the margins agreed to provision-
ally at the Smithsonian Institution for nondollar currencies-are ac-
cepted in principle as a desirable permanent feature of the system.

This degree of consensus on the nature of the exchange rate regime
is summed up in the ambiguous phrase "stable but adjustable par
values, with provision for floating in particular situations." That
phrase is obviously too vague, and too subject to different interpreta-
tions. to represent the last word in this sensitive area. For instance,
some countries wish to circumscribe the floating option narrowly, by
stating it must be transitional or temporary, by closely restricting the
definition of particular circumstances. and by directing the IMF to
limit its use in other respects. In the view of the United States and a
number of other countries, however, practical experience strongly
suggests that the so-called floating option must not be so narrowly
conceived; that particular situations, impossible to define adequately

26-874-74 2
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in advance, may well arise in which floating would constitute both the

most effective and least disturbing course of action open to a country
wishing to act in an internationally responsible manner.

Our own reform proposals, and those of others, contemplate that

most countries, including the largest nations, will want to maintain

established exchange rates; in other words, that par values will re-

main the center of gravity of the system. We do not see that as incon-

sistent with a workable floating option. What we do feel is that the

essential disciplines and rules of the system should be applicable both

to the management of par values and to the management of floating

exchange rates so that we have a consistent whole. Indeed, viewed in

that light, many of the same issues arise whatever the formalities of

the exchange rate regime. A floating exchange rate, in my judgment,

cannot provide a country with a means for escaping the disciplines

and constraints inherent in being a part of an international economy.

CONVERTIBILITY AND71 SETTLEMENT

Closely related to provisions for adjustment are the rules to govern

the convertibility and settlement mechanism. Again, there is broad

agreement that countries maintaining par values will be responsible

for converting into agreed reserve assets those official balances of their

currencies which are presented to them for conversion. Beyond that

general statement, however, some countries. preoccupied with placing

strict controls on use of national currencies in a new system, would

prohibit new currency holdings, would make it mandatory that all

imbalances from whatever source be settled by the transfer of reserves

unless credits are internationally negotiated, and would centralize

virtually all official settlements in the International Monetary Fund.

We have felt that such a system would be overly rigid, as well as

overly complicated, and probably break down in the face of sudden

strains, for example, from large movements of volatile capital. On the

other hand, we share the concern that, in the context of a new system,

we do not again permit the growth of excessive and ultimately destabi-

lizing balances of official currency holdings over longer periods of

time.
These problems would appear in a somewhat different light if at

least the main countries adopted a so-called multicurrency intervention

system instead of, as in the past, centering their intervention in the

exchange markets so largely in the dollar. One of the technical groups

is now examining this question.

CONTROLS

Nearly all countries are agreed that there should be a strong pre-

sumption that controls on current account transactions would be used,

if at all, only in exceptional cases. However, a number of countries see

a more prominent role for capital controls. We have taken the view

that it is the existence of controls, not their absence, which must be

justified. We want a system which would tend toward an international

equilibrium consistent with market forces, rather than a balance
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achieved only by prolonged use of controls. The effectiveness of con-
trols has, in any event, been demonstrated to be limited in the face
of powerful speculative forces.

RESERVE ASSETS

The view is widely held that SDR's, as appropriately modified and
perhaps renamed, might take on the role of unit of account, or numer-
aire, and in time become the main reserve asset in the new system. Con-
sistent with this view, the diminishing trend in the official monetary
role of gold would be continued, and currencies should have a. much
smaller role than in the recent past.

A number of difficult and complicated technical questions need to
be resolved in this area concerning the methods of valuing SDR's
relative to currencies, the remaining role of gold in the system, and
the means of assuring a satisfactory total and composition of reserves.
However, I am convinced that workable answers are available to these
essentially technical problems.

I am frankly less sanguine about other aspects of the problem where
the technical aspects are less formidable, but where there is a wide gulf
in philosophy, differences in political perceptions, or large practical
problems of implementation.

I am most seriously concerned about the various proposals for link-
ing the creation of SDR's to development assistance, an approach
which many developing countries have presented as an essential ele-
ment in monetary reform. Yet, this approach seems to us to threaten
at the very start the chances for making the SDR the centerpiece of
the reserve system by creating, at the least, suspicion that the monetary
role would in practice be subordinated to the need for aid. The need for
reasonable quantities of international development assistance sus-
tained over time seems to me plain. The question is how that aid should
be provided, whether in the long-accepted manner by explicit political
decisions involving specific legislative consideration, a process which
one of these committees is going to be considering tomorrow, or by in-
corporating aid within the process of international liquidity creation,
with the implicit danger that neither objective is well served.

Most approaches to monetary reform implicitly or explicitly assume
a large consolidation of existing official holdings of dollars or other
foreign currencies in official reserves. Technically, such a consolidation
appears readily feasible, by a combination of funding or by conver-
sion of currencies into, say, SDR. However, as the discussions have
proceeded, it is apparent few countries wish to see their reserves re-
duced or made substantially less liquid, and many countries value
highly their present freedom to hold, and handle flexibly, currencies.
Consequently, the more philosophical attachment to the concept of
sharply reduced currency holdings in the system as a whole is diluted
by the more practical attachment to the retention of maximum flexibil-
ity by individual countries. The possibilities of achieving a solution to
this dilemma will need to be explored through detailed investigation
with the objective of finding whether specific terms and conditions for
consolidation can be found that are acceptable to debtors and creditors
alike.
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Finally, I should note there is widespread recognition that the

structure of the International Monetary Fund should be modified, and

that the relations between the Fund and other organizations with in-

ternational economic responsibilities should be closer, more consistent,

and better coordinated. But the Committee of Twenty has yet to give

detailed consideration to specific possibilities.
Now, a few remarks here about the interim system. The interna-

tional economic environment. which forms a backdrop for monetary

developments, has in recent months had to adjust to, and absorb the

impact of, some serious disturbances. We have experienced rapid

worldwide inflation. Widespread and severe shortages of agricultural

commodities and energy have developed. We have seen renewed inter-

national political turmoil in the form of a war in the Middle East.
Yet, I can report these disturbances have not had a jarring impact

on the interim international monetary arrangements introduced last
March.

Faced with the large uncertainties arising not only from changes in

the economic environment, but also from the necessary adjustments
in exchange rates earlier in the year, the regime of floating exchange
rates among the major industrial countries has been accompanied by

fairly wide fluctuations in the value of particular currencies at par-
ticular times. At one point, during the summer, the market became
somewhat unsettled. But viewed in its entirety, the flexible new ar-

rangements appear to have proved their worth during this transitional
period. They have helped to insulate individual currencies, and econ-
omies, from the shocks and imbalances arising abroad during a dif-

ficult and uncertain period. Trade and investment have continued to

flourish. The atmosphere of repeated and continuing crises has faded.

Given the circumstances, could any other arrangement have done as
well ?

To be sure, during the late spring and early autumn, there were
movements in certain exchange rates beyond what most observers felt

necessary or desirable in light of basic economic conditions. These
movements were not generalized; they were concentrated in the value

of a relatively few European currencies. Nor were they entirely un-

foreseeable or unreasonable. given that underlying payments dis-
equilibria remained large. There was inevitable uncertainty following
the very substantial exchange rate realinements which had taken place,

and domestic political developments in the United States were receiv-
ing wide comment.

Naturally. these movements in the market were the source of some
concern. To the extent it could be helpful in maintaining an orderly
market and in encouraging confidence, limited official intervention
was undertaken. Since July, exchange rates have moved generally in

the reverse direction, alleviating these concerns. The change rates be-
tween the dollar and the jointly floating European currencies are now

rather close to the levels established after our February devaluation,

and the dollar is stronger against several other currencies.
A critically important factor in explaining the restored confidence

in the dollar and the more satisfactory performance of the exchange

markets in recent months is the improvement in the underlying U.S.
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balance-of-payments position. Earlier this year, there was a good deal
of uncertainty in everyone's mind as to when we could expect to see
real progress in restoring the U.S. trade balance. Following the Smith-
sonian exchange rate changes, we had seen a continued market deteri-
oration in our trade figures, with the trade balance moving from a defi-
cit of $2.7 billion in 1971 to a deficit of $6.9 billion last year. Much of
this was anticipated. The deterioration of our basic competitive pos-
tion was deepseated, devaluation initially worsened the trade position,
and cyclical developments were adverse. Nonetheless, it was unset-
tling, and a considerable lag in response could have been anticipated
following the February realinement as well.

In the event, marked improvement in our trading accounts has been
evident throughout the year. Successive quarters have brought figures
$3 billion to $4 billion better at annual rates than the preceding quarter.
Including a surprisingly strong showing in September, the trade bal-
ance was in surplus by over $3 billion at an annual rate in the third
quarter, the first such surplus since the first quarter of 1971. Even
discounting the September surplus, the prospect is for continued im-
provement in the U.S. position. The exceptional strength of our agri-
cultural trade, with the balance rising by $7 billion to $8 billion over
a year ago, accounted for the great bulk of the recovery in our trade
position this year. This will not recur. As time passes, we must count
more heavily on extending recent gains in the manufactured goods
sector.

Like all the major industrial countries in varying degrees, the
United States faces a sharply rising import bill for energy products.
Obviously, this will cut into gains in our trade balance directly, as
well as place new pressures on the internal price structure. I cannot esti-
mate with accuracy the full impact of this development, but it does
plainly underscore the continuing challenge of dealing with our infla-
tion and maintaining a strong competitive position.

If we can succeed in those tasks, then we can anticipate that the
U.S. external position will also be bolstered in the period ahead by
strong interest in long-term investment in the United States as well
as by some reflows of funds which left this country during periods
of speculation against the dollar. In the longer run, we should receive
a considerable share of the investments of the oil-producing countries,
themselves, because of the broad range of attractive investment oppor-
tunities available in this country.

Improvement in the U.S. balance of payments and a reasonably
strong dollar are indispensable to effective functioning of a reformed
international monetary system. But we should not mistake this wel-
come development, and calmer market conditions, for reform itself.

In the end, we seek-and need-a code of conduct or system of rules,
broadly perceived to be in the common interest, to govern conduct
when the actions of one nation impinge on another. It is difficult
enough to maintain harmonious international economic relations when
nations know what is expected of them. Without such rules, the po-
tential for conflict eventually will become unacceptably great.

I would hope that a year from now we will be able to come to the
Congress with specific proposals for legislation to implement agrep-
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ment on reform. I recognize that this is an ambitious target. Turning

a general agreement scheduled for the end of July into a detailed

legal agreement can be a laborious and time-consuming process. But I

also recognize that, at a certain point, a search for perfection in an

imperfect world can be an illusion. Our objective must be to get the

essential points right, and to move with all deliberate speed to pin

down that agreement.
Mr. GONZALEZ. Thank you very much, Mr. Secretary, for an excel-

lent statement.
I wanted to mention that Senator Javits from the other side of the

Capitol has joined us. We welcome him.
Senator JAVITS. Mr. Chairman, may I say that if I should have to

leave to another executive committee meeting, I appreciate the hos-

pitality of this subcommittee.
Mr. GONZALEZ. Mr. Reuss, should we proceed under the 5-minute

rule or should we hear Mr. Huntington at this time ?

Mr. REUSS. If I may make a suggestion, I would like to defer to

Senator Javits now, because I know he is going to have to leave shortly

to his other duties. Perhaps he could examine Secretary Volcker at this

time.
Senator JAVITS. Well, Mr. Secretary, I shall just take 5 minutes, and

I will appreciate the Chair advising me when 5 minutes are up.

Mr. GONZALEZ. We will so advise you, and incidentally, I might add

that if we do proceed on the 5-minute rule, the time-honored custom is

that wve can submit questions in writing within a reasonable time for

the record, if the Secretary is willing.
Senator JAVITS. Mr. Secretary, I just have two points I would like

to raise with you. One is the question of gold, how gold figures in this

equation. *Wrhere do we stand vis-a-vis the French on this issue and

where do they stand on the demonitorization of gold, which you have

very brilliantly described?
Mr. VOLCKER. Well, we foresee, together with the great majority

of countries in this group, a diminishing role for gold. Now, that is

a very general statement, subject to differing interpretations in prac-

tice. We have made some proposals that suggest the simplest way to

facilitate the process, not only of diminishing the role of gold but also

increasing the importance of SDR's, would be to permit gold to be sold

in the private market by central banks, if they so desire, and having

done that, little more remains to be done. They can take advantage of

the higher market price for gold if they so desire. That gives them

an opportunity to sell gold at what appears to be the price the market

will bear. If they have that opportunty, you do not have to do a lot

more because gold, even now, is not a very large component in world

reserves, and it rather sinks to the bottom of the pile. So long as gold

is at the bottom of the pile, it does not have to be very actively traded

among central banks. It is what they tend to hang on to for extreme

emergencies.
Senator JAVITs. Mr. Secretary, would it be helpful to you if in the

advise and consent role, the Joint Economic Committee-I would not

presume to speak for Mr. Gonzalez' subcommittee-would consider

this matter and give the Treasury either support or some other point

of view on this key gold question?
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Mr. VOLCKER. Well, you leave me with a dilemma. I would be de-
lighted to have you consider it if you are going to support us.

[General laughter.]
Mr. VOLCKER. I have enough confidence in the committee and in our

own position so that it could be helpful.
Senator JAVITS. The other question, sir, and again I would like to

thank Mr. Gonzalez and my beloved colleague, Henry Reuss, with
whomn I wor'k so often, for yielding me this time. The other question
involved the special problem of the impact of oil on our balance of
payments and on other international monetary phenomena. It has
been suggested at recent hearings of the Joint Economic Committee by
two Brookings economists, that we ought to try to work out some kind
of a plan by which these rather windfall oil revenues for the Arab
states, for example. should go into the development sector.

Do you see anything in that or any suggestions?
Mr. VOLCKER. Well, some of them do. Some portion of those reve-

nues have been used for development. A lot of them are currently
being used for military development, I am afraid, rather than eco-
nomic development in the area. It is a very difficult problem.

Looking at it from their point of view, of course, they are taking
a. national heritage out of the ground, a God-given national heritage
that they do not want to see dissipated. This is their wealth, and they
are not very wealthy countries, by and large. So they are interested in
having safe investment outlets, and they want a reasonable amount
of flexibility in handling those investments, and that is quite under-
standable.

Now, the question is how to reconcile that natural interest of theirs
with the interest of the world community in not having the invest-
ments used in ways that are inconsistent with monetary stability. We
have thought about this problem a great deal. I do not feel, no matter
how much we have thought about it, that we have ideal answers, but
we have had some discussions within the context of the Committee of
Twenty. I do not think we can get the whole answer through eco-
nomic development. You can get a portion of it there, but these coun-
tries will be interested in making profitable investments, and they may
not see the developing countries as entirely the best outlet for that.

Senator JAVITS. Of course, cycled through, say, a world bank or an-
other institution, they have the full faith and credit of that institu-
tion, and therefore the whole world.

Mr. VOLCKER. They already do that. There is a fair amount of World
Bank bonds held by some of these oil rich countries. But again, while
a World Bank bond is a prime security, it does not provide as attrac-
tive a return as perhaps some other investment opportunities. So they
would want diversification, I am sure.

Senator JAVITS. But you will evaluate this?
Mr. VOLCKER. We are looking at it. We haven't got any magic an-

swers, but it is a common problem, not just for the United States,
of course, but generally.

Senator JAVITS. In the 1 minute I have left, I revert back to gold.
It has been said that the SDR's have been invalidated by the gold
clause the French cranked into it.

Can you tell us anything about that or how you are now contem-
plating the dealing with that problem?
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Mr. VOLCKER. Well, it is not in any sense invalidated by the gold

clause. I think what you must be referring to is that the SDR is de-

fined as a certain amount of gold. just as currencies are. so that if the

price of gold were officially changed, this would create a problem.

But it is not our intention to officially change the price of gold. In

any event, the whole question of evaluation of SDR's is under inten-

sive consideration, and as I suggested in the statement. I think this

is a highly technical problem, with some very interesting policy as-

pects. There is consideration. for instance, of valuing the SDR in

terms of a so-called basket of currencies where you make it equal to

or better than an average of currencies. You specifically define it in

that manner rather than defining currencies in terms of the SDR,

which in fact, is the traditional approach-which we have thought

satisfactory for the future. This is not a matter of great doctrine or

philosophy but rather a question of what is practical and keeps the

SDR usable and valuable-but not too valuable, so that people will

use it and not hoard it.
Part of the problem here is keeping the SDR understandable. We

find in a number of areas of monetary reform that we begin getting

so complicated that it is a little difficult to explain-not just to a lay-

man. but even to an informed person. I think that is dangerous. *We

should have a system that is reasonable and comprehensible, and this

is one of the problems you get into in dealing with some of these tech-

nicalities in the SDR.
Senator JAvITs. Well, Mr. Chairman, I would just like to say to the

Secretary that I hope in making it comprehensible you think about

changing the name, too.
Mr. VOLCKER. I share that feeling, and of course, the present name

reflects a form of compromise, because there was a feeling among some

that it should not sound too attractive, and the name certainly suc-

ceeded in that.
Senator JAVITS. Making it unattractive.
Air. VOLCEER. That is right.
Senator JAVITS. Thank you, Mir. Chairman. Thank you, Congress-

man Reuss.
Mr. GONZALEZ. Thank you, Senator, for your presence.

Mr. Secretary, how pressed are you for time?
Mr. VOLCKER. I am not.
Mr. GONZALEZ. Well, in that case, is it the consensus of the members

that we proceed to hear Mr. Huntington, and then reserve our 5

minute questioning to both?
If so, we will ask Mr. Huntington to step forward and join Mr.

Voleker.

STATEMENT OF FREEMAN H. HUNTINGTON, SENIOR VICE PRESI.

DENT, FIRST NATIONAL CITY BANK, NEW YORK, N.Y.; ACCOM-

PANIED BY HAROLD VAN CLEVELAND OF THE BANK'S INTER-

NATIONAL ECONOMICS DEPARTMENT

Mr. Hrn1MNGToN. Thank you, Mr. Chairman.
I have asked my associate, Mr. Harold Van Cleveland, of our inter-

national economics department, to come with me, and I think if he



13

could join us at the table he could be helpful in fielding some of the
questions which we have tried to anticipate.

