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INTERNATIONAL ASPECTS OF THE PRESIDENT'S
NEW ECONOMIC POLICIES

MONDAY, SEPTEMBER 13, 1671

U.S. SENATE
SuncoMMITIEE ON INTERNATIONAL TRADE
or THE CoMMITITEE ON FINANCE,
Washington,D.C.

The subcommittee met, pursuant to notice, at 9:45 a.m., in room
2221, New Senate Office Building, Senator Abraham Ribicoff (chair-
man of the subcommittee) presiding.

Present : Senators Ribicoft, Anderson, Byrd Jr., of Virginia, Nelson,
Bennett, Fannin, and Hansen.,

Senator Risicorr. The committee will be in order.

Today we begin hearings on the international aspects of the Presi-
dent’s new economic policies. This subcommittee held hearings in the
spring on the critical issues facing the United States in world trade
and finance. At that time it did not appear that the United States had a
coherent policy for dealing with the serious trade and balance of pay-
ments problems facing this country. Since then we have seen further
evidence of the deterioration of our international competitive posi-
tion and have found ourselves in yet another dollar crisis. On Au-
gust 15 the President reacted to these developments with his dramatic
announcements.

It is quite obvious that we had reached a turning point in our com-
mercial relations with the rest of the world.

Now that the President has taken certain strong measures affecting
relations with the rest of the world the key question is, “Where do
we go from here #”

any currencies are now ﬁoatinbg in relation with the dollar, and
the position of gold is uncertain. Surely temporary patchwork solu-
tions are no longer adequate. Congress, the President, and the entire
Nation are ultimately going to be judged not by what the President
did on August 15 but by the followthrough on achieving an overhaul
of the world economic system.

We now have an opportunity to establish a more equitable and effec-
tive international framework for trade and monetary transactions.
However, it seems to me that time is of the essence.

The 10-percent surcharge on many imports coming to this country
is being sharply criticized by the rest of the world. How long will the
surcharge last and what precisely are we seeking in return for its re-
moval? While the surchax('fe may provide short-term relief, doesn’t it
obscure the extent of needed changes in the exchange rates of other
countries ¢ @
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Is the administration aiming to negotiate removal of restrictions
on trade and investment in a piecemeal manner, or is it seeking nego-
tiation leading to fundamental changes? If basic rearrangements are
contemplated, as they should be, it must be recognized that the Con-
gress has a crucial and constitutional role to play.

Thes~ are a few of the issues which we intend to explore in these
hearings. The Nation as a whole needs assurance that having taken
these dramatic actions, our Government is prepared to seek genuine,
lasting solutions.

I would hope that the witnesses that appear before this subcommit-
tee will be as candid as possible in informing us and the American
people about the administration’s objectives.

Originally, Secretary Connally had agreed to come and open these
hearings but since the Cabinet is meeting today at this time, it was
impossible for him to be here because of the conflict. Under Secretary
Volcker is appearing in his place. )

Substituting for Deputy Under Secretary for Economic Affairs,
Nathaniel Samuels, is Assistant Secretary of State for Economic Af-
fairs, Philip H. Trezise, who hag recently returned from Japan.

Do any other members of the committee have any preliminary
statements ? .

Senator Fan~in, Mr, Chairman, I will have a statement at a later
time but I will not take the time to make it now.

Senator Rintcorr. If there isn’t any objection I wonder if we couldn’t
hear from both witnesses before we ask questions because it ig very
probable that the answers to the various questions could come alter-
natively from either Treasury or State. I think that this way we
would save time and get the entire picture. If there is no objection,
we will proceed that way.

Mr. Volcker, you may proceed.

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

Mr. Vorcker. Good morning, Mr. Chairman. I guess we had better
get Mr. Trezise up here.

Senator Risicorr. I understand he is already here.

Mr. VorLcker. Mr. Chairman, I welcome this opportunity to discuss
with you the international aspects of the President’s new economic
program and the economic background which led to its introduction.

You will recall that when Secrétary Connally appeared before you
last May in the hearings to which you referred, }Il)o warned that our
economic position was dangerously eroding, that world circumstances
had changed drastically, and that in too many areas others were out-
producing, outthinking, outworking, and outtrading us.

ecretary Connally’s message was clear, To meet the challenges of
the 1970's, we needed to take action to improve our competitive position
in world markets. Events since May have only reinforced this sense
of urgency, culminating in the actions taken by the President on
August 15.
. A brief review of the background of events leading up to August 15
may be useful.
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On the international side, as you know, our balance of payments
was in move or less continuous but not unmanageable deficit through-
out the 1960’s. Then this already unsatisfactory position deteriorated
sharply and dangerously in 1970 and 1971. The deficit in our basic
balance—which includes all identified international transactions on
current and long-term capital accounts—increased to $8 billion in
1970. Then a further sharp deterioration brought the annual rate of
deficit to an estimated $9 billion in the first half of 1971.

At the heart of this deterioration in our basic accounts was a severe
decline in our merchandise trade balance. In 1964, we had a more or
less comfortable trade surplus of nearly $7 billion—a surplus which
just covered our expenditures overseas for military defense, for aid
and capital flows to the developing countries, and the net of other items
in the balance of payments, By 1968-69 this trade surplus had nearly
vanished. Then, following a limited and brief recovery in early 1970,
the United States appeared to be headed into the first prolonged
period of trade deficit in this centurﬁ.

For the first 6 months of 1971, that deficit actually ran at a rate of
$1.5 billion, even though domestic economic activity—and, therefore,
the level of imports—was well below full employment lovels. Thus, in
a period of 7 years we moved fairly steadily from a trade surplus of
nearlK $7 billion to a trade deficit of $1.5 billion. In the 4 most recent
months for which data are available, the rate of deficit has been still
lar%er, approximating an annual rate of $3 billion, While temporary
factors may help account for the rapidity of the decline in recent
months, there can be no disguising an alarming decline in our external
competitive position.

This erosion in our trade and basic balance has been accompanied
by enormous outflows of short-term capital and by severe strain on our
international financial position. Qur holdings of reserve assets—gold,
SDR’s, forei%n currencies, and IMF position—have fallen from a
peak of $26 billion in 1949 to $12 billion. In realtion to the volume
of our trade and payments, our reserve position is now well below the
average of other countries. It is totally inadequate in the light of our
liquid liabilities to foreigners.

Those liabilities have increased from $21 billion in 1960 to nearly
$60 billion in mid-August. Liabilities to offical holders alone had soared
to almost $40 billion, leading to large actual and potential demands for
reserves. Speculation against the dollar was clearly aggravating the
adverse underlying trends,

At the same time that these international economic developments
approached a point of crisis, we still faced difficult problems of infla-
tion and unemployment in the domestic economy. Some solid progress
had been made against the rise in the cost of living : the rise in the index
had been reduced from a high point of 8 percent in 1969 to 4 percent
in the first half of 1971, The unemployment rate was below the average
of the 4 peacetime years of the 1960’s. But progress was not fast
enough. Ways needed to be found to spur growth and productivity,
while sgeeding the return to price stability. )

The President has moved in a comprehensive way to deal with these

roblems through mutually reinforcing steps in the international and
gomestic area. I believe each element of his program interlocks with
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other elements in such a way that the effectiveness of the whole will be
greater than the sum of the parts, taken individually.

The program has several objectives: (1} To deal with our inflation
groblem and break the inflationary psycho 0%515 initially by imposing a

0-day freeze on prices and wages, to be followed by a second stage
program of price-wage stabilization now being developed; (2) to stim-
ulate the economy immediately and improve efficiency and competi-
tiveness over the longer run by means of a tax program which will both
generate new jobs and induce more modernization of our industrial
plant; and (8) to clear the way toward strengthening our position in
the world economy and improving the international monetary and
trading system by suspending the convertibility of the dollar, accom-
panied by a temporary surcharge on imports to provide relatively
quick balance-of-paflments benefits, _

The response to this comprehensive program has been encouraging.
Obviously, the particular actions announced by the President on Au-
gust 15 can, in important respects, only be o first step. They create the
opportunity for dealing with our problems effectively ; much remains
to be done to assure that outcome.

On the international side, our broad goals are clear: To assure a
healthy and secure payments position for the United States and to
work toward an international monctary system that will provide a
durable framework for further expansion in trade and investment
in the years ahead, Given our weight in the world economy, those goals
are interrelated. A strong dollar and a healthy U.S. payments posi-
tion are essential elements of world financial stability.

Indeed, to assure that objective, we must not be satisfied with half-
way measures but only with a complete and convincing elimination of
our deficits. In practical terms, this means we must, after years of defi-
cits, restore our domestic competitive strength, achieve a needed re-
alinement of exchange rates, assure fair competitive opportunities in
world markets, achieve a substantial surplus in our trade position, and
find a better sharing of the heavy costs of maintaining the security of
the free world.

This is a large order. To be achieved, it will require a common under-
standing of the nature of problems among the leading trading nations
and & willingness to seek cooperative unﬁ mutually satisfactory solu-
tions to extremely difficult economic questions. The necessary ]l)rocess
of consultation has begun and will be intensified in coming weeks.

As you know, Secretary Connally, together with Dr. Burns, will
this week be attending a meeting of the Ministers and Central Bank
Governors of the 10 major trading countries in London. This will offer
the opportunity for a face-to-face exchange of views. Further op-
portttl]mties will be present at the annual IMF meetings later this
month, :

We should have no illusions that all these problems can be easily or
gmck]y resolved. Basic decisions as to the nature and direction of our

nancial and trading arrangements are at stake, and the adjustments
necessary in our own position have their counterpart in difficult adjust-
ments by others.

But I am not at all pessimistic. The opportunity is at hand for a
concerted attack on problems that have developed over many yecars.
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While disturbances in exchange markets were inevitably present in
some degree, those markets are now functioning with considerable
effectiveness. The need for forceful U.S. action %as been widely ac-
cepted. I believe today there is a basic willingness on the part of gov-
err}n}tents to attack the problems in a forward-looking, constructive
spirit.

Let me add a final word about the temporary import surcharge. It is
being smoothly implemented, with an exemption for goods in transit
having eased the initial impact. Of course, many of our trading part-
ners are, understandably geeply concerned with the surcharge, and
particularly the length of time that it might be necessary to maintain
this extraordinary measure. ’

. At the same time, most countries appreciate that it has been applied
in a nondiscriminatory way, and that there are a number of precedents
for its use by countries in serious balance-of-payments difficulties.

The course we have set for ourselves is a challenge to the competitive
spirit of America, The President’s views are quite clear. To quote him:

We cannot remain a great nation if we build a permanent wall of tariffs and
quotas around the U.S. and let the rest of the world pass us by. We cannot turn
inward * * * and we cannot drop out of competition with the rest of the world.

I am confident that America will meet that challenge.

Thank you.

Senator Risrcorr, Thank you very much, Mr. Secretary.

Did you have a statement, Mr. Trezise?

STATEMENT OF HON. PHILIP H. TREZISE, ASSISTANT SECRETARY
OF STATE FOR ECONOMIC AFFAIRS

Mr. Trezise. Mr. Chairman, I will make a very brief statement, if I
may, merely to underscore and to emphasize what Paul Volcker has
said about the importance that is attached to cooperation and under-
standing on the part of the other principal trading and financial pow-
ers in determining how fast and how well we resolve the situation that
is now existing in the world international economic system.

I think we sometimes for%et, Mr. Chairman, how remarkable have
been the accomplishments of the world, inclucfing the United States,
which have been made under the so-called Bretton YVoods structure of
trade and payments. Over the years since the war, we have had the
longest period of growth, of sustained and heighiened growth of out-

ut as well as growth of international trade ia the world’s history.
Ji‘he extent to which well-being around the world, including well-
being in this country, has been fostered by the Bretton Woods system
is, perhaps, not sufficiently understood or remarked upon. But, as Mr.
Volcker ans said, the system has generated strains and tensions that
finally have become not bearable and particularly does this aj})\ply, of
course, to the rather special and central place that the dollar has had
to occupy in the whole structure.

In all events, it seems clear that we shall need some modification of
the Bretton Woods structure in the future, and immediately we need
some adjustments in the relationships among the principal currencies
and the principal trading and industrial nations.



6

I should report, Mr. Chairman, that the executive branch moved
promptly to undertake the necessary discussions and negotiations with
the other principal nations.

On August 24, Mr. Samuels, the Deputy Under-Secretary of State
went to the meeting of the GATT where he gave a full and substantia
explanation of the measures that the President had announced on
August 15, and participated in what I think can properly be described
as an intensive examination of the U.S. program on the part of the
other contracting parties to the General Agreement on Tariffs and
Trade.

Last week, as you know, Mr. Volcker went to London and Paris for
a meeting of the deputies of the Group of Ten. As he has said, the min-
isters of ghe Group of Ten will be meeting this week to consider further
the new situation.

Last week we had already scheduled the meeting with the economic
ministers from the Japanese Cabinet which took place on Thursday
and Friday, and permitted a rather full and candid exchange of views
on the U.S, measures. At the end of the month, as Mr. Volcker has
said, the Fund will have its annual meeting; and later this week the
GATT Council will meet on the report of the working party on the
U.S. measures; 8o, as you see, the process of international consultation
and in the end negotiation is underway.

I will repeat what I said initially, the speed with which solutions
are found will depend on finding cooperation and understanding on
the part of our trading partners, understanding of the particular and
special circumstances in which the United States finds itself and under-
standing of the urgent need for action.

Thank you.

Senator Risrcorr. Thank you very much.

With the permission of the committee, I would like to confine the
original questioning to 10 minutes each and then we could come back
for further questioning.

Secretary Volcker, can you describe for us briefly what the conse-

uences of the devaluation would be domestically and internationally ¢
hat does this action mean for the average American family ?

Mr. Vororzer. Just as a matter of semantics, Mr. Chairman, I am
not sure I would call what has ha%pened a devaluation.

Senator Risicorr. Well, a rose by any other name——

Mr. Vorcker. We are looking for some exchange rate changes
which would appreciate other currencies and relatively depreciate
the dollar in some sense.

Now, in terms, of course, of the value of the dollar to the average
American and in his purchases at home, the President’s program, as a
whole, including the domestic measures, should improve the stability
and worth of the dollar to the average American citizen, the average
Anmerican resident. It is true that with relative exchange rate changes
of the kind that are contemplated here, the cost of imported goods
should rise relative to the price of domestic goods over time, and this is
part of the adjustment process which is looked to, to reestablish the
strong trade position that we need to establish.

So far as the American worker is concerned, he should find the
products of his efforts, his labor, more competitive in the world mar-
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l{gt}?, im{;roving his employment prospects and prospects for stability
of his job.

The] American consumer will find domestic prices more stable, the
prices of some imported goods somewhat higher.

Senator Risicorr. Wouldn’t this tend to raise the average cost of the
goods that the consumer purchases?

Mr. Voroker, Well, you just picked out this particular part of the
President’s program.

Senator Risicorr, I think that part is basically what we are address-
ing ourselves to in this committee.

r. VoLcxer. I think that is fair enough. 1f you are addressing your-
selves just to this part of the program it would have a small effect be-
cause imports are still not that large relative to the size of the Ameri-
can economy. You are talking about roughly 4 percent of the gross
national product so some increase in the prices of 4 percent, of the gross
imtilonal product, does not have a decisive effect on the domestic price

evel.

But I think it is important to look at the President’s program in its
totality, and I think taking all the measures together, and not just
focusing on this aspect, the American consumer 1s going to see lower
prices than he otherwise would have faced.

Senator Risrcorr. Now, the Journal of Conminerce on September 9—
and I ask that it be included in the record—states that essentially you
brought this message to the Europeans on President Nixon’s new eco-
nomic policy, and I quote:

The surtax is our business and we alone will decide how long it stays. The
situation created by the float of the dollar, on the other hand, is your business.
You cope with it as best you cun, But don’t expect any more advice from us
on what should be done or how.

Is that a correct statement of your position, Mr. Secretary ?

Mr. Voroker. I recall using no such language.

Senator Rmicorr. But was that the purport?

Mr. Voroxer. It is not the purport of anything I was trying to say.

Senator Risicorr. So the Journal of Commerce was incorrect in
stating that would be your position or the position of the United
States ?

Mzr. Vorcker. Yes, sir.

(The article referred to follows:)

[From the Journal of Commerce and Commercial, September 9, 1071]

To GRIN AND T0 BEkaARrR IT

If the United States is risking serious trouble in its foreign economic relations,
it 13 not because of any one thing President Nixon did on Aug. 14, It is because
of the cumulative effect of what he did, what he didn’t do, and of what his emis-
saries have done since.

The major countries abroad could have accepted without much difficulty the
float of the dollar and its consequent de facto devaluation, Thus far this has
amounted to an average reduction of 6 per cent and cannot be considered a large
order. After all, the foreign economic community made the best of a 15 per cent
devaluation of sterling in 1965. It didn’t much like the experience, but it adjusted
to it and should be able to do the same with the floating dollar.

The 10 per cent surtax is another matter. That is considered abroad to be the
most unpalatable item in the President’s new economic policy. But even this—in
combination with the floating dollar—could probably be swallowed as a tempo-
rary measure if two conditions were met. One, which we mentioned last week, is
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that other major trading nations are told the precise conditions under which it
will be lifted. A second, which 18 just now coming to the forefront, is that the ad-
ministration propose what might be done on a multilaterial basis to put what it
considers a bad situation aright.

* L] L » * L »

In his latest meeting with the Group of Ten in Paris, Paul Volcker apparently
failed to do this. On the contrary, all reports of the sessions reaching this news-
paper indicate that the undersecretary of the treasury told his restive listeners
that it was entirely up to the rest of the international community to decide how
ﬂ]ontlljxllg currencies should be stabilized, what revaluations should be made and
the like.

Had it not been for the existence of the surtax, and for Mr. Volcker's in-
ability to indicate when or how it would be lifted, this, too, might have been ac-
cepted as nn evil that had to be borne for awhile, even though the hiatus might
last a full year, as many now expect it will, Nobody would have probably liked 1t
any more than they lked the last devaluation of sterling, but they probably
wouldn’t have been infurlated by it.

But what they got from Mr. Volcker, presumably acting on the instructions of
Mvr. Nixon, was a message like thig: ‘“The surtax is our business and we, alone,
will decide on how long it stays. The situation created by the flont of the dollar,
on the other hand, 18 your business. You cope with it as best you can. But don’t
expect any more advice from us on what should be done or how.”

* L *” - » * L]

This newspaper has already expressed the opinion that the currencies now
afloat should be allowed to float for a while and not prematurely realigned in a
series of relationships too artificial to withstand future stresses. I'ar from short-
ening the present crisis, this would merely prolong it by stages.

What really disturbs us is the manner in which the American position is ap-
parently being presented. Rightly or wrongly it is getting to be viewed abroad as
a take-it-or-leave-it package carrying the strong implication that since there is
nothing the Duropeans, Japanese or British can do about it, they had better learn
to grin and bear it,

Perhaps this attitude will have been modified by the time the Group of Ten
ministers meet next Wednesday, or at any rate by the time those sessions are
ended. For it does mark an abrupt departure from the constructive, though prob-
ably overly patient role, the United States has played In such matters since
the Second World War.

* * e * * * L]

It can, of course, be argued—as Indeed it is being argued over here now-—
that the foreigners had it coming to them. The Japanese had it coming to them
and so did the ERC countries. Very little blame is attached to the Britlsh, but
the assumption seems to be that, since they are on the other side of the ocean
and working their way into membership in the EEC, they can no longer expect
any special treatment.

One's manner of doing something is seldom as important as the substance of
what one does. But the brusque way in which Washington is now treating its
trading partners could produce some unexpected dividends. For example, it
could, and very likely will, convince a lot of fence-sitters overseas that a common
BEC currency unit has now become inevitable because it offers the only way of
establishing a reserve currency able to stand up against the dollar.

Perhaps such a currency unit is coming in any case, and sooner than anyone
thought up to recently. Perhaps Washington has decided—as the British seem to
have decided with sterling—that the burdens of maintaining a reserve currency
outweigh the advantages. There 1s a case for this argument, though a general
acceptance of it would not bode particularly well for New York’s future as an
international finanecial center.,

But this is not the issue at hand. The issue at hand is this: Has Washington
given serious thoughts to where its present course, and its manner of pursuing
it, is leading? Has it made some important decisions in this respect? If so, it
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should be observed that thelr impact on American business will be profound
and probably long in duration. They should not be sprung on the nation with
the suddeness of the new economic policy. ‘

Senator Risrcorr. Now, with regard to the 10 percent import sur-
charge, isn’t this hurting thoe EEC countries with whom we have more
than a $1 billion favorable trade balance? Our unfavorable trade
balance lagt year was $1 billion with the Japanese and it will probably
go to $2 billion this year, and $2 billion with the Canadians.

If our trade problems were basically with the J aimnesc .and the
Canadians, why couldn’t we have worked out our problems with those
two countries instead of addressing ourselves to a program that affects
the entire world ¢ : Lo )

Mr. Voroger. I think, Mr. Chairman, we came to the conclusion
that we have a general problem with a number of other countries,
the problem is cortainly considerably greater with some than with
others, but it is not purely a localized kind of problem and does re-
quire adjustments on the part of a good many countries around the
world. In this situation it seemed logical in using a tool like the sur-
charge to approach it in as nondiscriminatory, evenhanded a way as
one could.

You used the words “It hurts other countries”. I suppose in a sense
it cortainly affects them and, from one point of view, hurts them. But
the nature of our problem is such that we have to make a substantial
adjustment in our overall balance-of-payments position and in our
trade position. We have to have a su%stantial improvement in our
balance of payments and in our current account and in our trade.
There is necessarily a counterpart of an improvement in the American
position, and that is some reduction in surpluses of others; and that
should be, I think, fairly widely shared, although perhaps shared
more heavily l%%’some than by others. ITowever, it is necessarily a two-
sided process. We have heard for a good many years, as you know, that
the IUnited States is in deficit and that these adjustments should be
maae.

Well, the deficit has gotten even larger. The deficit adjustment is

necessarily bigger but it is that basic adjustment we are looking for;
and there'will have to be counterparts on the part of a number of other
countries around the world.
. Senator Risicorr. That leads me to this question: What are Amer-
ica’s long-term objectives in reforming the international monetary
and trading institution mechanisms and what negotiating authority
or mandate from the Congress do you think you will need ¢

May I add I personally was enthusiastic about the President’s pro-
Bosals of August 15. T thought the measures he announced were ver

old, and his program had my general approval. But I must confess
was disappointed with his statement last week at the joint session of
the Congress. But his program was presented apparently as a stop-gap.
ere do we go internationalli on a long-range basis?
. Mr. Vorcrer. Well, T think, in a sense the problem breaks down
into two components, Mr. Chairman. There is initially this adjustment
problem, to which I just addressed myself, which has dimensions of
exchange rate changes; it has dimensions of certain trading arrange-
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ments; it has the dimension of defense hurden sharing, It is a major
problem of adjustment that is necessary to restore a solid equilibrium
to the U.S. position. | ,

Now, a second l1131"oblem, and one that is not going to be resolved
tomorrow, is the shape of the financial and trading order for the next
generation, if you will. Now these problems are related because it is
very difficult to conceive of a stable and durable world payment system
that does not contemplate a strong position for the dollar and a stable
dollar. We have not attempted to set out with any precision at this
point the exact shape that we would see for the future monetary system
of the world, and what modifications scem to be essential and desirable
in terms of the system under which we were operating.

Senator Riercorr. In other words—— )

Mr., Vorcxer. If T can just add one other thought here, Mr, Chair-
man. We are dealing with something which by its very essence has to
be a matter of mutual discussion and consultation. It has to take into
account the views of other countries, and we have not wanted to press
any specific agenda at this point on the world before we had a better
chance to appraise what others’ thinking might be and the directions
that they might sce as desirable for the future,

Senator Risrcorr. If you wero intercsted in getting their thinking,
a,}[l)ipm'ently you were not very much interested in how they felt before
this program was announced. I would gather from what you have said
that so far as the United States is concerned we are playing this whole
thing by ear., We don’t know where we are going and, as the press
indicates, neither do you nor Secretary Connally in going to the up-
coming Ministers’ meetings.

Mr, Vorcker. I wouldn’t accept either of those comments, Mr, Chair-
man. We did take some actions which by their nature could not be
%eceded by consultation and could not be done with forewarning.

e could hardly go around consulting with other countries about
suspending the convertibility of the dollar. We felt that this was a
necessary action that had to be taken by the United States alone as a
prelude to consultation and negotiations. I would not say we are bereft
of ideas as to the direction in which the monetary system should move.
I am not sure, however, that it would be productive for the United
States to set forth a detailed agenda at this stage; and I would suggest
quite strongly that a more fruitful process in the end is to spend some
time here consulting with our trading partners as to what appears to
be l?dthe common interest and will achieve broad support around the
world,

Senator Risrcorr. I have one final question, and then I would like
to question you further after the other members have had the
op]gortumty.

ast June a number of members of this committee and myself went
to Paris with Secretary Rogers to the OECD Ministerial Meeting, At
that time it was suggested by some members of this committee, and
finally accepted by Sccretary Rogers and the administration, that a
high level group would be st up within the OECD to meet and negoti-
ate the many problems that cloud the world trade picture. It was my
contention, at the time that you couldn’t discuss trade without discuss-
ing the problems of money and its relation to the dollar. I think most
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of us were deeply concerned over the continuing problems of the dollar.
My understanding was that my suggestion that both trade and mone-
tary matters be takcs up by this new QECD group was torpedoed by
Treasury which carried the message of hands off discussing monetary
problems. All that would be discussed would be the problems of trade.

Now, it becomes very obvious today that you cannot discuss the
problems of international trade and relations between all the trading
nations of the world without talking about the relationships of various
currencies and the dollar,

,Under these circumstances, since the OECD on a high level will be
discussing the problems of trade, why don’t we have a mechanism for
the same OECD countries, which include all the nations with which
zye n;e having problems to go into the problems of money at the same

imae¢

In other words, what I am pointing out is the complete vacuum in
which State, Treasury and other agencies dealing with these problems
operate, The bureaucratic jealousies, and separate empire building,
lead to izolated consideration of these issues without the realization that
thero is one administration and one country facing the same problem.
I don’t see why there should be jealousies between State and Treasury,
and why our serious problems are not being addressed by the State
I)epazrtment, the Treasury Department and the others at the same
time

Mr. Vorcxer. T don’t think there is any question that these problems
are beinf; addressed in & coherent, unified way within the administra-
tion at this point in time, Mr. Chairman,

The {)m-tlcular group to which you referred in the QECD had a
particular and longer-run mandate—to consider a variety of trade
problems which are going to take some time to investigate. At the time
of that meeting, in fact one could see some storm clouds gathering
that suggested that certain elements of this problem would have to be
taken upon an earlier timetable. I think it is perfectly clear now that
the kind of remark that {ou made, that monetary problems are related
to certain trading problems, indeed to certain defense problems, is
valid. There is no disputing that judgment with respect to certain
aspects of those problems, and they will be dealt with together and in
a coherent way more or less simultancously.

Senator Riercorr. Senator Fannin ¢

Senator Fan~in, Thank you, Mr, Chairman,

First of all, I want to commend all of you gentlemen for the part
you have played in what I consider very courageous action and bold
venture in bringing about what could be of great benefit not only to
the United States but also to all the countries of the world with which
we are trading and with which we are working. I was very pleased that
the President did take this action, and I am pleased with the part
you gentlemen have played in this activity. ) )

Secretary Volcker, you represented the United States in a recent

. meeting in Europe on the international aspect of the President’s pro-

gram—you have referred to it in your testimony today, to a certain
extent in some of your answers—how would you characterize the at-
titude of our trading partners toward the surtax-investment credit?
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Would you say it is one of sympathetic understanding or anger or
frustration or how would you classify it ?

. Mr. Vorcrrr. Well, the surcharge itself obviously raises some con-
flicting emotions in the breasts of our trading partners. I think, by
and large, they understand the reasons the President took all of the
actions he took, and that includes the surcharge. They understand the
circumstances which gave rise to that decision. At the same time they
are concerned, and very deeply concerned over how long that extra-
ordinary measure might stay in force and whether over the course of
time it could not give rise to actions on the part of others that would
not be helpful in terms of the longer term common goal of free and
fair trade among nations. So I would characterize their response as
understanding of the action but concern over dealing with the circum-
stances that gave rise to the action, so that the surcharge might be
eliminated as soon as possible.

Senator Fanwin. Mr. Secretary, you know that many said that this
would start a trade war and were very concerned about it. In reality,
don’t you think that we have been in a trade war for some time and
we have been losing that trade war? Wouldn’t you think that this is
how we would analyze what had been happening up to this time?

Mr. Vorcker. Well, I wouldn’t like to call it a trade war and would
not call it a trade war. I think certainly our position had been dete-
riorating for a variety of reasons. We do think that we have permitted
over the years some trading arrangements to be put in place or re-
tained that worked to our disadvantage and have contributed to the
imbalance in our payments and, at the present time, undermine the
stability of the international financial system. We feel that this is an
opportunity to redress those imbalances, restore a better balance in
trading arrangements as well as in monetary arrangements, and that
this is a constructive step in that direction.

Now, nobody underestimates the difficulty of this whole process, I
think it behooves everyone to move along with the job in a construc-
tive way, recognizing there are going to have to be difficult decisions
taken that in the very shortrun framework may appear adverse to
the businegs interests 1n one country or the other. That is the nature
of the problem, and it is important, I think, that we restore an ordered
framework in the monetary and trading areas just as soon as possible.

Senator Fanwnin. Mr. Secretary, I agree that we did take this action
after we had seen our balances deteriorate to the extent where many
of the countries, especially Japan, were completely out of balance as
far as our balance of trade was concerned, completely out of line;
but now that certain of our trading and monetary problems have been
highlighted, wouldn’t this be the time to enact a comprehensive trade
bill to update our laws in trade? )

Mr. Vorcker. I think out of these negotiations and consultations,
that may well be necessary. I think it would be premature at this
moment in time.

Senator Fanwin. Yes. You said in your statement “Let me add a
final word about the temporary import surcharge.” )

I am disturbed about the temporary. I don’t know what meaning
you put on it. If we don’t continue the surcharge and the other indus-
trial nations continue their protective policies like the border taxes,
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and their tariffs that are out of line with what we charge, and cer-
tainly we realize that the GATT schedule of tariffs has been very, very
unfair—a good illustration is with the automotive industry when they
can ship into our country from 4.5 percent last year and 3.5 percent
this year—don’t you think that we must retain this, and that we can-
not just look at this as a short-term measure unless the other countries
of the world react to our request or to the request of all of us to have
a schedule that would be, as you said, fair?

You spoke of fair trade and free trade. Well, when you come right
down to 1t, there is not any free trade, do you think ?

Mr. Vorcker, Well, I think there are relative degrees of freedom.
Generally during the postwar f)eriod we have been moving toward
more freedom, and I would not like to look upon the surcharge as any
kind of a lasting measure.

But the other side of the coin is the one that you mention, that some
changes are going to have to be made in exchange rates and in other
trading arrangements if we are to regain an equilibrium in our posi-
tion, and the strong trade position which is necessary to equilibrium
in our overall world position. That is the fundamental condition for
removing the surcharge.

So I would like to see it removed as soon as we can remove it, but I
think that fundamental condition is central to removal.

Senator Fannin. But you agree that it cannot be removed unless the
other countries of the world remove their barriers such as the border
tax. Wouldn’t those changes have to come about before the surcharge
is removed ?

Mr. Vorcerr. I am not going to tie it to any particular change,
Senator.

Senator Fannin. No.

Mr. Vorcker. But I will tie it to an evaluation of our total position
and the prospects for our total position which are dependent, in turn,
upon a variety of actions, as I suggested, but I don’t think we can tie
it to any particular——

Senator Fanwnin. I am not trying to tie it to one position because we
have so many problems in this regard. For instance, we have had the
subsidizing of exports from other countries; we have seen that and had
evidence of it; it has been proven. And now we hear that certain of our
trading partners in an effort to get around the 10-percent import sur-
charge will now subsidize exports into a country, some which have not
been doing this. This is something which we must take action about.

Would you feel that we would be required to invoke the counter-
vailing duty statute to protect the effectiveness of the surcharge?

Mr. Vorcker. You are referring to the Canadian situation?

Senator Fannin. Canadians, of course, that is the one that has been
publicized ; but I understand there are others that have also taken
some action or contemplate some action; at least it has been reported
that way.

Mr. Vorcker. I am not aware of any actions other than the Cana-
dian one; and with regard to the proposed Canadian measure, I am
not clear at this point in time as to the precise nature of their action.

I think whether we would have to move in response to that action
depends upon precisely what they do. And, as T understand it, the

67-824—71——2
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bill which has been introduced is rather general in terms. Much will
depend upon the regulations that are designed to implement that bill.
I can’t give you any more precise indication than that.

Senator Faxnin. Well, of course, I have not really seen in the press
any precise illustrations, but I have just understood that this was
contemplated.

Mr. VorckEer. We have seen some newspaper reports.

Senator Fannin. Have you?

Myr. Vorcker. The bill itself, which I think, some of my people have
seen, is, as I say, in rather general terms, but on this basis and from
newspaper reports, we were not able to make definitive judgments.

Senator FaANNIN. Mr, Secretary, if you do determine it is happening
or does happen, will you take action in that regard ?

Mr, Vorcker, Well, if the action was of the character that came
clearly within the countervailing duty legislation, we would have no
alternative.

Senator Fannin. Yes; or antidumping ?

Mr. Vorcker. Or if the antidumping laws were applicable.

Senator Faxnin, Yes.

One item that has been in the news considerably, and I feel certainly
in fairness to the industry, automotive industry, that the excise tax
should be removed. If you are going to apply investment tax credit
only to American-made equipment, why not remove the automotive
excise tax only on American-made cars?

Mr. Vorocker. Well, basically, the job development credit, the in-
vestment tax credit, is imposed on a nondiscriminatory basis across
the board, and it applies to imported goods as well as to domestically
produced goods, with the exception of the period when the surcharge
1s in effect. It is thus only when the surcharge is in effect that the in-
vestment tax credit would not apply to imported goods. That was
done, of course, because it seemed somewhat inconsistent, particularly
when we were trying to spur the domestic economy, to spur imports
of machinery, at a time when we are faced with the need for putting
on a surtax.

Senator FannNiN. Why wouldn’t you apply the same principle to the
excise tax. I realize you say this is during the period of the surcharge:.
but during the period of the surcharge, why couldn’t it be applied? I
hope the surcharge is lasting, but perhaps you do not feel the same
about it because you express that you would like to see changes come
about v/here you could remove the surcharge.

Mzy. Vorckger. That is correct.

Senator Fanwin, But during this period, we don’t know how long it
is going to last. Why wouldn’t it be just as equitable to apply the
excise tax as the investment tax credit?

Mr. Vorocker., Well, these decisions are made. It was felt that re-
moval of the excise tax on automobiles was an equitable and desirable
thing to do for the long-run. The surtax itself, of course, does apply
to imported automobiles.

Senator FanNin. Yes, I know it does.

Mr. Vorcker. And it was thought in making this permanent
change in the tax structure that there shouldn’t be an element of dis-
crimination against the imported automobile.
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Senator Faxnin. Well, but don’t you feel, Mr. Secretary that they
should pay their way ¢ )

Mr. {;OLCKER. Well, there is a difference here, I think, Senator. In
the case of the investment tax credit there is a special provision to spur
immediate or prompt buying of equipment and to %et it delivered
within a particular period of time. This is done quite clearly to stimu-
late domestic emgloyment and domestic production at the time of un-
deremployment. If this had been open fully to .foreis'n purchases of
equipment, this special stimulus designed for a limited period of time
would have spilled out to producers abroad in a really counterproduc-
tive way. I don’t think that consideration applies on the excise tax on
automobiles, where it is being removed permanently. It is sure to pro-
vide some stimulus now, but basically this is a permanent part of the
tax structure.

Senator Fannin. I realize that. But when we talk about a stimulus
what industry would have a more immediate effect than the automo-
bile industry in regard to giving the American car manufacturers an
opportunity to benefit by this removal of the excise tax than the excise
tax remaining on these foreign car imports because they are not pay-
ing their share of the costs of our Government to take care of their
shipment of cars in this country. And so my feeling is, this would be
the greatest stimulus that can be brought about.

ell, my time is up and thank you very much, Mr. Secretary.

Senator Risicorr. Senator Nelson?

Senator NeLson. No questions.

Senator Risicorr. Senator Hansen ?

Senator Hansen. Mr. Secretary, for some time the chairman of the
full committee and others of us have felt that our trade balance as
reported by the Government failed to disclose the factual situation ac-
curately. Costs of insurance and freight were not figured the same on
imports as on exports. Expenditures under Public Law 480 and pur-
chases made possible by foreign aid gave the impression we were com-
peting more effectively than was the case.