Mr. GONZALEZ. That would be fine.
Mr. HuxriNGTON. I wvill go ahead with the statement that I have

made.
It is a pleasure to be here this morning and to be able to share with

you our views on some of the important underlying aspects of inter-
national monetary reform. Congressman Gonzalez, in his recent letter
to me, asked me to address myself to these questions. I shall comment
on them in order.

Mr. Gonzalez' first question concerns the present condition of the
dollar in the foreign exchange markets and the prospects for the dol-
lar in the short run. Since the dollar reached its lowest point against
the major European currencies early in July of this year, as noted by
Congressman Reuss in his recent statement to the House, the dollar
has been on a consistent firming trend against all the European cur-
rencies, both those within the joint float, or snake, as it is commonly
Inown, and the pound sterling and the Italian lira. The trend has not
been a straight line but rather a winding path which has apparently
reflected the misgivings of some European exchange dealers about
the seriousness of the U.S. effort to cope with inflation.

In recent weeks, however-and I might add a comment, in recent
days, even more-the situation has changed dramatically. The dollar
has risen sharply against all the European currencies. The decision by
the Japanese Central Bank early this month to raise the rate at which
it would intervene to support the yen against the dollar seems to have
crystallized a complete turnaround of expectations in the foreign ex-
change markets. Furthermore, the dollar's failure to react adversely to
heightened political uncertainty in Washington and to the Middle
East has confirmed the dollar's underlying strength.

The oil crisis has also been an important plus factor for the dollar
in the short run, for the markets recognize that the steep rise in oil
prices and the potential impact of curtailment of oil shipments by
Arab nations will have a much greater impact on the European and
Japanese economies and trade balances than on the United States.
However, it is important not to lose sight of the fact that the dollar's
rise on the exchange markets in recent weeks is solidly grounded on
more lasting factors, particularly a rapidly improving U.S. trade
balance and, even more important, the basic U.S. balance of payments,
which includes the current and long-term capital accounts. These
trends were underlined by the announcement, late in October, of an
unexpectedly large trade surplus for September. In our opinion, this
has gone a long way toward convincing our European friends that the
U.S. balance of payments has really turned around.

In the past, with large deficits in our trade and payments balances,
it was only logical that foreign investors would require lower and
lower exchange rates as an inducement to hold additional dollars. Now,
with so substantial an improvement in our trade and payments figures,
and with the economic fundamentals in the United States being rela-
tively strong in comparison with those of most European countries,
the dollar will, in our opinion, strengthen on the exchange markets at
least into the first quarter of 1974.

26-874-74-3
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One should not overlook, however, the close relation between ex-
change rates and interest rates. Short-term changes in relative interest
rates between the United States and European money markets could

cause the dollar to weaken sporadically from time to time, particularly
at a time when most of the European countries are using tight money
which produces high interest rates to cope with inflation, while U.S.

money market rates are falling in response to a cyclical slowdown.
As the dollar strengthens on the exchanges, it should be possible to

followthrough with the removal of U.S. exchange controls on capital
outflows as suggested by Treasury Secretary Shultz earlier this year.
Against the background of an improving U.S. payments balance,

nothing would do more to enchance the desirability of the dollar as a

store of value, at home and abroad, than to remove the present arti-
ficial restrictions on its use. I emphasize this. In our opinion, the inter-

state equalization tax, the Office of Foreign Direct Investment

(OFDI) controls and the voluntary credit restraint program have
outlived their usefulness and should be terminated.

Congressman Gonzalez' second question asks whether we envision
the use of a option to float as an appropriate part of a reformed mone-
tary system. An option of this kind is essential, in my opinion. A coun-

try whose exchange parity has come under strong market pressure
really has no choice but to float. as the experience of the last few years

forcefully demonstrates. Even if the rules of a reformed system made
no provision for floating, some countries would be forced to float from
time to time in order to safeguard their reserves or to avoid massive
inflows of funds that would cause an inflationary expansion of the do-
mestic money supply.

In fact, in present circumstances, there is no real choice to be made

between fixed rates and floating rates, so far as relations between the

dollar, on the one hand, and the European currencies and the yen, on

the other hand, are concerned. In these currency relationships, the eco-

nomic fundamentals have been far from conducive to exchange-rate
stability. Marked differences in monetary policy between the United

States, Western Europe, and Japan, differences in rates of inflation,
and the existance of a large dollar overhang have all made for con-

siderable instability under the present exchange-rate regime. These

economic factors are also responsible for the present undervaluation
of the dollar in purchasing-power terms, against the continental

European currencies and the yen. These economic conditions make it

impossible to maintain fixed parities between the dollar and the Euro-

pean currencies or the dollar and the yen. An attempt to do so would

only invite a repetition of the brief, unhappy experiment of the

Smithsonian agreement.
Nor do I think that these conditions will soon change enough to

make possible an early return to fixed rates for the dollar with respect

to European currencies. All the industrial countries are struggling to

bring rapid inflation under control. During the next few years, mone-

tary and fiscal policies are quite likely to be of the stop-go variety,

and countries will have varying degrees of success in the battle with
inflation. Moreover, a far-reaching payments adjustment is now taking
place among the economies of the United States, the Common Market,

and Japan. Trade balances, investment flows, and the currency pref-
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erences of holders of liquid assets are all changing rapidly. In so un--stable an environment, exchange rates are unlikely to be stable, whetlh-er they are nominally fixed or floating. Oil embargoes and sudden,large price increases are hardly conducive to exchange stability.
In the longer run, a return to stable parities may be possible, notonly within the existing monetary blocs, but between blocs.
I recognize, of course, that floating exchange rates or flexible ratesof any kind can cause problems. Perhaps the chief danger is that theymay be manipulated by official intervention in the exchange marketsor by exchange controls in order to obtain a competitive advantage.Agreed rules are therefore needed to make this less likely. Rules ofthe kind now proposed for the "reformed system" would help, in myopinion.
I doubt that it makes a great deal of practical difference whetherthe rules of a reformed system do or do not require prior IMF au-thorization to float. Countries will float if they have to, and they willprobably be reluctant to float unless they have to.
In general, governments seem to prefer the additional element ofstability which official parities can lend to exchange rates, when theeconomic fundamentals are conducive to stability. They usually resortto floating only when a pegged parity is not sustainable. In such cir-cumstances, authorization to float could hardly be withheld. Indeed,the mere request for authorization, if it became public knowledge,would set in motion market forces which would clearly justify floating.Perhaps there is some merit in the formal requirement of prior au-thorization in that it would at least deter floating where floating isnot necessary to forestall or stem massive one-sided movements offunds across the exchanges, but I doubt that the presence or absenceof an authorization requirement would make a great deal of practicaldifference.
Mr. Gonzalez' third question asks for an opinion whether progressis being made on reform or whether a stalemate seems to be develop-ing.
Perhaps I am too optimistic, but I do feel that substantial progresshas been and will be made. I am reasonably confident that the principalfinancial powers will succeed in compromising their present diflfer-

ences and will come up, sometime next year, with an agreed planof reform.
Such an agreement is highly desirable in my opinion, though notbecause the reformed system could be immediately put into effect. Aslong as the economic fundamentals are inimical to exchange ratestability between the dollar and other major currencies, a system suchas that contemplated, based on fixed but adjustable parities, will haveto wait in the wings. Nevertheless, agreement is useful, in my opinion,because it will serve to ease tensions. It can help to reduce the riskof trade and exchange-rate warfare. These are the chief dangers in-herent in the present system of de facto floating blocs.
Meanwhile, the most important contribution the United States canmake to international monetary order is to bring its own inflationunder control. In the last analysis, a return to exchange-rate stabilitydepends far more on how the major countries conduct their domestic
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monetary affairs than on plans of monetary reform or on the institu-

tions of the international monetary system.
Mr. HUNTINGOTTON-. I just might make one comment here, Mr. Chair-

man, we brought with us several publications which we have on the

table over there, which give some background to the present monetary
problems, two publications called Money International, and the other

one, which is the one that you have in your hand which is a weekly-
we publish on a weekly basis which brings us up to date on day-to-
day exchange market movements.

Mr. GONZALEZ. Thank you very much. I take this opportunity to

thank you for this service that you and your institution have pro-
vided in your help and cooperation.

If it meets with the approval of all members, we will proceed under

the 5-minlte rule, and I will not use my 5 minutes. I have just one

general question-and I guess principally directed to Mr. Volcker

but by no nmeans limited to him if you care to discuss it also, Mr. Hunt-

ington, and then I will submit some written questions here this
morning.

During the summer, at the height of the political turmoil here in

the country. there was considerable pressure on the dollar in specula-

tion. Everybody vwas telling us, each individual that came up, that

there wvas a relationship-that one thing that would help stabilize
would be if Watergate and everything else subsided, but in the interim,

we have had not only a continuation, but a rather intensification of

crises. There was the unprecedented resignation of the Vice President,
the Middle East war, and no such talk as we heard in August. How
do you account for that?

Mr. VOLCE-ER. Well, I would have to go back and look up what I

said when I was before the subcommittee in August, or whenever it

was, but my recollection at this time is that when you asked that ques-

tion, I minimized the influence that Watergate and related develop-

ments were having. I recall saying that it was a factor in the back-
ground, but that it would not be important if there were not adverse

economic, or what were interpreted to be adverse economic develop-
inents, going on-particularly, at that time, the inflationary develop-

ments that were associated with the food price situation.
If that is what I said then, and I think it was, I think recent develop-

ments rather confirm that judgment, that when people are convinced
that the economic situation is sound, they are going to be less distressed
over the political situation.

I do not mean to ignore the political at all. It is an unsettling factor
in the background, but I think people evaluate it quite differently,
depending on their economic judgment.

Mr. HUNTINGTON. I think, Mr. Chairman, that you will find in the

day-to-day movement in the principal currency exchanges, and I think

you have to restrict that more or less to Europe because the Bank of

Japan has such a tight control over the movement of the yen, but it

does not respond to normal market reactions, that temporary abbera-

tions which were caused-wider fluctuations were caused by the politi-
cal and tremendous pyschological approaches that the professional
dealers in Europe develop on a day-to-day basis, but without-as Mr.
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Volcker says-without the underlying economic problems they would
have little impact.

But the existence of the basic problem in adding to it, some of the
professional dealers in Europe are like small children and they live
on nothing but rumors and you get some of the wildest rumors over the
telephone about 10 o'clock in the morning, it will force 5 or 6 pfennig,
changes in the dollar market rate.

That would not happen if there were an underlying factor, and that
factor-as I tried to point out in my statement-the trade figures of
September appear to have been the greatest single thing that have
changed the thinking of the Europeans.

Mr. GONZALEZ. Thank you very much. I will submit my other ques-
tions in writing to Air. Volcker.

[The following are written questions submitted by Chairman Gon-
zalez to Mr. Volcker, along with Mr. Volcker's answers:]

Question 1. What was the chief accomplishment of the Nairobi meeting in
terms of monetary reform?

Answer. I consider the chief accomplishments of the Nairobi meetings to be the
following: the establishment by Ministers of the Committee of Twenty of a dead-
line for the completion of basic agreement on reform by July 31, 1974; the agree-
ment on procedures for facilitating the Committee's negotiations; and the publi-
cation of a First Outline of Reform. Taken together, these actions provided a
new thrust to the monetary reform negotiations and reflect the existence of the
political determination which is necessary to bring the negotiations to an early
conclusion.

Question 2. At our hearings on July 19, Mr. Volcker, you said that you thought
that the dollar was undervalued. Do you still think that it is?

Answer. The Subcommittee's hearings in July occurred when the dollar was at
a low point against a few of the European currencies, although the dollar rate
had been steady against the currencies of the great bulk of our trading partners.

I told the subcommittee then that I thought that the appreciation of certain
currencies vis-a-vis the dollar had moved farther than warranted to restorG
long-term international payments equilibrium. Since that time, many of the rates
have moved back toward the levels established in February, which we continue to
believe is a basically appropriate rate structure.

Question 3. Is monetary reform really needed right nowf If it were needed that
badly wouldn't we be seeing it sooner?

Answer. We are, of course, pleased that the present interim monetary arrange-
ments have worked as well as they have in a period of great difficulty and un-
certainty. But neither we nor others feel that the present arrangements represent
a satisfactory or sustainable system for the long term. What are missing are
established and accepted codes of international behavior, to provide guidance
for nations' conduct, particularly as they approach points of potential economic
conflict. Establishment of such codes is the essential task of reform, and that
effort is not made less necessary by the ease or calm of the immediate situation.

The U.S. and others thus believe it is important to move ahead with the negotia-
tions on long-term reform of the international monetary system. These are coin-
plex, difficult negotiations, not susceptible to being resolved overnight, and we
should take advantage of the present crisis-free atmosphere to push ahead with
them.

Question 4. Just how important is the fight against inflation world-wide to
monetary reform? Does it really make any difference so long as everyone has
inflation?

Answer. Worldwide inflation is simply not compatible with a stable interna-
tional monetary system. Granted, there might theoretically be a situation in
which rates of inflation, and the responses of governments to that inflation, were
harmonized in a manner such that large imbalances placing strains on the
monetary system would not arise. But in practice, such a situation is just not
going to develop. Consider the recent increases in commodity prices. These tended
to create inflationary pressures world-wide. But the impact of these pressures



18

on countries' balance-of-payments varied considerably-improving, for example,
the balance-of-payments of important commodity exporters such as the United
States and adversely affecting the balance-of-payments of important commodity
importers such as Japan and the United Kingdom. Then, too, the responses of
governments to inflation vary. In particular, some countries place greater reli-
ance on monetary policy than on fiscal policy to fight inflation, while others may
be able to use fiscal policy relatively more flexibly. Since monetary policy tends
to have a more direct and immediate impact on the balance-of-payments-
particularly on capital flows-than does fiscal policy, different policy mixes can
be disequilibrating. So, all-in-all, there is in practice no real chance of a stable
monetary system in an inflationary environment, even if most or all countries
are inflating at about the same rate.

Question 5. It seems that the least talked-about facet of reform is consolidation
and funding of the dollar overhang. What can you tell us about this facet?

Answer. Consolidation is one of the subjects to be dealt with in the process of
reform but has not, as you note, been a central part of the discussion to date.
This reflects the fact that the issue is really secondary to difficult questions that
have preoccupied the negotiators thus far-the working of the adjustment process
and the exchange rate regime, and the nature of future convertibility arrange-
ments.

From the point of view of the U.S., the preferred technique for dealing with
outstanding dollar holdings would be for the U.S. to earn some of them back.
To the extent this could be accomplished the problems of the "overhang" would
be diminished. In fact, as the U.S. payments position has strengthened in recent
months, some reflows of funds to the U.S. have begun to appear.

Beyond what reflows could be expected, however, we recognize that some form
of consolidation may be desirable at the time a reformed system is implemented,
provided that mutually satisfactory terms can be agreed upon. We are partici-
pating in C-20 technical groups which are considering both a "funding" of part
of existing balances of foreign exchange into a longer-term, less liquid asset; and
a "substitution" of SDR's for part of the balances through a special facility in
the IMF.

Question 6. Can you give us an evaluation of the current energy problem in
terms of the international monetary system, for the U.S. and the other large oil
importers? What is the energy problem going to do to the dollar in the short-
run and in the long-run?

Answer. The increases in price and restrictions on production and shipment
of petroleum recently announced by major producers have injected an unprece-
dented degree of uncertainty into the international monetary picture. It has been
estimated by the Secretariat of the OECD that if the oil importing nations were
able to import petroleum in 1974 in the quantities normally required, but paid
the prices recently announced by the exporting countries, the increase in their
oil import bill would be in the neighborhod of $17 to $18 billion. About $15 billion
of this increase would be experienced by the industrial countries and $2 to $3 by
the developing nations. While a significant percentage of this sum could be ex-
pected to come back to the industrial countries in the form of increased exports
of goods and services to the oil-producing nations, much of it would not. More
than half of the increased revenues would be accruing to nations with relatively
small populations whose foreign exchange earnings are already more than ample
to cover any imports which might be desired. These remaining funds, however,
are likely to be invested somewhere outside the oil-producing states.

At present, of course, it does not appear that the producers will make available
the quantities of oil envisaged in the foregoing scenario. We do not know how
much they will make available. The oil that they do produce may be directed
to consuming nations in accordance with patterns influenced by political deci-
sions of the producing states rather than the normal economic considerations.
There have also been suggestions of further increases in price.

Since the amounts of money involved are extremely large in relation to the
normal trade and payments balances of individual nations, aiid the availability
of petroleum is crucial to levels of industrial output, the decisions made by the
oil producing states could substantially alter both the growth prospects and
the payments prospects for individual nations.

Nevertheless, there may be a tendency for markets to overreact in this situa-
tion. Whatever oil revenue the producing states do not spend on imports of
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goods and services they will presumably invest. While some of the funds may
go into direct or portfolio investment in individual countries, much of it may be
paced in Euro-currency markets where it will become available to all countries.
But regardless of where these funds are placed initially they will replenish
the supply of funds available for borrowing by entities in countries which find
themselves in need of capital as a result of the higher oil import bills. The trade
balances of the industrial countries-as a group-will weaken as a result of
the higher oil prices. They will, in effect, find themselves borrowing from the
oil-producing states, but the funds will be available to borrow.

In this situation the United States may be more fortunate than some other
industrial countries. We are relatively less dependent on imports for our energy.
It now appears that we will not be able to import as much oil next year as con-
sumers would be prepared to purchase, even at the higher prices. Consequently
our import bill may not be as high as we would have expected in the absence
of embargo. At the same time, we would not expect the shortage of oil in the U.S.
to have more than a marginal impact on our ability to produce for export.
Furthermore, investment opportunities in the United States are flexible and
diverse, and I would expect that a goodly share of the capital flowing from the
oil-producing states would end up in the U.S. either directly or indirectly. Thus,
I see little likelihood that the dollar will be adversely affected in relation to the
currencies of the other industrial states. I expect the dollar to be strong.
Developments in the foreign exchange markets in recent weeks suggest that the
market shares this view.

Question 7. Is there any new thinking on linking SDR's and aid? What role
does the success of the IDA replenishment play in the outcome of the SDR-aid
link controversy?

Answer. We continue to believe it would not be desirable to establish a link
between the SDR and development assistance. Our position is that the normal
budgetary processes-such as those involved in the IDA replenishment-are
much preferable to some kind of link for decision-making on development assist-
ance. Failure of the IDA replenishment would, in our judgment, increase pres-
sure for the SDR-aid link, and contribute to an impasse on this issue since many
developing countries would question our willingness to provide aid through the
established channels.

Question 8. One rationale for SDR's has been that there is a need for additional
liquidity for international commerce. Do we really need more liquidity now?

Answer. The basic arguments for establishment of the SDR facility were that
the system needed a means of changing the volume of international liquidity over
time in response to changes in the volume of international commerce and other
factors, and that the two major elements of world liquidity-gold and foreign
exchange-did not provide a satisfactory basis for future liquidity growth. This
does not mean that additional SDR creation is needed now, unless there should
be a very large reflow of dollars from reserves. In view of the large liquidity
growth that had occurred in 1971 and 1972, the IMF membership decided not
to make new allocations of SDR's this year. The timing and rate of SDR alloca-
tions will depend on the international liquidity situation and prospects. As part
of the monetary reform exercise, study is being given to techniques for deter-
mining future liquidity needs.

Question 9. It looks to me like the floating system has saved the U.S. and
Europe a lot of grief. Under the old system, as President Nixon's troubles grew,
speculators would have moved against the dollar and we and the Europeans
would have had a rough time defending it. As it is, the speculators haven't had
a target to shoot at. What do you think of this line of reasoning?

Answer. We believe the present floating arrangements have been most appro-
priate to the situation of very great uncertainty that has prevailed during much
of the year, and have probably worked better than other arrangements that
might have been devised. As you suggest, this is due in part to the ability of a
floating system to absorb and diffuse speculative pressures. There is a consider-
able view that the added uncertainties related to the energy situation reinforce
the wisdom of maintaining present arrangements for the immediately foresee-
able future.

Question 10. What effect is there on monetary reform of the problems with the
U.S. trade reform legislation?

Answer. In the broadest sense, I think it is important to the functioning of
the monetary system to maintain a thrust toward liberalization in the trade
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field. The problem of adjustment, which are central to the operation of the mone-tary system, are more easily solved in a framework of liberal and expanding
trade.There are also some specific provisions in the trade legislation which are im-portant to the monetary reform negotiations. For example, the Administration'sproposed trade bill calls for revision of the balance-of-payments provision in theGATT articles so as to recognize import surcharges as preferable to quota re-strictions as a means by which industrial countries may handle balance-of-payments deficits insofar as direct import restraints are required. It also pro-vides authority for the U.S. to utilize an import surcharge in certain situations,including those in which the U.S. would be expected to cooperate with othercountries in correcting an international balance-of-payments disequilibrium.These provisions are important to a reformed monetary system as we envisage it.Question 11. It looks to me like the longer we wait on monetary reform thebetter bargaining position the U.S. is in. Yet I do not see this Administrationhaving an overall, rational international economic policy. Are we just riding onblind luck, or is there an international policy we don't know about yet?Answer. As we discussed during my testimony, there are considerations whichtend to lead in both directions on timing in a narrow bargaining sense. But theoverriding need for reform should be kept in mind: we believe there is a needfor agreed international rules of conduct for the longer term regardless of theadvantages or disadvantages a particular immediate situation may seem to pre-sent. We thus support an early agreement on reform-the July 31, 1973, targetdate is not unreasonable-and are working to achieve that agreement.

We do believe the Administration has presented a comprehensive, overall for-eign economic policy, in which reform of monetary, trade and investment prac-tices, as well as development assistance, all play a part. This vision and policytake as a fundamental point of departure the desirability of open trade andfinancial relationships among nations within a framework of commitments toagreed codes of conduct. We want to see a fair competitive balance among na-tions, and a reduction in barriers to the free flow of goods, services, and money.
We recognize that in some areas, such as energy and agriculture, special prob-
lems have arisen that require changes in existing institutional arrangements.
In the development area, we seek a mixture of bilateral and multilateral assist-
ance that will help speed the growth of poorer nations, while recognizing that
the main ingredient of that growth rests upon the efforts of the developing coun-
tries themselves and that private capital can also play a large role.

The general policy has been spelled out in some detail in the President's Re-
ports on Foreign Policy and, briefly, in his speech to the IMF in 1972.

Question 12. Were there any signs that the Arab nations were using dollars
in the foreign exchange markets as a weapon against us, during this current
Middle East problem?

Answer. I have seen no such indications.
Question US. It seems to me that the use of objective indicators is the key

question for monetary reform. Would you agree with this. Can you go into more
detail on the ramifications?

Answer. A major improvement of the international adjustment process, and the
introduction of objective indicators to provide guidance and "backbone" to that
process, are certainly of key importance to successful monetary reform. In the
context of a convertibility system such as the U.S. has Droposed, the pressures for
adjustment are haphazard and are borne inequitably by countries in deficit. We
believe the future system must provide a) a greater certainty that adjustment
will take place when it is needed; and b) a more balanced distribution of ad-
justment responsibilities among countries in surplus and those in deficit. Our
reserve indicator proposals are designed to provide that certainty and equity.
We can look bhck and see that international consultations alone have not suf-
ficed in the past to bring about adjustment, and so we are seeking to reinforce
subjective assessment with objective indicators. Our views have been spelled
out in great detail in material submitted to the Committee of 20, which is avail-
able to you.

t Mr. GONTZALE7. Mr. Reuss.
Mr. Rrrrss. Thank you, Mtr. Chairman, and thanks to bo0th our ex

cell ent wivtnesses.
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Mr. Huntington, would you agree with the view. which I have ex-
pressed several times, that the international monetary reform, which
Secretary Volcker hopes will be up before the Congress within a year,
should include an option for countries, including, particularly, the
United States, to elect floating rates under internationally agreec[
guidelines? An option that does not carry any stigma and which he
exercised at our own discretion.

AlM. HUNTINGTON. Very definitely. I think the events of recent
months have been shown that, and if we want to take one currency as
an example, I think that the pound sterling would have been much
worse off today if it had elected to-we have two alternatives, eitherthe pound sterling wvould be worse off than it is today if it had gone
in the snake or in the joint float; or the joint float would have blown
apart. The real pressure in Europe, one of the things to recognize
today, is there is strength in the dollar. One of the reasons being that
in the day-to-day movements in the exchange markets, is that it is no
longer a completely dollar-mark or dollar-Swiss franc crisis. Would
you not agree then it is now a crisis within the operation of the joint
snake, in order for them to maintain the parities which they have
elected to establish for the operation of the snake. It is only because
of the willingness of the Deutsche Bundes bank to absorb tremendous
amounts of currencies other than dollars that has kept the snake going
at this moment. But, if we lived in a perfect world, then it would not
make any difference whether we had freely floating exchange rates
or rigidly fixed parities.

We do not live in a perfect world, as all of us recognize and each
country, in protecting its own domestic affairs builds up either unin-
flation rates scenario, which has an immediate impact on the exchange
rate so that it must be-there must be a.provision for floating, but it
must be surrounded with some guidelines or some rules and regula-
tions which will make it follow an orderly-permit it to be an orderly,
rather than a disorderly market. There is nothing worse than a dis-
orderly market.

Mr. Reuss. Let me then turn to Secretary Volcker. Secretary Volek-
er, will you do your best to see that a year from now, or whenever the
proposed international monetary reform comes up to the Congress, it
includes for the United States and any other countries who so elect,
an option to let their currencies float under internationally agreed
guidelines, without any stigmas being attached to this choice, and
without any veto powers being assigned to the IMF or to other coun-
tries ?

Mr. VOLCKER. I do not think that there is any question that the re-
form, will include a floating option.

Mr. REUSs. The trouble is the present Nairobi floating option re-
quires one to wear the scarlet letter and implies that you have to ask
for leave from somebody else. It is definitely second-class citizenship
as I read it. Indeed, you yourself this morning said on page 8, "Our
own reform proposals and those of others contemplate that most coun-
tries, including the largest nations, will want to maintain established
exchange rates. In other words, that par values will remain the center
of the gravity of system." I would hope that the United States has
not made that subjective determination, because in my view, a float

2C-874--74 4
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for the dollar under internationally agreed rules seems to me the least
discombulating way of conducting ourselves. I understand that
Mr. Huntington agreed with that position?

Mr. VOLCKER. I think that is true at the moment. I do not think you
will find any basic disagreement internationally that, in the immedi-
ate situation and for a foreseeable period ahead, that the present
arrangements are reasonable and will continue. We are looking here
now for a vision that runs a good many years ahead.

Mr. REUSS. All I am asking for is the option, for as far into the
future as the human eye can see. I would not want that option
foreclosed.

Mr. VOLCKER. I am sure we will have the option. The reform will
include an option to float. We have been working hard to make sure
that that option does not have the kind of scarlet letter attached to it
that you are suggesting. I do not think that that is really explicit in
the present draft outline.

Mr. REUSS. They use words like "surveillance" and "in particular
circumstances." They say "subject to fund authorization." All of those
things spell a phony option as far as I am concerned.

Mr. VOLCKER. Well, all of these are interesting words, and I do not
think they necessarily add up to a phony option. But we have been con-
cerned that we not make the option so constrictive it is not usable in
appropriate circumstances. Now I do not object to "surveillance." I
think that a country operating on a floating rate should be subjected
to some international rules and surveillance.

Mr. REUSS. A country with a fixed rate should be subjected to sur-
veillance rules.

Mr. VOLCKER. I agree, so it is not in a pejorative context that surveil-
lance over floating is used, in my mind, in that language.

Mr. REUSS. But what about authorization?
Mr. VOLCKER. Well we have argued that you should not need to go

through some particular process of authorization. On the other hand,
of course, there are degrees here. You could have technical authoriza-
tion under the equivalent of an open general license, so to speak, and
the distinction could become rather meaningless. In any event, what we
do not want to do is to circumscribe the option so closely it cannot be
used when it is appropriate. We do not want to try to imagine some
limited set of circumstances where floating might today, in somebody's
mind, be justified and write a series of definitions that would, in fact,
perhaps make the option not very useful at some time in the future. We
think it should be a real option.

Mr. REuSS. My time is up, but I would just say this. You are, I know,
familiar with my views on this because you have been kind enough to
read speeches I have been making. You will have an opportunity to
present those views to your negotiating partners as my views and an
indication, perhaps. of the attitude of some of us in the U.S. Congress
on whatever you will bring back to us.

Mr. VOLCEIR. Well, I will do that, but they are already familiar with
our views in making a floating option a reasonable one. Now that is
not to say that the United States enters into the negotiation with the
intention of continuing to float forever. That is not the intention.
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Mr. RErss. Thank you very much, my time is up.
Mr. GONZALEZ. Thank you, that was about 7 minutes, but making up

for my lag, we are still on time.
[General laughter.]
Mr. GONZALEZ. Mr. Johnson?
Mr. JOHNSON. Thank you, Mr. Chairman. I have had a practical

application of the decline of the American dollar. I returned in Sep-
tember from attending the King's funeral in Sweden and was talking
to the naval attach6 in Sweden, representing the United States. Hfe
wanted to buy a boat for recreation during his stay in Sweden and he
of course is paid in dollars, and in order to buy the boat it would cost
him $800 more than it would have had the dollar not shrunk in value.
So, he took his dollars and went to the bank and borrowed the money
and gave his dollars as collateral. Well, the ore was 3.75 to the dollar
then. When I was there in September it was 4.15 and he told me he
was very confident that by the time he got ready to pay off his loan he
would save the $800, and today it must be very reassuring to him that
our dollar is strengthening abroad.

Then I was talking to the Finance Minister of Sweden, his name is
Mr. Strang, and he said one thing we like about the United States
now, your balance of payments is improving, and what he said bears
out what both of you have said today that perhaps one of the real
reasons for the strength of our dollar abroad is the increased-that
is the improvement, strong improvement, in our balance of payments.

Now, I was on this Banking Committee and went into a flip in
August of 1971, when we devalued the dollar by 8.59, I was not quite
as excited as when we did it again at 10 percent. I thought that was
a step in the right direction and now I am just wondering whether the
big reason for the improvement in our dollar is the fact that we have
devalued the dollar twice; and also the fact that inflation in Europe
is greater than it is here. Those combined together is what has really
made the improvement in our balance of payments.

So, when you are talking about all this, dollar reform and so forth,
you get right down to the economics of the devaluation of our dollar
and inflation abroad. Is it not true that if we can control our inflation
plus the fact that we have devalued the dollar twice, that you are
going to see a substantial continued improvement in our balance-of-
payments position?

Mr. VOLCKER. Yes. I think you have hit upon the fundamentals. I
do not think that that means you do not need reform-we do not want
to see all of these gains dissipated through malfunction of the inter-
national monetary system. You have to have some rules of the road,
so to speak, as to when it is appropriate to devalue or depreciate, and
when it is appropriate to appreciate, to maintain an equilibrium among
competitive positions of the United States and other countries. That
is really what it is all about-what the rules of the road should be.

Mr. JOHNSON. Would you like to comment on that, Mr. Huntington?
Mr. Hu-NTINGTON. I would like to ask Mr. Cleveland to do that, par-

ticularly in connection with the inflation in the European countries.
This is his field, and he has done a lot of work on it. Would you like
to comment on it?
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Air. CLEVELAND. I would be glad to. Mr. Johnson, I think it is very
clear that what you say is entirely correct. That the decree of the

dollar's devaluation which has been very great is still very great in

spite of the strengthening of the dollar, plus the fact that inflation in

Western Europe generally accelerated very fast last year, and the be-

ginning of this year. Those two factors together have put the dollar
and dollar goods and services, into a very strong competitive position.

This fact is certainly a very large part of the reason the improve-
inent of the U.S. balance of payments so far, and will be even more
important, I think, in the future.

I would also associate myself with Paul Volcker's comment that it
is important to have rules of the game which would prevent the
Europeans from offsetting too much, the effect of our improved com-
petitive position by competitive depreciation of their own currencies.
I think that is not an immediate threat, or an immediate problem, but
it could become a problem in the future.

Mr. JOHNSON. I have 1 more minute.
Mr. VOLCKER. If I might just add one more thing about inflation,

without taking your minute. We are fond of saying that wve do
better on inflation and have more price stability than Europe. I am
fond of saying that this is a nice thing to say, and it was true for many
years, but right now the only trouble with the statement is that it is not

true at the moment. In recent months, by and large, we have been
doing about as badly as the Europeans have been doing. I just men-
tion this because it is important that we get back in the posture of
doing better than they are doing.

Mr. JOHNSON. Let me ask one question. When you come to the
monetary meeting, you say in July 1974, or thereabouts, if our balance

of payments has improved, the $4 billion that you forecast, will you

not be playing from a much stronger hand than if you were back into

those meetings where we were $4 billion in deficit?
SIl'. VOLCIu1R. Well, I am not honestly sure, Mr. Johnson. Obviously

the dollar would look better. I do, by the way, not recall making a

forecast of that particular type.
Mir. Jonxsox-. In one of these speeches today it says-
Mr. VOLCKER. I said the trade balance was improving by $3 to $1

billion a quarter at an annual rate. but that was an historical state-
ment, not a future projection. In any event, in some -ways it would
put you in a better position. But in other ways it would not, in the

sense that sometimes you can make a point better when the problems
amare laid on the table than when the dollar is strong and the problems
do not seem so evident. So there are some advantages in negotiating in

both circumstances, and I am not sure where the balance lies.
Mr. JOhNSON. Thank you very much.
AMr. GONZALEZ. Thank you, Mr. Jolhnson. I might just comment

that Mr. Huntington-to Mr. Huntington that they would like to

know whether they borrowed from his branches over there, that is one
way of getting around your own window.

Mr. VTOLCKER. That is a good indication of the difficulties of controls.
Mr. HuNTINGTON. Well he did not get it from us, Air. Chairman,

because unfortunatelv Sweden is in one of the countries that does not
allow us to open up a branch.
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AMr. GONZALEZ. MrI. Hanna?
MAr. HANNA. Thank you, Mr. Chairman. Mr. Volcker, I happen to

be one who has a firm belief that we are not going to have the report
from you that you projected a year from now and I happen to believe
that it is not going to happen because we are going to move from the
instability you have noted because of international affairs, to instabil-
ity that is going to be present in the domestic economies of Europe,
Japan, and the United States.

I suggest to you, gentlemen, that we are not going to have to worry
about inflation like we used to because we are going to be worrying
about something much more serious. I suggest to you that what is
likely to occur is that the United States will be moving toward 6 to
61/2 percent unemployment throughout 1974, and if we do not find
some methodology for answering the energy problem it is likely to be
much higher.

It seems to me rather a sound position to suggest that in a phase of
extreme instability, there is not a likely climate for coming down on an
agreement for a new system-for a reform system-and I think that
is entirely a correct attitude to take.

I would hope that in your approach you would take the advice of
Mr. Huntington referred to on page 5 of your statement in saying the
problems of the float are these: That there is likely to be intervention
that is not justified or a change in controls of exchange which gives an
umusual advantage; or that we may move into other aspects of trade
and monetary wars. I would think that is where we ought to settle on
if we are not going to total reform, which I do not think we are going
to get.

I think the discussions ought to be very strongly oriented, not onlyto the choice that you can float, but also to include some kind of ric-
straints on these things which to me are obviously the biggest risks if
ve just rely on the float alone. Mr. Reuss, I have been v ery supportive

of your position in terms of keeping the float, but I also believe thatthere has to be something not to make it onerous, but to make it oper-
able and practical in terms of keeping our trade progressing. I do notknow whether that is a kind of a gloomy view, but that is the view I
h ave. I am not worried about what is going to happen with the money
the Arabs have, because the Arabs are not going to take that money.They already told me that. t h

I talked with the minister of finance, and I have talked with their
ministers of oil, and they said they do not want the money unless there
is some intelligent program for their rational absorptiton of the
money. If the money was going to cause the problems that we foresee,
they are not going to take it. So I think our problem is going to be to
zero in on more of the problems that occur in the domestic economies
because of the lack of fuel. Now, you can comment on that, Mr.
Volcker.

Mr. VOLCKER. Well, I am not sure whether your rather gloomy
prognosis for the economy is based on the fuel situation pretty
largely or-

Air. HANNA. Well, I think it goes beyond that. There is a lot of in-teracting situations that are present, which, just like you said before
how some things appear larger, simply because there are underlying
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other causes. I happen to think there are underlying causes, and the

energy thing is beginning to-well, it is sort of a dramatic high profile
upon which these other things rest.

Mr. VOLCKER. Well, let me just make a couple of comments that
occurred to me as you made your statement.

I basically agree with your conclusion that we need rules for float-
ing. I think the best chance for getting these in a rational and intelli-
gent vay is as a part of a broader reform, rather than just saying we
want rules for floating in a limited context. I would feel rather
strongly about that. The best chance of getting just what you want

and what I think is needed is by putting it in the context of a more
total reform.