It would seem to me as we try to get our economic house in order we
try also to get our statistical house in order.

What is being done now to get our statistical house in order so that
the average American will know what the facts are?

Mr. Voroker. There has been a lot of consideration of those ques-
tions within the administration, Senator, and a lot of consideration as
to just how these figures might best be published. In my mind, the only
answer is that we probably ought to publish them both ways. We do
publish the import figures on an FOB basis, which is the same way
export figures are published; and the insurance and freight appear
elsewhere in the accounts. I think that statistical treatment is not in-
aﬁ)prppriate, but we ought to know what the total picture is too, and
that is certainly true with the aid program. These statistics should be
available to you and to the public in a way we can see them with or
without the aid shipments because it is a factor in appraising our com-
petitive position.

Senator Hansen. I am pleased to hear that.

Mr. Secretary, apparently last week’s meeting with the Japanese
involved discussions of both the import surcharge and the seating of
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Red China in the United Nations. Has our administration linked
these two subject matters together in such a way that support for the
seating of Red China will be our price for removal of the surcharge?

Mr. Vorexer. No.

Senator Hawnsen., Thank you. I understand the President’s legal
authority to impose a 10-percent import surcharge resides principally
with section 255 of the Trade Expansion Act which gives the Presi-
dent authority to terminate in whole or in part any proclamation
issued under that act. By terminating the proclamation the President
is withdrawing past tariff concessions. Does this same provision author-
ize him to restore the tariff cuts, that is, eliminate the 10-percent sur-
charge without further statutory authority ?

Mr. Vorcoger. Yes. We believe, and I am so advised by counsel, that
the statute does give the President the authority to revoke temporarily
and thereafter reestablish the previous concessions.

Senator Hansen. Do you tgink that floating currencies, the dollar,
the yen, the mark and others are a painful but necessary step toward
a more flexible exchange rate structure? Please explain to us the main
arguments for and against more flexible exchange rates.

Mr. Voroker. Well, so far as the current floating is concerned, I
think they are part of the process of realining rates in general whether
or not one went to a more flexible system in the future. We are learn-
ing here, I think, some lessons that may be useful, however, for the
longer range future.

The basic argument as to the flexibility of exchange rates comes
down, I think, to two considerations, both of which have received a
large amount of attention in recent years. One is that relatively fixed
exchange rates do provide a good environment for growth in trade
and investment. But we have found that those rates in the end are not
absolutely fixed, that at times changes have to be made, and that close
integration of the world economy also gives rise to enormous capital
flows in one direction or another, either through speculative reasons
or because of changes in interest rates which might arise out of differ-
ent cyclical circumstances in different countries. This, in turn, creates
and has created very serious strains on the world monetary system.

So there has been discussion as to whether somewhat more flexible
exchange rates might dampen speculative flows or the interest-induced
flows of capital and, therefore, reduce the strains on the international
financial system. Thus, the so-called wider bands, or margins, in which
a rate might fluctuate about a fixed parity have been particularly dis-
cussed in that connection. That is one aspect of it.

Another aspect is the extent to which exchange rates might con-
tribute perhaps more gradually over time to a continuing adjustment
in basic balance-of-payments positions, including trade positions, and
whether it would not be better to let those adjustments proceed in
smaller steps, more gradually but perhaps more continuously than
has ‘been characteristic of postwar monetary years in general. The
object would be not to try to forestall the kind of major adjustments
that the United States and other countries must undergo for a limited
period of time. ‘

There are various devices that might be urged to accomplish this
purpose, ranging all the way from rather freely floating exchange
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rates to some rather limited modifications of the preexisting system.
I am sure this is one area in which there will have to be a lot of dis-
cussion over the coming months in terms of the future of the inter-
national monetary system. It is an area in which there already has
been a lot of discussion, but proposals and negotiations that had been
proceeding earlier will now have to be reviewed in the light of the
new circumstances. It certainly is one area for major consideration
as part of any new international financial system.

enator T{axsex. But everything considered, are you optimistic
about the prospects for achieving this sort of international monetary
reform which would include a realinement of currencies followed by a
wider band in which currencies could fluctuate ?

Mr. Vorcker. I would be very optimistic on those two elements,
Senator. Necessarily you get involved in other aspects of the mone-
tary system or the trading system, as the chairman has suggested, at
the same time.

The difficulty with this problem is in part that so many elements
have to be put together, maybe not simultaneously but so many ele-
ments are related, and you I}II&VG to have some view on a number of
different elements to solve adequately one piece of the puzzle.

Senator Hansen. Just one final question, Mr. Secretary. I believe
I have a couple of minutes left. I think there is strong bipartisan sup-
port, at least on the full committee, for the decisive action taken by
the administration in trying to take some steps which would hope-
fully result in a little more equitable trade arrangement than we have
had in the past; and I know Senator Fannin has directed some ques-
tions to you along this line. Let me say that I, too, share his feeling
that we will continue to take a tough stance that hopefully would re-
sult in a little fairer treatment for American manufacturers and giv-
ing protection to American jobholders than we have had in the past,
and for what it is worth, just let me say that I am heartily in support
of the action taken by the President which I think will go a long way
in protecting American jobs and in protecting the arrangement where-
by American manufacturers can more fairly compete with foreign
competition.

Mvr. Vorcker. I appreciate that, Senator. I think we share the gen-
eral view that you are expressing. Certainly in connection with speak-
ing with our Japanese counterparts last week, as Mr. Trezise men-
tioned, trading arrangements and not just exchange rates were very
much in those conversations. That is one example of the intérrelated
nature of these problems and the relevance of the trading side of the
equation.

Senator Haxsen, Thank you, Mr. Chairman.

Senator Risrcorr. Senator Byrd ¢

Senator Byrp. Thank you, Mr. Chairman.

First, I would like to commend Chairman Ribicoff for initiating
these hearings on the international aspects of the President’s new
economic policies. Most of the emphasis to date has been on the do-
mestic side, but I think the international aspect is of vital importance.

Now, Mr. Secretary, speaking as one who through the years has
favored the freest possible trade between nations. I want to say frankly
that I think that the administration did the proper thing and the
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only thing that they could do in imposing a 10-percent surcharge on
certain imports. I don’t see how else we are going to protect American
jobs if we don’t give some consideration to this problem of imports.

Now, it would be most helpful to me, and probably to the commit-
tee as a whole, if you could elaborate a little bit on the question con-
tained in Senator Ribicoff’s opening statement and that is this: What
precisely are we seeking in return for the removal of the 10-percent
surcharge?

Mr. Vorcker. What we are seeking are those conditions that are
going to make it possible for the United States to compete in world
markets in a way that produces the strong trade position that we need
to support our overall balance of payments, and that requires a sub-
stantial surplus on trade accounts.

I don’t think I can be precise in terms of particular measures that
might be taken. What it really depends upon is an evaluation of the
whole. In some areas, one type of action may substitute in whole or
in part for another type of action. But what we have to look at is an
evaluation of our total competitive position and whether the oppor-
tunity is there to compete fairly an&) achieve the kind of strength of
our position that we really need. We need this not simply selfishly, be-
cause it is in our interest, but because it is in the interests of the world
and world financial stability. We ran into this problem because of the
weakness in our balance-of-trade position, and unless actions are taken
to correct that weakness then we have not solved the problem and have
not established the conditions necessary to remove the surcharge.

Senator Byrp. How does the surcharge apply to Japanese textiles?
It applies to some and not to others; isthat it ?

r. VoLcrer. Well, the surcharge in general does not apply to items
upon which there is essentially a mandatory quota. It does not apply
to nondutiable items either, those two broad categories of goods. Cot-
ton textiles, subject to the long term cotton textiles agreement, are
therefore exempted from the surcharge. Woolen and manmade tex-
tiles are subject to the surcharge since there is no mandatory quantita-
tive restriction on those items.

So, you are right. It does not apply to cctton textiles. It applies to
woolen and manmade textiles.

Senator Byrp. This would have no advantageous effect, then, in re-
gard to ;:he problem that the textile industry as a whole faces in our
count;

Mr% oLokER. Well, the problem, the current problem, in that area
has been the woolen and manmade textiles. It does apply to woolen and
manmade textiles, but we don’t consider this as a substitute for other
actions in that area which have been pursued in the past and are con-
tinuing to be pursued. That is where the problem has been.

Senator Byrp. You are still pursuing the question of voluntary re-
straint on Japanese imports ¢

Mr. Vorcker. Yes; but not just Japanese imports.

Senator Byrp. Not just Japanese ; I know.

Mr. Vorcker. Correct; yes.

Senator Byrp. Do you consider that the surcharge is allowed or not
allowed under GATT'?
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Mr. Vorcker. Well, we think it is in conformity with the general
terms of the GATT, and in a sense it is a lesser action than what is
specifically provided for under the GATT, which contains a provision
or provisions which say that countries in balance of payments diffi-
culties are permitted to take action to restrict imports through quan-
titative restraints, quotas, and otherwise. We did not want to go the
quota route across the board framework of our imports. We feel, in a
sense, that this is a lesser action working through the price system in a
nondiscriminatory way and in that sense isn’t out of keeping with the
general thrust of the GA'TT provisions.

Senator Byrp. Are you saying that GATT would permit you to
take even more drastic action if you saw fit to do so?

Mr. Vorcger. Well, the GATT certainly permits you to take quota
action and we would consider that more drastic, yes, sir.

Senator Byro. Is it correct that other nations have been greatly
concerned about our Nation’s continued deficit spending policies of
recent years?

Mzr. Vorcker. I think to a degree that is correct. They have been
concerned more broadly over inflationary trends in the American
economy, particularly in the past 6 or 7 years. We, of course, share
that concern and that is why the domestic elements in the President’s
program, and particularly the anti-inflationary actions are so impor-
tant, because we do have some responsibility to manage our economy
at home in an effective way. The President has directed himself very
precisely to that problem.

Senator Byrp. You objected to the use—of Senator Ribicoft’s use—
of the words “devaluation of the dollar.” In a formal sense it seems to
me it is not necessary to devalue the dollar because isn’t it correct that
the dollar over—in recent years, I don’t mean just 1 year but over
recent years—has, in effect, been devaluing itself?

Mr. Vorcger. “Devaluation” is a word that means different things
to different people. Technically, I suppose, devaluation means chang-
ing the price of gold or raising the price of gold, devaluing with re-
spect to gold.

Senator Byrp. The dollar can buy less today than it was able to buy
in the past?

Mr. Vorcker. If you are talking about the fact that it is true the
rice indexes have gone up in recent years, they certainly have and we
ope they are going to go up less or not at all in the future.

lSaena,tor Byrp. It seems to me that one aspect of the policy, there is
one missing ingredient in the new economic policies, and that is there
doesn’t seem to be an emphasis on getting our budget somewhere in
balance. You know, of course, the budget deficits in the last 2 years on
a unified basis exceeded $50 billion and on a Federal funds basis
which, in my judgment, is the way to use it, will exceed $60 billion.
You will recall how the administration fought hard against an ex-
penditure ceiling when we acted on the last extension of the debt limit
but now, according to Secretary Connally’s testimony before the other
body, the Treasury would insist on such a ceiling. I don’t want to argue
but do you think you should explain why the Treasury favors it now?

Mr. Vorcker. I don’t think it 18 guite fair, Senator, to say this aspect
of the problem has been neglected. We have, and the President has,
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made some very specific proposals as to expenditure reductions for
which he has been criticized in some quarters. This is done out of
recognition of the budgetary problem and the inflationary potential
in the future. At the same time we do have a problem of excess unem-
ployment currently. There is a desire to stimulate the economy in the
near term. So some balance has to be achieved between these objectives.

T suppose views on expenditure ceilings may change from time to
time depending upon one’s judgment of the particular economic and
political circumstances prevailing. I am not sure just what words the
Secretary used in discussing an expenditure ceiling, and T am not here
cither to add or subtract from what he said last week.

Senator Byrp. Well, does the Treasury now favor a spending
ceiling ?

l}lr Voroker. Well, I think this would depend upon what kind of
ceiling.

Se@%&tm‘ Byrp. You favor, I assume, a flexible ceiling that could go
up and down as you wished ?

Mr. Vorcker. Well, we certainly want a ceiling, I suppose, that
Congress would be able to apply to itself as well as to the Executive.
So much of the problem, as you well know, Senator, arises, from our
particular point of view, from the Congress sometimes enacting pro-
grams that the President has not requested or funding them in a more
liberal fashion than the President requests.

Senator Byrp. Is it correct that you now expect a deficit of $28
billion or $29 billion on a unified basis for fiscal 1972 instead of the
$11.6 billion shown in the budget?

Mr. Vorcker. I think that is the right range, Senator; yes, sir.

Senator Byrp. All of this, the only reason I am bringing this in is
because it seems to me all of this has an effect on the value of the
dollar not only in our country but the value of the dollar
internationally.

Mr. Vorcker. Clearly we share a desirve not to get right back into an
inflationary situation from excess deficit financing. I think I should
point out, however, that so much of that deficit to which you refer
reflects the relative sluggishness of revenues when the economy itself
is not operating at an appropriately high level. Not all of it, but the
great bulk of that deficit would be dissipated and removed through a
restoration of something that could be called full employment in the
United States and, of course, that is our objective.

Senator Byrp. I think a very significant figure which I can’t help but
feel has had a great bearing on the international value of the dollar
is that during the last 6 years, that is the last 3 years of President
Johnson’s administration and the first 8 years of President Nixon’s
administration, including fiscal 1972, we will run a deficit of $121 bil-
lion, that is, $49 billion during the last 8 years of the Johnson admin-
istration, and $72 billion during the first 3 years of the Nixon admini-
stration, and that is bound to, is it not, have a very detrimental effect ¢

Mr. VoLckER. I just insist upon one distinction here, Senator : Run-
ning deficits at a time when the economy is operating at a high level,
when there is great pressure on demand, when labor is scarce, when
capacity is rather fully utilized, is a dangerous and inflationary situa-
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tion in the short run as well as in the long run, and we were precisely
in that position during a good part of the second half of the 1960%. T
think that had a great deal to do with the inflation which we have been
struggling with ever since. It gave that inflation a big push and shove
and considerable momentum.

It is a different thing, I think, to run a deficit during a period of no
excess capacity and with excess unemployment. This distinction is em-
bodied in the full employment budget concept with which you are
familiar. T think that 1t is a valid analytical tool. We had very large
full employment deficits in the latter part of the 1960’s, We have not
had large deficits on that basis in recent years, although we may be
headed for a deficit of some size in the current fiscal year.

Senator Byrp. A full employment budget is, it seems to me, is like
saying that if my uncle had left me $10,000 I wouldn’t be broke.

But you mentioned the deficits; you seem to think that the deficits of
the Johnson administration were bad and were inflationary; and I
agree 1,000 percent, but you don’t think that the deficits of the Nixon
a n}xlinistratlon are bad or inflationary and that I cannot quite agree
with.

Mr. Vorcker. It goes back to the difference in economic circum-
stances prevailing now and then; and I think that does make a real
difference in the analysis, Senator.

Senator Byrp. Thank you, Mr. Secretary.

Thank you, Mr. Chairman,

Senator Risrcorr. Senator Bennett ?

Senator Bennerr. Thank you, Mr. Chairman.

Mr, Secretary, my first questions are intended to fill up the record
with information that I think we should have regarding the legality of
the various steps that have been taken. The question of the legality of
the 10-percent surcharge has been raised and you have given a partial
answer.

I wonder if you could provide for the record a legal memo on the
legality of the 10-percent surcharge?

Mr. Vorcger. I would be glad to do that, Senator.

Senator BennerT. Would you also supply a legal memorandum on
the legality of the DISC and its relations to our position under the
GATT?

My, VorLcker. Yes, sir.

Senator BennEerr. And a third memorandum on the legality of ap-
plying the investment tax credit only to domestic property?

Mr. Vorcker. Yes, we can do that.

Senator Bennerr. And a fourth, this question of the special tax
credit on the purchases of domestic equipment which you say, which
the administration says is not a violation of GATT, then can we as-
sume that the application of this special credit on exports would or
would not be a violation of the GATT? How does that relate to the
GATT? I think maybe my third and fourth questions overlap.

Mr. VoLCkER. Yes, sir.

Senator BENNETT. But please cover the aspects there, the application
to domestic production and the question which undoubtedly we will
face in this committee, whether it would or would not be equally legal
to apply them to imports under the GATT.
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- Mr. Vorcker. I am not sure we have considered that last aspect but
we can provide you with what analysis we have.

Senator Benxerr. Fine. i )
(The material referred to follows. Hearing continues on p. 27.)

Tie GENERAL CoOUNSEL OF THE TREASURY,
Washington, D.C., September 29, 1971.

Lircar Basts For THE IMPOSITION OF A SURCHARGE—QOPINION OF THE
GeNERAL COUNSEL

On August 15, 1971, the President issued Proclamation No. 4074 (36
F.R. 15724, August 17, 1971) by which he terminated in part prior
proclamations which carried out trade agreements in order to provide,
for such period as may be necessary, an additional 10 percent ad valor-
em duty on dutiable imports. : _

The statutory authority for imposition of the surcharge by termi-
nating prior proclamations is found in section 850 (a) (6) of the Tariff
Act of 1930, as amended (19 U.S.C. 1851; hereinafter the “Tariff
Act”), and section 255(b) of the Trade Expansion Act of 1962 (19
U.S.C. 1885 ; hereinafter the “TTEA”). The authority for reinstatement
of concession rates is contained in these provisions as well as in section
201(a) (2) of the TEA (19 U.S.C. 1821) and section 350(a) (1) (B)
of the Tariff Act (19 U.S.C.1851).

Termination of Tariff Concession Proclamations

Pursuant to a legislative grant of authority, the President has en-
tered into international trade agreements providing for concession
rates of duty on a broad range of products. ?n order to give domestic
effect to these international agreements, Presidential proclamations
have established concession rates in the Tariff schedules of the United
States (19 U.S.C. 1202). It is these proclamations that the President
terminated in part in order to impose the surcharge by establishing
an additional 10 percent ad valorem rate of duty.* The total rate of
duty, including the additional rate of duty, is in no case higher than
the column 2 statutory rate, and in most cases is an intermediate rate
between the column 2 rate and the most recent concession rate.

This action to impose an additional duty was taken by the President
under sections 850(a) (6) of the Tariff Act and 255 (b) of the TEA.
Under these sections, Congress authorized the President to “at any
time terminate, in whole or in part, any proclamation” made to carry
out trade agreements under these Acts. With respect to some articles,
particularly those to which application of the surcharge has resulted
in a total rate of duty equal to the full column 2 rate, the President

f‘Parafmph B of Proclamation 4074 states in relevant part:
(1) I hereby terminate in part for such period as may be neccssary and modify prior
Presidential Proclamations which carry out trade agreements insofar as such proclamations
are Inconsistent with, or proclaim duties different from, those made effec:ive pursuant to the
terms of this Proclamation.

“(2) Such ?roclamations are suspended only insofar as is required to assess a surcharge
in the form of a supplemental duty amounting to 10 percent ad valorem. * * *»
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has used his full power to terminate prior proclamations (insofar as
the rate is concerned) ; and with respect to other articles for which
intermediate rates were established, he used his authority to terminate
in part (insofar as the rate is concerned). )

here are no conditions or qualifications placed on the President’s
termination authority under sections 350(a) (6) or 255(b). There is
no evidence in the legislative history either of the Tariff Act or of the
TEA that the President’s authority to terminate prior proclamations
was to be any less broad than its language would suggest. On the con-
trary, the retention of the same unqualified language for almost forty
years although there have been numerous amendments of the trade
agreements authority indicates a Congressional intention to grant to
the President broad discretionary power in this area. When originally
enacted in 1934 as part of the Reciprocal Trade Agreements Act (48
Stat., 943), the termination authority formed the concluding sentence
of subsection (a)(2) of section 350, and provided: “The President
may at any time terminate any such proclamation in whole or in part.”
Although Congress frequently amended other provisions of section
350(&1) of the Tariff Act, the termination authority remained unquali-
fied. In 1962, when Congress passed the TEA, it repealed (section
257(b) of the TEA) portions of section 850(a), but retained the ter-
mination authority as part of the Tariff Act and added this same un-
qualified authority to terminate proclamations to the TEA.

In addition, the courts have generally given a broad construction to
the President’s termination powers and have refused to imply limita-
tions on these powers. American Bitumuls and Asphalt Co." et al. v.
United States, 44 CCPA 199 (1957, cert, den, 355 U.S. 883 (1957);
United States v. Metropolitan Petrolewm Corp., 42 CCPA 38 (1954) ;
Baer v. United States, 8 Cust. Ct. 104 (1942) ; and Barclay and Com-
pany, Inc., v. United States 41 Cust. Ct. 135. C. D. 2031 (1958),
affirmed, 471 CCPA 183, C.A.D. 745 (1960).

Thus, the language of the statute, the legislative history and the
broad interpretation given to the termination authority by the courts
clearly show that the President had authority under section 350 (a) (6)
of the Tariff Act and 255(b) of the TEA to impose the import
surcharge.

The Restoration of Previously Proclaimed Tariff Concession Rates

The further question has been raised of whether the power to ter-
minate trade agreement proclamations vested in the President by Con-
gress is confined solely to ending completely the application of a con-
cession rate granted under an international agreement cr whether the
President may restore by proclamation the terminated rate at a future
time pursuant to the still valid international trade agreement provid-
ing for the concession rate.

he President has authority under the words “in part” contained in

section 255(b) of the TA and 850(a) (6) of the Tariff Act to suspend
proclamations implementing trade agreements by terminating them
for a period of time. ‘
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In addition, there is authority in section 201 (a) (2) of the TEA and
section 350(&5 (1) (B) of the Tariff Act to implement trade agree-
ments by restoring previously terminated concession rates. Section 201
of the TEA which contains the basic authority of the Executive for
trade agreements provides in relevant part:

SEC. 201. BASIC AUTHORITY FOR TRADE AGREEMENTS

(2) Whenever the President determines that any existing duties or
other import restrictions of any foreign country or the United States
are undulg burdening and restricting the foreign trade of the United
States and that any of the purposes stated in section 102 will be pro-
moted thereby, the President may—

(1) after June 30, 1962, and before July 1, 1967, enter into trade
aggeements with foreign countries or instrumentalities thereof;
an

(2) proclaim such modification or continuance of any existing
duty * * * as he determines to be required or appropriate to carry
out any such trade agreement.

Similar authority for proclaiming modifications of existing duties is
contained in section 850 (a) (1) (B) of the Tariff Act.

Thus, under both the TEA and the Tariff Act, the President is au-
thorized to proclaim changes in existing duties whenever he deter-
mines that such changes are required or appropriate to carry out any
trade agreements entered into under the authority of these Acts. In
the present case, modifications of existing duties to remove the sur-
charge and reinstitute the full concession rates would clearly be ap-
propriate to carry out prior trade agreements entered into under the
authority of the TEA and the Tariff Act. The continuing validity of
these trade agreements was in no way affected by Proclamation No.
4074 and they remain in full effect.

The time limitation applicable to the authority for entering into
new agreements (¢.e., after June 30, 1962, and before July 1, 1967)
under the TEA is not applicable to proclaiming the internal effec-
tiveness of trade agreements entered into prior to July 1, 1967. The
language of section 201 makes clear that the time limitation applies
solely to entering into new trade agreements and not to proclaiming
the internal effect of trade agreements entered into prior to July 1,
1967. Moreover, the legislative history explicitly supports this inter-
Eretation of the statutory langu:}ge. The technical explanation of the

ill in the House Report of the Trade Expansion Act of 1962 specifi-
cally provides that there is no time period in which proclamations
under section 201(a)(2) must be issued. (H. Rept. No. 1818, 87th
Cong., 2d Sess., 34 (1962). Similarly, time limitation provisions in sec-
tion 850 of the Tariff Act have no application to the proclamation
authority contained in section 850 (a) (1;(]3) .

Conclusion
It is concluded, therefore, that the President has authority under
the Tariff Act of 1930, as amended, and the Trade Expansion Act of
1962 to levy the additional duty and at a later date to restore the tariff
concessions that had been terminated.
SamueL R. Pierc, Jr.,
General Counsel.
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THE GENERAL COUNSEL OF THE TREASURY,
Washington, D.C., September 29, 1971,

GATT COMPATIBILITY OF THE JoB DEVBLOPMENT CREDIT—OPINION OF THE
GENERAL COUNSEL

This opinion examines the compatibility of the differential treatment of for-
eign products under the proposed Job Development Credit with United States
obligations under the General Agreement on Tariffs and Trade (GATT). Sub-
ject to certain limitations, the Job Development Credit would allow taxpayers a
credit against taxes equal to certain percentages of the cost of depreciable prop-
erty placed in service during specified tax years. The credit would not be avail-
able, however, with respect to foreign-produced property purchased or ordered
by the taxpayer while the import surcharge imposed pursuant to Presidential
Proclamation 4074 is in effect. The credit would only be allowed for foreign-
produced property ordered after the import surcharge has been terminated.

The provision of the GAL'T directly relevant to this situation is Article III,
“National Treatment on Internal Taxation and Regulation,” This Article pro-
vides generally that imported goods are to receive no less favorable treatment
than domestic goods with respect to both internal taxes applied to goods, and
laws and regulations affecting their sale or distribution.

Article 1II, paragraph 1, provides that the contracting parties to the GATYT
shall not apply internal taxes or other charges to imported or domestic goods so
as to afford protection to domestic production. Paragraph 2 stipulates that the
contracting parties are not to apply internal taxes in excess of those applied to
like domestic goods.

A reasonable interpretation of Article III, paragraphs 1 and 2, indicates that
the Job Development Credit does not fall within the ‘“internal taxes” provision
of this Article because it is not applied to imported or domestic products. Article
ITII may be said to be intended to encompass only taxes on products, and not
income taxes or the elements of an income tax system. The Reports of the Havana
Conference, at which the immediate predecessor of Article III was drafted,
specify that the “income taxes (do not) fall within the scope of Article (III)
which is concerned solely with internal taxes on goods.” (GATT Analytic Index
21 (1970)). The principal drafting subcommittee also stated that the Article
%e?i’?grs specifically to internal taxes on products.” (UN Doc, B/CONF.2/C.3/A/

.32).

However, the “laws . . . affecting . . . sale” provisions of Article III would
on their face apply to the differential tax treatment accorded to purchasers of
foreign as opposed to domestic goods. Article III, paragraph 4, provides that
“products . . . imported into the territory of any ... contracting party shall
be accorded treatment no less favourable than that accorded to like products of
national origin in respect of all laws, regulations and requirements affecting
their internal sale, offering for sale, purchase, transportation, distribution or
use.” This is in accord with the principle of equal treatment of both foreign
and domestic products once foreign products have passed the customs barrier.
A permanent tax credit discrimination against purchasers of foreign products
in otir tax system would clearly be contrary to this principle.

Nevertheless, the drafters of the GATT were also concerned about giving
maximum freedom for application of domestic policy measures. Thus, there
are indications that the broad scope of Artiecle III, paragraph 4, was not in-
tended to apply to income tax measures. The drafting history of Article IIT indi-
cates that the provisions in paragraph 2 relating to “internal taxes” and those
of paragraph 4 covering “laws . , . affecting . . . sale” deal with different sub-
jects and are complementary rather than overlapping. The ‘“internal taxes”
provision of paragraph 2, and the “laws , . . affecting . . . sale” provisions of
paragraph 4, originated in complementary obligations expressed in a single sen-
tence in one of the earliest drafts of Article III. (Department of State, Sug-
gested Charter for an International Trade Organization, Article 9.) That sen-
tence duplicated the substance of both paragraphs 2 and 4, and provided that
internal taxes on imported goods were not to be higher than those on domestic
goods, and that laws affecting sale were to accord no less favorable treatment
to imported than to domestic produets, This would indicate that the “laws . . .
affecting . . . sale” provisions of this sentence did not include laws relating to
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taxation ; otherwise the references to internal taxes would probably have been
deleted in their entirety.

Further, as indicated above, the Havana Reports stated that income taxes did
not £411 within the scope of the predecessor to Article III. (GATT, Analytic Index
21 (1970)). Since the predecessor to Article III contained obligations relating to
laws affecting sale as well ag internal taxes, it i3 reasonable to conclude that
the exclusion for income taxes is a general one, and applies not only to the pro-
visions relating to internal taxes, but also to those relating to laws affecting

sale.’ .
No subsequent GATT practice has been found that is inconsistent with the

foregoihg analysis. :
’ EXPORT SUBSIDIES

The Job Development Credit raiged the question whether a different type of
tax credit granted solely on exports would be compatible with the GA'I'L. Rules
different from those applicable to the Job Development Oredit apply to export
tax credits under the GATT.* Article XVI, paragraph 4, provides that the con-
tracting parties shall cease to grant either directly or indirectly any form of
subsidy on the export of any non-primary product if the subsidy results in a
lower export price than domestic price. An export subsidy has been defined to
include the “reduction, calculated in relation to exports, of direct taxes....”
(GATT, Basic Instruments and Selected Documents, 9th Supp. 186 (1961)).
Thus, a tax credit “calculated in relation to exports” would be an export sub-

sldy within the meaning of Article XVI, paragraph 4.
SamvuErL R. PIERCE, Jr.,
General Counsel.

(The question on the compatibility of the DISC with the GATT was raised
last year in the course of House Ways and Means Committee consideration of
the DISC as part of the draft “Trade Act of 1970". The following opinion was
submitted to that committee on this subject:)

THE GENERAL COUNSEL OF THE TREASURY,
Washington, D.O., June 16, 1970.
Hon. Witsur D. MiiLs,
Chairman, Ways and Means Committee, House of Representatives,
Washington, D.C.

Dear MR, CHAIRMAN : At the presentation before the Ways and Means Com-
mittee by the Treasury of its proposal for a domestic international sales corpo-
ration (DISC) on May 12; 1970, it was requested that the Committee be furnished
with an opinion as to the compatibility of the DISCS proposal with the obliga-
tions of the United States under the General Agreement on Tariffs and Trade.

(GATT).
The pertinent provision of the GATT is Article XVI:4. That Article provides

in part as follows:

“ .. from 1 January 1958 or the earliest practicable date thereafter, contract-
ing parties shall cease to grant either direclly or indirectly any form of subsidy
on the export of any product other than a primary product which subsidy results
in the sale of such product for export at a price lower than the comparable price
charged for the like product to buyers in the domestic market...”

Thus, the DISC proposal would be inconsistent with the obligations of the
United States under the GATT only if that proposal involved the granting of a
subsidy and the subsidy would result in the sale of products for export at a price
lower than the comparable price in the domestic market.

The GATT Working Party on Subsidies of November 19, 1960 (BISD, 9th
Supp., Geneva, 1961) issued a report which, at page 185, sets forth a list of
practices which would constitute a subsidy within the meaning of Article
XVI:4, including the ‘“‘exemption in respect of exported goods, of charges or
taxes, other than ... indirect taxes” and the “remission, calculated in rela-

1If the Job Development Credit were considered.to be a subslidy within the meaning of
paragraph 1 of Article XVI, the United States would be required to notify GATT of the
particulars of the Credit, and to discuss the possibility of limiting the Credit should the
Credit cause or threaten serious prejudice to the Interests of another contracting party.
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tion to exports, of direct taxes ... on industrial or commercial enterprises.”

The DISC proposal involves neither the direct granting of a subsidy, the
remission of direct taxes, nor an exemption from direct taxes. The essence of
the DISC proposal is that United States tax on the export income derived through
such a corporation, like the United States tax on-income of a foreign subsidiary,
would be deferred until distribution to shareholders, at which time the distribu-
tion would be taxed at regular rates.

Therefore, after having considered the provisions of Article XVI:4, official
statements and reports regarding that Article, the internationally accepted past
and present practices of various countries which are also bound by the pro-
visions of that Article, and having considered in addition the provisions of the
United States Internal Revenue Code for the taxation of income of foreign cor-
porations, and having regard also for other relevant factors, I am pleased to
advise you that, in my opinion, the DISC proposal, as presented to the Com-
mittee, is consistent with the obligations of the United States under the General
Agreement on Tariffs and Trade.

Sincerely yours,
Roy T. INGLERT,
Acting General Oounsel.

Senator Bexnerr. Now, I have a question: The chairman of the
committee, Senator Long, wants to get this question into the record and
the answer to it. He is concerned that untying of foreign aid will lead
to a further deterioration in our merchant marine and domestic ship-
Eing industry since a substantial part of our tied aid is carried in U.S.

aé vessels.
an you comment on this or would you like to submit a memo-

randum ?

Mr. Vorcker. I would rather submit a memorandum, I think, in-
stead of cominenting ofthand on that question. I don’t know whether
Mr. Trezise would like to comment.

Mr. TrezisE. I think we would really associate ourselves with Treas-
ury on a memorandum.

Scnator Benwerr. Since the chairman is not here, I think it is
proper that a memorandum be submitted.

(Material supplied by the Department of State follows:)

DEPARTMENT OF STATE,
Washington, D.C., September 17, 1971.
Hon. ABRAHAM A. RIBICOFF,
Chaigmar;, Subcommittee on International Trade, Committee on Finance, U.8,
enate.

DEAR MR. CHAIRMAN : During the September 13 hearings of the Subcommittee
on International Trade of the Senate Finance Committee, the question of the
effect of aid untylng on the United States merchant marine was raised. The
Department of State agreed to submit a separate reply to this question.

In October 1969 the United States adopted a new policy permitting procure-
ment under A.LD. loans in Latin America (code 940) countries. Subsequently
on September 15, 1970, this policy was broadened to include most lower income
(code 941) countries. (Enclosed is a description of code 941 countries). In
adopting these measures, the U.S. Cargo Preference Law (Sec. 901 B. Mer-
chant Marine Act of 1936, as amended) has continued to apply to A.LD.-financed
cargo shipper in liner vegsels, dry cargo tramps and tankers. This means that at
least 50 percent of the tonnage shipped in each vessel category must move in
U.S.-flag vessels except when such vessels are unavailable.

To assure compliance with U.8. cargo preference requirements in implement-
ing any third-country procurement, A.I.D. distributed to its overseas missions
schedules showing the availability of U.S.-flag liner service from the eligible
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lower income countries. Where no service is available, the cargo preference re-
quirements do not apply.

We have no tigures yet indicating what effect U.S. A.L.D. untying has had on
the U.S. merchant marine. Since the implementation of these untying policies,
only $2.9 million of A.LD.-financed good has been approved for procurement in
lower income countries and actual expenditures have been only $623,495. U.S.
flag vessels service several of the source countries which have obtained approval
to provide A.LD.-financed goods. In any case, considering the small amount ot
procurement completed, any U.S. merchant marine cargo loss as a result ot
these untying decisions clearly has not been significant.

For the past year there have been discussions in the Development Assistance
Committee (DAC) of the Organization for Beonomic Cooperation and Develo)r
ment (OECD) concerning the possibility of untying procurement financed by
foreign assistance bilateral loans. Such an action would most likely involve mos}
of the West Buropean countries, Japan, Canada and Australia, as well as the
United States. In view of the President’s recent economic measures, we have
indicated to the DAC that these discussions should be deferred until the inter-
national monetary and trade situation is clarified.

Should a DAC aid untying agreement eventually be undertaken, the Admin-
istration intends to assure that it would not affect the requirement that at least
50 percent of A.I.D.-financed cargo be shipped on U.S. flag vessels when available.

I hope that this information will answer the question put forward at the
hearings. Please let me know if I may be of further assistance.

Sincerely yours,
PHiLip H, TREZISE,
Assistant Secretary for Hconomic Ajffairs.

Enclosure : Description of code 941 countries.

8. Eligible Source Countries. (New AID Geographic Code 941.)—The United
States and any other independent country in the free world excluding the par-
ticipating country itself when used as a possible source for purchase, and ex-
cluding also the following countries: Algeria, Andorra, Australia, Austria,
Belgium, Canada, Cyprus, Denmark, Finland, France, W. Germany, Greece,
Hong Kong, Iceland, Iraq, Ireland, Israel, Italy, Japan, Kuwait, Liechtenstein,
Luxembourg, Malta, Monaco, Netherlands, New Zealand, Norway, Portugal,
S. Rhodesia, San Marino, Somalia, South Afriea, Spain, Sudan, Syria, Sweden,
Switzerland, United Arab Republic, United Kingdom, Yemen, and Yugoslavia.
For this purpose “free world” excludes any area or country listed under AID
Geographie Codes 156, 180, 181, 431, 432, 435, 488, and 516; i.e., Union of Soviet
Socialist Republics, Albania, Bulgaria, Czechoslovakia, H. Germany, Istonia,
Hungary, Latvia, Lithuania, Romania, Poland, North Vietnam, North Korea,
Mainland China, Outer Mongolia, and Cuba.