I also agree, I think, with the general gist of what you were saying
earlier about new conditions in which floating takes place. We have
had a lot of disturbances in the international monetary area. It has
been in the context of a relatively favorable economic climate. You
have had a boom all over the world, and people worry less about these

things if the domestic economies are essentially prosperous, even
though they do worry a lot, and should worry a lot, about inflation.

Now, if you had a sharply different climate in that respect, you

might get a different functioning of a floating system. It has not been
tested in that kind of a situation, but there would be greater tempta-
tions that at present to break the rules of commonsense, which are all
that exist now.

So, the problem becomes both more difficult and more pressing in
the kind of scenario that you suggest. Now, I do not happen to be so
pessimistic as some of the figures that you suggest. But on the other
hand, I think it is clear that the world economy could go in the direc-
tion of slowing down next year-and probably will go in that direc-
tion. So it is a matter of degree. As I said, we have not tested the
waters in that kind of environment yet. So I accept fully your stric-
tures aDout the importance of getting some rules of good behavior
about floating. All I add to that is, that I think as a practical matter
it is going to be easier to get such rules, and maybe the only way to
get them is, in the context of a more general reform. So I go back to
the urgency of a general reform.

Mr. HUNTINGTON. If I might say one word.
As I said before, if we lived in a perfect world it would not make

much difference. But since we are in a floating world we recognize fully
the need for the adoption of rules that fit into an overall monetary re-
form, some rules and guidelines which respect to floating. Because
what you have at the moment is, you have what is belovedly known in
Europe as the dirty float. That is the system where everybody makes
their own rules, which is certainly an unacceptable situation which
cannot continue. Each central bank makes its own rules, when it inter-
venes, when it does not. It is a guessing game.

Mr. GONZALEZ. Mr. Hanna, your time iS up.
Mr. Stanton.
Mr. STANTON. Thank you, Mr. Gonzalez.
Gentlemen, I do not think I can be quite as pessimistic as my col-

league from California either on the economy or on the prospects for
the possibility of reform.
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I want to ask you a question, Mr. Volcker. You heard Mr. Clausen
speak in Nairobi at a breakfast one morning. He said that the Secre-
tary may have misinterpreted some of the remarks of what he said.
I wondered if you basically agree with Mr. Huntington's statement
this morning. Have you read his statement?

Mr. VOLCKER. Well, I certainly read along and listened to him as
he was speaking. There was certainly a great area of overlap between
what he said and what I said.

Now, I do think that there is some difference of emphasis. I do
think it is important to get along with this organized reform, if I
may call it that, and get that resolved. I think that is the way to get
general rules, which he emphasized and which I emphasized, not only
for floating, but for a system more generally, and in an agreed way.
It is important for the harmonious conduct of international economic
relationships, and I think we agree upon that point.

Mr. STANTON. I, certainly for one, would want to emphasize that
the Congress does, too. Mr. Reuss would have to agree and we all
agree that you float today because you have to float. But let us look
down that road, and as you say-I do not want you to get the opinion
that Mr. Reuss' opinions also are those of the Congress, but if there
are any basic differences of opinion when you explain Mr. Reuss' views
to the Committee of Twenty, you should make that perfectly obvious.

Another thing I wanted to add is it becomes obvious in getting the
new ground rules for world economy that it will not in its present
form include all of the world. Could you tell the subcommittee, do
you see any change, or has there ever been any change in the interest
of the Russians in regards to joining the IMF?

Mr. VOLCKER. Not that we have detected. They have been very pat
on that score, and there are no active inquiries or investigations that
I know of.

Now, Romania did join the Fund very recently, and that is the only
Eastern bloc country that is involved at this time.

Mr. STANTON. Mr. Huntington, with all due consideration to one
of your competitors in New York; I do not know, are you in Russia?

Mr. HUNTINGTON. We have authorization from the Russian Gov-
ernment to open an office. I understand that we now have space, which
seems to be the most difficult part of the whole proceeding, and as
opposed to our friendly competitor in New York City, we have an
officer who will head our Moscow office who is completely fluent in
Russian, which we find to be a certain advantage. I think it is a long,
hard row to hoe before we are going to show many positive results
from that office. However-

Mr. STANTON. A last question. Mr. Cleveland, you are an expert
in this field. As we look to the near future and this question of infla-
tion, I was not sure, in your answer to Mr. Johnson in comparing our
rate of inflation, which we hope is temporarily out of focus; do you
see, in Europe where inflation is going to continue to be a problem
in the future?

Mr. CLEVELAND. Yes; I think very much so, Mr. Stanton. I think
that, although in Germany the rate of inflation has diminished quite
markedly in the last few months, this is not the case in any lasting
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way. I think in the United Kingdom, or in France, I would guess
that rates of inflation there will continue to be very high, although
they will probably respond favorably to the slowdown in demand
that we have been talking about in Europe, just as our inflation here
will presumably respond to some extent to the slowdown in demand
that is now imminent, or, actually, in progress.

But the process of getting rid of inflation is not the work of 1 year,
or even of 2 years in any country. You get built-in expectations of a
high rate of price increase, which is then reflected in all pricing and
wage decisions, so that it takes a considerable period of time of slack
demand to work any major slowdown in inflation. So I think that the
present worldwide inflation is a problem that is going to be with us
for several years, and maybe for even longer than that.

Mir. STANTON. Thank you.
Mir. GONZALEZ. Thank you.
Mr. Frenzel?
MIr. FRENZEL. Thank you, Mr. Chairman, and thanks to both of our

witnesses.
Air. Secretary, in your statement on pages 9 and 10, you kind of

take a look, or at least mention, the problems of volatile capital move-
ments. We have a bill pending before this House now which would
tend to restrict capital movements into this country by prohibiting
foreign ownership of American companies. It is what I call sort of
an inverted Burke-Hartke bill. I wonder if you would comment on
that kind of measure, and eventually how it might affect the comple-
tion of the reforms that you are seeking to accomplish.

Mr. VOLCKER. Well, I must say I think that kind of bill you are re-
ferring to, the Dent bill, I think it was

Mr. FRENZEL. Right.
Mir. VOLCKER [continuing]. Goes in precisely the opposite direction

that we are trying to move.
Air. FRFNZEL. I thought you might say that.
Mr. VOLCKER. We are in a posture, and should be in a posture. of

welcoming foreign investment. As the chairman said at the beginning
I do not see any threat to this country of foreign control or dominance
of industry that would be adverse to our interests. I think foreign
investment has healthy competitive influence, in addition to being of
direct help to the balance of payments.

Mr. FRENZEL. Well, does it not also help relieve the overhang?
Air. VOLCKER. It helps relieve the overhang, it helps create jobs and

employment for American workers. Some people have sat here-I do
not mean in this subcommittee, but in the Congress or in the coun-
try-and complained about American investors taking jobs overseas.
Well, I would like to see some of that investment coming back here,
and some of it does bring jobs. I am delighted that Volvo is coming
in to build a factory in the United States, and I think it will be a
healthy competitive influence on the American automobile industry,
apart from the money they bring with them.

On the broadest kind of political grounds, I think this kind of in-
vestment is healthy. We have, in direct investment at least, an extreme
imbalance, as the chairman suggested, between American investment
abroad and foreign investment here. In the 19th century, investment
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came to this country, but then the tide moved the other way. I thinkhaving a better balanced situation would be healthy for both sides,and I do not look at the kind of bill you referred to at all happily, asthese remarks suggest, and would hope the subcommittee and theCongress would rather join in the kind of attitude that the chairmanexpressed at the start.
Mr. FRENZEL. What does the effect of that kind of legislation haveupon reform? Any?
Mr. VOLCKER. Yes. I cannot honestly say that that particular pro-posal has attracted any attention. If it did, and if our trading part-ners abroad thought the Congress was going to take this seriously,there is no question it would have an adverse effect, because we haverooted ourself philosophically in these negotiations on free markets,absence of controls, and the desirability of two-way flows of invest-ment and trade. To have a philosophical underpinning pulled outfrom under our arguments would be distinctly deleterious in termsof the whole negotiating climate.
Mr. FRENZEL. It seems to me that it would run counter to all thenegotiating efforts. I wonder if it would not be an example of a typeof what Mr. Huntington called competitive depreciation.
Mr. VOLCKER. I do not know whether I would call it competitivedepreciation, but it is an example of the kind of practice that we aretrying to get away from in the international community. Competitivedepreciations are one kind of intereference with the normal marketprocess. This is another kind.
Apart from these monetary reform negotiations. we have. with veryconsiderable effort, launched negotiations in the investment area di-rectly designed at removing some of the distortions and inhibitions, inthis area. Investment controls can be used in a manner directly analo-gous to competitive depreciation.
Mr. FRENZEL. I agree. Now, Mr. Huntington has suggested we getrid of OMDIC and get rid of the interest equalization tax. Do yousupport that?
Mr. VOLCKER. Yes, we have said so. He is supporting our suggestion,if I may put it that way. It is a question of time and pace, that is all.Mr. HUNTINGTON. In fact, if I may say, I left one thing out whichwas mentioned already this morning, and that is the withholding tax

on dividends, which in itself is an inhibiting factor to investment inthe U.S. equity market, period. There is no question about it in theminds of Europeans; you would have help on the dollar overhang ifthe withholding tax-you do not even have to eliminate it, if you canmake it a minimal tax. bon't you agree, Mr. Van Cleveland?
Mfr. VAN CLEVELAND. Yes.
Mr. FREN-ZEL. Secretary Volcker, you indicated that inflation isabout at the same rate of European inflation in recent months, andmaybe that is true for August, but I doubt if it is true for the subse-quent months. But can you explain why inflation in this country, whichhas historically lagged behind that of other countries, and which youmight say now is the equal-let's just say it is no greater than theirs-why does that always tend to depreciate our currency, when we aredoing better, or no worse, than those gnomes. or whoever it is, that areplaying in those currency exchanges?

26-874-74-5
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Mr. VOLCKER. Well, that is an interesting question, for which you

can only get a fairly complicated answver, because it has preoccupied
economists in the past.

If you look at a reasonably long period of time, a decade, or longer

than a decade. in the fifties or sixties, you will find that American
general price experience was distinctly better than that of almost any

other industrialized country-probably better than any other indus-
tralized country, and distinctly better than most of them. So you

ask, well, why was our competitive position not improving during this

period, and why did we ever have to devalue in the end, and all the
rest?

There is more than one answer, but part of the answer, I think. for

these purposes. is that it is a little misleading to look at general price
indices, which include a lot of consumer services and a lot of nontraded
goods.

This is most starkly shown in the case of Japan, which has had a

pretty high level of inflation, judged by the Consumer Price Index,

consistently for a long period of time. Yet they had actual declines in

prices in the manufactured goods sector, and particularly in export

prices, because these were the high-productivity industries. They were
making enormous gains in productivity through the late fifties and

sixties in their big export industries. Despite the fact that wages were

going up 10, 12. 15, and 20 percent a year, their productivity increases
were running 15 to 20 percent a year. So they were able to have de-

clines in prices in these critical industries for internationallv traded

goods, even while their Consumer Price Index-food prices, land
prices-were doing very poorly.

So, if you just looked at the general price index, you would say
Japan was inflating itself into devaluation. But if you looked at price
indices appropriate for international trade you could see that their

competitive position was improving very markedly.
We in the United States have a relatively mature industrial struc-

ture. We do not get gains in productivity of 10, 12, or 15 percent in

manufacturing industries. It is hard to do so when you are ahead of
the game, and that is part of the answer.

I think another part is simply that the exchange rates that we lived
through during the fifties and sixties were essentially set in the late

forties and early fifties. When we were the only producer, it did not

make much difference what the price was. Thus you had exchange rates

which, after the passage of a decade or two and other countries were

built up, were essentially not competitive.
Mr. FIIENzEr. If I can interrupt-on your first point, of the man-

ufacturing-
Mr. GONZALEZ. Excuse me for interrupting you, Mr. Freuzel. We

have exceeded the time. I am going to take the liberty of going ahead

and not interrupting you, but asking you to keep it at least within a
min ute.

Mr. FRENZEL. I would just respond to his answer, and maybe he

can do it in the record. While Japan was increasing its productivity of

manufactured goods, our country, whose principal export was food-

stuffs, was expanding its productivity in the foodstuff area, and in
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addition, that expansion was occurring in the areas of greatest infla-
tion among our customers. So, it seems to me that that outweighs the
point that you are making.

Mr. VOLC1uER. Well, that is a good point. I do not know if the effect
is offsetting, however, because the agricultural sector is not as big.
But it is true that we had very large productivity increases in agri-
culture. reflected in low prices. We ran into a few trade barriers
abroad to making that productivity-price performance in agriculture
effective in world markets, and so we had shortages in this past year
Or two. Thus we had the gain in production and good price-perform-
ance in that area, but we were not as effective in world markets, be-
cause we ran into controls.

Mr. FRENZEL. I thank the chairman.
SLr. GON-ZAIEZ. Mr. Burgener?
Mr. BURGENER. Thank you, fr. Chairman.
I would like to leave the float for a minute, and ask about domestic

inflation, on the assumption that it is important to international
finance. So I want to ask him some questions about money policies on
our domestic economy, and I would like anybody to comment. I think
I have three questions. I will read them all because I hope they relate
to each other.

No. 1: Tight money-I assume tight money and high interest rates
are one and the same. Maybe I am wrong; maybe you could have tight
money with low interest. I would like someone to comment on that.

No. 2: Does tight money really fight inflation, and generally how;
and No. 3, coming to the point, it is my impression that tight money
causes pockets of unemployment. It certainly does in my country, in
the building industry, pockets of unemployment. So what do pockets
of unemployment do for, or against, inflation?

That is kind of a complicated set of questions. I will repeat them.
The first one was about tight money and high interest rate; is that
one and the same?

Mr. VOLCKER. Well, that is a semantic question, which economists
have not resolved in 20 years of discussion about it. It seems to me,
some people will tend to identify tight money with high interest rates,
but the question can be approached somewhat differently. High inter-
est rates can be affected by a shortage of money, so they are linked to-
gether, obviously. On the other hand, other things affect interest rates,
including the general rate of inflation in the country. If people are ex-
pecting prices to rise, they will demand bigger return for their money.
Let's suppose that interest rates are high, in large part or in substan-
tial part, because of expectations of higher prices, and those expecta-
tions are being fed, in part, by big increases in the money supply. In
these circumstances, it is a little hard to say that high interest rates
are the same thing as tight money. They might have been created, in a
sense, by money being too loose.

So, all I am giving you is an elaborate answer. It is that the answer
to that question depends upon how you define it.

Mr. BURGENER. Well, why do wve not move on to the second one?
Does tight money, in your opinion or Mr. Huntington's, really fight
inflation, in whole or in part?
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Mr. VOLCKER. W;ell, I think it does, in most circumstances. How
effectively it fights it depends partly upon what the nature of the
inflationary process is at the time. It tends to fight more directly and
effectively a demand-inspired inflation, where there is just an excess
of spending in the economy. If you can shut off, by high interest rates
and tight money, a certain amount of spending, you will have a directly
favorable effect upon the inflationary climate. To the extent-to over-
simplify-inflation is caused, pushed, and it is, let's say, coming from
a big surge of higher wages, it may still have some impact. But it is
going to be less direct and less immediately effective, at any rate, be-
cause you have to work through the labor market. Eventually, if you
reduced demand, the tight money would work; but reducing demand
essentially, you may ease the labor market and have some impact on
wage bargains. But that becomes a more difficult process than when
You have a straightforward situation of excess demand, where tight
money is going to be offsetting-

Mr. BURGENER. The opposite of tight money must be loose money,
and that must mean there are more chips in the game, and more things
with which to bid.

AMr. VOLCEER. With more chips with which to bid, you get more
inflation.

Mr. BERGENER. Now, on the pockets of unemployment, specifically in
the building industry, now, what does that do? Maybe overall unem-
ployment is not grossly affected, but it has got to be affected to some
degree.

Mr. VOLCEER. Well. it has to be affected to some degree, and as it is
affected. it may hit some industries more than others. That is what you
see in your district and in the building industry at the moment. You do
run into areas, when you have a general impact, on which some impact
is concentrated more than on others. We have gone through all sorts of
contortions. historically and presently, to even out this impact.
But some uneveness inevitably remains.

You know, you can always look at this the other way around. People
Awo1ry about-and properly so-tight money having a differential
impact on building when you are in a restrictive cycle. But it also has
a differential impact when you are in an easy money cycle, and you
have an exceptional boom in those industries. You do not hear many
complaints then about their having an exceptional pocket of over full
employment, but that is what happens.

Mr. BURGENER. But if we could take out the peaks and valleys, the
scarcity of money is now grossly uneven and inequitable.

Mr. VOLCKER. Well, some are more willing to pay high interest rates,
for instance, for a period of time, than others are. In the building in-
dustry, where the commitments are rather long term, high interest
rates tend to have a more of an impact.

Mr. BUIRGENER. Well, thank you, Mr. Chairman.
Mr. GONZALEZ. Thank you, sir.
Mr. Reuss?
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Mr. REUSS. Thank you. I have one question for Mr. Volcker, which,
I will want answered for the record, because I am sure he does not
know anything about the matter I am about to discuss.

You say, on page 18, and I surely agree with you, "In the longer
run, we should receive a considerable share of the investments of the
oil-producing countries themselves, because of the broad range of
attractive investment opportunities available in this country."

Recently, in Nairobi, I had a long conversation with a gentleman
named Ibraham Ibraham, who is the portfolio manager for the Kuwait
Investment Bank. He told me that they had $1 billion in reserves
earmarked for investment, and he had decided in September to take
a tour of West Germany, France, and the United States to place this
$1 billion.

He went in Kuwait to the German Embassy, which gave him a visa
on the spot, the French Embassy, which gave him a visa on the spot.
Then he went to our U.S. Embassy, and they said-

Mr. VOLCKER. Have you got any money?
Mr. REUSS. No; they said, come back in a week or so. We will see

what we can do about that visa. In unprintable Kuwaitis he told
them what he thought of that, and he told me that they just were not
coming to the United States, that there were other places where they
could invest their money.

Now, thus spoke Ibraham Ibraham, and it sounded fairly formida-
ble to me. Would you, through the National Advisory Council, which
includes the State Department, find out just what happened last
September ?

More importantly, what is our general practice? Certainly, when the
foreign equivalent of a Rockefeller puts in for a visa, we should nothave to go into endless screening arrangements on him. I say this
without criticism of our Embassy or diplomatic establishment in
Kuwait. There may be some reason for this, or some explanation, but
it certainly is not a good way to get this desirable reflow of investment
funds.

Mr. VOLCKER. Well, I obviously agree with you, Mr. Reuss, and I
have had varying complaints of this sort. I am told that the situation
is improving, is not getting worse. But I continue to hear discouraging
stories of this sort.

Mr. REUSS. Maybe if you could run this one down, both in general
and specifically, it would help.

[The following material was submitted for the record by Mr. Volcker
at the request of Mr. Reuss:]

REPLY RECEIVED FnOM MR. VOLCKEB

The Department of State advises that current U.S. visa regulations require
that, for clearance purposes, the Department is to be informed several days in
advance, with several very limited exceptions, of the issuance of visas to certain
applicants. In September 1972, following the Munish massacre and other actions
of international terrorists, the Department initiated this procedure with an eye
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to the protection of American lives and property as well as those of foreign

diplomats, dignitaries and businessmen in this country. The procedure requires

special screening of the visa applications of applicants of several nationalities,

but exceptions to the prior screening requirement include instances in which

the applicant is well and favorably known to the Embassy or Consulate, or if he

must travel to the U.S. on a humanitarian emergency or urgent business basis.

The provision of these exceptions are intended to avoid unwarranted delays on the
applicant.

The Embassy in Kuwait reports that Mr. Ibrahim al-Ibrahim, an official of the

Kuwait Foreign Trading, Contracting and Investment Company (KFTCIC), ap-

plied for a non-immigrant visa on August 12, 1973. He was advised that under

current procedures a visa could not be issued to him for several days, unless he

was well and favorably known to an Embassy official or had to travel to the

U.S. on a humanitarian or business emergency basis. In this particular case, the

applicant knew no one at the Embassy, did not represent that his travel was of

an emergency nature, and had no specific obligation to be in the U.S. on any

particular day. The Embassy thus handled the application in a normal manner,

given the current regulations. When the Embassy, several days after receiving

the application, told Mr. al-Ibrahim that it was ready to issue the visa, he said

that he was no longer interested. The Embassy reports further that from its

subsequent contacts with KFTCIC, it is obvious that this visa incident has had
no effect on the firm's investment policies.

Despite the provision for some exceptions to the normal handling of visa

applications, which do entail a delay, it is obvious that instances can arise that

may be irritating to the applicant. In the case cited, 'Mr. al-Ibrahim, despite his

responsibilities, was not known to Embassy officials, nor did he cite urgent

business. Thus, the normal procedures were followed-procedures designed for

the protection of many. The Kuwait Embassy, as well as our other diplomatic

and consular missions abroad, knows that the U.S. welcomes foreign investment

in this country, and it will continue to make every effort to facilitate visa is-

suances in appropriate circumstances. The Ambassador or Deputy Chief of Mis-

sion should normally be informed of important visa cases and, in the instance

cited, in retrospect, it would plainly have been useful if the Kuwaiti authorities

or Mr. al-Ibrahim had made known to the Embassy the nature of his position

and interest in advance. The possibilities of unnecessary irritation in these cases

can be minimized only by understanding by both applicants and Embassy staff.

Mr. REuss. Then I have another question which I will submit for

the record. That will be it, Mr. Chairman.
[The following is a written question submitted by Mr. Reuss to

Mr. Volcker along with Mr. Voleker's answer:]

Question. What are your expectations about the volume of investment in the

United States by the Arab oil producers? What inducements do you expect the

U.S. will offer to attract these investments?
Answer. We foresee that the receipts of the Arab oil-producing nations from

petroleum exports will very substantially exceed their likely expenditures for

imports of goods and services. Except to the extent they choose to use their

funds for aid to other Arab states or to developing nations, the bulk of this

surplus of receipts will, almost inevitably, be invested initially in the industrial-

ized world. It is my general assumption that, given the relative size and dynamic

role of the U.S. in the developed world economy, this country will directly and in-
directly be the recipient of considerable Arab investment flows.

The large, highly developed, and open capital market of the United States is

a natural outlet for Arab countries that have a need to invest profitably substan-
tial amounts of funds. Such investments might be placed directly or through

portfolio managers in Switzerland and other countries whereby the identity of

the owners might be cloaked. Furthermore, our productive and diversified econ-

omy is also in an excellent position to attract resources that the Arab oil coun-
tries may wish to place in the form of direct investment, such as in downstream
energy facilities and in the acquisition of ownership shares in petroleum-produc-
ing companies.

It is also assumed that a significant portion of increased Arab investments
will be channeled to the Euro-markets. Such investments, as well as Arab
investments in third country markets, can also have a positive effect on these
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United States balance-of-payments position. Some of these investments can be
expected to be re-invested in the U.S. by Euro-market intermediaries or agents.
More indirectly they should also tend to expand lendable resources in Europe
or elsewhere for projects in the developing nations which might otherwise be
financed in our market.

As implied in the foregoing, an increased flow of Arab investments to the U.S.
should develop as a natural consequence of market forces. I do not believe that
it is either necessary or desirable for the U.S. Government to offer special in-
ducements or incentives designed specifically to attract Arab investments to this
country. We are, however, continuing to review U.S. policies and regulations,
such as the withholding tax, that may act as deterrents to foreign investment.
In this connection we believe that the forthcoming removal of controls on the
outflow of capital from the U.S. will be beneficial in enhancing the psychologi-
cal security of foreigners investing in the U.S. Finally, it should be noted that
the Committee of Twenty in formulating improvements in the international
monetary system is discussing adaptations needed to accommodate the special sit-
uation created by the growing investments of the oil-producing nations.

Mr. HUNTINGTON. Mr. Chairman, if I might make just a short aside
to Mr. Reuss' statement, this is not privileged information, because
we were not parties to the transaction, so the SEC will not be after
me tomorrow morning in the Zurich exchange market, which is one
of the most active in Europe.

On Thursday of last week, the largest buyers of dollars were the
Kuwaitis. That just happens to be interesting, despite oil shutoffs and
everything else. The largest single buyers of dollars in the market
were the Kuwaitis.

Mr. GONZALEZ. We will come back, then, to Mr. Frenzel, and let
him finish his line of questioning.

Mr. FRENZEL. Thank you, Mr. Chairman.
I am going to try a little different line. Mr. Secretary, do you want

to give us an estimate of what the balance of payment final figures
in 1973 might be?

Mr. VOLCKER. I do not really want to, but I think we have got a
clear chance with that extraordinary September figure, now of having
a surplus in our trade accounts. I would not have believed that 6
months ago, but it seems to be true.

The overall balance of payments, in terms of the so-called official
settlements position, is a highly volatile figure. We had a $10 billion
deficit in the first quarter, a surplus of something in the neighborhood
of $750 million in the second quarter, and then, I guess, a surplus of
something in the neighborhood of $1 billion or less in the third quarter
before seasonal adjustment. What that could be in the fourth quarter,
I don't know. I would expect it to be on the surplus side again, but
we are going to have a deficit for the year, I would still anticipate,
in that overall measure of our balance of payments. The so-called basic
accounts-the trade and current accounts and the long-term capital-
were still running in deficit in the first half of the year. We get these
figures very late, but I think it is possible that we will move out of
deficit for this year.

Mr. FRENZEL. How about for 1974?
Mr. VOLCKER. For 1974? Now, this oil situation has introduced a

big new uncertainty in the picture. It is going to cost us quite a lot
on trade account. It is also going to cost other countries quite a lot on
trade account, assuming the oil flows. If the oil does not flow, it will
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not cost us in the oil trade, it will cost us in other ways. But I would
really hope and expect that we will have a trade surplus next year
even with the impact of the oil situation.

Mr. FRENZEL. So would I, but now about balance of payments?
Mr. VOLCKER. I would expect a surplus in the overall balance of

payments next year.
Mr. FRENZEL. A modest one?
Mr. VOLCKER. Well, I am not going to be pinned down too closely.
Air. FRENZEL. You certainly have not been. [Laughter.]
Mr. VOLCKER. It is impossible to make these forecasts with any sense

of accuracy. I can now make a forecast for this year, but 6 months ago
I could never have made a forecast for this year. The agriculture situ-
ation that came up, and produced $7 or $8 billion in a way that
could not have been anticipated a year ago anyway. Against that kind
of background, I am a little cautious.

Mr. FRENZEL. Are you still expecting that we will begin to see
heavier capital movements inbound next year, as a result of the
devaluation?

Mr. VOLCKER. I think we already see some signs of that, and I would
expect, yes, it would continue next year, and it could at some point
become quite heavy. I am just talking in terms of long-term capital.
The short-term capital is very volatile, but I hope we get a substantial
reflow of short-term capital. That would be a very temporary kind of
phenomenon. The chances are good -we will have some overall sur-
plus in our so-called basic balance next year, even with the oil situa-
tion, assuming that the oil is flowing and that the economies are not in
quite the shape that Mr. Hanna was suggesting earlier.

Mr. FRENZEL. Thank you, Mr. Chairman.
Mr. GONZALEZ. Of course, you had a caveat about not expecting the

same thing in the agriculture section.
Mr. VOLCKER. NO, I think we have had it, in a sense, in agriculture.

It does not mean we are going to do poorly next year, but we cannot
expect another increase in agricultural exports of the sort that we have
had. We have come up to a very high level, and I would think that that
would be well sustained next year. At some point, agricultural exports
are going to drop off, but our anticipation would be that they would be
well sustained through most of next year. But they are just not going
to increase the way they have been increasing, so the gain has to come
in the manufactured goods area.

Mr. GONZALEZ. Mr. Burgener?
Mkr. BuRcENER. No further questions.
Mr. GONZALEZ. We are honored with the presence of the distin-

guished ranking minority member of the Banking and Currency Com-
mittee, William Widnall. Do you have any questions, Mr. Widnall?

Mr. WIDNALL. No. I have been sitting back here listening, and it is
a very enjoyable thing to do once in a while.

Mr. GONZALEZ. Well, if you have questions, we will be glad to recog-
nize you.

Mr. WIDNALL. Mr. Voleker, I certainly want to join in welcoming
you before the subcommittee. I have known you for many, many
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years, and I know how dedicated you are toward doing the job for
our country, and I appreciate the fact that you are very much in the
leadership of trying to improve conditions for us all.

It is very heartening to see, now, a rise in the value of the dollar.
when it has been taking such a beating, part of it because of some
things you have already testified to, and part, I believe, because of
restoration of confidence in the United States, and our ability to ac-
complish certain things.

Is it not true that other nations have been very pleased to-maybe
this is an unfair question for you, but-other nations have not been
displeased by the predicament that we have been in? We have not had
too much cooperation from other nations.

Mr. VOLCKER. Well, I think we have had some cooperation from
other nations. They did permit some exchange rate changes to take
place that were not in their immediate competitive interests, in a sense.
I do think there is always a conflict in their minds, and I suppose, in
other circumstances, in our minds, between what, in concept, we all
welcome-namely a better payments equilibrium and in this case, a
better competitive position for the United States and an improved
balance-of-payments position. At that level, the concept is widely wel-
comned, but it is one that has repercussions on particular countries at
particular times. It then can become uncomfortable, I do not think we
have really reached the stagfe where it has become particularly uncom-
fortable for any country, because we have been in an atmosphere of
boom, as we were discussing earlier, and in many cases a decline in
their external competitive position has been positively welcomed as
another anticyclical policy, if you will. But we will be entering into
a period, a kind of testing period, where we will see whether the ad-
justment can be completed in an orderly way, and whether there is
a willingness to permit it to be completed.

Mr. WIDNALL. Well, certainly. the other countries must have noticed
for instance, the improvement in our employment condition here in
this country, and other very salutary things that have been taking
place. But that has been giveln little notice in the American press, as
far as improvement of our own economic conditions in this country.

Mr. VOLCKER. Also at the moment-I think that is true-they are
also conscious that they have problems of their own, in the inflationary
and the energy areas. As they are impressed with their own problems,
some of the merits, in a relative sense, some of the strengths of the
United States, impress themselves more firmly upon their minds.

Mr. W17IDNALL. Well, I think that certainly the energy problem we
have, as well as many other nations in the world, can be a cause to
brin(r us together to face a common problem where we have been di-
vided in the past. We ought to be able to look toward far better
cooperation.

Mr. VOLCKER. Well, it may tear us apart. It is like the monetary
system.

Mr. WITIDNALL. Well, now, why do you say that?
Mr. VOLCKER. Well, if everybody wants to go their own way in try-

ing to build a little defense of their own, it is a dangerous situation,
and you can see symptoms in both directions here.
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Mr. WIDNALL. Well, it is perfectly possible that that will happen,
but it certainly does nothing to solve any problems at all.

Mr. VOLCKER. I agree.
Mr. WIDINALL. It is like 435 Members of Congress voting a different

way, and charging up the Hill with their own ambitions, and forget-
ting the good of the whole.

Mr. VOLCKER. I agree.
Mr. WIDNALL. Well. thank you. I regret I was unable to be here

earlier, but I will read your testimony, and I appreciate your being
here.

Mr. GONZALEz. Thank you very much.
Mr. Volcker and Mr. Huntington, we deeply appreciate the time

and the courtesy in appearing here today, as well as you, M r. Van
Cleveland. Thank you very much.

The subcommittee will stand in recess.
[Whereupon, at 12 :05 p.m., the subcommittee was recessed, to re-

convene at 10 a.m., Wednesday, December 5,1973.]
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HOUSE OF REPRESENTATIVES,
SUBCOMMITrEE ON INTERNATIONAL FINAN CE,

COMMirrTEE ON BANKING AND CURRENCY,
AND CONGRESS OF THE UNITED STATES,

AND SUBCO13ITTEE ON INTERNATIONAL ECONOMICS
OF THE JOINT EcoNo-mic COiMmIrrEE,

TVashington, D.C.
The subcommittee met, pursuant to recess, at 10:05 a.m., in room

2128, Rayburn House Office Building, Hon. Henry B. Gonzalez
[chairman of the subcommittee] presiding.

Present: Representatives Gonzalez, Reuss, Young, Stark, Johnson,
Stanton, Frenzel, Conlan, and Buruener.

Also present: Representative Widnall.
Mr. GONZALEZ. The subcommittee will come to order. We will come to

order so that we will not delay unnecessarily. I have permission from
the minority counsel to begin because some of the members on the mi-
nority side are on their way. We do have some preliminaries that we
can get out of the way.

I would like to ask unanimous consent to proceed with a very brief
introductory statement giving the reasons for this hearing. It is a con-
tinuation as you know, of the hearings that this subcommittee initi-
ated before the first devaluation. The Congress is extremely con-
cerned. We realize that this is an area in which the leadership, the
primary responsibility for money management is in the executive
branch. But we, nevertheless, feel a deep sense of responsibility.

Speaking for myself, I look upon you, Dr. Burns, as a general. I
come from a key defense-oriented district. It was considered fatal for
me not to be assigned immediately to the Armed Services Committee,
when I first came here, and my reply to that was that I was fortunate
to get assigned to a standing committee such as the Banking and Cur-
rency Committee because I said that unless we have a good dollar, we
are not going to have a good defense. I have said since then that
though we may have lost the battle on the battlefield in South Viet-
nam, we cannot afford to lose the battle at the money tables. I think
this concern is shared with every single Member of the Congress that I
know, and we know ultimately that we are going to be called upon to
take legislative action. I feel it is always bad public policy to wait
until a crisis emerges and then respond. I believe in anticipation and
contingency action, and therefore part of this is for us to be fully
informed.

(39)
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At our hearings in July of this year we stated that the dollar, and

you agreed, was grossly undervalued, that it was continuing to de-
preciate against virtually every other currency in the industrial world.
Apparently, at this point, the reverse is happening. The dollar
appears to have risen considerably since July. According to the for-
eign exchange dealers, this rise can be attributed in part to U.S.
balance-of-paymcnts figures and the oil crisis in Europe. The dollar
has now reached the highest level in 8 months and has done very well

against most of the currencies of the industrialized nations. I hope we

will be able to be advised today whether you feel that the dollar will

continue strong or whether this improvement is temporary and
illusory, and if there is anything we should be doing over on our side
of Capitol Hill.

There is still need for reform according to everybody involved. I

have three specific questions I hope to ask later, with respect to this
and what our role perhaps could be. One item raised in the press

reports which I think is of interest to every one of us, is that there is

some talk that the value of the dollar is being held down by the

central bankers. I believe that it is an area in which perhaps this meet-

ing can clarify the subject. Also, I am interested in what the improve-
ment of the dollar does to the monetary reform talks. Does it improve

our bargaining position, or weaken it? Does it make reform easier?
I hope we can cover these points today.

We seem to be continually going through the popular line, first,

the good news, then, the bad news. The dollar has improved but we

may freeze to death this winter. Perhaps our distinguished witness
today can elaborate on the effects of the energy crisis on the economies
of the world, the dollar, and the monetary reform.

We are very pleased to have this very special, and what I consider
to be most important and distinguished witness. He has recentlv an-

nOI!nCecl, as our central banker, what I consider to be a major achieve-

ment. It is our opportunity. thanks to his generous willingness to

appear here this morning.
If it is in order and any other member of the subcommittee wishes

to make any prefatory remarks, certainly the Chair will recognize

him for that purpose.
Mfr. Johnson?
Mr. JoHNsox. Well, yes. I, too, want to welcome Dr. Burns here

today. It is always very, verv refreshing to have you here. I cannot

help but think, in looking back to last January, Februarv, and March,

at a time the dollar was under a frightful pounding of the brilliant

moves that you made. the tremendous skill that you displayed in

getting us out of that frightfully dangerous situation. and it is very

heartening and very thrilling today to have you here at a time when

we. are proud of our dollar. As many of us always said, -we think the

dollar is the best currency in the world, and as far as I am concerned
I will take all I can get of them. Thank you.

Mr. GONZALEZ. Mr. Reuss?
Mr. R=~nFs. I think not.
Mrr. (4oyZ,-TZ. Mr. Stanton?
Mr. Young?
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Mrr. Yor-;c. No, thank you.
Mr. C4 ONZALEZ. Mr. Frenzel?
Mr. FRENZEL. I would rather hear from Dr. Burns.
Mr. GTONZALEZ. MNr. Burgener?
Ml r. BL-RGENER. No thank you.
Mr. GONZALEZ. Fine. Well, Dr. Burns, you are free to proceed. I

know you have a statement but you may proceed as you see best.