Senator Bex~gerr. Now, I would like to move next to a question or
two about the yen. The Japanese seem to be unwilling to discuss ex-
change rates on a unilateral basis but willing to discuss them in a
multination forum. Do you think the IMF meeting in September will
provide an opportunity to resolve these currency value problems or
do you see a long period of negotiation ahead ¢

Mr. Vorcker. Well, this general question will be a matter of dis-
cussion in perhaps more than one forum. I am thinking particularly
of the Group of Ten over a period of time. I think it is true that the
Japanese see this as part of a broad multilateral problem, and I
wouldn’t disagree with that. I think we do have a general multilateral
problem with exchange rate realignments. I had better not hazard a
guess as to how soon that gets resolved in a specific way, but aspects of
the problem certainly will be discussed in the course of the next month,
including the IMF meetings as one occasion.

Senator Bennert. And the discussions in the IMF might provide
steps toward the ultimate resolution if they don’t provide any actual
resolution ?

Mr. Vorcker. That certainly is true ; that is correct.
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Senator Bexnerr. Mr. Secretary, many countries hold substantial
dollar reserves in their central banks. This is a better investment than
gold since these reserves earn interest. Do you think these countries
will continue to hold sizable dollar reserves in the future and, if not,
what are their alternatives?

Mr. Voroker. Well, this depends, I would think, in large part upon
how both the immediate and longer range questions of the interna-
tional monetary system get resolved. I think many countries have
found the dollar an attractive element in their reserves. The basic
restoration of strength in the U.S. external position could be a major
element for continuing to make it an attractive element in the reserves
of other countries. But there are implications for the general opera-
tion of the international monetary system that I am sure will be the
subject of some discussion in the future.

Senator BENNETT. Do you think attempts will be made to replace
gold as the center of the international monetary system with SDR’s
or some other device?

Mr. Vorcker. Well, certainly taking a broad view of the system, I
think the role of gold has been diminishing, and I believe we would
look forward to that trend continuing. That does imply that other
reserve assets will have to be developed to supplement and supplant
the role that gold has played in the past.

Senator Ben~err. Do you think in the process of making these ad-
justments that the dollar will lose its present position in the reserve
structure ¢

Mr. Vorcker. That remains to be seen, Senator, and I just don’t
think I can usefully comment explicitly at this stage of the discussions.

Senator BEN~ETT. One final question : Has the Treasury completely
ruled out any increase in the dollar value of ,t?rold?

Mr. Voréxer. Yes; I think the President’s position on that has been
quite clear, Senator.

Senator Bexnerr, You think it is final and firm ¢

Mr. Vorcker, Well

Senator BENNETT. It is firm, let’s say that.

Mr. Vorcxer. I think he says what he means. That has been our po-
sition and a firm position.

Senator Bennerr. That is all, Mr, Chairman.

Senator Riercorr. Thank you very much.

Mr. Volcker, your predecessor, Robert Roosa, who will be testify-
ing before us tomorrow, in a very provocative article in Friday’s New
York Times, warned about the danger of keeping the import sur-
charge on too long.

(The article referred to follows:)

[From the New York Times, Friday, September 10, 34971]

THE IMPORT SURCHARGE MAY BOOMERANG
(By Robert V. Roosa)

Much has been written lately about the great satisfaction we can take as
Americans in the President’s display of our international economic musele.
By surcharging foreigners for access to our markets, it is argued, we will
show them how much they need us, and bring them to heel.

My own view, without intending any adverse criticism of the President’s
program, is that the exuberance of some of the President’s self-appointed
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zealous elaborators does neither him, nor longer-run American interests, a
service.

In context, the temporary surcharge is indeed a deft stroke. It signals more
emphatically than any moderate change which might have been considered in
the U.S. monetary price of gold that a substantial and sustained imbalance has
emerged in the economic relationships between this country and those from whom
we buy dutiable goods.

As an approximation of the average changes needed in the rates of ex-
change between their currencies and the dollar, for the- conditions of 1971,
the 10 percent figures is probably about right. To be sure, as in any average,
some currencies should be upvalued considerably more than 10 percent; others
less. The Japanese yen and the German mark, for example, might move up more
than 15 percent from their pre-May parities with the dollar. Possibly the Swiss
franc, because of its purely financial comparative advantage, should rise by
more than 10 percent from pre-May. The British pound and some of the Scandi-
151avian crowns, on the other extreme, might appropriately move up less than

percent.

This in no time for more flourishing of the menace of the surcharge. If
thcre was ever an appropriate moment in international economic affairs for
the  Administration to remember the President’s admirable aphorism—*ne-
gotiation, not confrontation”—this must be it. But there is a triple-edged danger
for the United States in keeping the surcharge on too long.

One danger comes from the fact that the surcharge, by its nature, tends to
take the place of currency revaluations, The longer the surcharge remains,
the less will be the pressure on those foreign currencies whose exchange rates
with the dollar are now floating. If the surcharge keeps their goods out, we will
be paying fewer dollars to them, and their exchange rates, which had floated
upward because they were receiving too many dollars, will begin to float down-
ward., Where then will be the grounds for foreign governments to rely on the
market to show through floating rates that an upvaluation of the dollar parity
of their currencies must be made?

The second danger is that a host of unwelcome reactions must he expected
from other countries if the sur-charge remains in effect long enough for them to
begin to adjust to it, Some, such as Japan, may very soon discover that they
can fairly readily leap the surcharge. Others, with less comparative advantage,
will begin to retaliate with stiffer restrictions on purchases from the United
States, and trade war will begin, Some, such as Mexico and Canada, whose
trade is so largely concentrated in our markets, may suffer severe depression,
with or without countermeasures.

The third danger is for our own economy. The longer the surcharge lasts, the
larger will the stake in protection become for American concerns sereened from
foreign competition by this artificial barrier. Then the pressures for even more
protection will grow, undermining the greatest source of competitive vitality
(apart from our own anti-trust laws) upon which any vigorous and dynamic
American economy can depend.

These are compelling reason why the United States should not expect to nse
the surcharge as an all-purpose weapon for imposing a sharing of defense bur-
dens or impelling major changes in the existing restrictive trade practices of
other member countries of the GATT. Both of these other objectives are impor-
tant, But if we ride the surcharge too long, and expect it to bargain for us on too
many fronts, we may find that it lmomeranfrs in counterproductive ways.

The leading countries of the Organization for Economic Dev elopment have
reached an awkward age. No longer can they accept, nor do we wish, an Ameri-
can role in loco parentis. Working out viable relations among nations that have
become much more nearly equals takes time, patience and understanding. )

Senator Risrcorr. By the way, did you read Mr. Roosa’s article in
the New York Times last Friday ?

Mr. Voroker. I did read it quickly last Friday when I got the New
York Times.

Senator Rirrcorr. Do you agree Wlth hlm there is a danger in keep-

ing the surcharge on too lon
Mr. Vorcker. Well, T think there are d‘mgel's in keeping it on too
long, but there are certamly dangers in taking it off before our posi-
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tion is secure. That is the balance that has to be struck here. We want
to move as fast and as rapidly as we can to create the conditions which
make it reasonable and safe to take the surcharge off.

Senator Risrcorr. In other words, how long is long? I think the
President’s original action was bold. He caused shockwaves in Europe,
Canada, and Japan; I think they had it coming to them. ) )

Now, the question arises as to what we arc going to do with this
advantages? Are we going to let things just drift along, or are we
ready to enter into some real negotiations and get these matters settled
as quickly as possible?

Mr. Voroxer. I think we are ready to move just as fast as our trad-
ing partners are ready to move.

And I would emphasize this again, Mr. Chairman. There are very
sizable adjustments that have to be made here. Our position recently
has not been a good position. Our trade has been on an adverse trend
and it is at a poor level. We have to reestablish the conditions that per-
mit us to move oft in the other direction with confidence. That poses
difficult problems and decisions for others, because as we improve our
position and as our trade position improves, someone else’s has to
diminish and that is never casy.

Senator Risrcorr. But are we being fair to the American people by
giving them the idea that our balance of payments problem is basically
due to trade? You do have other problems involved such as military
expenditures overseas which are substantial. Now, are part of the
negotiations to have the Kuropeans and the Japanese agsume a larger
share of our military expenditures?

Mr. Vorcker. Yes. I think the defense burdens are an element in
this problem, and we have said quite clearly that we would like, and
look forward to, some better sharing of certainly the foreign exchange
costs of the military burden. To the extent that can be achieved, that
certainly relieves the pressure on the trade position, relieves the pres-
sure on other measures, so that is inherently a part of the problem. It
can’t be avoided, deciding how much is going to be done in that direc-
tion as opposed to other directions, so the sharing of defense burdens
is a relative question that arises in these negotiations.

Senator Risicorr. How about tourism ¢ This is another major factor
in our trade imbalance. How do we deal with the increase in our bal-
ance-of-payments problems because of tourism?

Mzr. Vorcxer. Well, we have not contemplated any special restraints
on tourism. I think we have presumed basically that this is a flow
which should be determined through the market by the individual
preferences of Americans and foreigners in their travel patterns.

Now, you cffect this to some degree by such things as exchange rate
changes. Revaluation of foreign currencies will make foreign travel
more expensive for Americans, and that may affect travel patterns to
some extent and may make some contribution thereby to the overall
~ problem. T would not think that that would be & major contribution.

Senator Ribrcorr. Of course, we cannot assume that this country is
the only one that is smart. I think other countries are pretty smart,
too. Are you concerned with the two-tier system that France is putting
into cffect and that the Belgians are contemplating to prevent the dol-
lar and franc from reaching their appropriate relationship? How are
you handling the two-tier system?
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Mr. Vorcker. Well, I am concerned, Mr. Chairman, because I think
we should look forward to a systemn that provides for a maximum
rather than a minimum freedom of trade and investment. To the ex-
tent we have fragmented exchange markets which imply a degree of
control, we are not moving in the right direction.

Now, some of these earfy reactions are understandable and not neces-
sarily unexpected. But if you ask me whether I would view this hap-
pily as part of a longer range international arrangement, I would not.

enator Risicorr. In other words, as I listen to your testimony, it
becomes very obvious that there are so many irritations and conflicts
that the time is now for all the trading nations of the world to get to-
gether to deal with the basic phi]osopﬂical issues involved here if you
are really going to prevent a worldwide trade war with a devastating
impact on the world economy, including the United States.

Mr. Vorexer. I think this process has begun, Mr. Chairman.

Senator Risicorr. Now, if the Japanese are prepared to liberalize
trade restrictions, revalue the yen, and increase their aid to developing
nations, what else should we want from the Japanese ?

Mzr. Vorckrr. Well, you have compressed in a very short sentence
some large and desirable measures.

Senator Benwrrr. Mr. Chairman, may I suggest one very important
element, a greater share of the cost of their own defense ?

Senator Risrcorr. Yes: this is what we raised in another question.

Mr. Voroxer. I think that is the only broad area that perhaps you
did not include in your short sentence, Mr. Chairman.

Senator Risrcorr. But wouldn’t liberalization of restrictions on
American investment in Japan encourage runaway American
industry ?

I was intrigued that the fact was raised that the automobile in-
dustry was not raising questions about American investments in Ja-
pan. It becomes very obvious if you allow joint ventures between
American and Japanese automobile manufacturers, the result will be
an increase in the flow of parts from Japan into the United States.
.?hou]d? this be part of the negotiations between the United States and
Japan ¢

Mr. Vorcker. Well, I think there is some difference of opinion,

Mr. Chairman, and it would differ in specific cases, as to whether this

kind of investment had the result of facilitating American exports
in Japan specifically. In some industries, the argument could be made
that some investment by American firms in Japan might actually
stimulate American exports. But apart from that factual question, I
think in general terms it is probably true that that aspect of our rela-
tionship is not as critical in terms of the balance-of-payments adjust-
ment problem. It doesn’t have the same priority in that sense that some
other elements of the problem have.

On the other hand, if one looks not simply at this immediate adjust-
ment problem but at what one wants in terms of a well-ordered world
financial and trading system in the future, certainly this kind of free-
dom for investments is part of a world that one looks forward to. So in
that sense it is relevant.

Senator Ripicorr. Don’t you think we are being lulled into a false
sense of security by believing that we have all the sanctions and hold
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all the clubs in our hands? Will you refresh my recollection? What is
the return to American corporations’ investors of our investments
abroad ? That comes to how many billions?

_ Mr. Vororer. Well, my recollection is in the total investment flows
it is on the order of $6 to $7 billion.

Senator Risrcorr. Which is considerable ¢

Mr. Voroker. Which is a considerable factor of strength in our bal-
ance of payments.

Senator Risicorr. Most of $6 or $7 billion certainly comes from
Europe. Since we have a favorable balance of trade with the EEC,
now that we slap a 10-percent surcharge on them when our basic over-
all problem is Japan and Canada, they could get mighty tough with
us by restricting the flow of the earnings back to the United States,
could they not?

Mr. Vorcker. I suppose in theory, yes; I think that would be a
rather drastic action.

Szenator Rieicorr. Well, we have taken drastic action, too, haven’t
we ?

Mr. Vorcker. But I think not of that character. We are in a basic
balance-of-payments deficit position and in a deteriorating position.
The kind of action that we have taken is in that sense within, and I
think understood to be within, the broadest rules of the game. For a
surplus country to strike out in that kind of direction would be an
entirely different kettle of fish, and I think that would put us far down
the road toward self-defeating retaliatory actions.

Senator Risicorr. Well, I think, as Senator Byrd indicated, that
they feel that many of our problems are due to our domestic policies,
our over involvement in Vietnam, our failure to take the actions that
should have been taken both in the Johnson administration and the
Nixon administration, as Senator Byrd well pointed out in his ques-
tions. Now the burden, they feel, is being placed on their shoulders.
So we again get back to the necessity of the United States sitting down
with the other major trading countries and working out a workable
system. This must be an approach free of demagogy, free of trying
to sell the American people any cureall. The American people, the
Congress, and the administration must understand there are many
weapons in the monetary and trade arsenal of every country that
could be used in retaliation against the United States.

Mr. Vorcker. I accept the basic thrust of what you are saying,
Mr. Chairman. T would say that while one can look back through the
past record and say it is your fault here, and the other fellow’s fault
there, the atmosphere has been happily free of this kind of recrimina-
tion as to what brought us into this situation; and I think what is
important now is to look forward and recognize that there has to be
a major adjustment. We have to look at it together and establish the
dimensions of the problem and, as you suggest, the basic philosophy we
want to adopt in attacking that problem, to see what consensus can
be developed just as soon as possible.

Senator Risrcorr. For the purpose of the record and also for our
own information and that of the country, would you summarize
briefly what elements of the President’s new economic policies you
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believe will have an important bearing on our international problems,
and indicate the impact you hope the measures will have.

Mr. Vorcker, In a written statement?

Senator Risrcorr, Right now:

gfl'. Vorcker. 1 think all the elements are going to have a bearing,
and——

Senator Rinicorr. Could you please specify, you and Mr. Trezise.
I think there is much confusion. Could you go down the President’s
program and discuss its impacts internationally.

Mr. Vorcxer. When you say internationally, let me start by going
down the program domestically because, for the very reason you just
suggested, some of this problem may be due to inflation in the past.

Senator Riprcorr. And. also the failure to tax the American people
for the cost of the Vietnam war. I think Senator Byrd raised t{iat
question very well.

Mr. Voroxer. Precisely, Senator. For that reason, I think I must
say I was personally very pleased that the President didn’t take just
domestic actions or he didn’t take just international actions. He recog-
nized the interrelationship between them and I think we have a re-
sponsibility not only to ourselves but to the rest of the world to move
forward domestically in a responsible way, and there are two elements
there that are particularly relevant. One is the actions he has taken
to move more quickly and more decisively back toward price stability ;
and, second, the actions that he is taking to stimulate the productivity,
efficiency, and growth of the American economy over the longer run.
Both of those are absolutely essential to our competitive position over
a period of time to the stability of the dollar over a period of time, to
our ability rather directly to compete with foreign countries over a
period of time, and in the end the success of our actions internally
may well be more decisive than anything we can do in terms of external
action. '

Having taken that kind of forceful domestic action, I think through
the suspension of convertibility he has recognized the need for ex-
change rate vealinements, that can serve to restore our competitive
position in the shorter run, and lay a base for moving ahead in a
mutually agreeable way. Suspension of convertibility has certainly
relieved some of the inhibitions about the process of achieving ex-
change rate adjustments—in a way that just was not possible while
we were convertible and in a very attenuated financial position and
under the kind of conditions that convertibility imposed.

Tt also opens the way for a longer time horizon discussion of the
basic character of the international monetary system, and the manner
in which that might be organized in everyone’s interests.

It does not .solve either one of those problems, What it does is
create the opportunity for addressing them directly, engaging in an
open dialog with other countries, and moving forcefully on those
problems.

Finally, the surcharge was an action that we could take to provide
some immediate protection and relief for our position while the oppor-
tunities created by suspension are working themselves out.

Senator Risrcorr. Senator Fannin.

Sena{or Fannin. Thank you, Mr. Chairman.
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Mr. Secretary, you spoke of the internal action, and I wholeheart-
edly agree with you. Has not the President made it clear we must
have cooperation from Government, labor, management, and the gen-
eral pubFic if this program is to succeed ¢ Hasn’t the President made
that clear?

Mr. Voroxgr. I think he has; yes, sir. ’ )

Senator Faxnin. Well then, don’t you feel that we have a great obli-
oation from the standpoint of labor and the business community to
Told down the wages and prices that have gone into effect recently,
that were not tied to productivity? Don't you think this is a part of
the future programing? ‘ ‘

Mr. Vorcxer. There is no question about it. I think the President
has made it quite clear that there has to be a follow-on to this immedi-
ate frecze.

Senator FANNIN. Just as a matter of illustration, the steel wage
increase was just about equal of the total wage paid the Japanese
worker, a counterpart worker. If this continues then of course we
could not have a successful program. ,

Mr. Vorexer. That comparison has oceurred to me, Senator, and I
think it is a disturbing one.

Senator Fanniy. And, of course, the business community too has
a great obligation, and one concern I have is we give a tax incentive
to a manufacturer in the U.S., an American company, going over-
seas, wo give them the same privilege, the same incentive if they are
shipping back into this country as if they ave taking cave of a foreign
market. There is a tremendous difference in what happens from the
standpoint of our economy if they are seeking out new markets and
developing new markets and making a profit in new markets than
it they are shipping back into the United States competing with
American workers and working, I think, a tremendous burden on the
people of this country. _

Do you contemplate any action in that regard?

Mr. Vorcxer. Well, you might broaden that further. We give cer-
tain tax advantages to the American company operating abroad that
might be producing for a third market in competition with an Ameri-
can firm or in competition with one of its own plants in the U.S.
But, broadly, this is a problem toward which the DISC proposal
addresses itself.

Senator Fannty. I agree. T was very sorry that we did not consider
it but therc were some problems with the DISC proposal and I think
amendments could be made in order that it could accomplish its ob-
jective because one of the great objections that we heard regarding the
DISC proposal was that the money that was involved could then be
invested by the company in their foreign operations, and so this is
somothing I think that would certainly lend itself to a detrimental
effect rather than beneficial. But I do appreciate what is happening.

We have in your explanations about the surcharge, as I un erstand
it, precedents, so far as the surcharge is concerned, Great Britain in
1964, Canada in 1962, and other instances, isn’t that true?

Mpr. Voroxrr. That is right. We find that, somehow, what other
countries do isn’t quite the same as when the United States does it, in
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the minds of many other people. But you are quite right there are
direct precedents for the use of it.

Senator IFan~in. There are import quotas, as you said this morning,
which can be much more restrictive than the surcharge and yet they
feel that isn’t detrimental, as nearly as detrimental, but in reality it
probably is more restrictive in many instances than a surcharge.

But I wonder how the Japanese and other countries justify that it
is unfair for the United States to invoke a surcharge when they not
only have tariffs far in excess of ours, about 300 percent in autos, more
over ours, and then they have these nontariff barriers, horsepower, the
weight, and the wheelbase, just in licensing of the car in Japan, for
instance, and I feel that this is far more unfair and adds up to a
greater restriction than anything we have adopted.

Mr. Vorcxer. I am not aware of tariff levels in these countries 300
percent of ours.

Senator FAnNIN. Not tariffs.

Mr. Vorcker. Not in general, but maybe in particular products.

Senator FANNIN. Let’s tale 300 percent on automobiles and the low-
est we have any place in the world 1s 10 or 11 percent.

Mr. Vorcker. There are some items where this is true but in gen-
eral—it is true that Canadian and Japanese general levels of tariffs
are higher than ours.

Senator FaANNIN. 300 percent.

Mr. Vor.cker. In a specific product that may be true.

Senator Fannin. Well, automobiles are a specific product.

Mzr. Vorcker. It is an important specific product.

Senator Fannin. Well, what other industry is more involved?

Mr. Vorcker. That is an important industry, there is no question
about it.

Senator Fan~in. They are feeling now the effects of automobile im-
ports, more than any other industry, isn’t that correct?

Mr. Vorcker. T think that is probably the largest industry where
we are feeling pronounced effects.

Senator FaxN1N. 300 percent at a minimum and it goes up very, very
far beyond that in many instances but in the industrial countries of
the world it is approximately 300 percent. In Japan they brought
themselves from 17 percent down to 10 or specifically to 10. and in
the European Community I think 10 or 11 percent.

Mr. Vorcxer. T don’t contest your basic point. There are restric-
tions here, tariff or otherwise, that make it more difficult for us to
compete in markets and which need to be corrected.

Senator Fax~in, Tt is hard for me to visualize that we have per-
mitted this to happen, 4 percent on cars. Specifically take automobiles,
4.5 percent last year for the importation of automobiles, automotive
equipment, it is now 4 percent, it goes down to 3 percent next year in
GATT. In your mind do you think we can let this deteriorate.

Mr. Vorcker. Well, what we are doing is, T think, taking a hard
look at all these matters and we are looking for a total result here.
We are not looking for further deterioration, we must look for

improvement.

Senator Fax~iIxn. That is what you said, that you were talking about
improvement in the trading system, over all trading system, and T as-
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sume you will look at GATT probably as extensively as any other area
of change that will come about, and, of course, I am vitally concerned
about it because 1 feel it is long over due, the changes are long over
due in GATT.

Do you feel that the United States will be in a position under GATT
to really make these changes because of the tremendous problems we
have when we try to make a change in GATT, we have so many other
countries voting against us, and do you think it will be necessary to
completely restructure our trading system.

Mr. Vorexer. Well, T would divide the problem into two aspects,
T think. We are going to need some specific changes in some areas that
are important to us, to permit us to make the kind of swing in our posi-
tion that is necessary. Then there ave a variety of other matters, in-
dividually of small or larger import, which are going to have to be
approached, T would suspect, over perhaps a longer period of time.
The high level group in OECD is one forum for discussing this
broader question of the trading system of the future.

But we have some very specific matters with the Japanese and with
others that we think could be corrected without awaiting a review of
the total trading system.

Senator Faxyin., Well, T was just wondering, I don’t think you
would want to say at this time whether you have in mind recommend-
ing the replacement of GA'TT or just a revision of GATT.

Mr. Vorcxer. I think that is indeed a long-range matter upon which
I am not prepared to comment. _

Senator Fan~in. But the proper forum for working out the new
arrangements, especially financial arrangements, you feel is the IMF,
the Group of Ten or OECD or a combination, would you say.

My, Vorcxer. I think perhaps some combination of those is the most
likely series of negotiating forums.

Senator Fanyin. Mr. Secretary, as you state since it will take a
long time to reform the trading and monetary system should we not
also say the import surcharge will remain in effect indefinitely.

Mr. Vorcker. No, sir; I can’t give you a termination date but I
would hope we can establish the conditions that would permit its
removal promptly. How prompt is promptly ¢ I don’t know.

Senator Fanyiw. \Vel}, when you say prompt, wouldn’t it take tre-
mendous revisions of the new established procedures that are being
followed in the other countries, that these changes must come about
before you could even consider it,

My, Vorcxer. I don’t think it is an easy job, but basically what we
need are those changés which offer us the prospect of a secure inter-
national position, and I am not sure this requires a review of every
trading arrangement in the world.

Senator Faxnin., Well, I realize, of course, we must be more com-
petitive if we have this runaway inflation, if we have these ruhaway
wages not tied to productivity. Where will the Japanese, for instance,
go for a market for their cars if they lose the United States?

Mor. Vorcxker. Well, I think they would be in difficult circumstances.
But one of the kinds of problems that one runs into in this area is that
there are certain restrictions in Kurope on Japanese exports, of cars
and other products.
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Senator FaxNin. Much more than ours. o

Mr, Vorcxrr. In a well-ordered world with opportunities for free
trade, I think one clement in the problem is the restrictions that
Europe itself keeps on imports from Japan. These restrictions tend to
focus more pressure on us and that is one element of the problem
that should certainly be looked at.

Senator FAxNIN. A very serious one isn’t it.

Mpr. Vorcker. I think it is a serious one.

Senator Fannin. When they have double the population and are
now receiving about one-fifth of the exports from Japan that we are
receiving.

Mr. Vorcker. They receive a very small proportion of those exports.

Senator Fanwiw. It is very serious.

Well, thank you, Mr. Chairman.

Senator Bennerr. Mr. Chairman, it is my understanding that
Secretary Volcker is flying to Europe at 1 o’clock and I wonder how
long we should tie him down.

Senator Risrcorr. Have you got your bags packed ¢

Mr, Vorcker. I think this flight has been delayed tc the first thing
tomorrow morning.

Senator Ben~nrrr. My understanding was that it was suil on.

Mr. Vorckrr. It was on and then it was off and I think it is off at
the moment.

Senator Risrcorr. I understand there is going to be a vote at 12
o’clock. I would like to give other members of the committee an op-
portunity to ask more questions and we will be finished in due course—
certainly in time to let the Secretary make tomorrow morning’s flight.

Senator Byrd. :

Senator Byro. No further questions.

Senator RiBicorr. Senator Hansen.

Senator Hansen. Mr. Secretary, the chairman spoke of the U.S.
trade surpluses with the EEC and the investment income we receive.
Yet we know that the EEC is the main overall surplus area. If it is
not our trade or overseas investment which causes this, how does the
EEC earn its surpluses.

Mzr. Vorcker. I am not sure the EEC is the main overall surplus
area. Japan and Canada are also large surplus areas. It is very hard
to trace all these flows through. You cannot assume that just because
one area or another has a trade surplus, or deficit with us or a bilateral
deficit or surplus with us in all its accounts, that its total position
should be or 1s in the same direction. Europe undoubtedly runs large
surpluses on its transactions with the developing world, for instance,
and in doing so it competes with us. If exchange rates or other cir-
cumstances are such that it can compete very effectively in the de-
veloping world, that is part of our problem.

Now, you have one limited aspect of that rather directly in the
EEC. The EEC countries have preferential agreement with certain
surrounding countries in the Mediterranean area and elsewhere.

They have certain trading advantages that grow out of those pref-
erential agreements that tend to strengthen their position at the ex-
pense of third countries, including the United States.
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But basically, I think that the European continent in general is in
a st}x;ong position with most of the world despite some trading deficit
with us.

The chairman did not mention all the elements in our accounts in
Europe. We have a large tourist deficit with Europe, and we have
some 1nvestment deficit with Europe. So there are other elements, even
in our bilateral accounts.

Senator Hansen. Just for the record, Mr. Secretary, what is the
retail price, and perhaps you will want to submit this in a memoran-
dum, what is the retail price of the Datsun and Toyota in Japan and
the retail prices of these same two cars in Washington, D.C., before
and after the President’s announcement, and I would like also to ask
you what are the figures for the Pinto and the Vega in these same two
areas.

Mr. Vorcker. I will have to do a little research to try to give you an
answer to that.

Senator HanseN. I thought you would.

Mr. Vorcger. But the answer will be confused, I am sure, because
the Japanese price in the United States now, given the way the sur-
charge has come into effect, depends on whether the car was shipped
before or after August 15. But we will do the best we can.

Senator Haxsen. Well, maybe you could elucidate in your response
and indicate both those situations, 1t may be helpful.

Mr. Vorcker. We will provide what we can for you.

Senator ITansen. I am very much concerned. I know Henry Ford
indicated some several months ago that for each one percent of the
market that is won by imports we put out of work, as I recall, 20,000
American automobile workers, and if we were to import 17 percent of
the cars sold in America this year, as I recall, you could conclude on
the basis of his estimate that we would have put out of jobs or would
have denied jobs to 840,000 Americans. I thin]li it would be very inter-
esting to see what are the practical effects of the President’s declara-
tion on August 15 and further clarification since that time.

Mr. Vorcker. We will provide you what we can.

Senator Hansen. Thank you.

(The Department subsequently submitted the following material:)

CoMPARATIVE PRICES OoF U.S. AND JAPANESE AUTOMOBRILES IN WaAsHINGTON, D.C,,
: ‘ AND ToxYO

The following table compares manufacturer’s suggested retail prices for
Toyotas, Datsuns, Vegas and Pintos—two door sedans with standard transmis-
sion—Washington, D.C.

Suggested Suggested
retail before retail after
Aug. 15,1971 Aug. 15, 1971*

Toyota 1200, ¢ o cun e e meiimcccaccaaeme e an $1,798 $1,863
Datsun 1200, . 1,736 1,971
2,152 2,152
2,015 2,015

*Thesa prices do not reflect repeal of the 7 percent automobile excise tax. See item C, p. 40.
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Several points should be noted about this comparative data :
A. The price of U.S. models is unchanged owing to the 90-day price freeze.
B. The price increase for the Toyota and Datsun reflects in whole or in
part the effect of the surcharge, model changes and exchange rate changes.
C. If Congress eliminates the excise tax on all automobiles, the Toyotas
will be about the same as the pre-August 15th price. The price for Datsuns
will show some increase. The net effect of all of these changes is a relative
decrease in the price of the Vega and Pinto vis a vis the Datsun and Toyota.
The information available for comparative retail prices in the Tokyo market

may be summarized as follows :
[inyen}

Suggested
Suggested retail retail after
before Aug. 15,1971  Aug. 15, 1971

Toyota 1200. .

450, 000 ($1, 250; 450, 000
Datsun 1200. .

445,000 ($1,236 445, 000
- (? , 738, 000
2,020,000 ($5,611) 1,970, 000

1 Not available.

The substantial difference in prices is accounted for by the following items:

A. Imports of 1972 Vegas and Pintos are subject to an import duty of 10
percent, The duty for 1971 models was 20 percent.)

B. Because the volume of sales of Vegas and Pintos is so small compared
to domestic automobiles, handling charges tend to be much higher.

C. U.S. automobiles are consider&l prestige cars and as a result, dealer
markups are significantly higher than on domestic cars.

D. The commodity tax, which is based on engine cylinder capacity and
wheel base size is 15 percent on the Toyota and Datsun and 30 percent on the
Vega and Pinto.

Senator Risrcorr. Senator Bennett.

Senator BEx~ETT. No questions.

Senator Risrcorr. A few more questions, Mr. Volcker. How much
adjustment in exchange rate changes should fall on foreign nations.
How many countries do you think need to make significant revalua-
tions in relation to the dollar. Can you expect the Sato government to
revalue the yen by 15 percent while other competitors revalue by. say,
five percent. Won’t this necessitate multilateral negotiations? I am
trying to figure out how this can be worked.

Myr. Vorcxrr. Well, I think it does, and as T suggested earlier, Mr.
Chairman, take a multilateral setting to resolve this kind of problem
because it is quite true that the action taken by one country must be
related to actions taken by other countries. In one sense, T suppose,
that makes the problem no easier. That is inherent in the problem, but
it makes it certainly in the end easier to resolve generally if one can
take it up from the viewpoint of what is required for a world equilib-
rium and not just in terms of one country or another vis-s-vis the
United States.

That would not be an adequate or appropriate way to approach the
problem. You say how many countries, I don’t know.

Senator Risrcorr. Well, could you name some of the main countries
that would be involved ?



T A eSS 4 on e

e M tman A e R o

41

Mr. Vorcker. The important issue here involves the main trading
countries. '

Senator Risicorr. All right.

Mr. Vorcker. And there may be a dozen of those. I wouldn’t want
to limit the exercise to those dozen countries, but when you get beyond
a dozen, the amount of trade that is directly involved begins diminish-
ing pretty rapidly.

Senator Risrcorr. Take the larger ones, England, France, Germany,
Canada, and Japan. You must have an idea in Treasury what the re-
valuations should be. Would you list the countries along with what in
your opinion the revaluation should be in these different countries.

Mr. Vorckrr. No. I don’t think it would really be useful at this
point to try to set down particular figures alongside particular coun-
tries, Mr. Chairman. I think all those countries that you mentioned,
and others, are necessarily involved in this exercise. How big the ex-
change rate changes should be depends upon a common appraisal, I
think, of just how big the adjustment that we are discussing actively
now needs to be, and it depends upon what is done in other directions.

We are not inclined to think that this problem surely can be resolved
by exchange rate changes alone as we have said this morning, but we
also need to sce what can be done on a better sharing of the defense
burden, what changes in trading practices will be made by Japan and
other countries. All of this bears upon the exchange rate issue itself,
and I really don’t think that it is either appropriate or useful to try to
specify the exchange rate side of this very complicated equation this
morning.

Senator Risicorr, Now, aren’t Japan and most uropean countries
controlling foreign exchange speculation and clamping down on capi-
tal flows?

Mr. VOLCKER, Yes.

Senator Risrcorr. Well, if they clamp down further on capital flows,
they can really put the spoke in our own wheel. What leverage do we
have then?

Mr. Vorckgr. I don’t think we should assume that whatever ex-
change rates develop in the market are in some sense equilibrium rates,
partly for the reason that you suggest, and partly for the reason that
the dollar has been very heavily oversold in the exchange markets, was
heavily oversold in the weeks preceding August 15. There are a lot of
short positions in dollars, all of which will affect exchange market
trading. Some countries have this douwte market system to which you
referred, so I don’t think it is fair, in any short-time horizon certainly,
to say that the exchange rates that emerge in the market are neces-
sarily equilibrium rates or desirable exchange rates. It seems quite evi-
dent to us that there are going to have to be a number of exchange
rate changes in certain countries.

Senator Risicorr. Will you explain to us how you arrive at an ex-
change rate between various currencies? What are the factors that go
into determining what an exchange rate should be or is?

Mr. Vorcker. What an appropriate exchange rate is?
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Senator Risrcorr. No. T want both an actual and appropriate. Why
you pick up the Wall Street Journal or the New York Times you
can read the quoted value of every currency in its relation to the dol-
lar. How is that determined on a day-to-day basis, and how should
it be determined appropriately.

Mr. Vorcker. Let me start with the latter question first. I think it
is easy enough to answer in the broadest terms. I think we essentially
want a pattern of exchange rates that would be consistent with basic
equilibrium in the trade and in investment flows of all the individual
countries—assuming in each case reasonable domestic performance—
and consistent with a free flow of investment and trade with as few
restrictions as possible.

Now, an actual market circumstance is going to be affected by what
controls are in place, as you suggested; it is going to bé affected by
particular phasing of business cycles, of monetary policy, of fiscal pol-
icy between countries. If you have easy money in one country and
tight money in another country, money will tend to flow, and 1f you
are not fixing exchange rates, the market will move the exchange rate
and might move it in a way that is inappropriate from the viewpoint
of a longer term equilibrium.

In the short run an exchange rate is going to be affected heavily by
expectations of where governments might want to fix the new ex-
change rate. If a government announced tomorrow that it was going
to fix a new exchange rate or hoped to fix a new exchange rate some
time in the future at a different than current level, you would expect
the market to begin moving rather quickly toward that level out of
sheer anticipation of governmental action that would be scheduled
for the future.

So you get a variety of speculative, interest rate, short-term factors,
control factors that influence the rate at any particular point in time,
and that may influence it in a direction that is contrary to what is
thought of as appropriate longer term equilibrium.

Senator Risicorr. Yes; but let’s say we are going to let all curren-
cies float. Every day you read in the paper about the float, everybody
reads about it and thinks they know what it really means. Could you
tell us what it does mean ?

Mr. Voroxer.- Well [laughter] technically, I suppose, a floating
exchange rate in its purest form would mean that neither government
concerned in a particular exchange rate is actively itself intervening
to affect the level of that rate. Now you could have so-called con-
trolled or managed floats where one government or the other might
intervene by one method or another and influence the rate, but does
not fix any parity. So in its broadest sense, I suppose, one could say
a floating exchange rate is any exchange rate where neither govern-
ment is fixing a parity, but it may still influence the rate.