STATEMENT OF RON. ARTHUR F. BURNS, CHAIRMAN, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEMd

Dr. BuRNs. Thank you, Mr. Chairman.
I am pleased to appear before this subcommittee to discuss re-

cent development in foreign exchange markets and in the balance of
payments.

This year has been characterized by alternatinz periods of tur-
bulence and stability in exchange markets. You will recall that, fol-
lowving several weeks of severe disturbance in exchange markets. the
dollar was devalued for a second time on February 12. At that time,
Italy and Japan chose to float their currencies, thus joining the
Canadian dollar, British pound, and Swviss franc-which were already
floating. New pressures in exchange markets developed in late Febriu-
ary and early March, and led to a further extension of floating among
major currencies.

Over the next 2 months. the average dollar price of 10 major cur-
rencies-those of Japan, Canada, and 8 European nations-stabi-
lized at a level some 20 percent above the exchange parities that pre-
vailed in the spring of 1970. In mid-May, however. the dollar again
began to decline sharply, so that by July the average dollar price of
these 10 currencies increased an additional 10 percent.

This further substantial depreciation of the dollar did not seem
consistent with international price levels or with longer term pros-
pects for our balance of trade or payments. Moreover. fluctuations
of exchange rates from day to day and hour to hour had become more
pronounced. In these circumstances, and after full consultation with
the Treasury and representatives of other countries, the Federal Re-
serve began on July 10 to intervene in the exchange market. Through
the month of October, the System sold a total of $512 million of Euro-
pean currencies, mainly German marks, drawing on the swap lines
to finance this intervention. By the end of that month, enough marks,
French francs, Belgian francs, and Dutch guilders were purchased in
the market to repay in full these earlier swap drawings.

After our intervention in July and the release of favorable U.S.
trade and payments figures, the dollar strengthened by about 3 per-
cent during the first weeks of August. There was little further change
in the dollar's value until late October, at which time the anounce-
ment of a large trade surplus for September triggered another sharp
advance. In recent weeks the dollar has strengthened further in rela-
tion to the major European currencies and the Japanese yen. The ap-
preciation of the dollar against the yen would have been even greater
if the Bank of Japan had not intervened in the market by making
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large sales of dollars. By the end of November, the average dollar price

of the 10 major currencies mentioned earlier had returned to the level
that ruled between mid-March and mid-May; in other words, it was
again some 20 percent above the exchange parities prevailing in the

spring of 1970-or slightly above the level in the week following the
February 12th devaluation.

Some market observers have pointed to anticipations of the impact
of oil restrictions by Arab countries as a factor contributing to these
developments in recent weeks. Others have cited the stabilizing effects
of official intervention by the Federal Reserve and other monetary
authorities. There is no doubt in my mind, however, that the basic
factor has been the decisive turnaround in the U.S. balance of pay-
ments. New evidence of this fundamental improvement in our pay-
ments position has been accumulating with each passing month.

Our exports have been rising at an extraordinary rate this year.
Measured in current dollars. exports in the third quarter were 47 per-
cent above their level in the third quarter of 1972. Much of this increase
is accounted for by rising prices. But even in real terms, exports grew
23 percent over this period. The big increase in our agricultural ex-
ports-from an annual riate of $91/2 billion in the third quarter of 1972
to some $19 billion in the third quarter of this year-has received a
great deal of publicity. It is less often appreciated that nonagricultural
exports, which account for about three-fourths of our total exports.
have been expanding at extraordinarily rapid rates as well.

Part of the strong showing of exports is attributable to last year's

poor harvests abroad and the current worldwide industrial boom. But

the improvement also reflects a lesser rate of inflation in the United
States than in other industrial countries and, far more important than
this, the cumulating effects of the depreciation of the dollar since 1971.

The changes in our international competitiveness resulting from the

depreciation of the dollar are having an effect on our imports as well
as on our exports. In real terms, imports actually declined between the
first and third quarters of this year, despite the strength of domestic
demands. The value of imports did increase at an annual rate of 14 per-
cent during that period, but only because of increases in their dollar
price.

As a result of these developments, the trade balance has moved from
a deficit of nearly $7 billion in 1972 to a surplus at an annual rate of $3
billion in the third quarter of this year. The trade balance continued to
be in surplus at a substantial rate in October. It therefore now seems
likely that the United States will have a trade surplus, albeit of modest
size, for 1973 as a whole.

The balance of international flows of long-term private capital has
also moved in our favor this year. Outflows of capital have moderated
since the first quarter and are estimated to have slowed sharply in the
third quarter. Prior to the recent decline in stock market prices, re-
newed confidence in the dollar helped to stimulate foreign purchases of
American securities. Foreign direct investment in this country has also

been substantial this year. These developments reflect, among other
factors, the improved profitability of producing internationally traded
goods within the United States relative to production abroad.
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The basic balance-that is. the aggregate of all current international
transactions and long-term capital flows-has been strengthening
throughout this year. The improvement in the third quarter was dra-
matic enough to produce a large surplus-the first quarterly surplus
we have experienced since 1969. Net flows of short-term capital have
also been favorable to the United States since the first quarter. As a
result, the official settlements balance was actually in surplus during
both the second and third quarters. Preliminary data for October and
November suggest that the surplus has continued into the present
quarter.

Short-term prospects for the balance of payments have become
clouded. however, by recent developments in the oil situation. The
price of our oil imports has risen spectacularly. from an average of
$2.75 per barrel in the first quarter of 1973 to over $5 currently. The
boycott by Arab producers has begun to reduce our petroleum imports
and, if continued, would reduce our imports next year by some 3 mil-
lion barrels per day below the amount that had been expected to
be available. Even so, in view of the recent sharp price increases, our
total payments for oil imports in 1974 would probably exceed by a
substantial margin the $8 billion paid in 1973. Of course, if world
trade in oil were to resume a more normal pattern at these astronomic
prices, the cost of our oil imports would rise still more steeply. How-
ever, the net impact on our overall balance of payments would be sub-
stantially less or could even be favorable, since a good part of the in-
creased payments for oil by the United States and other countries
would find its way back to this country, directly or indirectly, in the
form of increased exports. or capital inflows, or income receipts.

Whatever effects the oil shortage may have on our balance of trade
and payments, a more immediate concern is the impact on domestic
production and employment. A reduction in imports of crude oil and
petroleum products by 3 million barrels per day amounts to a short-
fall of more than 15 percent from estimated demands for this source
of energy. Only a small part of this shortfall could be made up dur-
ing 1974 by increased domestic output of crude oil, or by substitution
of other fuels for petroleum products. In the short run, there are only
limited possibilities for substituting other fuel for oil in industrial
plants, or for altering techniques of production in ways that reduce
dependence upon petroleum products.

The President's program to conserve fuel recognizes this basic fact,
and is therefore oriented toward economizing end-product uses-such
as reduced consumption of gasoline in passenger cars, and reduced
amounts of oil for heating homes and commercial and industrial
buildings. To keep the oil shortage from generating major economic
dislocations, our citizens will have to go to some trouble and put up
for a time with various inconveniences. There is no practical alterna-
tive for the immediate future if seriously adverse effects on produc-
tion and employment are to be avoided.

At best, a prolonged embargo on Arabian oil shipments to the
United States will result in some economic dislocation next year. The
demand for new cars, for tires and other auto parts, for suburban hous-
ing for recreational vehicles, for restaurant meals and other travel-
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related expenditures will be adversely affected; commercial airlines
will reduce their purchases of jet aircraft; and fewer motels and vaca-
tion homes will be constructed. These developments will be offset in
part by larger activity in other trades-ranging from coal to blankets
and sweaters, and from drilling machinery to bicycles and buses. Our
inflationary problem, meanwhile, will be aggravated by rising gas and
oil prices.

The situation in which we find ourselves is obviously very difficult,
but I believe it is manageable. The underlying strength and resilience
of our economy must never be underestimated. Capital spending plans
of business remain strong, and so are inventory demands for a host
of materials and components that have been in short supply for many
months. Our principal asset-the resourcefulness of the American
people-remains entirely intact. As 1974 moves on, I would expect the
domestic output of crude oil to gradually increase, electric utilities to
shift to greater use of coal, auto manufacturers to concentrate more
of their production on the smaller cars demanded by consumers, and
other adjustments to be made in the thousands by ingenious business-
men across the land.

The longer run economic implication of the cutoff of Arabian oil
supplies should not leave us in any doubt. The United States can no
lontger afford to lose time in working toward an independent ability to
meet its energy requirements. WTe must now move forward with dle-
termination on many fronts-nuclear energy, solar energy, coal con-
version, exploration for oil. Recent events should teach us that. even
with a relaxation of the current boycott, we cannot remain so heavily
dependent on oil supplies from foreign nations.

Some months will need to elapse before the long-run implications
of the oil problem for our balance of payments clarify. So far at least.
the restrictions on oil supply appear to have strengthened the world s

confidence in the dollar. But even before the Middle East conflict
erupted, the dollar was viewed with renewed esteem. The dollar is

again a strong currency, and we can expect further support to our

foreign trade and payments from the lagged effects of past exchange-
rate changes.

Continued strength in the balance of payments will require, how-
ever, a satisfactory domestic price performance relative to other coun-
tries. A year or two ago our rate of inflation was substantially lower

than that of other industrial countries. Unfortunately, a largoe part of

this margin of competitive advantage has eroded in recent months. In

October, the Consumer Price Index -was 0.8 percent above September,
and 7.9 percent above October 1972. Clearly, the dangers of inflation
remain very much with us. At the same time, as I have already noted,

the oil shortage will cause shifts in the structure of industrv and have
adverse effects on overall production and employment. Economic
policy in the months ahead thus faces the extremely difficult. task of

contributing to the objective of regaining price stability, while at the

same time minimizing the risk of any extensive weakening in economic
activity.

In the remainder of my comments this morning, I would like to

share with you my impressions of the recent evolution of the world
monetary system.
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In the past several months, a large number of economic, political,
and military events occurred that had potentially disruptive implica-
tions for exchange markets. Despite these disturbing events, orderly
market conditions and general stability have prevailed. The official in-
tervention that was undertaken has given us helpful experience in man-
aging a system with exchange rate flexibility in a way that preserves
orderly markets without frustrating desirable adjustments. Although
I remain skeptical of the longrun viability of a floating exchange rate
regime, this experience supports the continuance of the present ex-
change rate arrangements for the immediate future.

For the longer run, we must rely more heavily on rules of interna-
tional law in the monetary area. Such a reform is the objective of the
Committee of Twenty, which has been meeting periodically through-
out 1973, and will continue its work into 1974. Considerable progress
in clarifying issues has already been made, as evidenced by the Nairobi
report of the Chairman of the Committee of Twenty and the associated
"First Outline of Reform" presented by the Chairman of the Com-
mittee's deputies. I expect further clarification and further conver-
gence of national views in coming months.

But it is important to avoid unrealistic expectations. Some of the
reform issues are extremely difficult, progress in reaching agreement
will continue to be gradua, and new developments may cloud the sit-
nation-as the energy issue has done in recent weeks.

Moreover, I have in recent months come to think of international
monetary reform as an ongoing, evolutionary process-not just as the
final outcome of formal negotiations. In view of changing objective
circumstances and continuing divergence in some official views, it is
hardly practical to think of monetary reform in terms of a finished
blueprint that is to be implemented in its entirety some morning after
a final meeting of the wvorld's finance ministers and central bank gov-
ernors. Even while discussions continue in the Committee of Twenty
and other forums, it is both possible and desirable to adjust some parts
of our international financial machinery.

One such step in this evolutionary process has been the recent ter-
mination of the March 1968 agreement with regard to official gold
transactions. That agreement, *vhich established the so-called two-tier
gold market, was born of the 1968 gold crisis. Developments in the
private gold market were then threatening to undermine the interna-
tional monetary system by draining it of gold-which at the time was
the world's principal reserve asset. To deal with this difficulty, the
central banks of Belgium, Germany, Italy, the Netherlands, Switzer-
land, the United Kingdom, and the United States agreed that they
would no longer buy or sell gold in the private market.

In view of the suspension of convertibility of dollars into gold
since August 1971, the 1968 agreement had become an anachronism.
Its termination removes an obstacle to official sales of gold in the
private market, and will thus permit reater flexibility of action in
the future. Official sales of gold can be useful in preventing wide
fluctuations in the gold market that at times generate instability in
currency markets.

In due course, the United States and other countries will make de-
cisions about possible sales in the gold market. In doing so, our Gov-
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ernment will comply fully with article IVT, section 2 of the IMF Arti-
cles of Agreement. That article states in essence that no member of the
IMF shall sell gold below its official price or buy gold at a price above
its official price. I am confident that most, if not all, foreign govern-
ments will also respect this Fund article. Hence, while they may sell
gold, which now fetches a price in the market that is far above the
official price, they will not buy gold either from the market or from
each other in the foreseeable future.

The termination of the 1968 agreement will make possible a fur-
ther reduction in the role of gold in the international monetary sys-
tem. With the establishment of the SDR facility, which was not avail-
able in 1968, we now have an alternative primary reserve asset. It has
therefore become practical to consider steps that may gradually move
gold out of official reserves.

Policy with regard to intervention in exchange markets is another
area in which progress is beginning to be made in the evolution of the
international monetary system. Under present exchange-rate arrange-
ments, authorities of major countries are consulting and cooperating
as they make decisions on intervention. This experience, and the ex-
perience to be gained in coming months, will be of great value in the
effort to establish more formal exchange-rate arrangements for the
longer-run future.

At the present time, with many currencies floating in relation to the
dollar, official holdings of U.S. dollars will only be reduced through
market intervention by foreign central banks. A substantial reduction
of dollars presently held in foreign official reserves-the reserve liabili-
ties of the United States amount to some $70 billion-is clearly de-
sirable as a long-run objective. Progress in this direction has been most
marked in the case of Japan, where dollar reserves have declined
sharply in recent months. At the end of November, Japanese official
reserves were reported to be some $6 billion below their level at the
end of February. It would be desirable for other countries with excess
reserves also to sell dollars gradually when market forces are serving
to appreciate the dollar substantially against their currencies.

The controls imposed on capital flows may be a third area of inter-
national monetary arrangements where evolutionary steps can be
taken. Starting with the measures adopted in 1963 and expanded in
1965, our Government has administered a system of restraints on cap-
ital outflows in order to protect the balance of payments and avoid
disturbance to international markets. These measures-the interest
equalization tax, the foreign direct investment regulations, and the
voluntary foreign credit restraint guidelines-have been adapted over
the years to changing economic conditions, but it has been the objective
to remove them when they were no longer necessary. Other countries
have similarly imposed new controls, or tightened existing controls, to
deal with capital flows considered to be temporary or reversible.

Early this year, the administration announced its intention to phase
out our controls by the end of 1974, but noted that the timing of liber-
alizing steps would depend on balance-of-payments developments. In
view of the recent strengthening of the balance of payments, it may be
feasible for the agencies administering the controls-the Treasury
Department, the Department of Commerce, and the Federal Reserve
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System-to move forward over the coming months with an orderly
reduction of those restraints. Similarly, it may prove feasible for other
countries to relax some of their earlier-imposed restraints on capital
inflows.

In conclusion, I would like to note once again that the strengthen-
ing of our balance of payments and the restoration of confidence in the
dollar in exchange markets stand out as this year's major economic
achievements. These developments have served to bolster confidence in
our Nation's future at a time when we have been besieged with all
sorts of unhappy economic and political news.

In fact, these foreign exchange developments have transformed the
atmosphere in which international financial problems are being dis-
cussed. We no longer hear voices from abroad about inflation being
exported from the United States. There is no longer so much com-
plaining about a world flooded with dollars. Even complaints about
the "dollar overhang" have become muted.

We must, of course, be careful and not exaggerate the extent of the
dollar's recovery. There is much unfinished work ahead of us. None-
theless, it is gratifying to be able to draw your attention to the im-
provement that has occurred in our balance of payments, and to advise
you that the dollar is today a respected currency in financial circles
both here and abroad.

Confidence in the dollar is essential both to a healthy domestic econ-
omy and to a successful evolution of the international monetary sys-
tem. Looking to the future, we must strive to conduct all our economic
policies-domestic as well as international-in such a manner that they
will maintain, and indeed strengthen, that confidence.

Thank you, Mr. Chairman.
Mr. GONZALEZ. Thank you, sir, for an excellent statement and most

modest restatement of accomplishments. As I said earlier, I think
your ability to negotiate and bring about the change in the two-tier
system was a personal accomplishment.

Dr. Bums, with respect to the controls that were imposed on for-
eign investments your remarks confirm a staff study that was made by
our staff not too long ago, several weeks ago, and I do not know if we
had the thoughtfulness of forwarding you a copy of that study, but
if we have not, I think we should because I am kind of proud of this
subcommittee staff and the work they did in that area.

My question, and I am going to limit it to one question, so that we
will have a chance for each member of the subcommittee to have one
go-around and perhaps more time later on, in view of your success,
which proved to me that you still have some viable international
organizational cooperative effort, and so many people have considered
IMF, Bretton Woods, as dead and everything and something abso-
lutely brand new would have to come forward for it, and you negoti-
ated with the Europeans and the others successfully, very ably. Do
you believe that it is desirable, and maybe timely, for the United
States to exert similar leadership, for example, in making IMF a
world banker of last resort, so to speak, as a very helpful tool in pre-
venting these fluctuations that are so damaging, or are we doing that?

Dr. BURNs. This is a question that is now being studied very care-
fully by my own staff and by the Treasury staff and is being discussed
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by high officials of our Government. No decisions have been reached

and, therefore, I cannot say anything at this time except to endorse the

broad concept that you have suggested. I think the time has come to

consider the possibility not only of strengthening the International
Monetary Fund-something we must do if the rule of international
law is to exist in the monetary area-but also to convert it into an
international central bank.

Mr. GONZALEZ. Well, thank you very much. I am very happy to hear
that because I feel that this is one place where American leadership

is indispensable, and I just feel that the rest of the world really more

or less looks to America for leadership in that direction. The atmos-

phere has been so pessimistic that I thought, well, perhaps this is just

a pipedream, but when you came back and announced the gold agree-

ment, it proved you were able to get some up-to-then intractable
Frenchmen and others, which I think is an achievement which really

deserved our thanks and it should not be minimized.
Mr. Johnson?
Mr. JOHNSON. Thank you.
Dr. Burns, this certainly is a tremendous statement you have made

and you have covered so many topics, both of which are so current that

you certainly are to be congratulated on your statement.
I was really shocked ]ast evening. I read that article in Business

Week on the effect of our military by the Mideast shutdown, in not
allowing us to purchase oil. It is really a shocking thing that it has

happened. Our Mediterranean Fleet is practically devoid of any source

of supplies for gasoline and other fuels and it has even extended to

the Philippines where Saudi Arabia has ordered the Philippine Gov-

ernment not to dare sell us any of their oil products at the Clark Air-
base and Spain has to do the same thing. I suppose history will say
that what is taking place, is probably the greatest piece of interna-
tional blackmail against the United States and the world in all history,
and it certainly should be resolved as rapidly as possible. because the

more we read about it, hear about, and the way it effects this great

Nation of ours is certainly something that staggers the imagination.
So, I am glad that you have touched on it here today because it is a
real grave situation that is facing the United States of America. It
does have a lot to do naturally, of course, with the fact that our dollar
is strengthened abroad. I think perhaps the greatest reason is that the
Europeans figure that we are not going to be spending our money for
oil and, therefore, our balance of payments will improve.

Now, I think another important thing that you have said in this
statement is the fact that, in due course, the United States and other
countries will make decisions about the possible sale in the gold market
of gold. Can you conceive of a situation where the United States would
feel that they would be, let us say, obliged to sell some of our gold
in the open market?

Dr. BURNS. Well, I can easily conceive of a situation in which we
would find it desirable to do so.

Mr. JOHNSON. You can?
Dr. BURNS. Yes.
Mr. JOHNSON. As I say, that is an interesting statement that you

have made because, as I stated several weeks ago, I believe you were
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before us, it is very comforting to me to know that we have some $12
billion worth of gold at the old price and nowv if you value it at the
present market price of $100 an ounce it is worth way up into some
$23 or $24 billion. I think a country that has gold is a pretty strong
nation, and a country that has no gold is in a deplorable situation. Is
that not generally true?

Or. BURNS. Yes. but I would prefer oil to gold right now.
Mr. JoHi-soN-. I think you are right. Last year or this year it is true,

is it not. that the German banks and Belgium banks when the dollar
was under such frightful pressure stepped in and bought up dollars
to save the dollar. Now with the dollar strengthening are they not in
a position to start gradually selling these dollars back into the market
and recouping what appeared to be a tremendous loss to them at the
time they bought the dollars?

Dr. BuRNs. I think so. The Japanese have been doing it on a very
large scale this year, and if the dollar remains strong, which I expect
will happen, I would anticipate that other central banks will be selling
dollars from their large portfolios.

Mr. JOHNxSON. You do not anticipate any large sales of dollars?
Dr. BURNS. I do, yes. I anticipate sales of dollars by other central

banks.
Mr. JoHNsoN. But as our balance of payments and our balance-of-

trade position keeps on improving, the dollar will remain relatively
strong and, therefore, this pressure on central banks to not dump
dollars, but gradually get rid of them, will not have an appreciable
effect oln the dollar abroad? That is your opinion?

Dr. BURNS. Well, my opinion is that with the dollar strengthening
in foreign exchange markets, foreign central banks will begin on an
increasing scale to sell off the dollars they have accumulated, just as
the Japanese have been doing.

Mr. JOHNSON. I might just make an observation. I was in Sweden
in September and I was at a luncheon table with the finance minister
of Sweden. At that time our balance-of-trade position, and our balance-
of-payments position had improved materially, and he attributed that
almost alone as the reason that the dollar was much stronger with
respect to Swedish currency and he seemed to place almost all of his
observations on our increased balance of payments and balance-of-
trade position. That probably is one of the great reasons, is it not,
for the strength of the dollar all over the world?

Dr. BURNS. I think that is the basic reason, yes.
Mr. JoHNsoN. My time is up.
Mr. GONZALEZ. Mr. Reuss?
Mr. REUSS. Thank you, Mr. Chairman.
Dr. Burns, some nations apparently do not regard the abolition of

the two-tier gold agreement as a step away from gold as a monetary
reserve, but instead regard it as a prerequisite to an increase in the
official price of gold. What is the U.S. policy on the official price of
gold, and how would we respond if foreign central banks did buy gold
at prices higher than the official price?

Dr. BURNS. We would regard it as a violation of article IV, sec-
tion 2, though I must say I do not anticipate that foreign central
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banks will be buying gold in the foreseeable future. I have indicated
that in my statement. I think this is an informed judgment.

Mr. REUSS. In your statement you say, and I am quoting:

It would be desirable for other countries with excess reserves also to sell

dollars gradually when market forces are serving to appreciate the dollar sub-
stantially against their currencies.

I would certainly agree with that statement.
Tell me, has the United States either at the conference on the Loire

a few days ago, or at any other time, indicated to our monetary part-
ners or in any way given them the impression that they could sell
their dollars in order to maintain a given exchange rate; namely, the
parity agreed to last February?

Dr. BURNS. We have discussed this problem frequently. We dis-

cussed this problem again at the recent meeting in France. But, at no
time have we suggested to foreign governments or foreign central
banks that this or that exchange rate or parity be preserved. In other
words, we have not sought to peg exchange rates.

Mr. REUSS. I know we have not sought to peg, but have we indi-
cated to them by thought. word. or deed. that we would not do much
about it if they sought to float dirty. to peg, or whatever you want to
call it, at the February levels?

Dr. BURNS. No, we did not. In the conversations that I have been
a party to, we have been cautious. We have not imputed any such
motive to foreign governments and, therefore, have not had to indi-
cate what countermeasures we would take.

Mr. REUSS. But, so far as you know neither you nor any repre-
sentative of the U.S. Government has indicated to the foreign finance
ministers and central bankers that we would acquiesce, however tacit-
ly. in an effort by them to so intervene so as to preserve the February
1973 agreed rates?

Dr. BURNS. That is true. But, I do not want to overstate the mat-
ter. At various times, in the course of these conversations, one or an-
other of the participants indicated that at the time of the second de-
valuation it was widely believed that international exchange rates
were brought into equilibrium. But no one has insisted that that condi-
tion has persisted and that it characterizes the present condition. I
think there is a general willingness, particularly now, in view of the
new uncertainties introduced by the oil problem, to test markets rather
than to try to characterize this or that situation as a set of equilibrium
relationships, and try to maintain them as such.

Mr. REUSS. I was glad to hear your view that international mone-
tary reform is an evolutionary process, and that it does not seem im-
perative to you that on a date certain, like next July 30, there be struck
off a complete new constitution which tries to handle every problem. I
think that is what you were saying?

Dr. BrRNs. That is correct. I have come to believe increasingly that
it is a rather unrealistic concept.

Mr. REUSS. Now. in the light of that and I. obviously, agree with
your view there, in 'the light of that, why isn't there a technical work-

ing party of the Committee of Twenty now drawing up guidelines for
central bank intervention under a continued float, if we are going to

float for awhile, as I surely hope we do? It would seem to me sensible
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to put in place some guidelines. You have mentioned two, yourself,
today which sound pretty good to me. One, you could intervene to
maintain orderly markets; two, you can intervene to get rid of excess
currency. Here we talk mainly about selling dollars gradually, but
not in support of any fixed exchange rate. Well, those would do as a
start, but who is working on this vital work, if anybody?

Dr. BUR~sT. One of the technical groups is working on a more gen-
eral problem which subsumes the question that you have just raised.

Mr. REUSS. The adjustment group?
Dr. BURNS. That is to say, there are to be rules for the adjustment

process. Technical groups are working on these rules in connection
Wvith a system of stable parities and in connection with floating ex-
change rates as well. iWhen you examine, as I am sure you have, the
U.S. position with some care, you will find that the position that we
have advanced on reserve indicators covers stable exchange rates and
a floating system equally well.

Mr. REUjSS. I was also glad to hear you say, or give your view, that
we should relax our controls on foreign lending and investing by this
country abroad, step by step, with the improvement in our balance of
payments. I think that is exactly what we should do and I am glad to
hear it. WThy not also make the goldbug happy and get them off our
backs by letting the Americans own gold? As you know, we put into
the law that the administration should decide when that can be done
without causing the sky to fall in, and I suggest that time has come.
Why not make them happy for Christmas?

Dr. BURNS. S. Well, I rather doubt that the gold enthusiasts will be
made that happy by Christmas. However, in time I am sure they
will. It is entirely a question of judgment and entirely a question of

priorities.
I would think that it is more important to reduce our controls on

American investment abroad, and controls oln our purchases of for-
eign securities. It is important to make progress in that area first, and
theni relax or remove our current restrictions on the ownership, pur-
chase, or sale of gold by American citizens.

Mr. REUSS. Thank you. My time is up, Mr. Chairman.
Mr. GONZALEZ. Mr. Stanton?
Mr. STANTON. Doctor, I wish to add my congratulations to those

already expressed by our chairman and Mr. Johnson. I thoroughly
agree that this is the number one success story economically of 1973,
the increased confidence of the dollar abroad and the strengthening of
our balance of payments.

In that regard, I just have one question and, mainly out of curiosity
I guess. I fully realize this is out of your realm of responsibility. But
we, are going under the assumption that the trade bill will come up
before the Congress next week and it has been on again, off again, as
you well ]know. I wondered if you would give us some of your thoughts
in regard to this bill, and do you look to it as a useful too], or what
effect will it have on strengthening our balance of payments or may-
be increasing the confidence in the dollar abroad? I wonder if you
would care to comment on that?

Dr. BURNS. I cannot honestly say that I expect that the bill will
serve to improve our balance of payments. I do expect that it will
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serve to augment mutually beneficial international trade and invest-

ment, and that is a positive gain for this country and for the inter-

national economy. It may also have beneficial effects on our balance of

trade. but I find it difficult to be verv confident that that will happen.

Therefore, I look for benefits in other directions which seem definitely

promising-that is, the augmentation of international trade and

investment.
Mr. STANTON. Then you, yourself, are a supporter of the bill?

Dr. BURNS. I am a, supporter of the bill. There are some protective

measures in that bill for American industrv that I think can be useful

if other countries do not play the game of international trade fairly.

Mr. STANTON. Thank you very much.
Mr. Chairman, that is all.
Mr. GONZALEZ. Well, thank you, Mr. Stanton.
Mr. Young?
Mr. YOUNG. Yes, AMr. Chairman.
It is always good to hear from you but, I still have a feeling that

the progress you have made. while significant. is progress made among

friends, people who have demonstrated long term common interest.

Your statement, for instance, about hoping that people -will sell their

surplus dollars frightens me. if you would apply that to the Arab Gov-

ernment who might try to use their large surplus of dollars as polit-

ically as they have used their oil. I wonder, do we have any protection

against that?
Dr. Bu-R\s. The protection that we have against large movements

of short-term capital, whether by Arab nations or by others, is very

small indeed at the present time.
On the other hand, I would not exaggerate the danger of Arab coun-

tries selling dollars. Other countries mav be eager to buy them and

to use these dollars to the advantage of the United States. I am not

sure that the Arab countries are going to sell dollars unless they see

a clear advantage in doing so. In determining advantage, Arab coun-

tries will look out for their economic interests just as others tend to

do.
Mr. YOUNG. Also, using the political use of oil, you are saying that

oil is perhaps more valuable than gold right now. and speaking in

terms of how we involve the third world more in our common com-

munity of interests, are you in a position to say whether some con_

sideration of a link in the monetary fund toward development might

be in the U.S. interest, especially since we find ourselves now in a

situation where the Arab nations are making a strong initiative

toward Africa, and given a drying up of Arab oil supplies, we might

become more and more dependent on Nigerian oil or oil to be found,

in other countries of Africa? Are the recent events doing any more to

make us rethink our position on the link?
Dr. BURNs. Well, I think recent events are disturbing because raw

materials are distributed very unevenly on our globe. WRhat has hap-

pened in oil so recently may happen in the case of phosphates tomor-

row, copper in a day or year after, and bauxite at a later time. This

is a disturbing thought, because our political institutions and our

political relations are not adapted to these newly emerging economic
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realities. These are matters that many of us will have to think hard
about in the days ahead. I would heartily endorse the general thought
that you have expressed: namely. we should seek to achieve a larger
degree of harmony with these less-developed parts of the world. On
the other hand, I have opposed the link in the past and my opposition
has not diminished with the passage of time.

What the link means essentially is that currency would be printed
up and distributed to the less-developed countries. I think this is a
poor way of aiding the less-developed countries. I think that if we
really are interested in their welfare-as we should be for their sake
and also our own-the Congress should extend aid directly by appro-
priating funds for that purpose, rather than by sitting by passively
and letting an international organization print up money for the pur-
pose. I am opposed to the link for that reason.

I am opposed to it also because it has, inevitably, domestic implica-
tions. Very soon people in our' OnVII country would say, "Here you have
printed up currency to distribute to the poorer nations of the world;
why don't you print up a little more and distribute it to our own poor
people?" I do not know what the future of our economy or the future
of the dollar would be if we ever travel this road. I must say that
while I endorsed the SDR at the time it was established, and while I
continue to think that it is a useful device in carrying through inter-
national monetary reform, I, myself, would become very skeptical
about the future of the SDR if, at the very time when a new SDR
is established in the interest of strengthening the world monetary sys-
tem, we proceeded to weaken confidence in the SDR by giving it this
extraneous function as far as monetary reform is concerned; namely,
using it as a device to assist the poorer countries of the world.

Mr. YOUNG. Do I have time for one more, Mr. Chairman?
Mr. GONZALEZ. One more.
Mr. YOUNG. In view of the present situation, we have a possibility

of high unemployment looming and, normally, that would mean a
relaxation of tight money. I am wondering whether it means that, in
view of unempioyment being brought on by a scarcity of resources,
there is some possibility that money might be relaxed for an area like
homebuilding, as a means of dealing with the unemployment problem,
but still maintaining controls in other areas?

Dr. BURNS. Well, there can be little doubt that the economic outlook
has worsened. It certainly has become clouded as a result of develop-
ments affecting petroleum supplies. But it is important to recognize
that the shortage that we have is a shortage of oil and not a shortage
of money. Therefore, monetary devices for dealing with this problem
can have very limited usefulness.

The Federal Reserve has no very effective way of dealing with the
housing problem as such. Fortunately, the inflow of funds to savings
and loan institutions, in particular, has resumed on a large scale. In
the month of October, the inflow of funds to savings and loan asso-
ciations expressed as an annual rate amounted to 9 percent. For the
month of November, we do not yet have a firm figure, but our current
staff estimate is that the S. & L.'s will probably gain something like
71/2 percent, expressed as an annual rate. The S. & L.'s are no longer
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borrowing at present from the home loan banks: credit is now more
readily available for more mortgages; and interest rates on new mort-
gage commitments have declined noticeably since mid-October. So,
there is a corrective process at work in the homebuilding industry at
present.

Unfortunately, the oil situation does not make the prospect for
homebuilding any brighter, because if a real estate developer has ac-
quired a large tract-30, 40, or 50 miles away from a large urban
center-he is going to think twice about developing that tract in view
of the gasoline shortage that is now pending.

Mr. YOUNG. You mean maybe the Arabs may really force us to re-
develop the central city?

Dr. BURNS. Well, I think they are stimulating us to think in many
ways, and this may be one of the unseen benefits. Another may be that
we will become independent in the energy field, as we should be.

Mr. YOUNG. Yes.
Dr. BURNS. Still another may be-and here I am going way outside

of my area-that we will rethink our defense problem and be a little
more willing than we have been of late to see defense budgets of a
sufficient size to assure this Nation's military and political strength.

Mr. YOUNG. Thank vou verv much.
Mr. GONZALEZ. Mr. Conlan?
Mr. CONLAN. Mr. Chairman, I do not have any questions for Dr.

Burns. I just sit here and marvel at the way he very definitively fields
the questions. Without being in any way evasive, he nevertheless does
not use any more words than he has to. This is a learning experience
for me and I compliment him very much because I think some of the
questions we are asking, some of those I would like to ask, really are
more in the nature of what should be done to educate some of us
on the subcommittee a little bit further. I do not think those are the
types of things that we can ask in a full, open meeting like this, be-
cause Dr. Buriis cannot go, perhaps. into some depth on these, because
words could be misconstrued bv the international community and
others. So, I would just withhold my questions and perhaps at some
time in the future I might be able to ask them, or perhaps at some time
in the future we might have some meetings with him and with other
leaders in our Government that are in the nature of an informal thing,
bringing us up to date in some areas where we can let our hair down
a little bit. Then Dr. Burns will not have to be as masterfully guarded,
and appropriately so. as you are today.

Mr. GONZALEZ. Well. Mr. Conlan, thank you very much.
Let me say that Dr. Burns in many ways is an angel but he does not

ever rush in. He is not only cautious. he is very succinct and to
the point. I think he has answered questions that many witnesses
perhaps would fear to try to answer because of the possibility of
misinterlretationi.

Mr. CONLAN. My comments, Mr. Chairman, were not critical of him.
Mr. GONZALEZ. I understand.
Mr. CONLAN. They were complimentary of him doing very well in a

very difficult field, and one that is prone to misinterpretation. I am
just saying this is one of the problems that we get into, and I am just
complimenting you for it, Dr. Burns.
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Dr. BURNS. Thank you very much.
Mr. GONZALEZ. Mr. Stark?
Mr. STARK. Thank you, Mr. Chairman.
I want to take this chance to ask Dr. Burns some questions that

might stray a little bit afield, but I am sure that he can make some
comments. It is my understanding, Dr. Burns, that you are on record
as opposing the provision that would allow savings and loans to take
unlimited public deposits, and without collateralizing them, or guar-
anteeing them. If that is a correct assumption, would you also com-
ment on your feelings on the net result of increasing the insurance
limit to $50,000 from the present $20,000, and perhaps allowing sav-
ings and loans to take public deposits up to their insurance limit?
Would you be equally opposed to that?

Dr. BURNS. I think I would, ves. The present insurance limit is
$20,000, and I think there is ample justification for raising that limit,
certainly to $25,000, and possibly to $30,000. But to go much beyond
that, I would hesitate for this reason-and it applies to banks as well
as to savings and loan associations. If you approach complete insur-
ance, then as far as the public and corporations are concerned, one
bank, one financial institution, would become indistinguishable from
another. The degree of discipline and care that we have, the degree of
prudence that is exercised both by banks themselves, and by their de-
positors would diminish. I think this incentive for prudent manage-
ment is well worth preserving, so I would be cautious in raising the
ceiling from $20,000 to $50,000.