. Senator Rieicorr. But who makes this determination? Let us say
that the Volcker Manufacturing Co. in Germany is doing business with
the Ribicoff Manufacturing Co. in the United States, and we have to
make a contract and we have to do it in marks or in dollars that are
floating all the time. How would we do it? How do you conduct com-
merce between countries and businesses in different countries, if we
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don’t know at any given time what the value will be placed on the
goods we are exchanging ? , ) .

Mr. Vorcxrr, We don’t know at a given time because we would have
to look at the market. We wouldn’t know what to do in the future.
You and I, Ribicoff and Volcker, would have to get together and bar-
gain as to whether we have that contract in dollars or in marks, or we
might agree to split some difference between them in the future.

Now, in some cases, we will be able to go out and execute a forward
exchange transaction, and thereby determine now a rate for the fu-
ture at which we will transact the business.

~ Senator Riprcorr. So practically if you talk about letting all the
currencies in the world float, international business would come to a
standstill. -

I currencies were floating it would be a speculators’ paradise. No
one would know how to do business with one another because no one
would know what the price of goods would be. So basically when we
talk about letting currencies float we are not really being honest with
ourselves. Do corporations, do treasuries, do banks reale want and
can live with floating currencies?

Mr. Vorcxrr. Well, this is a matter of some considerable controversy
and disagrecment, Mr. Chairman. Canada, for instance, has been liv-
ing with a floating exchange rate. The rate between the Canadian dol-
lar and the U.S. dollar has been floating for a year and a quarter now.
For roughly a 10-year period during the fifties it floated, and a great
deal of commerce was done between Canada and the United States.

Senator Risicorr. But that has been within a very narrow range.
But let’s say that the United States would expect a revaluation of 15
percent both in the yen and the mark. If you are seeking a 15-percent
revaluation and you are asking them to float their currencies and you
don’t come to a fixed rate, how do you do business with these two
countries?

Mr. Vorcker. There would be an unusual amount of uncertainty
that would have to be transitional. Typically, or hopefully, a floatin
rate would move to a point that was thought to be sustainable. Fixe
rates themselves have a degree of uncertainty, or have come to have
a degree of uncertainty during recent years when people wondered
whether a particular fixed rate would be held 6 months or a year in
the future.

So this sort of uncertainty which gave rise to speculative pressures
exists in a fixed rate system as well as in a floating rate system. :

‘Right now you have a period of unusual uncertainty, I would quite
agree, where rates in many cases are not fully floating in the sensé
they are subject to controls on capital movements or actual interven-
tion in exchange markets. There 1s a good deal of controversy as to
how big the changes might be before they ultimately settle down. This
is a period of unusual uncertainty that does create some difficulties
for trade. '

But, I think it has been shown that a floating rate between two
currencies need not inherently be an impossible kind of situation.

Now, it gets more difficult when a great many currencies are float-
ing. It is one thing for the Canadian dollar to be floating or the Ger-
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man mark to be floating. It is another thing for a general system of
floating exchange rates which many people think are——

Senator Risrcorr. All right. It the countries which are so inter-

dependent are going to live together, how should we manage the rela-
tionship of the exchange rates between countries?
" Mr. Vororzr. I personally think it would be unrealistic to assume
what would evolve in a fully floating system of exchange rates. Some
countries would naturally want to maintain stability with their trad-
ing partners or their main trading partners, and this would be a nat-
ural evolution even in an unmanaged system.

Now, we lived in a system in which exchange rates are, if not ab-
solutely fixed, quite stable. They are subject to at least a degree of
international coordination and supervision. I think that system has
proved beneficial in terms of growth of trade, growth in investment.
I am not sure there is any wide body of opinion that would go to a
radically different exchange rate of system, if by that was meant a
fully floating system of rates among all countries.

Senator Risrcorr. Personally, I don't think it can be done.

Mr. Vorcxzer. You are not alone in that thought.

Senator Risrcorr. The only comment I would have, in closing, is
that it becomes very obvious from your testimony, and watching the
fluctuations in our trade and money problems that in the last few
months it has become incumbent upon the leaders of every major
trading nation to get together quickly in order to come to agreement
on the basic divisions that separate them—tariffs, trade, nontariff
barriers, values of currency, an({ exchange rates. Statesmanship would
dictate that such a conference be set up, and set up fast. One of the
great tragedies will be if we and the other nations don’t have coherent
policies. Tt takes a long time to work out complicated agreements and
understandings. There has to be a lot of planning, and agreement on
agendas. It takes a matter of years to set up a successful international
conference on basic issues.

To sit still, and wait 2 years before we come to any decisions, in my
opinion, would spell disaster and might bring on a depression that
would rock the entire world.

Mr. Vorcker. We are ready to move just as fast as our trading part-
ners are ready to move, Mr. Chairman.

Senator Risicorr. Well——

Mr. VorcxkEer. And these discussions are getting underway.

Senator Risicorr. Does anyone else have any questions.

Thank you very much, Secretary Volcker and Secretary Trezise.
All the questions have been addressed to Secretary Volcker for which
Mr. Trezise is probably grateful. The committee will stand adjourned
until tomorrow morning at 10 o’clock.

(Whereupon, at 12 noon, the committee was adjourned, to reconvene
at 10 a.m., Tuesday, September 14, 1971.)

SEPARATE QUESTION SUBMITTED TO THE DEPARTMENT OF THE TREASURY WITH THE
RESPONSE OF THE DEPARTMENT

Question. Why shouldn’t the Latin American countries be exempted from the
surcharge?

Answer. Exports of the Latin American countries already are to a great extent
exempted from the surcharge because they are duty-free or fall within product
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categories subject to statutory quotas. Taking the OAS countries as a whole only
about 20 percent of their exports to the U.S. are affected whereas 52 percent of
all exports to wne U.S. are subject to the surcharge.

The Administration bas avoided granting exemptions on a country basis for a
number of reasons. Numerous countries have sought special exemptions from the
surcharge. Such treatment to one or more would only increase the requests from
others, and subject the U.S. to tremendous political pressures for further
exemptions.

We have thus far acted in a nondiscriminatory manner. We believe that from
an economic viewpoint this has best served the overall economic interests of other
countries and has been most consistent with the objectives of our entire program.

67-824—71——4
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INTERNATIONAL ASPECTS OF THE PRESIDENT’S NEW
ECONOMIC POLICIES

TUESDAY, SEPTEMBER 14, 1971
U.S. SENATE,

SuBCOMMITTEE ON INTERNATIONAL TRADE
of THE CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to recess, at 10 a.m., in room 2221,
New Senate Office Building, Senator Abraham Ribicoff, chairman of
the subcommittee, presiding.

Present: Senators Ribicoff, Talmadge, Nelson, Bennett, Fannin, and
Hansen.

Senator Rieicorr. The committee will be in order.

Our first witness today is Robert V. Roosa, one of the most knowl-
edgeable men in this country on the problems of trade and monetary
affairs, We are most appreciative that you are giving us your time,
Mr. Roosa.

Would you please proceed.

STATEMENT OF ROBERT V. ROOSA, PARTNER, BROWN BROTHERS
HARRIMAN & COMPANY; ACCOMPANIED BY T. MICHAEL LONG

Mr. Roosa. Thank you, Mr. Chairman.

I appreciate this opportunity to have an exchange of opinions, and
I hope, a dialog on the crucial issues that are focused into view by the
President’s new economic program. I should make clear from the be-
ginning that I am appearing here in a personal capacity, and that I
do not attempt to speak for any of my partners or any of the firms
of which I am a director. However, I do have the privilege of being
ably supported by T. Michael Long, to whom I may have to refer
from time to time for assistance. :

Senator Risrcorr. Is he associated with you at Brown Brothers?

Mr. Roosa. He is a colleague of mine at Brown Brothers.

The President’s program, whatever we may think about its timing,
whether it should have come sooner or whether it should have had
some different ingredients, is, in its basic thrust, essential. By the
time it came, it was virtually so unavoidable, that, in my personal
opinion, it is our first obligation to indicate general support and en-
dorsement for these initiatives and for the comprehensive way on
which he chose to act. :

It is idle to speculate on what might have been when we have a
comprehensive outline of his program in front of us, but I think it

(47)
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would be equally wrong to encourage the belief that all of the an-
swers have been provided by the program as outlined. I think we aid
the President’s ogjectives more fully by being constructively critical,
and it is in that vein that I would like to offer some comment, just
briefly, Mr. Chairman, before we begin the dialog.

I have provided the members of the committee copies of a statement
that T submitted for publication in the New York Times last Sunday,
and which I was just in the process of completing when I received the
call to appear before your committee. With the approval of the staff
I have used that in lieu of additional written testimony.

Senator Risrcorr. Without objection, the entire statement will go
into the record. You would like to incorporate it, as I understand it,
as part of your testimony today ¢

Mr. Roosa. T would very much, sir.

Senator Risrcorr. Without objection it will go into the record.

Mr. Roosa. Fine.

(Mr. Roosa’s prepared statement and letter to the New York Times
following. Hearing is continued on p. 52.)

PREPARED STATEMENT OF ROBERT V. Ro00SA, PARTNER
BrowN BroTHERS HARRIMAN & Co.

Mr. Chairman, I am very happy to be with you today. Since I was advised only
late last week of this opportunity to testify, I regret that I cannot offer a full
exposition of my views at this time. I am looking forward to the opportunity of
discussing today all aspects of the President’s new economic policies with which
members of the Committee are concerned.

The President’s new economic policies have an overriding importance for the
future of the international monetary system, and for relations among the ad-
vanced nations, Although the pressures for changing the Bretton Woods system
have been mounting for many years, the President’s actions in imposing the 10
per cent import surcharge, suspending the gold-convertibility of the dollar and
in proposing a buy-American investment credit, have created a situation of in-
ternationnl tension requiring prompt, sensitive, and creative plans and negotia-
tions that will result in substantial changes in the international monetary sys-
tem. The outcome of these negotiations will be of great and enduring importance
for the American people.

In lieu of further initial comments, I should like to submit the text of my
Open Letter to the Group of Ten and the IMF which was published in The New
York Times last Sunday, September 12, 1971 :

By cutting the dollar loose from gold convertibility in mid-August of 1971,
the President has moved forward by at least a decade the timetable which many
members of the International Monetary Fund had implicitly been following to-
ward this fundamental change in the structure of the international monetary
system. To be sure, no one was ready at this time, in spirit or in planning, for
the mutation to which all knew they must eventually adjust. Yet now that the
golden cord has been cut, the International Monetary Fund and all its members
have a fortuitous opportunity to move with deliberate speed toward a new form
of the Bretton Woods system-—a form which hopefully may be as well attuned
to the changing world economy over the remainder of the twentieth century as
the original Bretton Woods design was for the quarter century. that followed
World War II.

A certain amount of tidying up of presently existing arrangements will have
to ocecur first, in order to provide a reasonably calm environment for the delib-
eration and negotiation that must precede agreement on a major new design.
An early upward adjustment of the exchange rate parities of a handful of cur-
rencies against the dollar should be speedily agreed upon. Provided the changes
are sufficient to assure the credibility of the resulting structure of exchange
rates, there is undoubtedly room for considerable differences as to the precise
magnitudes to be chosen. And so long as a new flexibility can be expected to
emerge as part of the new design, there need be no prolonged quibbling nor in-
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ternational deadlocks over the details of a few percentage points in the sgpecific
parities set for the end of 1971.

The agreements which should be reached promptly represent a sort of damage
control operations, in order to avert further spreading and hardening of the
trade restrictions, capital controls, and multiple exchange rates which have been
rapidly splintering the international economic community over recent months.
Moreover, so long as these restraints are proliferating, it is impossible to expect
the nominal “floating” of the currencies of other leading countries to provide a
sure clue to the appropriate levels of their parities. Since a severing of gold from
the dollar had to come sometime, it would be most unfortunate, however, now
that the step has been taken. if other countries or the IMF should expect the
United States—as a sort of penance while new parities with the dollar are being
set—to glue back together some pieces of the broken idol through a hastily con-
trived “return to gold” at some slight change in its dollar monetary price.

Once the immediate pressures toward economic isolationism can be checked, by
reestablishing the customary modalities for making payments across the
exchanges, the way will be open for further constructive consultations. The
members of the International Monetary Fund, spurred by initiatives of the
industrialized countries in the “Group of Ten,” have already demonstrated their
capability for creative innovation, during the four years of preparation that pre-
ceded the historic agreement in 1967 to establish Special Drawing Rights (SDR's)
as a manmade substitute for gold reserves in the IMT. It is around these (SDR’s)
serving as a nucleus of reserves, that the world can now begin to develop a kind
of monetary system that will be capable of maintaining stability—instead of
permitting recurrent disruptions and distortions that inhibit international com-
petition—in the payments flows among nations over the years ahead.

Just as the final collapse of the convertible gold-dollar version of Btretton
Woods was precipitated by a sudden and rapid deterioration in the international
economic position of the United States, so also the first steps in preparing the
stage for a new Bretton Woods system are quite properly greater being ini-
tiated by our Government. By acting to halt the corrosive inflation, to stimulate
greater productivity, and to enlarge employment and incomes, the Administra-
tion is positioning the United States to restore sustainable two-way flows of trade
and capital between itself and the rest of the world. The immediate stage setting
on the part of the United States also rightly includes fresh eflort to cut the dollar
costs of supporting military and economic assistance programs abroad, and to at-
tack the many non-tariff barriers to the freer expansion of trade and capital
movements.

One lesson that has become clear, over the four weeks following August 15,
however, is that the dimensions of any of these economic and financial efforts
which impinge on other countries are so large, and so intertwined with a myraid
of powerful political and social considerations in these other countries—Ilarge or
small, developed or developing——that no sweeping or swift agreements are likely
to be found. The Administration is surely right to attack the immediate prob-
lems confronting the United States all at once, with fresh exhilaration and de-
termination ; it is equally right to urge other countries, particularly those with
large balance of payments surpluses, to initiate proposals as a basis for joint
consideration and action; but it would just as surely be wrong to expect any
large portion of the imbalances among nations to be settled in a single massive
negotiation. No country wants piecemeal correctives, with the risks they bring
of new crises created by the disparities that still remain; but the needed total
result may have to be reached through several separate, though parallel and
interrelated agreements or undertakings. In the necessary arraying of priorities,
the time has come for a heightened concentration of attention on the longer
range objectives to be sought in the redesign of the international monetary
syvstem.

Pleading only the special privilege of one who, in Dean Acheson’s lofty phrase,
was “present at the creation,” I would like to put into the cauldron of discussion
among the “Group of Ten,” and hopefully the other members of the IMF as well,
a seven-point program.for adapting the Bretton Woods design to the flexibility
that the world’'s monetary system now needs.

1. The SDR’s should be the principal reserve asset for use by central banks in
making direct settlements among themselves. The dollar, and other currencies,
should be held by central banks primarily as transactions balances, for usge in in-
tervening in the public markets for foreign exchange.
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2. Because most countries are not yet ready to demonetize gold completely,
‘SDR’s should be defined as a specified weight of gold in order to continue a role
for gold within the Bretton Woods system. No central bank should be required
to include gold within its reserves and no reserve settlement obligations should
include a required gold component. All IMI requirements presently in terms of
gold should be made interchangeable with SDR’s. Any central bank should be
at liberty to sell or buy gold, to or from anyone, provided the price does not
exceed the equivalent of the established gold content of the SDR.

3. The gold content of the SDR might be changed only through the same voting
procedures as apply to a change in the Articles of the IMF itself.

4. Each member country declaring an established parity for its currency to the
IMF should define that parity in terms of SDR’s.

5. The acceptable normal range of variation in the market rate for any cur-
rency with an established parity, as defined in the Articles, should be widened
from the present 1 per cent above or below the old dollar parity to 214 per cent
above or below the new SDR parity.

6. Under conditions determined by the Executive Directors of the IMF, market
rates should be permitted to fluctuate outside the 214 per cent for transitional
periods of up to one year, by which time a new parity must be established.

7. The scope provided in the original Articles for modest changes in parities
without detailed IMF scrutiny or opprobrium has long since been fully used by
most members. That original intention should be remewed by a change in the
Articles to encourage more frequent and smaller adjustments of parities, subject
to general provisions established from time to time by the Executive Directors.

This combination of suggestions preserves the essence of the Bretton Woods
system: the IMF at the center as the ultitnate Source of needed reserves, and
with related powers to exert some discipline upon individual countries whose
actions seriously impair the well-being of the members as a whole: established
parities for convertible currencies; and a numeraire for the setting of those
parities, The major changes would be the increased reliance on the SDR (with
the use of gold in reserves remaining a matter for the independent choice of
each country), the elimination of gold convertibility requirements for the United
States and the IMF, and the introduction of orderly arrangements for flexible
adjustment of exchange rates and parities.

The deeper processes of change in the world economy certainly point toward
the need for analysis well beyond the scope of this brief comment, and probably
point toward action well beyond the range of any influences to be expected from
greater or lesser flexibility in exchange rates alone. It is the rapid evolution
of such forces which do in my mind, however, urgently emphasize the need for
resuming the kind of intensive probing and appraisal that began in 1963, when
the Deputies of the Group of Ten first began exploring the foundations of the
system on which the SDR’s have since been built.

AN OpEN LETTER TO THE I.M.F. AND GROUP OF 10
(By Robert V. Roosa)

By cutting the dollar loose from gold convertibility in mid-August, the Presi-
dent has moved forward by at least a decade the timetable that many members
of the International Monetary Fund had implicitly been following toward this
fundamental change in the structure of the international monetary system.

To be sure, no one was ready at this time, in spirit or in planning, for the mu-
tation to which all knew they must eventually adjust. Yet now that the golden
cord has been cut, the LM.F. and all its members have a fortuitous opportunity
to move with deliberate speed toward a new form of the Bretton Woods system—
a form that hopefully may be as well attuned to the changing world economy
over the remainder of the 20th century as the original Bretton Woods design was
for the quarter century following World War II.

A certain amount of tidying up of presently existing arrangements will have
to occur first, in order to provide a reasonably calm environment for the delibera-
tion and negotiation that must precede agreement on a major new design. An
early upward adjustment of the exchange-rate parities of a handful of currencies
against the dollar should be speedily agreed upon. Provided the changes are
sufficient to assure the credibility of the resulting structure of exchange rates,
there is undoubtedly room for considerable differences as to the precise magni-
tudes to be chosen, And so long as a new flexibility can be expected to emerge as
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part of the new design, there need be no prolonged quibbling nor international
deadlocks over the details of a few percentage points in the specific parities set
for the end of 1971.

The agreements that should be reached promptly represent a sort of damage
control operation, in order to avert further spreading and hardening of the
trade restrictions, capital controls, and multiple exchange rates that have been
rapidly splintering the international economic community over recent months.
~ Moreover, so long as these restraints are proliferating, it is impossible to ex-
pect the nominal “floating” of the currencies of other leading countries to provide
a sure clue to the appropriate levels of their parities. Since a severing of gold
from the dollar had to come sometime, it would be most unfortunate, however,
now that the step has been taken, if other countries or the I.M.F. should expect
the United States—as a sort of penance while new parities with the dollar are
being set to glue back together some pieces of the broken idol through a hastily
contrived “return to gold” at some slight change in its dollar monetary price.

Once the immediate pressures toward economic isolationism can be checked,
by re-establishing the customary modalities for making payments across the
exchanges, the way will be open for further consultations. The members of the
LM.F, spurred by initiatives of the industrialized countries in the Group of Ten,
have already demonstrated their capability for creative innovation, during the
four years of preparation that preceded the historic agreement in 1967 to es-
:%bl}sllxll §1>ecial Drawing Rights as a man-made substitute for gold reserves in

e LM.F.

It is around these S.D.R.’s, serving as a nucleus of reserves, that the world can
now begin to develop a kind of monetary system that will be capable of main-
taining stability—instead of permitting recurrent disruptions and distortions
that inhibit international competition—in the payments flows among nations over
the years ahead.

" Just as the final collapse of the convertible gold-dollar version of Bretton
‘Woods was precipitated by a sudden and rapid deterioration in the international
economic position of the United States, so also the first steps in preparing the stage
for a new Bretton Woods system are quite properly being initiated by our Gov-
ernment. By acting to halt the corrosive inflation, to stimulate greater produc-
tivity, and to enlarge employment and incomes, the Administration is positioning
the United States to restore sustainable two-way flows of trade and capital be-
tween itself and the rest of the world.

The immediate stage setting on the part of the United States also rightly in-
cludes fresh effort to cut the dollar costs of supporting military and economic as-
sistance programs abroad and to attack the many nontariff barriers to the freer
expansion of trade and capital movements.

One lesson that has become clear, over the four weeks following President
Nixon’s action on Aug. 15, howvver, is that the dimensions of any of these eco-
nomic and financial efforts that impinge on other countries are so large and so
intertwined with a myriad of powerful political and social considerations in
these other countries—Ilarge or small, developed or developing—that no sweeping
or swift agreements are likely to be found.

The Administration is surely right to attack the immediate problems confront-
ing the United States all at once, with fresh exhilaration and determination. It is
equally right to urge other countries, particularly those with large balance-of-
payments surpluses, to initiate proposals as a basis for joint consideration and
action. But it would just as surely be wrong to expect any large proportion of
the imbalances among nations to be settled in a single massive negotiation.

No country wants plecemeal correctives, with the risks they bring of new
crises created by the disparities that still remain; but the needed total result
may have to be reached through several separate, though parallel and interre-
lated, agreements or undertakings. In the necessary arraying of priorities, the
time has come for a heightened concentration of attention on the longer-range:
objectives to be sought in the redesign of the international monetary system.

Pleading only the special privilege of one who, in Dean Acheson’s lofty phrase,
was “present at the creation,” I would like to put into the cauldron of discussion
among the Group of Ten, and hopefully the other members of the I.M.F. as well,
a seven-point program for adapting the Bretton Woods design to the flexibility
that the world’s monetary system now needs.

1. The S.D.R’s should be the principal reserve asset for use by central banks in
making direct settlements among themselves. The dollar, and other currencies,
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should 'be held by central banks primarily as transactions balances, for use in
intervening in the public markets for foreign exchange.

2. Because most countries are not yet ready to demonetize gold completely,
S.D.R.’s should be defined as a specified weight of gold in order to continue a
role for gold within the Bretton Woods system. No central bank should be re-
quired to include gold within its reserves and no reserve settlement obligations
should include a required gold component. All I.M.F. requirements presently in
terms of gold should be made interchangeable with S.D.R.’s. Any central bank
should be at liberty to sell or buy gold, to or from anyone, provided the prices does
not exceed the equivalent of the established gold content of the S.D.R.

3. The gold content of the S.D.R. might be changed only through the same vot-
ing procedures as apply to a change in the Articles of the LM.X. itself.

4. Bach member country declaring an established parity for its currency to the
LM.F. should define that parity in terms of 8.D.R.’s.

5. The acceptable normal range of variation in the market rate for any cur-
rency with an established parity, as defined in the Articles, should be widened
from the present 1 per cent above or below the old dollar parity to 214 per cent
above or below the new S.D.R. parity,

3. Under conditions determined by the Executive Directors of the LM.F.,
market rates should be permitted to fluctuate outside the 22 per ceni band for
transitional periods of up to one year, by which time a new parity must be
established.

7. The scope provided in the original Articles for modest changes in parities
without detailed I.M.F. scrutiny or opprobrium has long since been fully used
by most members, That original intention should be renewed by a change in the
Articles to encourage more frequent and smaller adjustments of parities, subject
to general provisions established from time to time by the Executive directors.

This combination of suggestions preserves the essence of the Bretton Woods
system : the LLM.F. at the center as the ultimate source of needed reserves, and
with related powers to exert some discipline upon individual countries whose
actions seriously impair the well-being of the members as 2 whole: established
paritiies for convertible currencies, and a numeraire for the setting of those
parities.

The major changes would be the increased reliance on the 8.D.R., with the use
of gold within reserves remaining a matter for the independent choice of each
country, elimination of gold requirements for the United States and the I.M.F.
and the introduction of orderly arrangements for flexible adjustment of exchange
rates and parities.

The deeper processes of change in the world economy certainly point toward
the need for analysis well beyond the scope of this brief comment and probably
point toward action well beyond the range of any influences to be expected from
greater ot lesser flexibility in exchange rates alone., However, in my mind it is
the rapid evolution of such forces that urgently emphasizes the need for resum-
ing the kind of intensive probing and appraisal that began in 1963, when the
deputies of the Group of Ten first began exploring the foundations of the systém
on which the 8.D.R.’s have since been built,

Mr. Roosa. Supplementing the New York Times statement, may I
note that three crucial areas in the international program need the
ventilation of additional constructive criticism.

. The first is the surcharge; what it is for and how long it may
ast.

The second is the investment credit, as applied in a buy American
form, and linked in that sense to the duration of the surcharge.

And then, third, and I believe most fundamental, is the action
severing the dollar from gold and the opportunity this now creates
for further major advance in the design of the international monetary
system. This matter is addressed, in part, in the submission that I
have made. On the other two points, T would like to offer preliminary
comments. First as to the surcharge:.

It seems to me that this, as any protective measure, must be re-
gretted, and its use limited to a purely temporary period of adjust-
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ment. As in many supposedly temporary expedients, there is a risk that
a protectionist measure will work its way into the structure of this
economy and the world economy and never disappear. We must be
mindful of that risk, but for a special reason in this instance. The
lack of definition of timing is important here; it has to remain with
some uncertainty because uncertainty is what gives it value as a nego-
tiating device.

The surcharge has been tremendously effective, mainly because of
its symbolic implications. Its direct impact on the patterns of our
trade should not be great because the reaction time, I would hope,
will be longer for any full reflection of the impact of the surcharge
than the life of the surcharge itself. The surcharge is inherently differ-
ent from any other temporary devices that have been introduced be-
cause the longer it lasts the less effective it will be in achieving what I
judge to be its principle raison d’etre. There are three reasons for its
diminished effectiveness the longer it lasts.

The first reason is that the surcharge itself, the longer it lasts, can
in considerable measure take the place of the exchange rate changes
which we should have for comprehensive improvement of the inter-
national payments system. IExchange rate changes ave fur preferable,
however, since they affect both exports and 1mports; both capital
movement and goods in trade. They provide the means through which
we can, with successful negotiation, achieve the conditions for balance
and viability in the U.S. relations with the rest of the world, both in
imports and in exports, both in short-term and long-term capital
flows.

The longer the surcharge remains in effect the less likelihood there
is that the current condition of floating exchange rates will lead or
even point toward the appropriate levels at which the new stability
in established exchange rates should be found.

The longer the surcharge remains the less chance we have of getting
the exchange rates we need.

The second point is that from the point of view of other countries,
this, as other U.S. protective devices with which they have been con-
tending for many years, provides a goad to reaction rather than a
sign of American strength and a reminder of the degree to which they
need American markets.

The Canadians understandably are already moving to offset the im-

act of the surcharge on their own exporters, and reactions of this
ind are already beginning to spread. In my own view, while they
have narrow and often disruptive or distorted influences on what
would be the otherwise economic patterns of trade, they do have the
otentiality, over time, for blunting the impact of the surcharge in
he area that I think is most dear to those who support it as a longer
run measure. Those who support the surcharge from the long-run
point of view think of it as something that will protect American
jobs and assure greater volume of home employment and, in that
sense, higher incomes here.

I am very much afraid that by turning around the pattern of im-
provement in trade freedom that the United States has been character-
1zed by—for two and a half decades—they will encourage retaliation
in restraint of trade, and that we will find on net balance, if the sur-
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charge remains very long, that the supposed gain for American labor

and industry will disappear in a series of contentious negotiations or

confrontations, with other countries. The results will not be those that
can emerge from a reasoned negotiation, but will reflect instead re-

taliation and anguish that cannot be conducive to an evolution of an

expanding world trade system.

The trouble with protectionist restrictions in trade is that they tend
to correct imbalances by shrinking the volume; whereas, of course, the
traditional American principle has been to increase employment here
while helping employment abroad through encouraging a growth in
the total volume of trade—total exports, total imports—and it is that
principle that we want to try to preserve.

Now, the third reason I feel the surcharge should remain temporary
and should be viewed only as a shock treatment, helping to make the
rest of the world aware of the urgency and extreme importance to us
of achieving some other kinds of major corrective action, is that the
longer the surcharge remains the longer it also will encourage counter-
action by American industry of the kind that corresponds to what 1
have described as occurring abroad. Under the shelter of this kind of
temporary screening from foreign competition, over time I am very
much afraid we shall lose even more of the vitality of American in-

dustry which has been already sapped in many ways. Its coinpetitive

agility, weakened in recent years for a variety of reasons, can be

ccorrected only when there is the fresh air of effective international
competition at work. This, Mr. Chairman, is what I would like to

say In these rather unsatisfactorily brief comments on the surcharge.
I believe that the surcharge can be harmful for the competitive

«rive of American industry, just as I think it can be distorting to the

arrangements of other countries that otherwise should be increasingly

-opened to the arrival of American goods rather than closed in retalia-

tion because they think we are shutting our markets to them.

Accompanying the need to subject domestic producers to inter-
national competition, there is also need, because nonmarket incentives
differ widely among countries, for some arrangements that will at least
help to provide a compensating stimulus toward constructive and cor-
rective new investment in the United States. For that reason, I sup-
port the reintroduction of the investment credit. I would be glad to
discuss that separately and I do not want to get into it in any detail
now, but it is important to place the investment credit proposed in
its international context.

As T said, I entirely endorse the investment credit. I was here in
the Treasury when we first brought it to you for consideration, I
eagerly and urgently supported it throughout that period, very much
regretted its removal, was relieved to see it returned, and then greatly
distressed to see this new administration in 1969 recommend its aban-
donment again.

In my view, the investment credit is an essential corrective against
an inflationary bias within the structure of our economy. Unless par-
tially offset by a stimulus to rapidly advanced productivity, labor
costs and administered prices can become an influence on the cost-push
side that both prices our products out of our own markets and prices
them out of world markets.
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I have always thought of the investment credit as a competitive

‘supplement, a stimulus to the injection of new creative, productive

investment in the American economy—the surest way to make pos-
sible the growth in wages and other fringe benefits that the American
laborer rightly demands: to help maks investment in this country
more profitable than investment abroad.

This, I felt, was prolabor legislation, by no means limited in its
beneficial results to business or owners. It is the stimulus of new in-
vestment that has kept America in the forefront of what can be newly
developed in world markets. A return to high levels of investment
offers the greatest opportunity for the continued growth in American
labor productivity and helps to assure growth in total trade rather than
its suppression.

While I quite accept that the “Buy American” feature of the tax
credit may have to last as long as the surcharge lasts, I would urge
that both the “Buy American” feature of the investment credit and the
surcharge itself be terminated fairly soon.

You could rightly ask what conditions should be set for their re-
moval, and could I suggest a time period in precise days or weeks. I
would not wish to do so, and if I may be so presumptuous, I submit
that the President may regret that he set a precise end date for the
wage-price freeze as well. For devices of this kind, which are meant
to induce agreement to achieve other ends, it is unfortunate to lay out
in advance the precise date on which you intend to terminate the use
of the lever itself. T think that is true of the wage-price freeze as well
as the surcharge.

We needed that uncertainty to remain until there was agreement
by business and labor on the successor arrangements which, I trust and
hope, will be a wage-price review board system operating under rea-
sonable guideposts. I also hope that the board can take jurisdiction
over difficult cases for an indefinite number of years ahead ; but I don’t
think it is as likely that we will get harmonious agreement among the
participating parties if it is already known that the present freeze is
certain to be terminated. <

If both sides had additional incentive to reach agrcement because
they knew as soon as the agreement was reached the freeze would be
lifted, the process of negotiation on both sides would have been more
effective than what we are now likely to see.

For the same reasons a terminal date for the surcharge and for the
“Buy American” feature of the investment credit should not be set.
However, I think it should equally be made very clear, although up
to this stage the administration has not, for its own strategic reasons,
been prepared to do so, that the surcharge will be lifted as soon as the
principal nations of the International Monetary Fund—and that
would include mainly those who are now members of the Group of
Ten—have reached agreement on an interim revision of exchange
rates and agreed to provide for exchange rate flexibility in the future.

I am very fearful that the attempt to use the surcharge and the “Buy
American” feature as devices to achieve agreement on the part of other
countries on the whole host of international issues that confront us
may end ultimately in our losing the impact of this leverage altogether.
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As I have already indicated, the longer we keep these instruments in
effect, the less powerful they become. While they do have a tremendous
shortrun potential for helping to encourage other nations to sit down
with us, to reach some reasonable agreement on an interim pattern of
exchange rates, and to agree further that within a very short time
there will be an agreement on major revisions to the arrangements
under which the countries establish exchange rates in the International
Monetary Fund they lose this impact within a few weeks.

All of those things are fundamental to the reestablishing of the
position America should have in the world economy. I believe that
most other countries realize the need, but they don’t want to reach op-
erational decisions in an environment in which they gain the impres-
sion that we have now taken all of our action, and that we leave it to
them to stew in their own jaice until they find an answer, These things
are much too difficult to be handled that way. We have to negotiate
together, and T know that Secretary Connaily and Volcker are air-
borne at the moment en route to another meeting of the Group of Ten,
where T trust that this attitude, at least behind closed doors, will
prevail.

I would then say that all the other matters should be left to inter-
national negotiation over the months ahead ; changes in trade arrange-
ments on which much must still be done ; agreements on international
capital flows and direct investment. and the sharing of defense costs
on which much is still needed—it was needed 10 years ago when T sat
here before you and floundered through efforts to explain that we were
doing something, and still not enough has yet been done. I feel that
the events that have transpired in the last decade may have strength-
ened our hand, however, in being able to achieve more in terms of the
shzﬁ"ing of the burden of defense costs. and in the other matters as
well.

But to think that all of this, with the many dimensions involved,
with their implications for the social and political life in different ways
of the different countries, might all be resolved within the four walls
of one room in a single negotiation. is probably asking more than the
frail structures of human negotiation among different free govern-
ments can be expected to achieve—certainly not in a short period of
time.

I do think there should be an agreement and, hopefully. an agree-
ment within certain boundaries that would be specified in general
terms, that negotiations will be parallel, going forward within the
structure of NATO or whatever other vehicle seems appropriate to the
interested countries, to assure a better sharing of defense costs; and T
think, in the same way, that a revival of the GATT negotiations aimed.
as Sceretary Samuels has been doing in his talks in Geneva. toward the
elimination of neatariff barriers to trade, is equally essential. )

We cannot, expect to do all these things at once; and. moreover, if
we rely on the surcharge as the implement, we will find it is too weak
and that its strength is lessening as the days and months go by. So we
should seize the opportunity now to do what comes first. and to estab-
lish parallel negotiating arrangements for the fundamental issues with
broadly specified objectives and. possibly. even with timetables for pre-
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liminary results. But all of this, of course, is properly a part of phase
11 of the President’s program.

I have every hope that this view of priorities and procedure will
evolve; and T believe that hearings of this kind and the urging of your
committee in directions of this sort, if we were to agree, would be most
useful to the administration in advancing the constructive spirit in
which I tried to make these comments.

Senator Risrcorr. Thank you very much, Mr. Roosa.

I gather from what you have said that you disapprove of the use of
the investment credit on a “yo-yo” basis. And that it ought to be made
a permanent policy for the benefit of both management and labor to
give American industry a better opportunity to compete effectively
with more modern equipment, machinery and methods?

Mzr. Roosa. Yes, Ido; I certainly do.

Senator Risrcorr. I think many of us on the committee have been
disturbed by the actions of recent in applying the investment credit
erratically without having a general policy.

Mr. Roosa. Yes. I must confess to personal embarrassment in this
because in the days when we were first discussing this, and you will
remember we began discussing in the spring of 1961, in my own per-
sonal participation in those discussions with members of your com-
mittee and others in this body, and in the House, I made the com-
mitment that I was supporting it only on the basis that it would be
a permanent change in the tax structure, would not be varied with
economic conditions or made into, as you so aptly described it, a
yo-yo. I still have that belief, and I suggest that the experience we
have had in between supports that and, consequently, of course, I am
hopeful that the administration’s suggestion of a 10-to-5 arrange-
ment will in the end not be accepted by the Congress, and that there
will—I don’t have the insight to say whether 1t ought to be seven
again or eight or nine, or possibly 10—but at any rate when it is
established it will be on the basis that it 1s a permanent change in tax
legislation, intended to remain.

Senator Risrcorr. As I understand your position as an economist,
you feel that the criticism from labor and from many of Congress that
this credit is a giveaway to big business is wrong because what we
are doing is really giving American industry a better change to com-
pete, have a more modern plant and in this way create more jobs

Mr. Roosa. Yes, indeed.

Senator Rieicorr (continuing). For labor as well as giving a shot
in the arm, a continuing shot in the arm, for the American economy ?