Mr. STARK. Then just to explore that one step further, if I may,
Dr. Burns, the savings and loan now are pressuring to get more sources
of funds. I would agree that there is some real danger in unlimited
insured funds mostly liquidity dangers, in unlimited public deposits
that are not fully collateralized or fully insured. I do wonder whether
it might not be of some help, particularly to the smaller savings and
loans to say they could, indeed, take deposits up to their account in-
surance without collateralization. Whether the various municipalities
would approve that or not is a question that they would have to re-
solve. But, I wonder in the aggregate whether this would be so insig-
nificant that you might not have any objection to that?

Dr. BURNs. Offhand, I would have no objection to that, but I would
not want to give you a definitive reply until that question is explored
by me and by my staff. But, offhand, I see no difficulty with your
suggestion.

Mr. STARK. One other area is that the question that comes up-and
we have discussed it in various hearings in this room is the question
of adequate funds, domestic funds for homebuilding or industry. Very
little has ever been said about the question, in inflationary times, of
the retired person, the small saver, the consumer. There is very little
pressure from industry to pay higher interest rates to these people,
many of whom depend on their interest as a source of income.

I, in the past, as you are aware, have been somewhat critical of the
series E bonds of the savings bond program, in that it has been a vol-
untary additional income tax, and the sales campaigns have been
thrust toward the wage earner who can least afford it. Would we be
able, in your opinion, to develop a program to get some kind of parity
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in the interest rates of savings bonds with the higher instruments that
banks or savings and loans offer if it were done with enough leadtime
so as not to disrupt the whole Treasury financing system? Do you see
that as a possibility?

Dr. BURNs. It is a possibility but we have to watch it because any
large increase in the interest paid on savings bonds could drain funds
from the savings and loan associations and thereby multiply their
difficulties.

MIr. STARR. Yes. I concur. As I say. it may have to be a quarter of
a percent, or some differentiation to prevent that sort of thing. But,
on the other hand, would you concur that we could get the interest
rates as close as possible to help particularly the person who lives on
a fixed retirement income?

Dr. BURTNs. Yes, I think that there is an inequity there that in cry-
ing for correction. But we are limited in what we can do, because if
we try to correct this inequity, then our thrift institutions could be in
difficulty.

Mr. STARK. Please let us know if you see a way to correct it. Hope-
fully, there is some way that we can get rid of these inequities. It has
not occurred to me yet, and I would welcome any suggestion that you
could offer.

Dr. BURN-S. Well. some suggestions were made, of course, in the
Hunt Commission report and also in the board's housing study that
we released in March 1972. These are steps in the direction that you
seek.

Mr. STARK. Thank you very much.
Mr. GONZALEZ. Mr. Burgener?
Mr. BuRGENER. Thank you, Mr. Chairman.
Chairman Burns, we appreciate your excellent testimony and wise

counsel.
In my district over the weekend I met with a constituent who asked

urgently that I should do something about foreign investment imme-
diately. I asked what I should do, and the constituent said "you must
stop it." Well, I allowed as how I would look into that just as soon as
I solve the energy crisis. But, in any event, in a more serious vein, on
page 16, you talk about capital outflows and you said our Government
has administered a system of restraints on capital outflows. I would
like to talk about capital inflows. I do not want to talk about it. I
want to hear you talk about it. But, in our State and in California,
there is heavy investment. particularly, from the Japanese.

Question No. 1, is there any effective measuring device, nationally.
that we have to measure foreign investment here. What is our policy?
Should it be encouraged, discouraged, and what effect does it have on
us, the taking of profits out after investment and this sort of thing?
Would you be kind enough to comment on inflow of capital?

Dr. BURNS. Yes. First of all, we follow very closely the foreign
investments, both direct investments and portfolio investments, in
this countrv. Those figures are compiled on a quarterly basis. I am
not sure at the moment how complete these figures are, but statistics
on these investments are published regularly.

We have no general controls that I am aware of on foreign invest-
ments in this country at the present time. Our policy has been one
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of e ouraging foreign investment in this country, and I think that
is a s und policy. After all, Americans have invested very heavily
abroadnd now that citizens of other countries are beginning to in-
vest more avily in this country, I think that we ought to welcome it.
It improves ur balance of payments, and it adds energy to our in-
dustry, and m' strengthen competitive forces within our economy
as well.

There is only on concern that I have in this area and that is for-
eign investment in certain of our more sensitive enterprises, particu-
larly enterprises that re connected with the Nation's defense effort. I
do not think that I would be at all happy-in fact, I would be gravely
concerned-if enterprises of this sort came under foreign control. I
think this is an area that does deserve exploration. But as for the rest,
1 would welcome it heartily for the present. The more the better
would be my position.

Mr. BURGENER. Do you, therefore, suggest that we at least ought to
study the possibilities of rules, regulations, or statute as related to
sem.$itive industries?

l)r:BuRNs. I would study that; ye.
Mr. PRRGENER. If Japan, for example, invested $100 million in

something in 1the United States Pnd thpt earned a 10-percent return or
$10 million, what the law geierally on their profits earned in this
country?

i~r. BuRN-s. I am sorry?
AIr. BUIRGEN-ER. The profits they earn on their investments here?
Dr. BURNs. Yes. I did not get the question. Yes; they earn these

profits, and what about it?
Mr. BUERGENER. What about the taxation on that? Is it identical

to ours, does it escape us, or does it vary on the kind of income?
Dr. BURNs. I do not know the detairs of our tax laws sufficiently to

answer your question with full confidence. But, I believe that foreign
corporations are taxed in exactly the same way as domestic corpora-
tions are. As for the outflow to foreign countries of income earned
in this country, that outflow will become larger as foreigp, investment
here increases. But let us bear in mind that we have a very.consider-
able inflow as a result of the income that American corporations are
earning from their foreign investments. This, as a matter of' fct,
has been a mainstay of our balance of payments during the difficult
years when the balanee-of payments was in trouble.

Mir. BURGENER. On the balance scale, is it true that our investment
abroad is much greater, much greater than all of the foreign invest-
ment here?'

Dr. BURNs. Oh, ves; very much greater. I cannot give you the exact
figures, but it might be useful to insert the figures in the record.

AIr. BURGENVER. I would think that would be helpful, Dr. Burns, if
we could have that.

Mr. GONZALEZ. I would certainly think so. May I interject a thought
here, though. The staff. in its study that I referred to a while ago. goes
into this fairly extensively. We have the staff report that is being
printed up, but I believe we have sent copies to each member. It also
points out that the increment of foreign investment compared to our
total is still infinitesimally small and has not developed to any dan-
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gerous point. In fact, they even suggest strongly that perhaps the ith
holding tax on interest and dividends that these investors have to pay
might be eliminated in order to stimulate further investment

But, in pursuance of your request, if you wish to plae it in the
form of a motion, we will suggest that these facts and gures be in-
corporated into the record.

Air. BURGENER. Yes; I would so move, Mr. Chairm~ n.
Air. GONZALEZ. Without objection, so ordered.
[In response to the request of Air. Burgener, tie following informa-

tion was submitted for the record by Dr. Burns :1
INTERNATIONAL INVESTMENT POSITION OF THE UNITED STATES-YEAR END 1972

[In billions of U.S. dollarsi

Foreign

U.S. investments Net
investments in United investment

abroad States position

Private, long-term ----- -- 128.4 59.8 / 68.6

Of which: Direct investments -.- x----------- 94.0 14.4 79 6

Private, liquid - ,----------- 5.2 21.4 . -16.2

Total --- 199.3 1483- 50.6

Source: Survey of Current Business, August 1973, p. 21.

Mr. BURGENTER. One final point and thank you for your indulgence.
On page 12 of your subniitted statement, you remain skeptical about
that long-range viability of the float. Do you mean that perhaps we
might work toward fixed exchange rates sometime, or do you see con-
stant change indefinitely in international finance, a more constantly
changing thing as opposed to a rigid system?

Dr. BURNS. Welt, I would look forward to a return to a par value
system for mos-tcountries of the world. But I would leave a floating
option, subject'to rules, and I would want to see wider margins around
parities than exist under the Bretton Woods agreement. I think that
a system of stable parities with wider margins would serve the inter-
national teonomy in the long run better than a system of floating ex-

chlange, rates. The system of floating exchange rates has served the
inteiational economy quite well during these recent months, but the
tegt has been inadequate. The test has occurred under conditions of
sharply rising world demand. Once there is some decline in world
economic activity, or even some marked retardation in the growth of
world economic activity, I would anticipate that floating would cause
some difficulties. These difficulties may be in the political area as well
as in the commercial area.

Mr. BURGENER. Thank you, Dr. Burns, and Mr. Chairman.
Mr. GONZALEZ. Thank you, Mr. Burgener, for your very valuable

contribution.
Well, we are about to start on round 2. It is about 11:32 and I should

ask you, first, Doctor, how you are suited for time? Are you in a hurry
or do you have any pressing business?

Dr. BURNS. There is no business that is more pressing to me than
to be of service to your subcommittee, Mr. Chairman.

Mr. GONZALEZ. Well, we deeply appreciate that, Dr. Burns, in all
sincerity.
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I have a couple. During your answer to one of the questions and in
your exchange with Representative Young, you mentioned that at this
time we had very little defense against quick, substantial, short-term
movements of capital. I would like to know, from the congressional
standpoint, is there anything that can be suggested that could be done
from our initiative either legislatively or administratively that could
help to set up some safeguards? This is the reason I was interested
about American leadership in trying to refortify IMF to make it
exactly that, a banker of last resor, to try to use that instrumentality
as a means of controlling these precipitous, and what I consider to be
exploitive movements. Is the thrust of your discussion to the effect
that really at this point no one nation, or any other or bloc has the clout
to bring about what it will take to control this?

Dr. BURNS. My judgment is that very large movements are ex-
tremely difficult to control and we do not know how to do it. Some
countries of the world, such as Germany. France, and Japan, have in-
stituted controls on the inflow of funds, and these countries at times
have felt that the controls were very exacting and thorough, only to
discover that they worked like a sieve when market forces or specula-
tive forces-call them what you will-were causing large movements
of funds.

Now, we do have a swap arrangement, and a swap network which
is large at the present time. It amounts to something like $18 billion.
We have intervened in exchange markets, and so for that matter have
some other central banks, particularly the Bundesbank, which has
worked very cooperatively with us. I think these arrangements are
helpful in dealing with movements of short-term funds, as well as with
other shortrun disturbances in international transactions. But they
caimot cope with an avalanche, and we have had more than one in the
last few years.

This subject has been studied extensively. Perhaps one day we will
be ingenious enough to know how to control these movements. At the
present time, we do not have the instruments for doing so in this
country, certainly. There are better instruments abroad, but they are
not nearly good enough.

Mr. GONZALEZ. In that connection, it has been reported that a very
little noticed flow of American capital into what is called Latin dol-
lars-everybody has been talking about Eurodollars and has over-
looked the fact that a tremendous depository has been created in Latin
America to the tune of somewhere between $15 to $20 billion. Is that
an exaggerated figure?

Dr. BURNS. Well, I did not realize it was that large. But there
certainly have been large inflows to Brazil and Venezuela, and other
Latin American countries have improved their foreign exchange re-
serves very considerably. What the total may be I do not have in mind
at the moment.

Mr. GONZALEZ. I was so intrigued and somewhat disturbed because I
recall that about 11/2, 2 years ago, it took less than a movement of $8
or $9 billion to create the crisis in Europe and it seems to me that given
that potential I can understand why such men as the chairman of
the board of the Chemical Bank and a couple of economists have had
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these dire predictions about the danger of a depression due to a col-
lapse, and so forth. Now, whenever men of that stature make these
utterances, I have to take them seriously. This seems to be the only
area that this possibility could occur and I am disturbed to think that
we would be so exposed.

Dr. BURNS. Well, if I may say so, there is one prediction that I can
safely make, Mr. Chairman. If we have a strong economy so there is
confidence in our economy and in the dollar, we will not need to fear
any outflow of dollars on any significant scale. As for the inflow, if it
occurred, the Federal Reserve System has sufficient technical weapons
to neutralize it.

Mr. GONZALEZ. I see. Well, that is comforting.
Mr. Johnson?
Mr. JOHNSON. Dr. Burns, you seem to have devoted several pages

of your statement to the oil crisis. I was reading in the news media
recently criticisms of the so-called shortsighted policy of the United
States in limiting importation of oil down through the years. I hap-
pen to be one person who down through the years had approved of a
limitation on imports, and I would say, by way of observation, that
if we had not limited imports which, in turn. encouraged the develop-
ment of oil in the United States by wildcatting and discoveries, we
would now be in a much worse situation. Do you agree with my observa-
tion on that point?

Dr. BURNs: By and large, I do. I must say that members of my
profession who have opposed the restriction on oil imports so con-
sistently over the years have turned out to be rather shortsighted, not
because they were poor economists, but because they thought of eco-
nomic forces in the abstract and have not paid enough attention to
considerations of national security and national defense.

Mr. JOHNSON. Just as a way of maybe encouraging extensive wild-
cat drilling in this Nation, I just yesterday put in a bill wherein the
Federal Government would say to a wildcatter, you go ahead and give
us a plan of a wildcat well and, if, in our opinion, the acreage is wild-
cat acreage, and if you drill a dry hole, we will reimburse you up to
$25,000, or not to exceed one-half of the intangible development costs.
I know that sounds radical but it just seems to me when we are so des-
perately facing this oil situation, that we have got to do some innova-
tive things. I do not know whether anything will happen to the bill
or not, but, if it were passed, it might bring about the greatest wildcat
drilling operation in the history of the country. I am not asking you
to comment on that, but it is just one of the innovations that I think
might be worth trying.

Now. the last question: Since your announcement in the last 5 or 6
weeks in the restriction of our buying or selling gold, has there been
any appreciable change in the world situation with respect to gold?
IHas it had any telling effect, in any appreciable way?

Dr. BURNS. On the gold price?
MAr. JoHNsoN. Well, or in gold markets or in the movement of gold

or anything?
Dr. BU-RNS. Well, soon after that announcement was made, the price

of gold dropped from $97 or $98 an ounce to $90, and in the last few
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Mr. BuRGENER. That, too, in terms of world economic health would

be enhanced if there is equality in that, too? I mean, if it were not all
going in one direction?

Dr. BURNS. That is right, the simple way of summing it all up

would be to say that if the international reserves of individual coun-

tries changed very little, if you did not have huge persistent additions

to the reserves of some countries and large persistent declines in the

reserves of other countries, the international monetary system would

be roughy in equilibrium. Actually, the plan that the United States

presented on international monetary reform is designed to work

toward precisely this objective.
Mir. BURGENER. Thank you very much.
Mr. GONZALEZ. Thank you, sir.
Mr. Stark?
Mr. STARK. I have no further questions.
Mr. GONZALEZ. I believe we are honored with the presence of our

distinguished minority ranking member of the full committee, Mr.

Widnall. We want to thank him for taking time and joining us. I

would like to recognize him at this point.
Mr. WIDNALL. Thank you, Mr. Chairman.
I have no questions and I just want to join in welcoming our old

friend, Dr. Arthur Burns, who I know has made an excellent witness

today.
Dr. BURNS. Thank you.
Mr. GONZALEZ. Thank you, Mr. Widnall.
Well, I may ask Dr. Burns if he wishes to sum up or has any addi-

tional statement he wishes to make and we will recognize him for that

purpose.
Dr. BURNS. Thank you for the opportunity. I have no additional

statement to make except this: I have testified before your subcommit-

tee, Mr. Chairman, several times and I have always been deeply im-

pressed by the way in which you and your colleagues conduct these

hearings. These are exloratory, educational, friendly, intellectual

exchanges, and I appreciate them very much, indeed.
M9r. GONZALEZ. Well, thank you, Dr. Burns.
This subcommittee stands adjourned.
[Whereupon, at 11:50 a.m., the hearing was adjourned, subject to

the call of the Chair.]
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days the price of gold has risen sharply. This morning it was fixed in
London at $104.25.

Mr. JOHNSON. Does that price of $104 an ounce have a reasonable
relationship to the cost of mining it, or is it an unconscionable profit
to those who are selling the gold? Do you have any idea as to the
relationship between the cost of production and that particular selling
price?

Dr. BURNS. I do not know enough about that to express anything
more than a casual opinion. My opinion is that profit in gold mining
has gone up rather sharply. But, there has also been a recent change in
the technique of gold mining. The South Africans are changing their
techniques, and that is having some influence on costs. But, there is
no doubt in my mind that gold mining has become a much more prof-
itable activity.

Mr. JOHNSON. Thank you. My time is up.
MIr. GONZALEZ. Thank you.
Mr. Young?
Mr. YOUNG. I really do not have any questions, but you have men-

tioned a couple of things just sort of off the cuff that I really like to
hear. One was your almost-well, the implication being that economic
policy, military policy, and State Department policy can no longer be
conducted as separate and independent entities, and I just wonder is
there very much coordination along these lines in the administration
presently?

Dr. BURNS. I think the correct answer is, "Yes, that there is a good
deal of consultation on these matters. Whether the coordination is
effective enough is a matter of judgment, and I am not really qualified
to appraise that."

Mr. YOU-NG. Well, thank you very much.
Mr. GONZALEZ. Thank you, Mr. Young.
Mr. Burgener?
Mr. BURGENER. Thank you, Mr. Chairman.
A brief question about the balance of payments. Am I correct in my

assumption that the world economy is best served if there is exact
equality in import and export or balance of payments? Is that a'cor-
rect assumption?

Dr. BURNS. Overtime, for total payments, I would say so, yes. Then
you would have markets functioning smoothly.

Mr. BURGENER. To take a simple example: If we were to sell an-
other country $1 billion worth of jet aircraft and computers and they
were to sell us an equal amount of automobiles and cameras, that
would be parity. Now, what about that? That is trade, that is pur-
chase, the sale of goods. Is investment capital also a factor in the
balance of payments?

Dr. BURNS. Very much so.
Mr. BURGENER. So balance of payments is not simply just a purchase

of goods necessarily? Is that what you are saying?
Dr. BURNS. That is right. It involves purchase or sale of goods, pur-

chase or sale of services, and purchase or sale of securities.
Mr. BURGENER. Money flow?
Dr. BURNS. Yes; money flow. Money flows involve also purchase of

some kind of securities.