Mr. Roosa. Yes. We have to remember—and I am sure that in con-
fidence the spokesman for labor would agree with this, as I hope those
for business would—that there are after all only two avenues for creat-
ing employment in a free economy as we like to maintain: Fither
the jobs have to come from government employment or they have to
come from employment in private industry; and our aim traditional-
ly, is that we want to extend governmental employment into all those
areas where private industry cannot effectively operate—and that
boundary, of course, keeps expanding over time—but we want all
of the commanding heights of the economy to be in the hands of pri-

vate enterprise, expanding with the dynamism that private enter-
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prise can give in a competitive environment that is as close to the
competition as we can produce. If that is the assumption—and I be-
lieve that all responsible labor leaders in the United States share that.
assumption—then, in fact, it is to the interests of the pcople they
represent and to the interests of everyone in the United States that
job employment opportunity is expanded by private enterprise to
the widest possible extent. The design of the framework within which
business operates in ovder to permit this expansion, it seems to me,
is essential.

Now, of course, on the other side you do get the charge, and it is
implied in the paraphrase the chairman just made, that somehow
this is going to be a very unfair stimulus to industry in the sense of
providing great profit which should be taxed.

While this is a little bit of a digression, and we can come back to it
later if you like, I share the feelings expressed before another commit-
tee by Mr. Ackley and Mr. Okun that an excess profits tax, as such, is
perhaps the worst type of tax legislation for this country that can be
used in conditions that approximate anything short of an outright war
economy. In their nature, excess profits taxes tend to stifle the ver
efficiency, the care in the control of expenses, that we need, along with
hope is contrarily going to be the investment credit, as a stimulus for:
greater productivity.

My own feeling 1s that if we have concern over undue short term:
windfall gains, those, of course, are normally picked up, at least in
percentage terms, in the existing capital gains and corporate tax legis-
lation. If we have concern in the long run that all profits are too high—
a concern which we certainly need not have now because corporate
profits on investment are running relatively low—there is the clear
opportunity for correetion through a tax structure that presently
taxes corporate carnings before profits at very close to 50 percent. There
remains the possibility of raising and, of course, at times lowering that
overall rate of tax.

The idea that instead you put some kind of ceiling on profit in par-
ticular firms, as such, is really to say that you are trying to stifle or
remove the one element of stimulus that distinguishes a private sector
economy from a government sector economy. If there isno opportunity
te improve return in some measure by following efficient methods, by
developing products that can be produced at reducing costs, by compet-
ing to gain greater volume through lowering prices, if you have no in-
centive to do that, then you are in the position of a regulated utility—
which many are—where the profit rate becomes fixed. We have seen in
many such cases that it becomes extremely difficult to provide, or to
find, the stimulus to creative competition and customer service that
we expect from the broad run of private enterprise in this country.

So that, I feel that from everyone’s point of view we are moving in
quite the wrong direction if we think in this temporary period of
freeze, or in the period that follows subsequently, that we can redress
an inequity by imposing an excess profits tax. We instead stifle the
development of the American economy and that is to everyone’s
detriment.

I feel that if extreme profits are earned, they will at any rate be
taxed without the need for putting a ceiling on the earnings potential
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of every firm. T also feel that, so far as the structure that evolves after
the freeze is concerned, I would hope that it will be a wage-price re-
view board with power to consider holding down prices in individual
cases, wherever it appears that any given firm or industry is moving
rapidly beyond the scale of earnings that has been characteristic for
progressive, advancing American industry. That is, if there does seem
to be in the individual case an unusual windfall developing, which the
management cannot convincingly defend before the board, there can
well be authority within the wage-price review board to order roll-
backs or hold-the-line actions on prices to the benefit of consumers,
just as there can and should be orders of holdbacks or rollbacks on
excessive wage increases. If there is a procedure through which, in ex-
ceptional cases, total labor costs can be limited, and the average prices
of any firmm or industry can be limited to some measurable percentage
change, then I wouldn’t worry in most cases about what happens to
the margin in between in profit. Whatever happens to profit is the
result of having exercised greater efficiency, expanded volume, or new
investment in job-creating capital, within the framework of limited
prices and limited rates of wage increase. To then try to impose a
limit on profits, wholly apart from the difficulty of doing so—after
all, we have a whole accounting ]l)rofession that makes its living
mainly on trying to decide how either to define or obscure profits—
would be seriously questionable. I doubt whether any direct attack on
something identified superficially as excess profits would be construc-
tive in the American economy.

Senator Risrcorr. Mr. Roosa, what specific trade proposals should
we be making now to other countries to consider? Since real changes
in trade barriers and rules of international competition take several
years to work out, what should our shortrun aims be ?

Mzr. Roosa. On the trade side, I think our shortrun objective must
be the negotiation of arrangements, particularly with the Common
Market, on, unfortunately, their most delicate issue, the common agri-
cultural policy, to assure that there is, on a scheduled basis over time,
enough liberalization in these internal protectionist arrangements to
permit the entry of American products to the uropean markets on
some increasing scale as prices permit.

It is an interesting fact that despite all that we know and hear
about American productive capability in industry, the most highly
productive elements of the American economy are the agricultural,
and, in comparative terms, it is American agriculture.that stands out
from the entire world in its potential for low-cost output. To be
screened out of the largest single market in the world; as we are now
in Europe, is, I think, unfortunate. This is an area, of course, where
much effort has been expended, but I think much more must be done.

Second, I think there are a number of nontariff barriers—as well”
as tariff restraints with respect to Japan-—that are particularly critical,
and in which I would give high priority to early action. Beyond that,
I agree, as you have indicated, that much can be done, although it will
take long and laborious negotiations, I hope that the procedures for
these negotiations will get underway soon. ’

Such multilateral negotiation was intended to be stimulated, within
the framework of the OECD, by the initiative that this committee
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helped spur in the administration last spring. So far, that initiative
has languished. Now I would hope that the momentum can be reacti-
vated, and that a dynamic American—I think Mr. Eberle has been
mentioned—can be promptly appointed so that evidence of active
American pursuit of this aim is given. If other countries can he
brought around the table quickly—albeit through separate parallel
talks—and if we can bring in long-term proposals as effective as those
which Secretary Samuels has been trying to develop in Geneva, I
think such a vigorous and timely approach is going to be effective.

In the short run I would work on the access of our agricultural
products to the Common Market, and I would work on the Japanese
tariffs. But I would like to stress that—wholly apart from direct
trade restrictions—the greatest obstacle to the advance of our trade
at this moment is the way in which the exchange rate pattern has
moved out of line. The American dollar has been held constant while
a tremendous change, dynamic change, has advanced the position of
many other leading countries since the Bretton Woods system was
established.

Germany has made about the right adjustment, but perhaps they
need a little more. I am not in a position to judge down to the fine
percentages, but 9 percent since last May, and approximately 19 per-
cent since the third quarter of 1969 represents a realistic adjustment
in exchange rates between Germanv and the United States that will
2o far, not only toward improving the direct balance of trade between
our two countries but in placing us on a better footing competitively
in dealing with third markets throughout the world. And I think
something of that magnitude is needed for Japan from the American
point of view.

Of course, in Germany they are doing it in stages and that is the
most effective way. Whether you can get Japan to do 16 percent
now—which would mean bringing their exchange rate down from
360 to 300—in terms of all the wrenching this would mean to the
domestic Japanese economy, is very difficult to say. Yet, in a matter
such as foreign exchange you cannot very well say, “I am going to
do half today and half in 6 months.” qu would throw the whole
markets against you; these are markets that live on expectations. So it
is a terribly difficult issue. But, again, I would say, in urgent priority,
the exchange rate question should come first.

Senator Rirrcorr. I have more questions but my time has run out,
and I will come back to you, Mr. Roosa, after my colleagues have
asked their questions.

Senator Fannin ?

Senator Fannin. Thank you, Mr. Chairman.

Mr. Roosa, you have made a very impressive statement and in most
instances I certainly agree with you and I realize the great need that
we have for becoming more competitive, especially when we consider
the problems we have in differential in wage rates and our productivity
in comparison with the other nations of the world.

But T just wonder how we are going to accomplish some of these ob-
jectives that you have stated that we should have, and I agree we
should have them, without having a tool ¢
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Now the surcharge is what I would call a tool at the present time,
and I agree that we should not set a time for that removal, removal
of the surcharge. I don’t see how we can possibly compete, though,
with the other countries of the world when we say that we should
not have a surcharge. Of course, we know many of these countries
would rather have us place a surcharge than a quota system into effect;
but now the Europeans have a 10 percent border tax as well as export
rebate. How can they complain about our 10 percent temporary sur-
charge when they have a permanent 10 percent additional tax ?

Don’t you agree that that is a problem ?

Mr. Roosa. I certainly do agree that the operation of the value
added tax throughout the Common Market does have the effect of
providing a tax on imports and a rebate domestically on exports, and
that this does give, in that framework, a special advantage to their
exporters.

There are two ways in which we can move toward equalizing that
relative advantage on a longer term basis. One, ¢f course, is to go
over to the same system of taxation, and I am sure that proposition
deserves more study. I looked at it while I was at the Treasury, and
decided in principle that I thought it involved more problems than
advantages, as I could see it then.

It may be that the balance is shifting the other way; I haven’t
really thought it through with a firm conclusion yet. But I think that
we will want to study that carefully as well as Congressman Millg’
proposed export-rebate scheme.

But if we don’t do that, then, it seems to me, our need, in terms
of our relations with Europe, is to find ways to stimulate and improve
the productivity and competitiveness of our own exports, rather than
to screen out imports. I just feel that it is better to move toward ex-
pansion on both sides than to move toward contraction on both sides;
and for that reason I feel that the stimulus to exports here, both that
which we will get from the inflation control and from the investment
credit, is eritically important.

T also feel that if we are going to deal with imports as particular
threats to individual American enterprises, which are perhaps on their
way to becoming competitive but have not reached the competitive
stage yet, that probably we would do better to use the selective methods
that are appropriate under the GATT, and to apply, subject to GATT
surveillance, and, again, on the same temporary basis, selective quotas
for particular products rather than an across-the-board surcharge
of this kind.

Now T don’t like either approach but T would say, recognizing the
validity of your point, that where we have unique competitive dis-
advantages in an imperfect world, that there is a logic, if we don’t
oo over to the value added tax altogether, in temporarily using import
quotas until we have reached an appropriate competitive capability.
Tt need not be an ability to sell abroad. It may simply be an ability
to sell competitively at home against the foreign product coming in.

But T would reluctantly use selective quotas rather than continue
the surcharge—with what is inevitably a kind of blunderbuss impact
across the board instead of being narrowly aimed at particular sectors.
Beceause the surcharge has that blunderbuss effect, it leads other coun-
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tries—many of them at least— to find ways around it, while if we do
reluctantly have to turn to selective quotas they eannot find a way
around. There is just so much comes in and that is defined and that 1s
a.specific, precise area. :

Senator Fanyin., Well, Mr. Roosa, I would not agree if we had
quotas we would be accomplishing the objectives we have all worked
toward. :

Do you favor the DISC program ¢

Mr. Roosa. I am of two minds on that as well. T think if T were in
your position and had to vote on it as it is now, I would not support it.

Senator Fannin. Of course, I agree with you that there are some
changes that would be necessary before personally I would vote for
it. But don’t you think that this is the right direction?

Mr. Roosa. Yes, I think if we are going to work specifically on the
stimulating of exports, then I think that this or other ways of, in
cffect, providing for an export rebate is much preferable to quotas
as an approach since it still is moving in the direction of expanding
trade.

‘When I made this comment on quotas I should have added another
point which was implied but not stated : You asked what could we use
for leverage. I think of the quotas only as leverage, not as something
we would want to retain, because not unlike the surcharge, the longer
they ﬁamain, the less competitive our own firms are likely to become
as well.

I think that, within the framework of the GATT, we have the op-
portunity of using at least the threat of quotas as leverage in a way
that may be as effective as the surcharge because its impact is un-
known or the fact that we will use them isn’t certain; and that leverage
would be as great, and as useful, as anything one might hope for from
continuation of the surcharge, and I would think perhaps considerably
greater. .

Senator FanniN. Do you feel, Mr. Roosa, we should revise GA'I'T’
or replace GATT?
~ Mr. Roosa. I think it is much easier to revise. The problem with
GATT is that, as more countries have entered, there has been a
tendency to dilute standards of conduct down to the lowest common
denominator, and that tendency is terribly hard to resist. It can be
resisted if we get to the point where the Common Market ceases to look
inward and bezins to take an affirmative outward attitude of the
kind that I like to think characterized the United States for the last
25 years, and until they do reach that stage, until that other large
complex of relatively free, large-scale economies, is moving with us,
we are not going to accomplish much. However, we have to try to
induce them to come aleng; and I don’t think we do it by bludgeon-
ing, nearly so much as by persnading, and for that purpose I think
the GA'TT offers as useful a vehicle as any. It has a tradition and an
established framework, and it includes more countries than the
OECD.

When I say this, T don’t really mean to rule out the role of the
OECD at all. That is the forum in which the tough issues that center
on the big countries and relatiors among themselves can be thrashed
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out first before you enter the larger forum, where many of the
smaller countries who have interests as well are also represented.

But in this, as in so many other things—just as we cannot have the
whole Senate participating in these hearings today because there are
many other things they have to think about—in the GA'T'T you cannot
have all countries participating in all questions, and there are some
that really have to be settled among the leading countries and those
deserve to be handled first in the OIKCD. And I think particularly
this Common Market-U.S. collision comes to a head most effectively
and usefully in the OECD.

Senator Fan~iN. T agree wholeheartedly that the OECD could
accomplish a great deal more in many instances. What I fear is we
will continue the policy we have had in the past: every time we com-

slain to the State Department about a particular issue they come
ack and say, “Well, we cannot obtain the votes in GATT.”

Well, if we are not going to be able to in the future as far as I can
see it because of the actitude of =0 many other countries in the world,
members of GATT have toward the United States, it precludes our
having a fair hearing in these instances. Here a good 1llustration is
what has happened on the tariff on cars.

My. RoosaA. Yes, indeed.

Senator Fanxin., We have seen that tari!{f go down, down, down,
and even last year 4.5 percent, this year 3.5 parcent, going next year
to 3 pereent, where the other countries of the world they have stayed
almost constant.

Senator Risrcorr. Senator Nelson ¢

Senator Nrrson. I will pass.

Senator Rmsrcorr. We will all have another opportunity for
questions.

Senator Hansen?

Senator Hansew, T want to compliment yon, Mr. Roosa, on yvour
tastimony, T think vou obviously have a great background of experi-
ence that is verv valnable to this rommittee.

Tt me ack vou. as vou contemplate the differences between wage
rates in the UUnited States and those of our competing friends abroad,
and reflect as well upon the exvort of our technology—we have had a
number of cornoration presidents and chairmen of boards anpear
before us, multinational corporations-—do you think that the United
States can maintain the much higher wage scales we have in this
country, on the one hand, and compete effectively with the rest of the
world on equal terms nunder that sort of situation ?

Mr. Roosa. Well, it is ohviously extremelv difficult. The spreads
have become very wide and, of course, we all know are particularly
clear in the case of Japan where, on the other hand, because they are at
an earlier phase of the industrialization process in terms of its spread-
ing throughout the economy—although in production technologv they
certainly are as advanced, or more o, than many of our firms indus-
trially—there are other processes of change coming through and in
Eurone, too. Many of the fringe benefits or social overhead that we
now charge to industry are gradually appearing there: but T am afraid
we cannot live quite long enough to wait for this. But taking the
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longer run, I think an equalization process is going on, and that it
will be increasingly helpful to us.

But in the shorter run, the disparity seems to me to be perhaps the
most fundamental reason, one of two fundamental reasons, pointing to
the need for a prompt realinement in exchange rates. If these under-
lying economic differences can be reflected in the rate of exchange be-
tween currencies, you can, in that way, come closer to an equitable and
viable balance than by restrictions. And, at the same time, I think you
will maintain an environment in which the opportunity for competi-
tion and the spur to vitality in American enterprise will be greater
because you will have less intrusion into the details of specific trans-
actions or firms.

So I place very heavy emphasis on the need for adjustment on the
exchange rate side—so much so that I would probably differ with
what T imagine to be the administration’s notion that America can
hold up agreement on exchange rates until we have had an agreement
on defense offset costs and on many of the GATT questions that we
have been discussing here.

T think both arecas of negotiation ought to go forward urgently and
in parallel, but the exchange rate side is so important that I would
be willing to settle for an interim adjustment of rates, provided there
were also an undertaking within a very short time (and, of course, the
sooner the better), to introduce additional changes in the monetary
fund that would provide for some readier flexibility than in the past.

I should say I think we have had to go throngh a series of ordeals
until we saw that this was appropriate and needed. Initially it was
right to have a very firmly fixed system of exchange rates until the
rest of the world could advance, as it has in Europe and Japan most
conspicuously. But to think that the exchange rates which were appro-
priate then—remember the Japanese rate was set in 1947 when that
economy was flat on its back and had literally no potential for com-
petitive advantage in the world at large; it was selling nothing in this
market—could be appropriate now is obviously mistaken. The 360
rate was appropriate then, and perhaps was appropriate for the next
10 or 15 years in what could then be foreseen, but it is obvious that that
rate cannot be appropriate for the changed world of 1971. Looking
backward, it would have been better if there could have been gradual
changes in between so that the shock of adjustment for the Japanese,
as faced now, wouldn’t have to be so great.

Now, just to digress a sccond, I think the reason that nobody tried
in recent years to press the Japanese too hard on this front—and re-
member this is national sovereignty that is involved, and no one dares
get into a position of doing more than suggesting and hoping because
you cannot bludgeon here—was that there were so many other things
that Japan also could do. We all hoped she would move more rapidly
toward opening up her markets, expanding her capital exports, and
taking on more of the obligations as well as opportunities of financing
development in the whole East Asian sector. All of these things we and
the Japanese were hoping to encourage as an alternative to drastic
-exchange rate adjustment.

Somehow events overtook the Japanese. Their pace of advance on
these fronts was relatively slow compared to their consistent and re-
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markable advances in sheer productive efficiency and salesmanship in
the markets of the world ; and so an imbalance developed. Now I think
there clearly is, from our side at least, a genuine need for a change that
would bring that rate down around 300.

I can recognize that a change of that shocking magnitude would
involve strains within the Japanese economy and social structure that
they may not be able to take. They may have to find other combinations
instead of doing it all by the exchange rate; but if one were free to
write on a clean sheet of paper and just say what the changed condi-
tions had made appropriate, I think we would have to say that a change
in the exchange rate of that magnitude is about right, and that would
do more than any single other thing to help redress the present really
distressing balance of payments position of the United States.

Senator Hansen. I appreciate your taking the time to elucidate the
problem as you have done so well 1n your response, but if you would be
kind enough would you want to submit a yes or a no answer to my

uestion as to whether or not you think we can, faced with the great

ifference in wages paid American workers on the one hand and the
export of our technology on the other, can we compete under that sort
of a situation without lowering one or raising the other?

Mr. Roosa. I would have to say that without additional change of
some kind, perhaps included within the range that I have mentioned,
and perhaps other changes, without an additional change we cannot.
effectively compete.

Senator Risicorr. Did you say can or cannot ?

Mr. Roosa. Cannot.

Senator Risicorr, Cannot.

Mjy. Roosa. And our trade position as such will for some years go on
deteriorating, so that we need some kind of change.

Senator HanseN. Do you share my concern that with unemploy-
ment running around 6 percent, I don’t know what the figures are as of
today, but certainly it is distressingly high—I think we can all agree
on that—with the projected costs of welfare reform being as great as
they are, given this situation, which I think is a realistic appraisal of
today’s economic picture, are unusual or dramatic actions called for
in order to right a deteriorating economic situation which threatens to
engulf more workers with more unemployment?

Mr. Roosa. Absolutely, yes.

Senator Haxsex. How much improvement in our trade balance is
necessary to end our balance-of-payments deficits, in your opinion?

Mr. Roosa. Well, the balance-of-payments deficit is a result not only
of the trade deterioration but of other elements.

Senator Hansen. I recognize that.

Mr. Roosa. So that if we were to say that all of the deficit has to
be corrected by trade we would be putting a pretty heavy burden on it.
We would have to have an improvement in the gap between our exports
and imports of a phenomenal scale. It would have to be in the magni-
tude of $10 or $12 billion, which I doubt very much any country in
history has ever, in proportional terms, sought to achieve.

My personal view is that as the years go by we are going to do well
to maintain a slight surplus on (rade account. We are going to have to
carn more on the other, the invisibles in our balance of payments, as
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we are now doing. And, of course, another whole dimension of the
problem and an aspect that really precipitated the latest crisis is the
rapid movement of short-term capital. Long-term capital has a role
in this, too. We have reached the stage now in which capital move-
ments, even excluding the short-term volatile ones, year in and year
out, are a larger force in the U.S. balance of payments than trade—
in the sense of our net trade position. We have the potential for im-
provement on capital accounts that can partly compensate for what
we may not fully achieve on the trade accounts; and I believe that we
have need for this further improvement in the capital accounts, since
so large an improvement in our trade balance seems (in the present
context, to be asking for the moon. I started asking for changes affect-
ing the capital accounts before we got into this present situation, so I
will just be consistent and vepeat my comment on that again : I think we
need a GATT for capital movements. These would be arrangements
under which the rules of the road will be established, and, hopefully,
at least as effectively as they are now for trade, and hopefully more
effectively, in order to assure a whole range of conditions including,
in time, conditions that govern the expropriation of American invest-
ment in foreign countries.

That is a bit of digression, but T helieve it to be in our own interest
and in the interests of many other nations, to hegin to work toward
a GATT which will establish, as 1 say, rules of the road for capital
movement, and for the imposing of restraints on capital movement
from time to time. The Swiss have recently done so. They not only
penalized their banks for receiving foreign deposits but are going to
charge negative interest on them. At times when open short-term
capital markets invite speedy shifts of vast sums of money from one
country to another. temaporary impairment of the free market in this
wav mav prove to be one of the prices we pay in order to get a little
greater degree of freedom on the trade accounts,

Senator Risicorr. T wonder if the Senator would vield ?

Senator Hansen. T would be happy to, Mr. Chairman.

Senator Risrcorr. The question Senator Hansen asked you prior
to this one is so important that T wouldn’t want to leave it. You are,
T wonld assume, generalizing, a “fec trader™ in your hasic philosophy?

Mr. Roosa. Yes.

Senator Risrcorr, Tf you sav we cannot compete, you now raise a
verv important political issue. We would be dishonest with onr<elves
if we, and other countries did not admit we have political problems
in how we look at economic matters. If your answer is that we cannot
compete. we are faced with some very serious basic decisions here as
to where we go and what we do.

Now. it becomes obvious that any changes in a nation’s policy cannot
be sold to constituents or the country as a whole if it means a large
displacement of jobs or industry. T don’t think any of us can go to our
constituents or to the Nation and tell them on the basis of a new
theorv that we are now going to alter the economy of our own districts,
and of the Nation.

Now, if we are going to try to have a world of nations that do busi-
ness with one another, we must realize that everv nation, whether it
be the common agricultural policy of the Common Market or restrie-



U b T e s W Ll w

67

tions by the Japanese, when the chips are down is going to be looking
out for their own interests. The United States is going to do the same
no matter who the President is or no matter who is in the U.S. Senate.

Mzy. Roosa. IExactly. '

Senator Risicorr, Under those circumstances—would you be will-
ing to prepare a memorandum—and I put no time limit on this re-

uest because it is still going to be some time before this committee or
the Congress will be faced with trade policy legislation—stating what
should be the policy of this Nation to achieve orderly international
trade, and at the same time protect the economy of our Nation, its
industries, and employees? How long a period of time does it take to
make these adjustments. What would there be in a program to make
the adjustments without dividing the world into trading blocks—the
United States, the Common Market, Japan, and Southeast Asia, and
the nnderdeveloped countries. This would take us back to an era that
we thought disappeared but apparently is still possibly based on what
you said in answer to Senator Hansen’s question.

Now, is it possible to come up with a program to make it possible
within the realm of political viability for the United States to exist
and trade with other countries, or are we going to say the United
States is going to do business only within its own Nation?

Mr. Roosa. Well, I, first of all; certainly welcome the clarification
that your question brings because T wanted to say when Senator
Hansen insisted that T try to say “Yes or No” and T still qualified it a
little bit——

Senator Rmrcorr, Yes,

Mr, Reosa (continuing). That——

Senator Riprcorr. I do aporeciate the honesty of vour veplv because
vou could have fuzzed it, T think vour answer to Senator Hansen’s
question got to the root of the problem and that is the question that all
of us have on this committee are going to have to wrestle with.

Mr. Roosa. Yes.

Senator Risrcorr. This is what we are aiming for whether you
are a protectionist or freetrader, if we don’t have a solution, or if
there is no alternative to what you say. the world is in for trade wars
and nereasing economic isolationism ?

Mr. Roosa. Yes, T think the important first step toward solving any
problem is to recognize that it exists; and that is what I hoped that T
was doing in my answer to Senator Hansen.

The next step is to say responsibly how you can deal with the prob-
lem, and T would argue that at least the ingredients for dealing with
it are very largely implied by the President’s existing program; but
there iz a great deal that has to be done to imnlement it.

I think, for one, as we have discussed earlier today, that we need the
investment credit as a partial offset to this imbalance; that this goes
a long wav toward helping. I think that we must hammer away at the
restrictions on the entry both of our agricultural goods and manu-
factured products in other markets of the world ; and those restrictions
should in time give way, and give way on both sides, so that we can
have an expanding rather than a contracting volume of world trade—
or a splinterine, as vou indicated, would be an even worse possibility.

But T also think that the fundamental key for all of this is the way
in which we design the monetary system that serves this trade, and
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serves the capital flows. And we have to now break away from a sys-
tem in which the world was geared to a currency arrangement in which
cach declared its parity in terms of the dollar ; the dollar declared itself
only in terms of gold. The dollar-gold link has now been broken. We
have, I think, the opportunity now to create a new system of exchange
rates that can give us a redressing of some of this imbalance that now
arises from the differences in labor costs, and I think that is why T feel
that this is the most fundamental among many of crucial issues that
are brought to a head by the President’s program. Of course, even
there, we are not going to get exactly the right—if any one even knew
what it was—set of exchange rates out of a single negotiation.

What we can do is correct the greatest of the distortions, and do it in
an approximate way, and then move to establish, as still a part of the
old Bretton Woods system but under a new design of facilities that
will permit, without another massive crisis, the more orderly adjust-
ment of exchange rates to international economie shifts and changes of
this kind.

To take an example, and this is just out of the air, suppose for many
reasons the Japanese finally decided that as a part of this interim solu-
tion they would settle for an exchange rate change of, lets say, 12 per
cent. This would partly correct the differences between their labor costs
and ours, their productivity and ours. By and large, taking it across
the board, while there are some instances in which it can be shown that
on an absolute scale they are better than we, on the average we are still
3o well ahead that we can afford to pay American labor a good bit more
than theirs and still produce products that can compete with each other
in this market or anywhere. So we are not completely lost even though
the wage rate or labor cost differences are very large. The productivity
eains from our much richer and deeper and longer experience in in-
dustrialization still count for quite a good deal.

The 12 percent wouldn’t be enough, of course, but it might do for the
present if at the same time arrangements were underway through
which, by the end of this year, the leading country would place agree-
ment in negotiation for greater flexibility in exchange rates. With the
parliamentary procedures involved following negotiated agreement,
autual operational changes of the articles could become effective in the
Monetary Fund in the course of 1972. By the end of 1972 it would be
possible then to initiate a flexibility in the Japanese exchange rate.
As T have described in the little paper that T prepared for submission
to the Times, the Monetary Fund could quite legally, within what would
then be its established procedures, authorize the Japanese yen to float
for an interim period of up to a year. Perhaps at that stage the yen
would rise another 5 or 6 percent, and then get to a point where equi-
librium—reflecting the differences in our exchange rates and in the
other kinds of international commitments we have—could be
established.

I don’t want to make the monetary side of this*seem so exclusively
responsible for any solution that I lose perspective. T would say
though that gveater exchange rate flexibility is an absolutely neces-
sarv, though not an altogether sufficient, condition for redressing the
balance in labor costs among countries. That is why T would give it
fivst priority in the administration’s program.
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Senator Risicorr. What has taken place then—the President’s shock
treatment in the field of what I call ecopolitics opens up a great op-
portunity for the United States and the entire world——

Mr. Roosa. Yes.

Senator Risicorr (continuing). For rethinking. I think we are on
the verge of such an economic revolution right now.

Mr. Roosa. Yes.

Senator Rinicorr. But we must be wise enough to know what to do
with it.

Mr. Roosa. Yes, indeed.

Senator Risicorr. If we are not we are in for serious trouble. It is
@oing to be very important to wipe the slate clean of a lot of economic
theories that we learned in days that have gone by because you have
a different world today, and the President’s action has brought this to
a head.

Now, the issue is, whether there is enough statemanship in the United
States, and in the major trading countries of the world to look at the
great dilemmas that face the entire world at present, and to sit down
together for the sake of every nation’s own self-interest, as well as in
the interest of international cooperation to try to work out new mone-
tary principles, new trade principles, and new economic interrelation-
ships? If we don’t we are really headed in for a worldwide depression
and worldwide economic conflicts with one another.

Mr. Roosa. Yes, war and stagnation, I am afraid.

Senator Risicorr. War and stagnation.

Therefore, it takes the highest degree of statesmanship. I don’t think
we have ever had a cohesive foreign economic policy for this country.
T think with the Williams Commission Report, which I have not had
a chance to read yet, but hope to get to——

Mr. Roosa. I just got it this morning.

Senator Ripicorr. I hope it is an attempt to show where we should
be going in international trade and investment, but it is obvious we
cannot go it alone.

Now, for the answer to Senator Hansen's question—if it appears
there are political pressures in this country to make us try to go it
alone. Politicians are going to cater to the wishes of voters because as
politicians they want to get clected. President Nixon certainly played
politics in his speech to the joint session of the Congress, and the
Democratic presidential candidate is going to do the same, and every
Senator and Congressman running for election is going to do likewise,
until we are frozen into positions where we cannot really move ahead.
But there is a real opportunity now

Mr. Roosa. Absolutely.

Senator Risrcorr (continuing). With the meeting in London begin-
ning tommorow. But the thing that bothers me is, I don’t think Mu.
Connally and Mr. Burns and the others who are going there have the
slightest idea of what they want finally accomplished or what their
longer range program is. Neither do the French, the English, the Ger-
mans, or the Japanese know what they want worked out at the present
time. Because you have really shattered the old system that we have
been living under since World War I1.
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That is why it becomes important for us to explore the thinking of
men like yourself who have so much experience, who are broad gaged
and have the wisdom to look at these problems at arm’s length. We are
certainly going to need a lot of serious study.

Again,g[ have no right to request this, l}),ut to the extent you would
want to offer some suggestions, and I note you have written two pieces
for the New York Times in recent days, perhaps you would be willing
to do a memorandum for this committee, at your own leisure because
I realize you are busy. I do think you have the respect of the members
of this committee, and we would welcome having your thoughts, as we
would welcome having the thoughts of men like yourself. I don’t think
any of us have all the answers. This is going to take a great deal of
study by all of us on this committee, and we would appreciate what-
ever you would like to put on paper to go into the permanent record
of this hearing, Mr. Roosa.

Mr. Roosa. Yes; I would be delighted to try. I am flattered that you
think it would be helpful. I would certainly make clear from the be-
ginning that anything I did would be a dartboard, not——

Senator Risicorr. I understand.

Mr. Roosa (continuing). Not a pretense at having all these answers.
Nobody alone is ever going to come very close to them, but if you have
a framework around which many of the issues can be grouped and
through which negotiation and debate can go forward, I think you
are better off than to go with a blank sheet of paper..

I am not at all sure, and you would know much better than I, but
I suspect at the present stage all of the major representatives meeting
in London tomorrow do still have a blank sheet of paper; and I am
not saying that in criticism. I think as of this moment only a bare 4
weeks after the Fresident’s shock announcement, perhaps it is whole-
some that people have not dug in yet.

But, at the same time, this is, as you have said, a tremendous oppor-
tunity; it is a major change. We have reached the watershed; the
whole initial postwar period—centered in the arrangements that were
led by, if not dominated by, the United States—is over. That has
been recognized now in this dramatically effective way. We have a
great opportunity to create a new approach that ought to last at least
for the rest of the century; or instead we might slip over into a stale-
mate, and to the kind of stagnation—or worse, economic warfare—
that could so easily happen as every nation has to fight for its own
interests.

So I will certainly do my best, and as long as we don’t have a pre-
cise timetable, I will undertake to have it soon.

Senator Riercorr. My feeling is that this committee is going to live
with these problems for a long time. I don’t know what legislative
authorization is going to be required. Certainly if a program is
evolved, whoever is President is going to have to come to this com-
miftee for some legislative authority. My feeling is, too, that this com-
mittee for a number of years in one way or another is going to deal
with these problems. So our need is immediate, but yet it is long term
at the same time.

Senator Hansen, Mr, Chairman, I want to thank you for interrupt-
ing my questions. I think you focused most appropriately upon some
broad-gaged considerations that certainly deserve the attention of
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every American. I would hope, if I may speak parenthetically for a
moment about our delegates in London who will appear there tomor-
row, that they will not be as poorly prepared as you fear they may be.
1 would agree with you that they may not have down in black and
white a whole list of all of our goals, but I cannot think that, on the
other hand, people with the broad backgrounds that are represented
by Mr. Burns and Secretary Connally, would be unaware of the inter-
ests of a majority of the American people. I think that what we have
done since the end of World War I1 is to demonstrate our continuing
concern in the welfare of all people. We poured a lot of money into
the Marshall plan and foreign aid programs and, as a result, as the
consequence of our generosity, and it is not all selfless and altruistic
by any means, but I think we have recognized that we could not hope
to live in a peaceful world if we had all of the material well-being
which characterized America, on the one hand, and were an island in
a sea of poverty around the world. And so I think what we have done
was indicated.

I think the time now has come though to recognize that, as poli-
ticians, which we all are, I agree with you, Chairman Ribicoff, that we
have got to meet our constituencies I think the President, any Presi-
dent, is going to be faced with a similar situation; he must do what is
acceptable to a majority of Americans if he hopes to stay in office, and
if he hopes to do the job that he was elected to do.

I would hope that we will consider, and I am inclined to view op-
timistically the chances of having that position made clear by our
representatives in London, that we recognize that along with our ma-
terial well-being here in this country, the ability of people to find work,
to have jobs, in helping build a strong defense, in helping other na-
tions to stand together and to work together in the interests of co--
operation and mutual protection. '

T wou'ld hope that we will not be unaware of what I think are the
virtues of capitalism as a means of expanding freedom for people who
do not have the chance to make choices as under capitalism.

T think we can stand together as a nation in furthering that system:
to deliver in a meaningful fashion goods and services to a'l peonle.

I think, too, that it is obvious if any system is going to work that
is espoused by an administration in this country, it has got to be able to.
deliver a measure of prosperity to people. Many politicians on both
sides of the aisle say today the issue is going to be economic. I think
that it is. I don’t think this necessarily means that we on this commit-
tee nor we in Congress will not agree on many things, T think we are
all interested in trving to make this svstem work. T certainly want to:
do the best T can in belning bring about that end result; and I feel
equally perseaded that the same motivation is true to the same degree
in every Member on each side of the aisle.

So that T am not as discouraged as T might otherwise he ine’ined
to be. T want to compliment vou on vour resnonses; vou have heen
forthright and T appreciate your candor, and T think that beecause of
it vou are making a very important contribution to the deliberations
of this committee.

It seems to me that we do have a number of issues facing us, We are
going to be talking about a minimum wage change. As a Governor of
Wyoming, T recommended raising the minimum wage, It was raised.
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T am not so certain now after having listened to Patrick Moynihan
that this serves the good purposes I hoped it would. According to
Mr. Moynihan it seems those persons with the fewest of skills, those
persons whose jobs are most tenuous, are likely to find it more difficult
to get a job or more difficult to retain a job as minimum wages are
raised. These are tongh questions. We would all like to help people.
We would all like to see people earn more; but I think viewed in the
context of our trade relationships and our desire, on the one hand, to
permit a free flow of trade between nations, and restrained, on the
other, with the tough facts of life, as we find them, T am not sure that
this is the time tochange the minimum wage.

I won’t belabor the point further, Mr. Chairman, but I would like to
ask, if T may, that we include in the record by reference, at least, at
this point, an article that T intended to read that T have not yet had the

rivilege of reading, written by the distinguished witness, It appears
in Fortune magazine, and it is in the September issue. The article is
titled, “A Strategy for Winding Down Inflation.”

Senator Rinsrcorr. Without objection, it will be made part of the rec-
ord at this point.

Material referred to follows:)

[From the Fortune magazine, September 1971}
A STRATEGY FOR WINDING DOWN INFLATION
By Robert V. Roosa

A system of wage-price review boards is the best hope for breaking
the cost-push momenturn that individual unions and employers
have been powerless to resist

Despite repeated official assurances of its early demise, inflation remains alive
and rampant. Indeed, after so much discouragement, quite a few voices are saying
that, given the political ana social realities in the U.S,, nothing much can be done
about inflation, and therefore we will just have to learn to live with it. But
something can be done, provided that those who make the political decisions
are prepared to supplement, though certainly not supplant, conventional mone-
tary and fiscal policies with additional methods for reaching the forces that in-
flate costs and prices. Courageous political decisions are needed because the
Administration’s fiscal and monetary policies for fighting inflation have entailed
muaccentably high costs in lost output, unemployment, the international stand-
ing of the dollar, and confidence, at a time of acute and growing national needs.

Any prescription of remedies must start with the consideration that inflation
is not only a statistic but also a state of mind. Statistically, the diligent num-
ber watchers can point to some progress. Through the first half of 1971 the rate
of increase in most prices has seemingly stopped rising. But that still leaves
prices going up at <, or 5, or even 6 percent a year. And the inflation mentality.
having shown signs of receding around the turn of the year, was insidiously re-
viving by midyear.

That mentality is hardly a imneasurable quantity, to be sure; it appears most con-
vincingly in the eye of the skeptical beholder. Its surface manifestations—fits
and starts in consumer spending, mounting demands for wage increases, pre-
cautionary marking up of administered prices and interest rates—are not read-
ilv distinguishable from the early signs of a sound economic expansion. But
there is a difference in the fever running through the marketplaces of the na-
tion. The mood is apprehensive, not confidence. Every businessman, every union
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leader, and everyone who purchases a loaf of bread, a restaurant meal, a theatre
ticket, a light bulb, or a power mower will recognize that difference, or sense
it. Responsible political leadership quite understandably reacts, as President
Nixon did during his midyear economic reassessment at Camp David, by with-
holding further stimulants to recovery in order to minimize the risk of further
stimulating inflation. :

For those who prefer to appraise the economy’s condition through cold figures.
rather than a subjective rendering of forces apparent in the muarketplace, the
performance of wholesale commodity prices has also been flashing a warning.
They advanced by less than 1 percent during the last six months of 1970,
establishing a base for some eventual slackening in the rise of other prices in
1971. But they began moving faster in the first half of this year, and by the
middle of the year were advancing at an annual rate of almost § percent.

At least equally arvesting has been the pace of advance in wages and fringe
benefits since early 1969, when the new Administration made clear that it
would hold to a deliberate hands-off policy with respect to wages and prices.
Man-hour compensation advanced more than 7 percent on average in both
1969 and 1970 (in the private economy, excluding farms), while the average
rise in productivity was barvely 1 percent. Compensation rates have already
risen as much again in 1971, Several major industries—apparently discouraged
when General Motors had to raise its labor costs 30 percent over three years,
even after a two-month strike—have agreed to even larger increases.

During the first quarter of this year, to be sure, productivity, at least in manu-
facturing, began advancing at an aunnual rate of 5 percent. But there is little
basis as yet for viewing that speedup as more than a transient byproduct of
continued underutilization of capacity. If the recovery of 1971 continues to
meander, the scope for raising productivity will soon be exhausted. Progress
from there will require more productivity-raising investment. And that for
the present is stagnant. In real terms, plant and equipment investment is de-
clining, not rising.

REKINDLED APPREHENSIONS

There is in fact great preplexity and doubt throughout the business com-
munity, among the men who make the crucial investment decisions on which
rising productivity over the yearg ahead must depend. Having admired the
Administration’s courage in risking the man-made recession of 1970 while moving
to halt the inflation, businessmen generally have become disillusioned and dis-
pivited as prices and costs have gone on rising this year. In view of the shift in
Administration policy from restraint to expansion several months ago. business-
men, and no doubt workers and consumers as well, are understandably appre-
hensive, If the rekindling of the economy is successful, can a fresh burst of
inflation be avoided? If the rekindling fails, will not the defensive efforts of
uniong and companies to protect thelr individual positious by raising wage
de'nands or prices result in stagnation or renewed decline in the economy as a
whole?

Tt is because such doubts are so widespread that the inflation mentality is
rermeated with foreboding this time, rather than with speculative exhilaration.
In moving from the demand-pull of the later 19680’s to the present cost-push
rhase, inflation has apparently set in motion new forces of caution and contain-
ment that promote the continuance of the inflation itself. In the second quarter of
1971 the rate of savings out of disposable personal income was running at 8.4
nercent—more than a third higher than the long-run average. Yet consumer
prices were still going up rapidly.

Many are asking whether the inflation can ever be stopped before the dis-
tortions it creates have produced widespread breakdown—a “natural” depression
as contrasted with a self-imposed recession. Paradoxically, that very state of
mind explains why the inflation itself, so far as its practical implications are
concerneidl, cannot be said to be slowing down—however the slight month-to-
month vaviations in some statistics may wishfully be interpreted.
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CAN WE HAVE “STABILIZED” INFLATION?

Partly, no doubt, because it has proved unexpectedly difficult to get back to
the approximate price stability of the early 1960’s, some are now asking whether
the objective is really so important. If labor and consumers and business could
look forward with reasonable confidence to an environment of 4 or § percent
annual inflation, what would be wrong with that?

To begin with, the very possibility of stabilized inflation is far from clear.
Inhuman strains would be placed upon the men responsible for diagnosing the
economy and prescribing just the right doses of fiscal and monetary stimulus,
And certainly there would be great danger of irregular speedups leading toward
4 galloping inflation. In such an event, the government would probably have
to turn for a time to direct controls over many or most prices and wages.

Even if stabilized inflation of 4 or 5 percent a year is possible, however, it
may still not be desirable, or even tolerable. No sharp dividing line can be
drawn, of course, between acceptable and unacceptable rates of inflation. General
price increases of 5 or even 6 percent may be tolerable for brief periods in an
economy as complex as ours, provided they serve the fundamental economic
purpose of price increases—to evoke additional output, contain demand, and
thereby lead to their own correction. But the only hard evidence available, the
experience of the past dozen years or so, suggests that in the U.S. economy
continued inflatlon in a 4 or § percent range would erode, and perhaps even
totally disintegrate, the orderly processes of production, distribution, and the
rendering of services.

The contrast between the non-inflationary years of 1958-65 and the inflationary
vears of 1966-71 provides at least a clue. From early 1965 to mid-1971, hourly
earnings of production workers in manufacturing, for example, rose 36 percent,
but in real terms, adjusted for inflation, these earnings rose barely 1 percent a
yvear. Indeed from 1969 onward, as nomoinal earnings of manufacturing pro-
«uction workers rose nearly twice as much as in the noninflationary years, real
earnings advanced by less than one-half of 1 percent annually.

What has been happening is evident enough. Once price rises reach a critical
range—which seems to be somewhere between 3 and 5 percent for the American
economy—Ilabor becomes caught up in a pattern of imitation. Each union,
large or small, must do as well as any other that by any conceivable standard
may be considered comparable. Indeed, to be on the safe side, each tries to
.do just a little better than the others. No group can be satisfied any longer
‘to have its wages and benefits determined by what the employer can afford
on the basis of last year’s, or even today’s, prices for his produects.

Responsible labor leaders feel as inextricably eaucht up in the vieions civcle
of cost-push inflation as do responsible businessmen. All know that they are
trapped in a pattern, which no one, acting alone, can break, regardless of how
strongly the President or anyone clse may exhort one sector or another, on its
wown, to reach a non-inflationary settlement within the bounds of productivity
gains. Instead, it is assumed that in the inflationary atmosphere the employer
will have to raise his prices to cover whatever the latest labor contract provides,
This is the self-propelling nature of a cost-push inflation, once it has been ignited.

Nor do the profits of manufacturers fare any better in this process. While wage
costs in dollars were rising rapidly, the proportion of revenues left over for return
-on equity (and for encouraging new investment) was dropping. Indeed. the rate
.of return on stockholders’ equity for manufacturing corporations dropped from
above 14 percent in 1966 to below 9 percent in the fikstiquarter of 1971, Thns
in the manufacturing sector, for which data are more nearly complete and
current than for the remainder of the economy, the real earnings of labor have
stagnated and the profit margins of business declined since 1965, even though
in the late 1960’s wages and sales in current dollars may have given an appear-
ance of abounding prosperity. There need be little wonder, then, that the em-
ployment of production workers in manufacturing, having increased nearly 13
percent from 1958-59 to 1965-66, actually declined slightly in the past five years.

THE ‘“NEW SERVICES STATE"”

Of course, declining profitability and manufacturing employment can be
explained in part by the recession in the economy in the last twa years, and by
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inflationary pressures generated by growth in the services and government sec-
tors. ‘I'hese pressures in turn have contributed to stagnation in the employment
of production workers by adding to the cost of hiring qualified entry-level
workers. Indeed, the shift in the economic structure to services and public
employment may already have made Professor Galbraith’s “new industrial state”
altl tun’a’lchronism. The need now is for an understanding of the ‘‘new services
state.

Another aspect of the inflationary distortion has been apparent in U.S. foreign
trade. IBxeluding military aid, the U.S. maintained a surplus of exports over im-
ports averaging close to $4 billion a year from 1958 to 1965, as measured in 1958
(i.e., constant) prices. As inflation rose into the 4 to 5 percent range, the trade
surplus steadily declined in real terms, and for a time in 1968 and 1969, and again
this year the U.S. ran a real trade deficit.

Iiven more menacing than the actual trade deterioration itself, however, is the
version of the inflation mentality that is now penetrating foreign markets. Con-
cern over whether the U.S. can stop the momentum of inflation is arousing fear
for the future of the dollar throughout the foreign financial markets—in which
the dollar has so long served as the steadiest unit of aceount in common use
among many countries.

A fnl! ana'ysis of manutacturing performance and foreign trade would have to
o mach deeper into the intricate interplay of influences at work, but the general
fmplications are nonetheless quite clear. At a 4 to 5 percent rate of inflation,
materinl costs and labor costs rise at an increasing rate, while manpower uneti-
ployment and plant underemployment increase. At these high over-all levels of
cost and price advances, a relatively free-murket-oriented econoiny—viewed as if
it were a single company—is literally pricing itself out of its markets, at home
and abroad. When prices are pushed up by costs—rather than by increases in
demand—the physical volume of output and sales can scarcely be expected to
maintain earlier rates of gain. There seems to be something about a low-grade
tnflationary fever that creates imbalances among the organic purts of the Ameri-
enn economy—imbalances that are not necessarily self-correcting.

A TRADE-OFF TITAT WON'T WORK IN REVERGE

The current inflation, having reached a self-propelling stage, apparently persists
because everyone, employee and employer alike, reacts naturally and normally by
taking individual protective action against an over-all rate of price advance that
no individual group feels able by itself to influence or control. The economy is no
longer organized, if it ever was, in such a way that the over-all performance of
prices—the parameter to which each sector must adjust—can be wound down by
governiment action that affects only the demand side of the economny.

The prevailing theory, held with courageous tenacity by the Nixon Administra-
tion, and indeed by most economists for many years, maintains quite the contrary,
that the limitation of total demand by government can effectively reduce the
pace of inflation. This conviction has been put into the economies textbooks in
terms of the “trade-off” between the rate of unemployment and the rate of in-
crease in prices (the famous Phillips. curve). And the formulation is certainly
not altogether wrong. When the Vietnam inflation began, and probably until
some time late in 1968 or 1969, the principal cause of the inflation was an excess
of government-stimulated' demand. Unemployment was declining, and prices were
indeed rising. An earlier curbing of the excess demand (which the Federal Re-
serve tried unsuccessfully to do alone through monetary restraint in 1968) could
almost certainly have stopped the inflation.

But this approach is simply not adequate for all conditions all of the time.
President Nixon has been relying on the theory and the techniques appropriate
for curbing President Johnson’s inflation. The Nixon inflation has become pre-
dominantly of another kind, .

In these circumstances, no matter how much embroidery there may be around
Professor Phillips’ curve in -academic journals, the reverse path-—more unewm-
ployment, lower prices—simply is not there, at least not within the time Intervals
and unemployment levels that are socially .tolerable in a modern economy. Either
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the curve takes a quite different course on the way down, or there are wide dis-
continuities in it, or it is, at least for practical purposes, only o one-directional
guide. Whatever the theorists may decide, the Administration has in practice
abandoned further constricting of demand and is casting hopeful glunces toward
the possible lagging eifeet of last year's restraint on this year's price level. The
deflationary potentials of such a lag, however, have certainly not become apparent
in any of the 1971 claims for wage increases, or in the continued upward move-
ment of prices, Until the President’s August 15 speech, as this article went to
press, something had clearly been wrong with the Administration’s assumptions,

it seems plain that powerful new conditions, acting together, are underming
the assumption that rvates of rise in wages or prices will flexibly respond to re-
straints on demand and increases in unemployment. One of the new conditions,
of course, is the changed composition of the labor force itself, and the consequent
mismatehing between the skills that are needed and those that are available.
Another array of complications comes from the rigidities created by the Increas-
ing instances of quasi-monopoly power exercised by companies or unions in the
setting of prices, or wages, or guarantees of employment or markets. Also, the
building of fringe benefits and cost-of-living esealators into wage contracts has
resulted in a kind of deferred cost-push inflation. And yet another factor has heen
the undue reliance on restrictive monetary policy to limit demand, with the per-
verse result of making interest rates themselves a major cost-push tforce.

Over time, government may be able to do something about some of the imperfec-
tions in markets, for example, by coordinating person-by-person information on
the employed with job-by-job information on vacancies, by offering better employ-
ment counseling and manpower retraining, and by liberalizing union entrance
requirements and work rules. But to a great extent the pressures that have kept
price advances from slowing down in the face of larger unemployment have come
from processes of change and advance that cannot, and presumably should not,
be altered—the shift toward services, the rising proportion of skilled employees
in much of industry, the growth of fringe benefits, social security, and indeed the
public commitment to maintain employment opportunities and a minimum income.

The markets in which wages and prices are determined today are far removed
from the free markets of classical tradition. Yet the American economy is, in form
and objectives, a market-oriented economy, and virtually everyone wants to
keep it that way. The confusion comes from assuming, for such purposes as
winding down the inflation, that ail of the essential conditions for a fully flexible

market economy exist.
HOW TO BREAK OUT OF THE CIRCLE

Even if the economy could be made more competitive and flexible overnight,
one persistent force would almost certainly continue to propel cost-push in-
flation. Once the pattern of imitation begins, the criterion for wage increases
becomes what the employees of other companies have just obtained, rather
than what one’s own employer can afford, considering the current prices he's get-
ting for his products. Thus the momentum builds up. ¥or employers will mark
un their prices, adding to the material and capital custs of other businesses.
By relaxing its own earlier restrictive policies, government will help to assure
that total demand accommodates the higher prices. Unless some other counter-
force is found, the consequences already described will persist. Profits will be
under pressure, Investment will remain slack. Productivity will fail to show
sustained gains. Unemployment will remain high. And individual prices will be
raised mainly in order to defend the status quo for every sector, rather than.
through selective movements, to direct resources into increasingly productive
uses. The need, clearly, was to find some way, consistent with the general oh-
jectives of a free market—where government does not set individual wages and
;)rigels;;o break the momentum of the kind of cost-push that prevailed in
mid-1971.

The absolutely essential condition in any remedial action is that each major
segment of business and labor must feel that it is subject to the same constraint
as every other segment. No one can afford to be “caught out” ag the naive vic-
tim of an appeal to public responsibility that others have not heard or heeded.
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AFTER THE FREEZE

The starting point, with wages and prices in some industries having already
leapt far beyond others, should be the temporary but mandatory general freeze,
imposed by the President. Under cover of that freeze, the government should now
make all haste in establishing a system of wage-price review boards—one for
each major industry—under the coordination of a parent board appointed
by the President. Their first tasks should be to make recommendations atfecting
wages and prices where the freeze causes extreme inequity, and to hear com-
plaints of violations of the freeze. Once provisional procedures have been estab-
lished, including necessary enabling legislation and appropriations for the
continuation of the boards, the freeze can be lifted.

The boards should be empowered to take jurisdiction, on their own initiative
or that of either party, wherever a major labor contract is approaching nego-
tiation. They should have the power to order a freeze and enjoin a strike, for a
reasonable period, until their findings can be completed. Their responsibility
need extend only to a general finding of what the company or industry can
afford in the light of its current and prospective markets at home and abroad,
its productivity potentials, and its costs. Within the approximate bounds of
such a finding, management and labor should then be relied upon to work out
the details of contract agreements and individual prices. The wage boards
should only mark out broad boundaries, and enforce the status quo in wages
and prices until the boundaries are determined in each case. There need not,
and should not, be any intrusion of government into the setting of specific prices
or wages, And indeed the right to strike must remain inviolate during the phase
of detailed contract negotiations.

Once the boundaries have been determined, and contracts have subsequently
been negotiated, the parties in any major settlement should be expected to
“eost out” their results—to demonstrate that these fall within the framework of
the general finding of fact. If, on the basis of that disclosure, the particular board
concerned should find a wide deviation from its finding, it should refer the
case to the President. Only then, on the basis of a full record of findings, nced
the President intervene in a specific labor contest.

The President should then, however, use the powers of his office to impel a recon-
sideration, until he is satisfied that the settlement does not breach the limits of
prudence. To reinforce his position, he probably should, during periods of cost-
push inflation, have the power to compel a rollback of prices or wages. In these
circumstances the President would be acting only after a thorough process of
prior review, and the parties would know that every other major employer and
union in the country was potentially subject to the same procedure.

The August 15 freeze itself has already demonstrated the great advantage of
telegraphing to everyone in the country that the government seriously intends
to stop the spiral of imitation. Coupling the freeze with the review procedure
would help resolve the dilemma of timing—i.e.,, the contention that no time is
the right time to begin, because increases have just been granted or put into
effect while others are still under consideration.

One serious possible inequity, probably more apparent than real, is the admin-
istrative impracticability of including profits in a short-lived freeze. The Eco-
nomic Stabilization Act of 1970, which Congress imposed on an originally
reluctant President, does not even include the power to freeze dividends, although
the President wisely called on corporations to do so voluntarily. But because
profits are a residual influenced by seasonal and cyclical factors, and are only
represented fairly in annual or even multi-annual accounts, no control or guide-
line can operationally determine for all companies which part of the many
different kinds of fixed charges belongs within the particular weeks or months
covered by the freeze. By contrast, labor costs, prices, and rents are paid cur-
rently and measurably, and are accounted for so precisely that the meaning of
a short-run freeze is unambiguous for them. .

The other apparent inequity is interest rates. Some rates are administered,
to be sure, and the established regulatory authorities can undoubtedly exert an
effective influence over them during the freeze, should any be needed. But to
freeze the free-market interest rates would be to freeze the flow of liquid funds
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essential for the payments system. Those rates not only go up, they also go down,
and over a wide range. Indeed, most dropped proportionally on Monday, August
16, by 1/8 to 1/10 from their levels of August 13, just before the President’s
dramatic announcement. The comfort, from the control standpoint, is that if
there is a better likelihood in other quarters that inflation will be checked,
market forces will necessarily bring interest rates down.

There are good grounds for expecting some improvement over today’s ragged
race to keep from falling behind. Because the freeze will necessarily be tem-
porary, some spirit of compliance can be expected in a weary public long dis-
couraged by the frustrations of inflation, The mandatory provisions have bheen
limited to the “command heights” of the economy, perhaps to companies employ-
ing more than 1,000 people, with a presidential appeal for voluntary observance
by everyone else. Moreover, purely seasonal wage and price increases and de-
creases should not have been affected by the general freeze. And it is not likely
that the ninety-day freeze will give rise to the extensive reclassification of jobs
and products that flourishes when direct controls are prolonged. That is why
no staff need be assigned to patrol in the field. Staff duties should consist instead
of receiving complaints and processing orders for hearings.

THE ENCOURAGING EVIDENCE IN CONSTRUCTION

There will certainly be problems of evasion. Much of the compliance will have
to depend on the power of an aroused public opinion. But once the freeze is
lifted, and the boards begin dealing mainly with cases in contest, the way should
be open toward reasonable noninflationary settlements-—if that is ever to be
possible—for the large majority of union leaders and employers who want them.
Most of these embattled men, on both sides of most bargaining tables, have been
earncstly looking tor an articutation of the general dimensions of a settlement
that would make sense in the overall public interest, and they need a little nudge
from government to help them reach such settlements.

Perhaps the best evidence as to what may be achieved through the review-
board technique is already coming in from the construction industry. Pay in-
creases that had been skyrocketing toward 20 percent a year have been pulled
back to about 10 percent—still large, to be sure, but now no more than the largest
increases recently obtained by labor unions in other flelds. That is the pattern
of limitation being followed in reverse. Though no one can be sure as yet, the
possibility certainly exists that, if all other leading industries were moving fur-
ther toward annual increases related to gains in productivity, construction might
shrink its demands still further. . .

NO OPA AGAIN

Much of the President’s previous opposition to wage and price “controls” ap-
parently came from his own experience during World War II in the bureaucracy
of the Office of Price Administration, and his fear that its shortcomings would
be multiplied in the setting of the 1970’s. It is difficult to push aside his fears
that direct controls will spread. But the design of wage-price review procedures
suggested here, while holding the great powers of the presidency as an enforcing
sanction in reserve, would not represent controls. No government body should
be concerned with any specific wage or price. The review should encompass only
the capacity of a company or an industry to pay 2 or 4 or 6 percent more, for
example, in annual labor costs. Given that finding, management and labor would
negotiate all the details of contracts as they do today, and management would
set its own prices.

Fiscal and monetary policies would remain as critically important as ever.
But whenever, for whatever reason, a spiral of cost-push might get under way,
fiscal and monetary restraints could and should be accompanied by presidential
activation of wage-price review boards, competent to deal with any major cases
anywhere in the country.

The boards themselves might he tripartite, including labor, management, and
government representatives, although purely public bodies, drawing on the skillg
of the present Medlation Service, could probably meet the need as well. To assure
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the competent staff support of accountants, economists, lawyers, and technicians,
the administering apparatus might draw experts from large panels prepared in
advance by a permanent staff cadre established to serve the boards.

Once the system of boards has been established and their value tested, the
permanent parent board might also be given continuing jurisdiction over all
disputes involving government employees—federal, state, and local. This might
include authority to set up special boards to determine relevant facts, and to
designate arbitrators whose findings could be made binding. Thus, at least in
the area of public employment, the approach might come closer to the direct con-
trols some now advocate for general use.

There are many shortcomings to this approach, of course. It cannot be any
stronger than the conviction of the Administration thai intrduces and uses it.
It can deal only with the major cases, leaving hundreds of isolated inequities
unexamined. It will not resolve the growing number of issues that affect labor
costs only tangentially, but that cause an increasing number of serious labor
disputes every year. But it can break the cost-push spiral in its eritical zone—
the major firms—without involving the government in setting particular wages
or prices in the private sector.

In the conditions of 1971 a bold freeze-and-review initiative offers the only
hope for ending the inflation mentality. And until that state of mind, as a driving
force, is gone, the inflation that began with the Vietnam war will persist in
undermining the American economy.
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A Measure of Economic Discomfort

To illustrate the current predicament of the U.S. economy, Arthur Okun,
a former member of the President's Council of Economic Advisers,
has coined the term ™“‘discomfort index.” This is the sum of the un-
employment rate and the inflation rate (the percentage rise in the
consumer price index) for any given year. This chart of the past two

.decades shows that the discomfort index has recently been running

exceptionally high; the 1970 level-—10.8 percent- —was exceeded only
in 1951, during the Korean war, and the 1971 level so far has been
only 0.2 percent lower. (In 1955, a relatively low “discomfort” year, the
C.P.I. actually declined 0.4 percent). The present persistence of infla-
tion in the face of high unemployment is evidence that new conditions
are at work in the economy and policies based on conventional assump-
tions are no longer adequate.

08
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What Inflation Does to Profits
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As Americans have been learning recently, neither business
nor workers really benefit from inflation..As the lop chart
shows, corporations generally registered their biggest year-
to-year profit gains when the inflation rate was below 2 per-
cent. Conversely, profits usually declined when inflation was
_higher. The bottom chart demonstrates that, though money
5 wages soar during inflation, real compensation per man-hour
“lie., discounting for inflation) generally rises’ more slowly
than in times of price stability.
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Senator Hansex. I have gone on unduly long, Mr. Chairman, but 1
did want to say the things I have said and I want to compliment the
witness for his candor and his great knowledge.

Senator Risicorr. Senator Nelson ?

Senator NeLson. No questions.

Senator Riercorr. Senator Bennett ?

Senator Bennerr. Unfortunately, I did not hear the witness’ state-
ment, but I have two questions prepared by the staff.

There are a number of very complicated issues involved in the inter-
national aspects of the President’s program dealing not only with the
surtax but also with currency revaluation and, in effect, a new inter-
national monetary system where apparently the role of gold will be
downgraded.

How long do you think it will take before these issues can be re-
solved—I don’t like to use the word “resolved,” that is pretty final—
can be readjusted or put into a new balance, and do you think the
OECD, the Group of "f‘en or the IMT or any combination of them are
the proper forums for threshing them out or do you think an attempt
should be made on a bilateral basis ¢

Mr, Roosa. As to the first, how rapidly this combination of issues
can be resolved, I think, as you say, resolution is too all-embracing a
concept—it is rather how can we proceed to achieve a new viability in
a situation that has been completely upset. where many businessmen
whom I know say that they still {eel they are in a position interna-
tionally of marking time until they have a little clearer idea of what
some of the longer lasting ground rules are likely to be. In that sense 1
think we can, with a certain amount of good will on all sides, both
internationally and at home—and I am sure we have bipartisan sup-
port for the President’s efforts here—we can reach a condition of
resumed viability by the end of the year. But that would have to in-
volve commitments which would lead toward very extensive further
appraisal and negotiation on a number of the issues we have had a
chance to discuss before you arrived, ranging from the new facilities
that should become available in the International Monetary Fund to
the possibilities for negotiating down the nontariff barriers to trade,
through the GA'TT, and the related possibility of achieving a greater
sharing of the burden of defense costs among the leading countries.
Al of these issues have so many ramifications that I do question
whether they can be dealt with all at once, although with all in view
each can be so arrayed that it is not going to be conducted in a vacuum
without regard to the others.

As to the forums in which this might go forward, it scems to me
that the first critical step is to get at least a resolution of the exchange
rate imhalances, and that need not be with all countries. After all, the
1S, dollar is certainly nundervalued with at least 100 countries in the
world and we don’t need a general devaluation of the dollar. We need
a realinement with respect to the key countries that have moved so
rapidlv ahead in recent years in industrialization, productivity, and
marketing potential. If that can be done and with a spirit of give-and-
take compromise, then the stage can be set for the further reform of
the international monetary system. All of that, of course, should come
under the aegis of the IMT itself, but going back to past experience,
there is a critical role in here for early progress to be made in resolving
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what will be the prickly issues among the larger countries. The ex-
change rate diiferences have become so crucial, that at least an im-
portant part of the initial appraisal and negotiation shou'd occur
within the Group of Ten which is, after all, a subsidiary unit of the
Monetary Fund-—but one in which the larger countries can take their
hair down in the privacy of detailed negotiations where recrimination
gives way to understanding, and without the difficulties of having
dozens or almost hundreds of participants that are involved if you
get on the full scale of the whole IMF initially.

However, with the IMF meetings due to begin here 2 weeks from
yesterday, there is a great opportunity for these same countries to take
the lead in setting the tone that will prevail. And if the tone that is set
is one of irritation, of complaint, exacerbating difference rather than
minimizing difference, then of course we will have a very long way to
go. But we have a great opportunity if the leading countries, with our-
selves in the forefront, take a conciliatory approach toward monetary
reform, and toward the early resolution of at least the grossest of
exchange rate imbalances. In that environment, I think we can meet
the kind of timetable that I mentioned.

As far as trade matters are concerned, as I had oceasion to mention
in passing earlier, I think the first stage of a major initiative ought to
come through the OECD, along the lines this committee helped prompt
earlier this year, but which has languished and ought to be given new
vitality and urgency.

This isn’t in any way to deprecate the role of the GATT, which is
going to be crucial, too. But the OECD can best help prepare the way
for more extended negotiations in GATT. Because there are important
matters on which the issue is more directly with the Common Market—
as that is augmented with Britain and two or three other members of
the OECD—the OECD is an easier forum for initial negotiations that
would go forward, in parallel though perhaps more slowly than would
be necessary for reaching the initial agreemnent on the exchange front.

‘On defense cost sharing, I would think NATO is the most effective
entity to use. It is established; the men involved there know each
other ; there is a procedure for at least annual meeting of the ministers,
usually in December of each year; and I would hope that the basic
work could go forward—as I am reasonably sure it has been goin

s forward—for really major progress on defense burden sharing. I woul¢

hope that new agreements could be initiated by December. If not that,
at least the areas of agreement and disagreement should be clearly
enough sharpened by December so that a deadline could be set for
further staff work, and for negotiation aiming at resolution certainly
within 6 months after the turn of the year.

These things involve so many intricate issues—as you know much
better than J—that unless the parties have some sense of urgency, with
a deadline for reporting, they can spin on for ages. I think everyone
has captured enough of the sense of dramatic moment that we are liv-
ing through right now that we can, with goodwill, also get an agree-
ment that certain deadlines for the achievement of negotiated
objectives are useful now in order to make sure that movement is rapid.
I would hope that this objective would be part of an American admin-
istration approach, even though they might not succeed in it if they
were to make public this intention.
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They are going to have to give and take as those things evolve ; and
T wouldn’t blame them at all for not wanting to have the details of
what they suggest made publie, particularly because they don’t want to
be thrown into the position of seeming to be an adversary demanding
any particular pattern of response. OQur representatives will want to
proceed rather as collaborators in the new environment, where several
other important countries have reached a state of near, if not virtual,
cquality in terms of potential on many of the fronts where we have
common interests. The United States has to give up the old role, which
they wished us to fill, and we filled, of being not only the leader but in a
sense the designer of the arrangements. Now arrangements must come
much more thoroughly from a full interchange among the advanced
countries. But T think it is still our responsibility to articulate the out-
lines which provide the initial basis for some negotiation, and yet to
avoid either the embarrassment or the position of being dug in, with
issues created falsely where they need not be, I can understand that
the administration might well want to keep their negotiating portion
confidential—though there could be a difference as to what they say to
your committee in a closed session. As far as public airing goes, I
would think much of that isn’t necessary at this stage, so long as it is
clear that the pub'ic has expressed its interest, as T am trving to do
here, in the need for moving forward promptly on these lines, Tt is
most understandable that the administration would want to be free to
negotiate without having to be embarrassed every time it gives a point
or gains a point,

Senator BexxwErr, T appreciate that very careful presentation and
review of the situation. Actually, Mr. Roosa. haven’t we just come to
a point in the last 30 days in a process that has been developing for
quite awhile on each of these fronts?

Mr. Roosa. Yes: that is certainly true, yes.

Senator Bexxrerr, We were in Paris in June. I was in Munich in
May with an international banking group. We had two dollar crises
a'readv this year. Certainly all the signs indicated the growing neces-
sity for a more permanent or a longer range solution of the problem;
and this committee has been concerned for 2 or 3 years about the
question of international trade. We had hearings 2 years ago on this
basic subject.

The Precident’s action, as T think of it, keeps reminding me of an
old, o!d story of the man who bought a mule, and when he attempted to
move it out of the lot the mule wouldn’t move. And so he said to the
seller, “Well, how do vou manage this mule ?” and the seller picked up
a two by four and hit the mule over the head and said, “Before you
can expect him to do anything you have to get his attention.”

Now, I think the President’s action a month ago has forced the
world to give its attention to these problems that have been there a
long time.

The Group of Ten is meeting tomorrow in London, so we could hope
that there would be a natural step from that to the IMF meeting later
on this month; and we might be able to move more rapidly in that
field than in the field of foreign trade.

Mr. Roosa. Yes; I would think that would be unfortunate if we were
to regard movement on the monetary side as sufficient. I had an oppor-
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tunity to say earlier the others are equally important. We have to
appraise them in terms of what is feasible and negotiable in the shorter
or longer run, and I do belicve that the exchange rate side offers the
greatest opportunity for prompt action in the short run and that ad-
vances in the other matters will take longer.

Scenator BeNNETT. Yes.

Mr. Roosa. And yet at the same time we shouldn’t falter for a minute
in establishing negotiating arrangements and hopefully deadlines that
will move the others forward in parallel and fairly promptly.

Senator Ben~err. Well, on the trade side that 2 by 4 was the Presi-
dent’s 10-percent surtax?

Mr. Roosa. Yes.

Senator Ben~err. And that served to get everybody’s attention——

Mzr. Roosa. Yes.

Senator Bennerr (continuing). On the problem.

Mpr. Roosa. Yes. But, in the same way, of course, if you keep hitting
the mule over the head you may kill him.

Senator Bennerr. Yes.

Mr. Roosa. And you have got to worry about that, too.

Senator Bexxerr. May I say I hope it won’t be nccessary ?

[Langhter.]

Mr. Roosa. Yes.

Senator BenNNETT. I think our trading partners are beginning to
realize that they have maybe an even greater stake in keeping trade
with the United States open and alive than we have because, while our
foreign trade is only 4 percent of our total gross national product, our
market is the greatest in the world, and when you think that Japan,
for instance, as I understand it, sends 30 percent of its exports over
here, it is more important to Japan to keep our doors open than it is
for us to worry in the end about dealing with Japan; and our friends
in Canada have similar problems. But I think the blow to the head has
been effective and T agree with you it is going to take more time partly
because the machinery isn’t right at hand, The activity isn’t scheduled
in the next few weeks to move on those things and partly because to a
certain extent some of these must be bilateral rather than multilateral
because of their nature.

If we find it necessary to make it a little more difficult for Japan to
sell in this market, maybe we have got to help them make it easier for
them to sell in the European market; and all of this is part of the
problem.

Mr. Roosa, Many of those things, Senator, of course, as you have
indicated, have been clear all along, becoming clearer each month, but
they do require a kind of stepped-up zeal and initiative to really take
them in hand.

Senator Bexxerr. We require a will and a decision of will to get
them in hand. '

Mr. Roosa. And T certainly think the President’s action has pro-
vided that stimulus and that is why I have been so cagerly in support
of the main thrust of all that he has proposed. and am delighted to
hava it there to endorse.

I think also we are going to find that some of these things we are
talking about become, as we go along, even more interrelated. It vou
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take the case of Japan, I mentioned a little while ago as an illustra-
tion that possibly they could not revalue their currency—just from the
point of view of the strain it would create for their domestic condi-
tions—by as much as one might objectively urge and determine b
iooking at their position vis-a-vis the United States and the world,
wrench of this kind ean be of tremendous force. As someone from
Japan told me the other day, “It is all right to talk about a revalua-
tion of 20 percent because it is easy for you over here; but from our
point of view the only thing it would solve would be the pollution
problem in Tokyo—no industry.” And I can well understand. As you
know, Japanese industry is very highly leveraged in re'ation to the
American corporate capital structure.

Senator Bexyert, That is right.

Mr. Roosa. The debt-equity ratio very often runs 9 to 1. If you im-
pose on that kind of industry—especially the export-oriented indus-
tries—a change in sales revenues and profit margins of the kind
implied by even a 15-percent revaluation you could technically throw
many of them into bankruptey.

This is a tremendous domestic problem of organization for the
Jananese which none of us can be unmindful of, and I am sure the
people in our Government are not.

At the same time, T know their Government is going to want to do
something to avert this dislocation which is going to require a tre-
mendous adjustment on the part of their own industry, They have to
decide how far they can go about it. But if it should turn out that
the part of an interm agreement that is concerned with exchange rates
is somewhat less than would seem to be anpropriate. then there are
still a'l these other things which we have been hoping Japan would do
for a long time which could very well be speeded up at this moment,
too. This couid include their own eight-point program which is largely
a domestic program, and it may turn out in the course of this that thev
could make really rapid progress on capital exports, as thev have just
done, For example. the Inter-American Development Bank has. T
believe. just concluded arrangements in Japan for what would have
been. I think. their largest borrowing from a countrv outside this
hemisphere in order to finance Inter-American Bank operations, I
have not followed this completely to know what happened, but this
is another illustration of the wav Japan can shift into other channels
this tremendous potential they have, by carrying some of the burden
we have been carrving.

It may be that Japan can export more capital, through direct invest-
ments and economic aid, both here in and in Southeast Asia: and
Japan may be able at the same time—Dby bilateral arrangements, or
even on its own, but without going through the full-scale procedures
of negotiation—to do more to open up its markets to the outside
world—and that involves more than tariffs and duties. Taking off
import, restrictions is only a small part of getting used to the differ-
ences in economies or recognizing what they mean. It may take an
American company 2 years in Japan before it is able to effectively
market its produets, because one must first learn all of the procedures
and modalities of operating in Japan. Many of these things will take
time, But, as they are achicved, then Japan may be able to initiato and
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spur along very promptly even more liberalization, If they do, it may
turn out in the end that a less extreme exchange rate change may prove
to be viable. Even if that does not happen, if at the same time more
flexible facilities have been introduced in the Monetary FFund, for more
prompt adjustments when exchange rates are clearly out of line, then
within another year or two, the system itself will ease Japan into an
equilibrium position without more immediate further pressure by the
other members of international economy.

I think we have a tremendous opportunity to recstablish the basis
for effective trade and exchange among the leading countries, if we
will only use it. But the terrifying danger is that we will just get a
series of unnecessary misunderstandings on issues that involve prestige
without substance, which can exacerbate rather than smoothe, and
which may delay for months what ought to be starting right now.

Now, I say that is a danger, and I agree with you in your hope that
the road in the other direction is going to start tomorrow at the meet-
ings in London.

enator BEnnerr. Thank you, Mr. Chairman. I have taken more
than my share of time.

Senator Risrcorr. Thank you very much.

Senator Nelson has kindly consented to preside over the rest of this
hearing. I believe there are other questions. I am required to be on the
floor now, but before I leave, on behalf of the committee and myself I
want to thank you very much for your valuable contributions. I have
many more questions of my own, but I believe the answers of these
questions would be contained in the memorandum that you so kindly
agreed to prepare for us. You have certainly helped us in our think-
ing, and you have made a great contribution to the work of this com-
mittee. My thanksto you, Mr. Roosa.

The other members have some more questions, and we beg your
indulgence for a few more minutes.

Mvr. Roosa. By all means.

Senator Risicorr. Thank you very much.

Senator Haxsen. Mr. C?mirman. if 1 could interrupt for just a
moment, I would like to ask that there be included in the record at
this point a copy of the story that I have in my hand, taken from the
VVaslI:ington Post, Sunday, September 5, 1971, titled “An Unprece-
dented World Job Crisis.” I think it is important in the overall context
of an understanding of the problem that we face to contemplate this
problemn, too. it is pointed out by Mr. Robert Shaw that because of
altruistic efforts on the part of the more advanced countries we have
been successful in dropping the death rate in the poorer countries,
child ilinesses have been recﬁmed, diseases have been overcome, and, as
a consequence. in Latin America. Asia, and Africa now the projections
are that their populations are inereasing 2.5 percent so as to reflect a
probable doubling of those populations within 80 years. The imnact,
of course, is that there will be a great many more workers available
for employment, and I think that we need to understand the impact
that this can have upon our problems here.

Senator NrrLson (now presiding). It will be printed in the record.

Senator Hansew, Thank yon.

(‘The artic'e referred to follows )
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[From the Washington Post, Sept, 5, 1971)
AN UNPRECEDENTED WORLD JoB (RISIS

(By Robert A'A. Shaw*)

Mohan came through the door into the rambling old colonial mansion that now
served as the offices of the newly-established National Commission on Higher
Edueation in Colombo, Ceylon. With his hands clasped behind his white pants,
e shuflled toward the administrative officer and waited to be addressed.

“What do you want?’ the official rapped curtly, barely looking up from the
mountains of paperwork on his desk.

“T need a job, sir, any work. I am strong, I can work as a laborer to clear your
garden, or as a clerk here in the office.”

“Where have you been working ?”

“TI have been a waiter in the Galle Face Ilotel (the premier hotel in C'olombo).
But the tourists are not coming during the emergency, and now I have no work.
T have good gualifications, a B.A. from Peradeniya University. But the govern-
ment cannot take me as a civil servant, and now I must find whatever work 1
can.”

“T am sorry, we have little money and many applicants. We have no jobs for
you.”

TLater, over a cup of tea at a roadside stall, Mohan explained why he had not
joined the insurgents in the hills, “T have a wife and young son. We live with
my parents just outside Colombo. I am tired of looking for work. I think the
government should help me. Last year, in the election, they promised jobs for
all those like me. But the situation is no better. Now many of my friends have
gone into the hills. But I am frightened for my family. I must continue to look for
a ioh.”

The great majority of the insurgents have either a high-school diploma or uni-
versity degree but cannot find suitable jobs. On the small island with less than
13 million inhabitants, perhaps half a million are unemployed. Most of those
without jobs are young. And about 9,000 college graduates are unemployed in a
country where higher education is scarce and expensive.

In the Kenyan port of Mombasa, Lucas Ibrahim is more fortunate. He can
count himself as employed. Every morning, at seven o’clock, he lines up with
several hundred other casual workers in the hope of getting hired for a day’s
work unloading ships in port. He works about one day in two, for the minimum
wage of one dollar a day. His average yearly income is perhaps $120. He has five
children to bring up, and hopefully to educate. But education is not free in
Kenya. To supplement Tucas’ meager wages, his wife goes out to the market and
sits with a small pile of tomatoes and onions, She says she clears about three
cents an hour in profit selling these vegetables in ones and twos. Though a pit-
tance, at least it helps to make ends meet.

THIRD WORLD PROBLEMS

Both men are part of an employment problem of unprecedented dimensions in
the Third World. Shortly after World War 1T, medical advances and other fac-
tors combined to reduce the death rates first in Latin America and subsequently
in Asia and Africa. Population growth began to accelerate, until the rate has now
reached 2.5 per cent a year for the developing countries as a whole—enough to
double their population in 30 years.

The first manifestation of this inerease in the population was a series of food
problems, culminating in the crisis in the Tndian subcontinent during the
drought years of 1965-67. Prompt action by poor and rich countries alike has
temporarily averted the threat of massive starvation.

Technical advances, such as the much discussed “Green Revolution,” have
allowed food production at least to keep pace with population growth in most
countries. But now, 20 years after the population explosion began, man's inge-
nuity is facing a new challenge. New entrants are flooding into the labor markets
of the poor countries at a rate never before seen in history.

In the decade of the seventies alone, some 225 million additional workers will
join the labor forces of the Third World. This means that, in 10 years, the poor

* Qhaw is a research fellow with the Overseas Development Council.
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countries must create the capital and organizational ability to provide jobs for
nearly three timeg as many workers as there are today in all of Britain, France
and West Germany.

The job situation which these new workers are entering is already overflowing.
David Morse, former director-general of the International Labor Organization,
has estimated roughly that there may be as many as 75 million people unem-
ployed in the Third World; which is just about the same number of people as
have jobs in the United States.

Any traveler to the vacation areas of the poor continents is besieged by hordes
of eager baggage carriers, shoeshine boys and tourist guides—people existing on
tips because there is no other work. Millions of workers in these countries subsist,
like Lucas Ibrahim, on casual labor, while others often work extremely long
hours for miserable pittances, reflecting the competition for jobs as well as the
shortage of capital and skills. And in the countryside, hundreds of millions of
peasants work tiny plots-only during the harvest season.

Finally, the cities of many developing countries are plagued with petty thieves,
beggars, and prostitutes, all trying to add to the incomes of their families in the
absence of jobs paying decent wages.

Since the cushion of social security does not exist in these poorer countries,
full-time unemployment is almost a luxury that can be indulged in only by those
with relatives who have jobs and are prepared to support them,

Furthermore, even those with good jobs are affected by this unemployment
problem. Their bargaining strength is sapped by the existence of so many willing
to take work at almost any wages.

NARROW DEFINITION

Because of this need to take almost any work in order to subsist, the narrow
definition of unemployment used in the West is not suflicient to comprehend the
total problem in the poorer countries.

In the West an unemployed person is defined as a member of the labor force
who is out of work and actively seeking a job. Under this concept, Lucas’ wife,
sitting in the market for eight or nine hours a day to make a dozen or so paltry
sales, would be counted as employed. And Mohan's wife, who has long since
recognized that fully half the women in her age group are unemployed and who
has therefore despaired of even trying to look for a job, would not be counted
as a member of the labor force. These complexities make measurement of the
problem very difficult.

One attempt has, however, been made for Latin America. In 1965, about 11 per
cent o’ the labor force was unemployed using the Western definition. But if one
compares the amount of time available for work in that year with the amount
of time actually devoted to work, then the figure soars to more than 25 per cent
of the labor force.

It is likely, then, that the employment problem in many developing countries
is as serious as that in the United States during the Great Depression, thoagh
it takes different forms.

The causes of the Third World crisis are very different from those that sparked
the Great Depression. The latter was the result of a prolonged trough in the
business eyele, for which the governments of the day did not have suitable
remedies. But in the poorer countries today economie growth is often proceeding
at a respectable rate: Indeed, the developing countries as a whole have seen
their economies grow at 5 per cent a year over the past decade.

Unemvloyment in the poorer countries is a reflection on the one hand of the
population explosion, and on the other of fundamental deficiencies in the ap-
proach to development. Nevertheless, the psychological impact of the job crisis
in these countries may be similar to that of the Great Depression. And the im-
mediacy of its political impact may be cven greater, since, at the same time that
the employment problem is growing, elite groups in the poorer countries are en-
joying the fruits of economic growth: thus the disparities in these societies are
widening.

We have, then, the emergence of a new phenomenon in the developing world,
This is what Robert MceNamara of the World Bank has called the rising incidence
of “marginal men”-—people who have reached adulthood with no useful role to
play in their societies. This phenomenon is playing a part in the domestic politics
of many countries and, in turn, often has international repercussions.
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UPNIEAVEL, UNEMPLOYMENT

Recent troubies in the Caribbean have been blamed very heavily on high rates
of unemployment, espeeially among the young. And the devastation of the ruling
party in Ceylon’s general election of 1970 can be laid, in part, to an unemploy-
ment rate of 135 per cent in the cities. Indeed, the subsequent failure of the new
government to deal effectively with the problem has helped to provoke the recent
ontbreaks of insurgency, especially among the educated unemployed on the island.

Tu the north, Indira Gandhi stated after her election victory this year that the
provision of good jobs was the most serious problem her government faced. Since
that time, the world's fitth most populous nation, Pakistan, is exploding in the
face of seething discontent between the two wings over the distribution of power,
investment and jobs.

As a result, more than seven niillion Pakistanis have fled to India. In many of
the areas surrounding Bast Pakistan, this influx has cut the going wage in half
and aggravated India’s problems to the extent that many Indians are calling for
war with Pakistan as a cheaper alternative to trying to absorb the refugees.

Thus, it is small wonder that there is so much disillusionment with current
approaches to development. The marginal men and students are increasingly he-
ginning to examine radical alternatives. In some countries, this reflection of the
forces of dissatisfaction has carnied leftist parties to power. In others, there has
been a rightist reaction, as in Brazil, in an attempt to contain these forces.

In the United States, disillusionment with the current approach to develop-
ment has added to the decline in concern for the two billion people of the develop-
ing world. There are, of course, other factors; the tragedy of Vietnam has under-
mined American confidence that we can prescribe for other peoples, and made us
wary of assuming any responsibilities that could even remotely become open-
ended commitments. And domestic concerns about inflation, jobs, the cities and
the “quality of life” have all directed the American attention inwards.

{But, beyond these concerns, there is serious questioning about the goals of
development under present strategies, and a widespread feeling that, in any case,
the United States does not know how to help in the development processs; criti-
cisms about waste and inefficiency in aid programs are now: being joined by con-
demnations of the people and types of regimes that have benefited most from
development assistance.

CONGRESSIONAL MOOD

This mood is prevalent in Congress. In 1970, U.S. official development assistance
reached its lowest point in nine years—at $3.05 billion, this represented 0.31
per cent of gross naiional product, placing the U.S. only above Austria, Italy,
Switzerland and Japan in the ranking of the 16 countries of the Organization for
Economic Cooperation and Development. And President Nixon, in his new eco-
nomic policy, found development assistance a painless appropriation from which
to cut 10 per cent.

Pleas for increases in U.S. aid are likely to go unheeded unless a new approach
to development assistance—one that is more likely to deal with the real problems
of poverty—is created. Furthermore, the attempts of the President’s Task Force
headed by Rudolph Peterson were unsuccessful in developing such an approach.
The Task Force merely suggested certain organizational and bureaucratic changes
within the agencies concerned with development assistance. And, as a result,
Congress almost wholly ignored the recommendation,

The poorer countries of the world desperately need a new approach to develop-
ment—one that is eapable of combining economic growth with social justice and
participation in the process of development.

The most plentiful resource in most developing countries is their work force.
Yet this resource is generally being wasted.

One obvious area needing attention is agriculture. The Third World is essen-
tially a rural world—two-thirds of its people depend on agriculture for their live-
lihoods. Yet agriculture has been sorely neglected. As a result food production
has barely kept pace with population growth, let alone the demand from increased
income. And millions of farm families have seen no improvement in their living
standards in decades. It is hardly surprising then that every year vast numbers
of farm people migrate to the cities to crowd the slums,

New agricultural technology offers some hope for the world’s peasants. If they
can buy improved seeds and fertilizer, they can double their yields, which requires
much more work in planting, weeding and harvesting. And, of course, the higher-
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yields raise incomes. But this rural regeneration necessitates a new agricultural
strategy, to provide credit, irrigation and marketing facilities, and especially to
help the small farmer become viable commercially.

There is also the threat that tractor mechanization may destroy jobs as they
are being created. Most of these countries need to avoid excessive mechanization
through taxation of tractors or even prohibition.

Another way to sop up labor is to put up extensive public works programs
to build the dams, roads and ditches needed for a more dynamic agriculture.
And the money paid to these workers will help to create extra jobs in producing
the simple products they buy (such as food, textiles and utensils).

In the cities themselves, the emphasis has been on conspicuous modernization.
These countries have tried to emulate the rich West with modern large-scale
factories using sophisticated technology but creating few jobs. This emphasis
in particular must be changed. MMuch higher priority needs to be given to types
of industries and to technologies that create more jobs. This may well be linked
to the question of income distribution.

The luxury products bought by the rich (such as automobiles and refrigerators)
generally create fewer jobs per million dollars of investment than do the goods
bought by the poor. So, if the poor can be given more income through effective
taxation, land redistribution and more jobs, this will in turn generate more
employment.

Furthermore, certain industries, such as textiles, have a range of available
technologies. Most developing countries have encouraged the use of the most
modern Western technologies through their economic policies emphasizing the
use of machinery as opposed to labor. But some countries, and most notably
Japan, China, Taiwan and Korea, have taxed machinery heavily. Their business-
men have therefore been given the incentive to find technologies to make use of
the cheap and plentiful labor in these countries. This has helped their employ-
ment in manufacturing to grow very rapidly while that in most other developing
countries has virtually stagnated.

If the poorer countries make these and other changes, there is much that the
richer countries can do to complement them. In the recent past, many aid prac-
tices have helped to aggravate the inequities in the poor countries.

The World Bank, for example, has made loans for tractors in India and Brazil
that may have helped to displace farm laborers. And AID loans have been tied
to the use of sophisticated American machinery that is often inappropriate for
the poor countries. Again, loans and grants have been available for large modern
industrial complexes such as steel mills but not for less ambitious projects like
agricultural development that may have more benefits for the poor.

SHIFT IN TARGET

If AID policies can be adapted to the fight against unemployment, then there
is a good chance that development assistance would reach the people who need
it most—the world’s really poor. This can be done if planners will take employ-
ment into consideration rather than merely aiming for greater increases in that
aseptic measure—the gross national product—using the techniques they know
best. Already there are encouraging signs that more concern with abject poverty
is developing. The World Bank, for example, is postponing further tractor loans
to India pending the results of a study of their effect on employment.

Similarly, the trade policies of the developed countries can help the poorer
countries to create more jobs. If the richer countries allow the import of manu-
factures with a high labor content from the poorer countries, then the latter
will have an additional incentive to invest in these employment-generating
industries, such as shoes and{extiles.

In this context, it is unfortunate that the President’s new import surcharge
will discriminate against the manufactures of the poorer countries as well as
those of Japan, Canada and Burope, After all, the United States generally has
a trade surplus with the developing countries that supply manufactures to the
United States.

At the same time, the President’s new economic policy has probably killed
a request that he said he would make to Congress for trade preferences for the
developing countries—special advantages in the form of no tariffs on imports
from poorer countries, over rich country competitors. Japan and the European
Common Market are already implementing such preferences, which all the rich
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countries had agreed to in negotiations at the Organization for Economic Coopera-
tion and Development and at the United Nations Conference on Trade and
Development,

Increasing the volume of these types of imports would probably create some
difficulties for competing American industries. It is, therefore, essential that
the United States have an effective manpower policy for its own workers. One of
the principal aims of such a policy would be to provide assistance for American
workers and firms so that they can be shifted gradually from these industries
into higher-wage, higher-productivity industries.

The benefits of trade with the poorer countries are considerable. They earn
dollars with which to buy American products. And they supply American con-
sumers with cheap products, which helps to hold down the cost of living.

Only if concerted efforts are made by the rich and poor countries alike can the
world hope to overcome its job crisis. It is in the interests of us all to make
that effort.

Senator NeLsoN. Senator Fannin?

Senator Fanxix. Mr. Roosa, T join my colleagues in thanking you
for the great contribution you have made, and your testimony will not
only be valuable to us today but as we go forward in our studies and
making decisions in these matters.

You did very capably and impressively present the urgent need for
correction of our exchange rates, and I am wondering what your
thoughts are when you spoke about the changes coming about in other
countries that might be closing the gap to some extent and I think
you were referring to Japan: is that correct?

Mzr. Roosa. Yes.

Senator Faxxin. Well, T am wondering whether or not we are
closing the gap when we consider what has happened in the last few
months? Let’s take steel, for instance. As I have read, the productivity
is almost off'set now as far as the United States and Japan, and still we
are paving from three to four times the wage rate that the Japanese
were paying. Now can we tie that together and say that the gap is
closing ?

Mr. Roosa. With respect to steel, and this would be true for other
individual industries across the board, the comparison is extremely
unfavorable from our point of view. Mr. Long and I have spent con-
siderable time with leaders of the steel industry discussing this very
question.

We raised the question of the great productivity now in Japan,
which has arigen partly because they could build their steel complexes
from the ground up. Remember that when this exchange rate was first
set, Japan’s total steel output was—I can’t remember now—but it was
a fabulously low output, well below 5 million tons a year, And now,
of course, they will soon approach and surpass our total tonnage. So
the Japanese, during this period, have been able to install all of the
latest equipment in the most economie-sized plants, and to train the
best of their labor to handle this equipment. And, through use of low
interest borrowings guaranteed by the Government, they have been
able to price their products competitively while still adding to capacity
at a very high rate of advance.

It may be that to some extent the American steel industry has been
unduly slow in integrating to the point where the competition of a
government-backed, sophisticated cartel could be withstood. I don’t
want to sound too explosive, but it is barely possible that our own
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antitrust grocedures have been enforced too rigidly in this area with-
out regard to the object, which is to preserve the conditions of com-
Eetlmon. Perhaps in this case conditions of competition could have

een assured by the fact that Japan and Germany were selling'in this
market, and merger combination amohg enterprises in -this market,
given formidable competition from outside, could: have achieved the
competitive objective of antitrust without‘foilowing the legalisms of it.

So the ramifications of this comparison meve out in other directions
as well as the immediate labor costs issue that we are discussing here:

But apart from all of that, I think we also have to ask whether,
given the present situation, it isn’t likely that the rest of American
industry can gain by having access to fairly low priced Japanese steel
if it is reasonable %uality, and whether, in fact, we don’t have to take
a very hard look from the national interest point of view as to how
far we think it is important to go to preserve a certain minimum ca-
pacity for the steel industry in this country. : ,

Now this is @ broad issue. If we talk about steel alone it would
deserve the attention of a committee for more than the few niinutes
we have here—maybe days and weeks. But I believe this kind of issue
also hasto be faced over the years ahead.

I said to another committee earlier—and I don’t want to get into it
too far here, but I feel we are at the stage now where, from the point
of view of our own domestic economy and what we think we are going
to need-——which we will have to support willy-nilly whether forei%n
productivity is great or weak—we now need a new version of the old
Temporary National Economic Committee to look at the U.S. econom
as a whole, to help in reappraising and establishing priorities which
involve defense considerations as well as others. It may be if we look
at this from the point of view of the national economy that perhaps
2 100-million-ton steel industry is going to be as much as we will want,
in the long run, to support. Tﬁe steel industry may want to diversify,
as it is doing, into other kinds of fabrication and metals production,
even oilj and it may be that we will gain more by havingbcheap Jap-
anese steel available for some part of our market than by adapting
policies of industrial organization which either misallocate labor an
capital to a mature industry or which might be inimical to our Nation’s
social values, . .. . : S IR

And I am quite sure that, productive as the Japanese are, they can
never reach the stage where they can allocate so much-of their resources
to steel:that they would wish or be able to take over our whole market.
They probably Kave reached about the limit of market share they can
go now. They are ‘going to be devouring steel in their home economy.
as it continues to:expand,.and, of course, all Southeast Asia is going
to need isteel as. will Germany. and the Common Market..So I don’t
think we have to expect, even with the comparative advantage that
they have pricewise, that they are going to take over our-whole market,
but I quite agree there is a serious question as to whether they may have
already gone too far. That has to be appraised in other terms., .

If we-find that,it:has, perhaps we, are going to haye to do,jamong
other things,, a little relooking at the way sve have enforced our own
antimonopoly legislation. T T S R TIPRIa

67-824—T1—T7
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‘Senator Fannin, I certainly agree, and I noticed that some of the
steel companies now are making layoffs. In fact, the last week one
serious layoff has been announced.

Mr. Roosa. Yes.

Senator FanNiN. And T am just wondering if we do not have to put
our own house in order as you state.

‘We have our own problems here and one of them, I think, is the lack
of action by the Congress. You speak of antitrust and the barriers
we place in the path of our industries, whereas the Japanese ratio of
debt to equity, I think, is partly because of the governmental participa-
tion; is it not?

Mr. Roosa. Yes,

Senator FanNIn. The Bank of Japan.

Mr. Roosa. And the fact that, well it works two ways; they don’t
frown on, they endorse cartels that permit——

Senator FANNIN. Sure.

Mr. Roosa (continuing.) The full integration of steel processing
from beginning to end in a whole array in the complex under the man-
agement of a single firm or enterprise which is extremely difficult here
and, in addition to that, the Government does assist in financing. They
have the very high debt-to-equity ratio, and Government-assisted
lending rates which is only an illustration of what I meant when I
said taking off import restrictions is only a small part of getting used
to the differences in economies and recognizing what they mean. We
are hever going to be able to compete with Japanese steel in Japan,
given the fact that, in effect, Japanese Zaibatsu have what, in the
world market would be subsidized rates of interest, and what in the
standards of this country are concerns that are so overleveraged-—you
know, we would not allow them to trade on the New York Stock Ex-
change with that kind of a debt structure. But in their environment—
and I am not criticizing it, I just think we must recognize it—their
Government supports it, and makes certain that it isn’t going to col-
lapse, and it gives them a tremendous competitive advantage. We have
to ask then, “Well, to some extent why don’t we live on this, take
advantage of it if they are going to be willing to sell us steel at this
low cost,” and at least assure that we get some of the competitive im-
pact that this will provide for pressing the American steel industry
in doing everything it can, within the bounds of whatever its total
production will be, to raise productivity. That is why, one of the
principal reasons why, I have so long supported the investment credit
as a stimulus to change in the steel industry and why I think antitrust
needs reexamination.
 Senator Fannin. I agree with you wholeheartedly and I think we
face this proposition: If we do it in steel, what comes next, the auto-
motive industry ?

Mr. Roosa. Yes.

Senator FanNiN. One of our large corporations will start a big steel
plant in one of the underdeveloped countries.

Mr. Roosa. Well, they are thinking about it now, of course, and
then the appearance this gives of just escaping from American labor
is, of course, a terrible problem. '
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Senator Fannin, Well, of course, it is. It is a serious problem. We
have it on both sides. I certainly don’t condone our corporations going
overseas for cheap labor and running away from the realities of the
labor problems; that is from the standpoint of dealing with unions,
but T am also very critical of the unions because of their dictatorial
power; and I would give as an illustration of what has happened
in the steel industry when the increase that was forced by the dicta-
torial power of the unions on management in this instance, was about
the equal of the total pay received by a Japanese worker.

Mr. Roosa. Yes. I think it is a terribly shortsighted view, but in
defense of the labor interests involved here, I think, and this is what
some of the Fortune article that Senator Hansen mentioned is about.
I think American labor and management had drifted into a position
which was intolerable, that the public interest had to be intruded in an
effective way which hopefully didn’t have to interfere with their
essential freedoms. We had reached a stage in which steel came at the
end of a chain of a series of these wage increases where each one imi-
tated the other, each one had to have something in the magnitude of
30 to 35 percent over the next 3 years, way beyond the capacity for
increased productivity in almost any of the industries involved. Every
negotiator on both sides certainly knew that. But they also found
themselves in this position of rivalry and of imitation in an environ-
ment where they thought inflation was just going to go on and bail
them out. “Why worry about asking for 35 percent in steel ; let them
raise steel prices and get it back.” Whereas, in fact, steel, which is
much more exposed than some other industries, in paying that, was
pricing itself not only out of world markets but out of the American
market. And yet, I am not sure what I would have done if I had been
an executive of the Steel Workers Union. I think having already ne-
gotiated increases in cans, and in aluminum, that they are at such
scale I would have felt, “Well, I have got to try for this as well, for
otherwise, I am going to be out of a jo% and somebody else will have
mine as a leader in this union.” Whereas, if we had a system of wage-
price review boards that led to the definition of what 1 the tolerable
scope of productivity gain that can permit some increase in overall
labor costs, that Woul(f! have been an indication in steel of virtually
no increase.

Senator Fannin. Well, the loser in this—pardon me——

Mr. Roosa. And there was at least some chance that the increase
would have been within tolerable limits. Who can say what ought to
be, but instead of 10 or 15 percent—this industry cannot live, given
all that has been done in the past, if its wage increases or total labor
cost increuses at this present state of its existence exceed the 3- to 5-
percent range. It just cannot, live. They are driving their own industry
out of business, and yet I think they were powerless to do anything
about it, and government had to intervene in some reasonably fair
way to break the chain.

enator Fannin. Well, I agree and, of course, the loser in this con-
frontation is the worker.

Mr. Roosa. Yes, he is.

Senator FanNiN. And, of course, he loses his job and, of course, the
American people, because if the corporations start going overseas, or
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obtaining their products overseas at lower costs and they can still
make the profit and pay the dividend to the stockholders, but still we
have a high unemployment problem facing us in the future.

Well, I do have some other questions but I will not take the time
now. I would appreciate very much if you would permit us to write
to you and seek answers to some of those questions. :

Ir. Roosa. Yes, I would appreciate it very much, I had hoped to
ask Senator Ribicoff that before he left and 1f I could convey it-—

Senator Fannin. We could submit questions to you.

Mr. Roosa. That would be most helpful because in preparing a
memorandum I would certainly like to be responsive to questions.

- Senator Fannin. Thank you very kindly. Certainly you have been
very, very helpful.

Senator Nerson. Senator Hansen %

Senator Hansen. No questions.

Senator NersoN. Then the committee members who wish to submit
questions will submit them to you through the chairman and they
will be printed in full in the record.*

The committee appreciates very much your taking the time to come
here today and the committee will now stand adjourned until further
call of the chairman.

(Whereupon, at 12:10 p.m., the hearing was adjourned, to recon-
vene subject to the call of the Chair.)

_ *Senators Ribicoff, Hansen, Fannin, ar.d Nelson submitted questions to Mr. Roosa. MF.
Roosa’s response was not available at the time of printing, Nov. 1, 1971, but will be
made part of a future record of the subcommittee on this subject matter.



INTERNATIONAL ASPECTS OF THE PRESIDENT'S NEW
ECONOMIC POLICIES

FRIDAY, OCTOBER 1, 1971

U.S. Slmuw.z
SUBCOMMITTEE ON INTERNATIONAL TRADE
oF THE CoMMITTERE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10 a.m., in room 2221,
New Senate Office Building, Senator Abraham Ribicoff, residiné.

Present: Senators Long, Anderson, Hartke, Ribicoff, ﬁelson, en-
nett, Jordan of Idaho, Fannin, and Hansen. -

Senator Risicorr. The committee will be in order. We certainly
welcome fyou here today, Mr. Secretary. It has been a busy week. As a
matter of fact, a busy 8 weeks.

Today wo are continuing our hearings on the international aspects
of the President’s economic policies and the current monetary crisis.

I would like to express again my support. for the thrust of the Presi-
dent’s original actions of August 15. When the President made his
dramatic announcements it was obvious that the major trading coun-
tries of the world were at a crossroads in their relations with each
other. The international economic rules and institutions had simply
not been adequate to the task. The President’s bold measures forces us
all to face up to the need for change and to consider alternatives for
the future. International economic issues are now at the forefront,
where they belong.

Having shocked the international community, it is now our respon-
sibility to propose workable and lasting reforms. We are now in a
crisis period, and the highest degree of statesmanship will be required
if we ave to emerge with a new and better international economic
ovder, The President, and you, Secretary Connally, have a great op-
Port\mity. But there also are grave dangers in the present disorder.

f we are not careful, the very principles and institutions which the
“United States itself designed at Bretton Woods could be destroyed,
with nothing new to replace them.

Time is not on anyone’s side now. The more we delay, the more likely
nationalistic political reactions will set in, lessening the chances of
eventual cooperation. ~ ,

No one wants a trade war, but events have a habit of overtaking
calculations. Already. actions have been taken by France. Canada,
Japan. the United Kingdom, and others to protect what they con-
- sider to be their own vital national interests. The fuse to the bomb is
lit, and it is a short fuse.

(87)



08

_This week the annual combined meeting of the IMF and the World
Bank was held in Washington. Important discussions were held which
will affect the future of all nations. I kope we will learn something
about them today.

But 1 would ?ilm to make one suggestion to the Secretary before

we hear his testimony. These are extremely complex questions, and to
Fgort them out we should be thinking in terms of international phases.
quall‘cl to our domestic phase IT measure, we should be actively
considering an international phase I1, and even a phase III, The focus
in' the short run should be on exchange rate adjustments. But after a
rate realinement. it will he necessary to overhaul the whole world
monctary system to avoid future crises. This still leaves the serious
questions of what should be done about the nontariff barrier to trade
and defense burden sharing.

We should expeet that tﬁe other major industrial Nations join with
us in this broad initiative, to bring more equity and greater freedom
into the world trading system. -

Carrying out the objectives of this later phase will mean that the
President will have to seck legislative authority and support from the
Congress, at least ns far as traﬁc is concerned. _

We must not lose the initiative we now have. Nothing would con-
tribute more to bringing the spirit of internationnl economie coopera-
tion alive again than a major move by our own Government to begin
veforming and modernizing the international economic system which
no longer works:

As T pointed out at the opening of our hearings a little more than
2 weeks ago, Congress, the President, and the entire Nation, are going
to be judged. not by the dramatic announcements of August 15, but
by our followthrough in achieving an overhaul of the world
economic system. ' ]

T would hope that Sceretary Connally will display the same candor
and forthrightness today that he has shown with this committee in the

»ast. What we want to hear today from the Secretary of the Treasury
is where we are now, and what this Nation intends to do to create
fundamental changes in the world trade and monetary systems.

I have tried to follow very carefully the press reports and the
analyses of what you have achieved. They have been running a daily
fever chart on you. One day you are described as being tough, another
day you are a conciliator, and the next day no one knew where you
stood. I gather it is the same Secretary Connally today as it was on
August 15. Many interesting things have happened, internationally
during the past week. I recognize that there is a certain degree of con-
fidence in certain negotiations that you are not free to disclose, and
T respect_that, but we would hope that you would bring the com-
mittee up to date as to who is on first base at the present time.

Before proceeding I wonder if any other member of the-commit-
tee would like to make a comment before we start with the Secretary ¥

Senator Fannin? '

Senator Fax~Nin. Thank you.

Mr. Secretary, I wish to join the chairman in welcoming you before
our subcommittee.

President Nixon’s new economic policy launched a bold attack on
economic problems in the United States and in world trade.
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It has been refreshing to see the United States reassert itself as
a dynamic force rather than playingthe role of a dupe or helpless
giant in the community of nations. e —

Mr. Sceret..ry, I think I know where you stood and T have admired
the enthusiasm and the candor that you have shown in implementing
this program. Your forceful statements have made it clear that our
Government is determined to obtain long-overdue reforms in the
national monetary system and in world trade regulations that have
been very unfair to our Nation, :

We as a Nation now are dealing from the position of strength.
There are voices in our country that do not like this—people who
seem to think that we should yield all our bargaining power and rely
SSOlely on the goodwill of other nations to deal fairly with the United
States. '

Mr. Secretary, this hasn’t worked. Such arguments amnnze me. We
have relied on the goodwill of other nations for the past deeade or so,
and they have taken great advantage of us. Weakness put us on the
path of certain economic disaster. Now, thanks to the pronouncements
made August 15 by President Nixon and the policies you have an-
nounced since that time, there is hope.

The imposition of the 10-percent import surcharge was a master
stroke. It is o lever that should be used to climinate the many unfair
trade barriers imposed by our trading partners. I hope that today
you will further clarify what steps we expect other nations to take be-
fore the surcharge is withdrawn, :

Lcommend you again for what you have done and certainly welcome
you here today.

Secretary Con~arLy. Thank you, sir,

Senator Risrcorr. Senator Hansen,

Senator Haxsex: Thank you, Mr. Chairman, ' _

T don’t have a prepared statement but I would like to say that for
the first time in 30 or 40 years it seems to me that this Government
through your leadership, Mr. Secretary, has taken a position that has

- the support of about 95 percent of the people. I commend you for what
you have done. I think that you have taken the initiative, you have

taken bold action, decisive action, you have left no doubt in anyone’s
mind as to what the basic interests of the United States are going to
be. Those interests certainly first and foremost must be directed to-
ward a resolution of the serious problems that face American’s every-
where. We are concerned on thesone-hand with jobs going abroad as
companies, multinational corYOI‘ntions, and foreign competition, move
in to deprive American’s of the opportunitics to supply the goods and
services, particularly the goods that Americans need. -

We are concerned about a deficit in Bitance-of payments that I think
relates directly to our balance of trade. In each of these things for a
long time the United ‘States has tried to lead the way. We have tried
to be first in lowering tariff barriers. We have tried in numbers of ways
to nssert our concern for people everywhere. Through the Marshall
plan and subsequent foreign aid programs we have given away a lot

- of our substance and material wealth as well and now I think that
anyone who wants to be fair must recognize the logic in your position
and I would just like to say it is awfully refreshing to people every-

—

——



where to have someone with your courage and your ability spell out
{)ﬁncisoly what America’s interests are and to stand ready to defend
ose, :

I am proud of you and I think I speak for most Americans
everywhere,

Seorctary ConnaLry. I thank you, sir. : :

Senator Risicorr. Chairman Long, would you like to make a
comment, '

Senator Loxa. T am not going to state anything until the Secretary
has had his chance. v

Senator Risicorr. Senator Bennett.

Senator Bex~err. Thank you, Mr. Chairman. I just have one com-
ment to make and it is probably redundant. But over the last few years -
we have been hearing how the United States has lost its leadershi
in the economic world around us, how the dollar has been under attac
and how some of our trading partners can outproduce us and how
successfully they have invaded our market, and I think the concept
of a weak giant has been the picture that many people have tried to

aint of us, But to me leadership is not mensure«f by tangible things,
1t is measured by the ability to see a problem and move to solve it, and
certainly the United States under the guidance of President Nixon and
Secretarg Connally has made it perfectly clear in the world that we
have not lost our capacity for leadership, :

These problems have been waiting to be solved for the last 5 or 6
years, they have developed over the previous 20 years, and we have
wrung out hands and we have tried stopgap measures but we have
never really faced up to them until this through, leadership has been
. expressed and the opportunity seized and the world is now face to face
with the necessity for solving the problems that over the last 5 years,
at least, it has been hoping would go away, and I think what we have
" .seen is the most. dramatic demonstration of international leadership
gince the end of World War II and T commend the President and you,
Mr. Secretary, for taking that leadership and don’t lose it. Thank you.

Senator Risicorr, Senator Nelson. ' :

Senator Nerson. Mr. Chairman, I don’t have any questions.

Senator Riicorr. Senator Jordan.

Senator Jornan. No. '

Senator Rieroorr. Mr. Secretary, you may proceed as you will, sir.

STATEMENT OF HON. JOHN B. CONNALLY, SECRETARY OF THE
TREASURY, ACCOMPANIED BY PAUL A. VOLCKER, UNDER SECRE-
TARY FOBR MONETARY AFFAIRS; JOHN R. PETTY, ASSISTANT
SECRETARY FOR INTERNATIONAL AFFAIRS; AND EUGENE T.
ROSSIDES, ASSISTANT SECRETARY FOR ENFORCEMENT, TARIFF

~ AND TRADE AFFAIRS, AND OPERATIONS

. Secretary ConNaLLy. Mr. Chairman, I have no prepared statement
this morning to present to the committee. I did make a statement, as
-you know, yestérday before the International Monetary Fund which,

think, ds clearly as I could under all of the circumstances, seta forth
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the position of the United States with respect to the international
monetary situation in which we now find ourselves.* , ‘

I think it would be impotant to stress certain very basic and essen-
tial factors to this committee and through this committee to the
American people,

First, I think it should be abundantly clear that the President and
this administration does not in any senss want to relinquish nor desire
to relincfuish the role of leadership which the United States has tra-
ditionally carried in world affairs since World War II.

Second, T think it is imperative that we have everyone understand
that it is not the desire of this administration to retreat behind a wall
of 'Frotectionism.

hose two things should be crystal clear.

I think perhaps what does cause some concern, through perhaps
some lack of understanding, at least to the vast maf'ority of Americans,
to the extent that they have some concern about the position in which
the United States today finds itself, is simply this: They can’t quite
reconcile these positions and the attitude which we are now in, as-
suming that the military commitments of this Nation and the political
commitments nre going to continue as they have in the past.

It i not the desire of this administration to in any sense diminish
the capacity of the United States to exercise its role of leadership,
either from a political or military standpoint or a defense standpoint.

It is rather the desire of this administration to correct and improve
its economic liosition in order that it might indeed afford the demands
of defense and political leadership around the world. _

We have been able to afford tﬁe type and the degree of leadership
-\%;lic]h wo have exercised simply because of the aftermath of World

arIl. :

As you gentlemen of this committee well know, we had the vitality,
we had the economic strength, we had the reserves, we had the capacity,
but we are no longer in a unique position of being the strong economic
sition among trading partners in this world. There are others who
have made great strides, who compete with us on a toe to toe basis, and
yet, those same nations do not have the responsibility of leadership or
the financial cost of leadership which have become so burdensome to
the United States. So it is in this spirit, it is in the spirit of friendshig,
it is in the spirit of cooperation, it is in a spirit of seeking understand-
ing that the President has taken the position which he has and it is in
that spirit that we intend to conduct negotiations which inevitably
have to occur in rebuilding a new international monetary structure to
meet, the needs of frankly very drastically changed conditions,

That is about as broad a definition of our purpose, it is about as
broad an explanation, I think, as I can give and I think about as
precise and as clear a definition as I can give,

Mr. Chairman, you strongly suggested that we have phase two and
phase three in international affairs much as we will have in the domestic
affairs, T would commend you for the suggestion. . - -

Wae will certainly be guided by it to a large extent and without hav- -
ing called it such T think those of us who have been most concerned

¢ See p. 108, -
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with it, although we have not articulatéd it, have become aware that
many of our probleras will be long in solution.

Obviously there is a desire on the part of everyone to reach the point
where we do indeed gain a stable internationnl system in terms of
renlinement of rates. : ,

Now, beyond that there is no question but that we can’t simultane-
ously have overall overwhelming and comprehensive negotintions on
trade; first, because we don’t have authority to do so; and second, it
would:not be wise to do so. We don’t have the structure really to do so
at the time we are talking about the realinement of exchange rates
themselves, We obviously would not anticipate nor have we ever antie-
ipated that we would carry on very extensive negotiations in terms
of defense burden sharing with all of the nations of the world,

No such thing was ever considered. No such thing was in contempla-
tion with respect to trade matters. A great many countries of the world
will not be a part of these negotiations and in the defense burden
sharing area we can indeed improve our position by talking with a
limited number of countries.

" In the trade area at least in point of time in which we are now
speaking, in terms of the exchange rate negotiations, there are also
a limited number of countries with which we will be talking, possibly
fewer than you can count on two hands. So that we are not now con-
templating in terms of our present negotiations an extended GATT
type of negotiations, Mr. Chairman, I think that needs to come.

Very frankly T think we need to have very extensive trade nezoti-
ations because again the United States is ns interested today as it
has been in the past in not imposing restrictions on trade through
tarifis or otherwise; the United States is primarily interested in see-
ing a diminution of barriers to trade, a relaxing of those barriers,
removal and lifting of those barriers, tariffs, quotas, and others. but
we must in the future insist that it be done on an equitable basis.

If indeed markets are closed to the U.S. products in the principal
trading nations of the world, then we fail to see how we can improve
our economic position to the point where we can with any clarity and
with any reason exercise the role of leadership which ‘we think we
must exercise.

There is one other important factor. At a time when wage and
price controls have been imposed upon the American people for the
first time under circumstances in which we are winding down a war,
at a time when we are asking the American people to make sacri-
fices in order to stop inflation in-this country, at a time when we are
asking the American people to give something, give up something in
the overall interest of the commonweal, then it seems to me impera-
tive and it is the policy of this administration that in the face of
such requests of our own Eeople that we must insist that other people
in other nations around the world do indeed treat the United States
with fairness and with equity in our trading arrangements.

(The statement of the Secretary before the International Monetary
Fund referred to previously, follows. Hearing continues on p. 107.)
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{From the Department of the Treasury News]

KTATEMENT BY TiHE Hun. Jonx B CONNALLY, SECHETARY OF THE TREABURY AND

. GOVERNOR OF THE BANK AND FUND POR THE UNITED STATES, AT THE JOINT
ANNUAL DI8SCUBSBION OF THE INTERNATIONAL MONETARY FUND AND THE WORLD
BARK

After a remarkable quarter century of stability and development, purtured
by close collaboration within the Internntional Monetary Fund and the World
Bank, events have challenged the underlying premises and functioning of the
system devised at Bretton Woods. S8omo of those baslc premises are now invalld,

Those at Bretton Woods planned for the transition from a war-toin world
to a world of reconstruction and peaceful prosperity. The founders could nssume,
without challenge, n world in which the United States, for a time, possessed the
dominant economic and financial power. The challenging gonl was to rebuild the
strength of others, in a context of flourishing trade, freedom for payments, and
rapid development.

Now, our very success has produced new problems. Trade has grown enor-
mously—but the patterns have not been in sustainable balance. International
transactions have been gubstantially freed and investment neccelerated—but we
have not learned to maintain an equilibrium in underlying payments or in ex-
change markets. And, after twenty-five years, internationnl monetary stability
can no longer depend so heavily on a single nation,

The announcements by President Nixon on August 15 recognized these long-
building realities. In doing so, his intention was to launch the United States
fnto a new economic era—and to assure more balanced and sustained accept, a8
a basic point of departure, the links alrendy emphasized here by several
Governors between effective domestic performance, a secure balance of payments,
and international financial stability.

We are committed to curbing inflation and revitalizing the American economy—
not just this year or next, but for the longer pull, We are committed to ending
the persistent deficit in our externnl payments; indeed, at this point in time,
the only choice can be the means to that end, not the end itself. Finally, in
taking the difficult decision to suspend the convertibility of the dollar into
reserve assets, we are committed to negotiating with our friends for a monetary
order responsive to the needs and conditions of this generation.

The United States has not been alone among the countrles represented here in
grappling with the problem of achieving vigorous growth and productivity while
dealing with the destructive forces of domestic inflation,

To cope with this situation, President Nixon moved boldly to apply a 90-day
wage-price freeze to make a simple point as forcibly and afreetly as he could:
cooperation in the elimination of inflation is a prime national priority.

We are now deeply engaged in a broad effort, involving all elements in our
economy, to develop an effective, forceful follow-on program to the freeze. In
a matter of weeks, that program will be announced. At the same time, we will
be implementing other parts of the President's domestic program to assure both
near-term growth and lasting gains in efficlency, productivity, and technology.

In its entirety, this program is designed to fulfill our first obligation both to
ourselves and to the international monetary system : a stable, prosperous do-
mestic economy. .

Nevertheless, crucial as they are, I believe it is now fully understood that
domestic measures nlone cannot deal with the present and prospective imbal-
ance in the external payments of the United States. The specific monetary and
trade measures which we introduced on August 15—including the imposition of a
temporary import gurcharge—will not in themselves solve the problem. They
were, however, the necessary first steps to arrest an intolerable deterioration
in the balance of payments position of the United States, The deterioration in our
position has, of course, had its counterpart in improvement abroad—and only
by working together can we find solutions conducive to expanding trade and
monetary stability. ’ ,

1 would like to emphasize the connection we see hetween the balance of pay-
ments adjustment now required, on the one hand, and the long-range evolution
and improvement of the monetary system on the other. ‘
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First, without a full and lasting turnaround In the balance of payrments posl-
tion of the United States, any new monetary arrangements inevitably would
break down. ' .

Secondly, such a turnaround cannot be fully assured and lasting unless neces-
sary exchange rate changes are accompanied by trading arrangements that
assure fair access to world markets for U.8. products, :

Thirdly, a more balanced sharing of responsibllities for the security of the free .
world can and must be a part of a balanced economic order.

These adjustments are both entirely feasible and eminently deslrable in the
light of the impressive economic growth and strength of other leading trading
nations. Indeed, we beileve our objectives are shared by all nations with a funda-
mental interegt In & stable and balanced world trading and monetary system. We
also share common concern in seeing our deficit eliminated by means consistent
with open economies and expanding trade,

We do not underestimate the dificulties of the process. But I am in no way
disheartened or surprised by the absence of instant solutions in the slx weeks
since the President's action. The simple fact is that progress is being made.
Iln contrast to early August, I believe there I8 explicit and general recognition
that: .

We face together an adjustment problem of substantial magnitude:

There i8 a need for a broad realignment of relative currency values;

Measures outside of the exchange rate fleld are a factor in restoring last-
ing strength In the U.8. balance of payments ; , ,

For the longer run, the international monetary system requires far-reach-
ing reform, including a lesser role, at the least, for gold.

Indeed, we are now launched into an agreed program of work toward a solu-
tion In all these areas as soon as feasible. -

hM‘:ICh can be done In bilateral and multilateral negotiations In the weeks
ahead,

We are all gratified, I belleve, that we have progressed this far. But none
of us, at least I don't mistake progress in understanding and agreement on pro-
cedures for the hard policy decislons necessary for a satisfactory solution.
Much difficult work remains, both of an urgent and of a painstaking nature.

As you know, the United States has made explicit its own analysis of the
needed turnaround in our own balance of payments position. It reflects the hard
fact of a substantial underlying adverse trend in our trade position.

‘Some have urged that the adjustment sought by the United States is too large.
We are told time is of the essence. It is sald we must be satisfied with an ad-
mittedly partial solution, lest restrictions and even retaliation begin and reces-
slonary forces take hold. At the same time, we are told that the quick and
partial solution must entall a change in the official dollar price of gold and that
our surcharge must be removed as a prelude to negotiations.

We can fully appreciate the expressed concerns. We also fully understand that
our surcharge—while applied across the board in a non-discriminatory way—as
& practical matter affects products and countries unevenly. We are conscious of
the political sensitivities of decislons on exchange rates, Yet, in .the interest of
frankly discussing the issues, I must say plainly that we find a certain incon-
sistency between the expressed concerns and the proposed remedies.

A change in the gold price is of no economic significance and would be patently
a retrogressive step in terims of our objective to reduce, if not eliminate, the role
of gold in any new monetary system. Removal of the surcharge, prior to making
substantial progress toward our objectives, would accomplish nothing toward
correcting the balance of payments deficit. Nor can measures by others to resist
exchange rate realignment or other adjustment measures by.controls, restraints,
or subsidies help the process of resolving the situation promptly and effectively.

We must find more timely and constructive ways to meet these economic and
negotiating problems—to avold the contentious issne of the gold price, to achieve
the earliest possible removal of the surcharge, and to help determine the slze
and distribution of the needed exchange rate realignment. Faced with these dif-
ficulties, I believe- we should welcome the help that the market itself can pro-
vide in reachiyg crucial decisions. . : :

Many nations already are allowing their currencles temporarily to float, but
they have done so with widely varying degrees of intervention and controls. As
a result, some adjustments clearly needed are being delayed or thwarted, the
process of multilateral decislon-making impeded, and political questions multi-

H
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plied. In this respect, our surcharge and restrictions on capital flows could, like
those applied by other countries, themselves be a disturbing influence.

If other governments will make tangible progress toward dismantling specific
barriers to trade over coming weeks and will Le prepared to allow market reali-
tles freely to determmine exchange rates for thelr currencles for a transitional
period, we, for our part, would be prepared to remove the surcharge.

This would provide one possible path for moving expeditiously, reversiug uny
tendency to maintain and extend restrictive trade and exchauge practices and to
provide more satisfactory arrangements for settling individunl transactions, con-
gistent with the Resolution that has been proposed to the Governors, .

1 recognise that floating rates will not necessarily, over any short time period,
indicate a true equilibrium, I also know full well from experience that the present
fixed rate system has failed to maintain an equilibrinm, and we need assistance,
during this difficult transitional period, from the objective, finpersonal forces of
the market place in making decislons,

In any event, we will continue to work in detailed and frank negotintions, bi-
laterally and multilaterally, to seek agreement on appropriate measures which
may most fruitfully achieve and maintain the needed adjustments, This will lny
the foundation for constructive consideration of the longer-term problems of our
trading and monetary arrangements. -

I am following with grent interest the suggestipns of other Governors concern-
fng the shape of the future world monetary system. These comments bear out
what President Nixon sanid on August 15 regarding the need for a new monetary
system. Chairman Schiller forcefully pointed out at the start: we cannot expe:t
or wish'simply to go back to the old and familiar.

In contrast to the world that faced the architects at Bretton Woods, there i= n
far greater balance of strength, particularly among the North American, the
European, and Japunese economies. This development—so welcome in its own
right—in turn calls for a different and more symmetrical balance of opportunities
and responsibilities. ' :

We and the world had grown accustomed to U.S. deficits, The counterpart of
those deflelts were rather persistent surpluses for others, and those surpluses
helped satisfy the individual goals of other countries. But a monetary systemn
dependent on U.S, deficits is no longer tolerable, economically, financially, or po-
litically, for you or for us,

The implications are fundamental. A return to specified parities without United
States deficits will require ample alternative sources of officiul liquidity, inter-
nationally managed and controlled. There must be arrangements for adequate
exchange rate flexibility, available to all countries, to help maintain a reasonable
payments balance. There must be means—more effective than those incorporated
in the Fund Agreement at present—of encouraging timely and appropriate action
by surplus countries which escape the financial pressures forcing adjustment on
deficit countries. - :

There is another drea in which we are, in a sense, victims of our own prog-
ress. As economics have become more closely intertwined, as international capital
markets become more effective and efficient, and as controls and restrictions are
reduced, the potential for volatile and disturbing capital flows expands enor-
mously. This had already been a matter for international counsideration before
August 15 and for considerable comment at this meeting.

If not yet unanimously acceptable, substantially wider margins are. already
viewed as a necessary part of any establishment of new parities. Other difficult
questions concern the mix of.national fiscal and monetary policles, joint or co-
ordinated action in international money markets, and the proper role, if any,
for limited restrictions on financial intermediaries—always keeping in the fore-
front the fundamental need of free and competitive markets to serve the needs
ot traders and investors

A number of speakers have already emphasized that, whatever the particulars
of new monetary arrangements, a fundamental need will remain for fair, widely
understood, and enforceable international codes of conduct in trade and mone-
tary matters. I share that emphasis. The further corollary is that the Interna-
tional Monetary Fund, itself, should play a central role in developing and mon-
ftoring such codes.

Discussions of these matters have now been launched not only in the Executive
Board but in the Group of Ten. In emphasizing the need for these discussions,
I also note these matters are of direct interest not only to large and highly de-
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veloped countries but to that wider spectrum of Fund membership ready and
able to assume a share of the responsibility for maintaining an effective monetary
system, - -

While dealing with the monetary system as a whole, we shall, for our part,
also proceed with the assoclated task of dismantling unfair barrlers to trade and
impediments, including our own, to the free flow of long-term capital,

We will also need to deal with many questions bearing more specifically upon
the economie well-being of developing countries. My Government particularly
welcomes the discussion at this meeting and elsewhere of the pressing problems
pesed by populhtion trends in much of the world, the new emphasis on nutri-
tionnl and environmental concerns, and the more careful consideration of the
implcations of external debt burdens.

We are Impressed by the growing scope of the traditional actlvities of the
World Bank and its afiiliates under the able leadership of President McNamara.
President Nixon has called for an increase in the emphasis that we, ourselves,
give to multilateral institutions in our development assistance effort, and wo plan
to continue that process.

The high levels of lending by the World Bank Group are supported for the
most part by Bank horrowing in the developed count"rlgs. Twenty-five years of
activity has encouraged increased direct financial support by all developed coun-
gles).( and I hope other nations will continue to open their capital markets to the

ank.

» As the leve) of activity expands, the Bank must take even more care with the
efliciency and effectiveness of its operations and must question old premises. It
fs In this light that I welcome the evaluation efforts being undertaken by the
Bquk. It is fmportant not only that we ensure that the Bank Group processes
projects quickly and efficiently but also that its funds have their planned im-
pact—including assurance that these resources are reaching all the people of the
developing countries. .

As the World Bank Group further develops its ambitious plans, I must also
speak frankly of our own situation and intentions. I can do so explicitly with
respect to the pending replenishment of the International Development Asgo-

-clation, without which the plans for the yvears ahead will he gravely impaired.

We firmly support that replenishment. In reducing our total of assistance hy
some 10 percent over the current fiscal year, we mean to avoid any reduction in
that major commitment. Within our constitutional system, however, IDA re-
plenishment requires, but has not yet received, Congressional approval. The
fundamental sympathy and support of the Congress for IDA over the years has,
1 believe, been amply demonstrated. Nevertheless, Congress will have to bhe
convinced, as never before, that: first, this development assistance efliciently
serves to promote growth in the developing world; and. second, that our own
situation will strengthen to the point where this and other burdens on our pay-

. ments can be safely assumed. .

All these official efforts must be supplemented by flows of private capital. I
am disturbed when I see instances of developing countries treating private in-
vestment in a manner not accepted by international law. In a world already
short of capital to meet pressing demands, the adverse effects on the investment
climate of such practices are bound, in a very tangible sense, to deny real hene-
fits to the people. The damage in reducing the flow of capital can extend beyond
the parties immediately involved to other potential investors or reciplents of
funds. .

It is in this context that the Unitcd States firmly supports the creation of the
proposed International Investment Insurance Agency. The maintenance of a
healthy climate for private investment in those countries which recognize the
important role such investment can play has become a matter of concern for all
such natfons. The interest in this proposal at last year's meeting has not yet

- produced a result. I am hopeful that a new resolve and firmer commitment to this
fden by both developed and developing countries will produce agreement in the
coming year.

A logical complementary development would be more active reliance on the
Center for the Settlement of Investment Disputes. Of course, the policies of
the World Bank itself, in situations when existing foreign fnvestments are un-
fairly trented, will importantly affect the future climate for the flow of public
development asdistance as well as for forelgn private investment.

In conclusion, I would only reiterate we have a large agenda before us. We all
know the present situation has both risk and opportunity, -
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Wae should not fear the one nor fail the other.

With the frame vislon that motivated those at Bretton Woods, we can bulld a
better monetary and trading world. ‘

With wisdom, we can devise monetary arrangements that combine an essen-
tial stability with the capacity to adapt.

With courage, we can move together to reduce restrictions on trade and pay-
ments, in recognition of our mutual dependence,

With patience, we can work together, finding a balance of opportunity and re-
sponsibility for rich and poor alike that fits the imperatives of today's world.

These qualities are present in the men who have come to Washington this week
and in the governments they represent. You can be sure the United States will
jolnnyou in the vanguard of the effort. In this sure knowledge, I look ahead with
confldence.

Senator Rinprcorr, Thank vou very much, Mr. Seeretary.

Now, isn't it true that in the international field, when we are talk-
ing about surEluses and deficits, we are really talking about a double
mirror image

When you deal with surpluses and deficits there is a tendency for
the surplus countries to always criticize the deficit countries as if the
deficit countries had to take all of the initintives and none of the
blame were on the surplus countries. I think that has been sort of
par for the course ever since I can remember.

Now, isn't the root of the problem that because of the overvaluation
of the dollar, Europe has been able to build its prosperity on Ameri-
. can deficits and Japan has been able to build its fantastic productive
capacity at the expense of its many internal social reforms and the
overvaluntion of the American dollar? ‘

But what bothers me is won't the U.S. demand for a $13 billion
turn around. and I have never quite understood how long you expect
that turn around to take, disrupt the entire world trade picture ?

Secretary ConnaLLy. Well, Senator, to some extent I suppose we
have disrupted the world trade picture to a limited and an under-
standable degree since August 15. But let me first comment on that
by saying that I am not sure T agree, and I don’t want to get into a
semantic argument here because 1 am sure you know more about it
than I would and I would lose the argument, so T don’t want to get
into any kind of argument with the distinguished chairman,

But in one sense the dollar has been over valued, Mr. Chairman, in
the sense in which you used the words. But in another sense it.has not
been. Other currencies have been under valued, I say that for this rea-
son. The dollar, as you well know, has been the standard of the world,
it has been the reserve currency of the world, so it, in effect, serves as
an index. We normalily think it has been 100, it has been par, so to
s]peak, and other currencies have been over valued or under valued
depending on their relation to the dollar.

Senator Rmsrcorr. That is part of the double image in the mirror I
- talked about. :

Secretary ConNarLLy. ‘Yes, sir. :

Senator RIpcorF. We have been over valued and they have been
undervalued ? 3

Secretary ConnaLLY. Right. o : .

Senator Rmrcorr. Again I think if we understood that we are talk-
ing about this double image when we talk in the international monetary
field, we will start to understand one another in a very complex field.
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Secretary ConnaLLy. Now, no question but what during the past 22
years we have substantially been running a deficit in our balance of
payments. It has inured to the benefit of our trading partners. Obvi-
‘ously our deficits are su:t}:luses to someone and it always is—you are
absolutely correct—that the surplus countries are critical of the deficit
countries for not more properly managing their affairs and this is why
the United States has been so severely criticized, particularly in the
last year or so, for running perennial deficits over a generation.

They have been ¢};1ite critical of us for not being able to properly
manage our fiscal affairs and some of them have been very fran£ and
candid enough to admit in this International Monetary Conference
we are concluding today, that indeed they have been critical of us for
running deficits, and now we have moved to correct those deficits they
are critical of us for doing that,

So it is pretty diflicult for us to ever get in a position vis-a-vis our

trading partners where we are not going to be doing something with
which they disagree and T think the important thing is we understand
this and this gives me, Mr. Chairman, an opportunity to make one
point which T think we have to make in terms of where we are, what
we intend to do, what our hopes and aspirations are.
_ I think it is fair to say that the reason the stateemnt I just made
18 true; namely, that we have difliculty finding a noncontroversial po-
sition 80 far as our partners are concerned, is simply because they are
always looking primarily at their interest in the protection of their
national interest in trading with us. ,

Senator Rimsicorr. Which we have a right to do for ourselves.

Secretary ConnarLy. Which we have a right to do and which we
in the past have not always done. . '

Senator Risicorr. Now, Mr. Secretary, taking as the background
my openinig remarks, and 1 sent a copy of them to you yesterday, is
it possible in your view to get a commitment now from the other
countri:s to begin a more fundamental review of the world trading

stem ' : '

?yIn other words, couldn’t the Group of Ten countries begin to look
at fundamentals of the monetary system while the new OECD group
does the same for the trade and investment system in parallel.

This is so complex that we are not going to be able to have a few
men take care of the whole show, but can’t we start parallel discus-
gions in the Group of Ten and the OECD on both problems#

" Secretary CoNNaLLY. I am not sure the Administration has the nec-

essary. congressional authority at this point, Mr. Chairman, to begin

the type of trade negotiations that I think it must have before it enters
into such negotiations. A ‘
. Senator Ripicorr. My feeling is, and I can only speak for myself,
that you would find both this committee and the Congress most cooper-
ative on this score with the admijnistration. I would say that the Con-
ess, on a bipartisan basis would give you that congressional author-
ity because it is that important. o
‘I it is authority that you need, I would trust that the administra-
tion would send yp its request and I am sure Chairman Long would
do everything he could {o gxpedite hearings to make sure that it is
given toyou. . Ly =
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Secretary ConnaLLy.-Mr. Chairman, legislation was sent up last
year giving the administration the authority in the trade field to make
further limited reductions in tariffs. It was never finally acted on by
the Congress and I belicve that is the status of it.

Senator Rinicorr. Do you want itnowt .
Secretary ConnNaLLy. I would certainly think we would need it yes;

gir.

Senator Rmsicorr. This is something Tam sure the chairman will take
into account in the days ahead. _ ' .

Secretary ConNALLY. Let me point out at the snme time, Mr, Chair-
man. that we are not talking about the monetary gide, we are pro-
ceeding in the Gronp of Ten or that issue—I am talking about the
trade side that you referred to and the high level group of the OECD.!
That is what I said T thought we needed authority for.

SenatorRipicorr. T am still learning about fixed rates, floating rates,
managed flexibility, erawling pegs and all the other alternatives. Yes-
terday you called for a clean float. That is a new one and it puzzled me.

Would you tell me what you mean by a clean float?

Secretary ConnarLy, Tt is the opposite of a dirty float.

Senator Risrcorr. Mr. Schiller talked about a dirty float. Will you
tell us?whnt Mr. Schiller means by a d.rty float, and why you are Mr.
Clean .- :

Secretary ConnaLLy. We all want to be Mr. Clean, Mr. Chairman,
We use the term loosely; “dirty float”, well, we got it from the Ger-

-mans. It was nct of our origin. To simply convey although there are
a number of countrics today that are floating—many of the principal
trading nations of the world are floating—some have many constraints

_there on their floats. They are interveninﬁ whenever they want to.

They have all kinds of restrictions on the float. They are controlling
it so it doesn’t truly reflect the market allpraisal of the relative value
of currencies, . o T . o ‘

What we mean by a frec6r s, clean float is t6 indeed float the cur-
rencies: let's see what the market thinks the relative difference between
currencies is. L ‘ : :

Senator Rircorr. I am glad that you are a politician, and a good
one at that, The problems that we face in the monetary and interna-
tional field go beyond the theories of economists. I know in my own
conversations when I go abroad or meet with men here representing
foreign governments who are also politicians, members of parliament .
or cabinet members, they understand the basic political realities we
all have to consider when we talk about the division of international
“laborand freetrade. e e e

“This morning’s Wall Street Journal as I read it, has a story that
GM Opel tops Volkswagen in German auto registration. In this coun-
try we are concerned with the imports of Volkswagen and yet we have
Opel of Germany which is controlled by General fotors, registering
more cars in August in Germany than Volkswagen. I am assuming
that their result of this operation there, exchange comes back to the
United States because General Motors is éarning marks which is then

used in offsetting dollars against marks. :
Secretary CoNNALLY, That is cdrrect.

67-824—71——8
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Senator Risrcorr, That is one side of the problem. I was home this
weekend and picked up—-

Secretary Conyavrry, May I comment on that, Senator?

Senator Rinicorr, Yes,

Secretary Conxarry. I think it is fair to point out that although
wo would anticipate repatriation of income through the General
Motors subsidiary, and I assume there are no German restraints on
that for the moment, a great many countries do restrain the repatri-
ation of income.

Senator Rinicorr. This is a potential danger, if we get into a trade
war they can play the game too by restraining repatriation of earnings.

Secretary ConnNarny. That is correct. They can indeed and that is
why we don’t want a trade war. We don’t anticipate we nre going to
have one. T don’t know of any leading nation of the world that does.

“The point T want to make is that the foreign direct investments
that General Motors made when they went over there and built the
plant, when they acquired the property, when they undertook the
production of the Opel, that cost this country an enormous amount
of money in terms of its balance of payments.

So it hurts our balance-of-payments position, Second, even though
Genera! Motors has a financinl interest, the jobs are being provided
for Germans, The raw mrterials that are being used for the Opel are
indeed raw materials produced in Germany. T assume German origin.
I don’t know every single thing that goes into the car. But the point
I am making is that all of the economic activities surrounding the
production of that car are indeed German oriented. the only thing
we get back is some repatriated income which on the average in the
overall is not yet enough to offset the cuntinued foreign (ﬁorect in-
vestments that we are still making.

Senator Risicorr. Last week I was back in Hartford, and T picked
tép the Hartford Current and the headlines read, “Royal Typewriter

ompany shuts down plant.” As you read the articles you find that~
Litton Industries, a conglomerate took over the Royal Typewriter
Co. which is an old firm in Hartford, Conn., and is moving its pro-
duction to its })lam in Hull, England. There are about 1900 em-
plgyees, many from 50 to 55 years of age who are going to lose their
jobs..

This also raises the great problem of who has control over multi-
national corporations and their movements. ‘

But what I want to point out to you, Mr. Secretary, is that T am

glad that you as a politician ‘re in charge here. Because when you talk

~ frankly on this subject to any European who is responsible to an elec-

torate, not an economist or a banker, he understands hetter the im-
gllcatllons and the problems that a President would have, and that
enator or Congressman has when he gets to the tough realities of
what happens to jobs and prosperity in a locality, or state or nation.
Therefore, why T am plensed with the President’s initiative in that for
the first time we have made it possible to show leadership to have
some realistic discussion in the international trade field. You are
never going to stop international trade, ‘ o
- Senator ConnaLLY. We don’t want to,
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Senator Rimtcorr, What it means today is that when one country
takes actions, they have an impact upon t?ne well-being of other coun-
tries. Internationn] ngreements aren't going to be made fast and it is
going to take many years. It is my hope that since we recognize the
complexity of these problems, that the United States, which for 25
years has offered lou(‘m"ship in the economic, diplomatic, and defense
ficlds, would not forfeit that leadership and past achievements by a
hasty stroke of the pen or a speech, undereutting the lendership that
the Unifed States has been able to achieve. ~

It is there for us to exevcise, und it is going to take great wisdom on
your part and that of the President of the United States,

Secvetary ConNarey. Let me correct what 1 snid n moment ago and
corpect the vecord. T was in error, T am informed by Mr. Voleker and
Mr. Petty that the investment income of which T was speaking a
moment ago. had not exceeded our direct investment outflow. They
informed me I am incorrect, that it does by u slight amount, and 1
will correct the record to that extent, :

Senator Ristcorr, Just another comment. Some of our problems are
due to the fact that $55 to $60 billion of American money is now in
Iurope in the form of Kurodollars, This is because of the dollar crisis.
which eame about due to American investments abroad with American
dollars acquiring European plants, such as Litton ncquiring the plant
in Hull, England \\'hiQS\ made Royal Typewriter in Hartford, Conn.,
clore. or General Motors nequiring Opel in Germany.

This is very complex m\(}] I sympathize with your position. I don’t
have any easy answers and I think it would be a great mistake if we
created the impression that this is a simple yroblem that it is going to
be solved easily. I think that you and the resident and your succes-
sors will be wrestling with this problem for many years.

Secretary CoxyaLLy. It is, you are absolutely correct, Mr. Chair-
man: it is iIndeed a very difficult, very complex problem and mav I say
that you are also correct in saying that in tl\e final analysis it is a polit-
ical problem. it is not just an economic one.

1 have n monetary problem, I have said to my tounterparts in the
group of 10 that, in trying to work out a new structure and new sys-
tem that we should not kid ourselves that those of us sitting at the
table were going to make the final decision. Iivery single one of us
had to go back and either get ap yroval or instructions or get direc-
tions from our Presideni or our Prime Minister or head of state or
whatever the top authority was in the respective countries, and that
i« true heenuse these are political decisions of the very highest order.

Senator Rinrcorr. T think, Mr. Secretary. you will find that this
committee is very anxious to be constructive. T also think you will find
that. this committee is very anxious to be constructive. I also think
vou will find the committee nonpartisan. It realizes the depth of these
problems and you can be assured of our cooperation. We would hope
that you would continue to keep this committee informed from time
to time as you proceed in these complicated negotiations.

Seeretary Coxnarry. Mr. Chairman, we most certainly will and
may T make one other comment on something you said because you
are so eminently correct. That in the process of all of these negotia-
tions beeanse we have been in a deficit position, because other nations
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have largely been in a surplus position, vis-a-vis the United States,
not necessarily vis-a-vis the United States but in their trade figures,
that we are going to have an impact on their economies because they
in effect have to give up something to us. This makes it extremely
difficult for them to do because this does affect employment, this docs
affect plants, this does affect production, and we are aware of all of
that and we obviously are concerned about it. -

In many cases though what we are saying to some of these coun-
tries as, I snid to one yesterday who was p?ea( ing that they were being
mistreated, no, 1 can't agree you are being mistreated. You have an-
ticipated a 30-percent annual growth in the shipment of your prod-
ucts into our country, we think that was an unreasonable assumption
on your part-and we have suggested to you that you count on 7 per-
cent and asked you if you couldn’t hold your growth to 7 percent
which is far in_excess of our own. I said you have not been wihing to
agree to that and I said this is where we are miles apart. You want
unrestricted and unrestrained access to the American market and
we can no longer let you have it.

It is that type of thing we are dealing with.

Senator Rmicorr. Senator Fannin,

Senator FANNIN, Thank you. Again T commend you for the action
you have taken. I am certainly impressed by the responses that you
1ava given us here this morning,

The chairman referred to and you have continuously referred to
the &13 billion turnaround. Is your goal still a $13 billion turnaround
in balance of payments. __ -

Secretary CoNNALLY. Yes, sir. And again this is not a hard and fast
figure. Senator Fannin. I hesitate to say that-now, stories will be
written that T am again giving ground and so forth and so on.

It is difficult to make any statement that is not, interpreted as too
strong a statement or too weak a statement. But keep in mind that the
$13 billion figure also contains within it about a $2 billion safety factor.

-No one knows precisely what the figure ought to be so in one sense we

can say if you took out the safety factor completely you aze talking
about an $11 billion figure and hat is correct. But we think the $13
hillion figure is a very sound figure and a very conservative figure
hecause there is no increase in foreign direct investments in there. So
I would say we are standing on that figure. g

Senator FANNIN. Very good ; T hope you do.

Do you think the promise of a negotiation on currency, trade, and
defense matters are sufficiently grounds for terminating the import
surtm;, or do you think we need actual results before we yield on that

oint
P Secretary Connarvy. I think we can’t, if I understand the question,
remove the 10 percent import surcharge until we hawe some assurance.
some formula agreed upon by which we can be confident there is going
to be a turn around in our balance of payments.

Senator FANNIN. You are talking about actions?

Secretary CoNNaLLY. Yes, sir,

Senator FANNIN. Not conversations? -

Secretary ConnarLy. Yes. We have general agreements, so to speak.
I won't call them agreements. We have general statements from other
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nations that they are willing to ghare in correcting our problems by
revaluing but whert you get down to it as we have In many cases, it i8
very difficult to try to pin down any precise amount. We recognize they
n {o all going to be cooperative but we have to sce what we are talking
about.

Senator Fannin, Well, I agree with you, Mr. Secretary, that the
Furopeans, and some of the other countries have been prenching to us
for years to eliminate our balance-of-payments problems and, as you
mentioned earlier, they don’t seem to like it when we take decirive
action. In some cnses the decisive action we have taken is the same
actilon that they have taken in prior years by placing barriers on our
trade, o

You mentioned about jobs and I commend you for that because this
is one of the most important factors in our overall program. Just to
show you the real problem we have, West Germany last year, 1070,
imported into the United States or exported to the United States
675,000 autos. We exported into Germany and they imported from us
legs than 2,500, Japan—of course we are not making cars in Japan like
we are in the other countries of the world. Japan shipped to the United
States over 381,000 and we shipped into Japan 159.

Now this is certainly an illustration of the tremendous problem we
have. '

Do you feel that we can make any moves until something is done
correcting that imbalance.

Sceretary ConxaLLy. Senator, this is why even though we are pri-
marily talking about realinement of exchange rates, even though the
group of 10 is traditionally a grOuF that concerns itself with mone-
tary affairs, nevertheles, I repeatedly and consistently say that there
are areas in the trade field, there are areas in the defense field, that can
be changed and can be rectified at the time we are considering the
monetary problems. '

Senator FANNIN. When the surcharge expires, can you see & situa-
tion where the President may want to impose quotas for balance of pay-
ments reasons. As you know, this is permitted under article XI of
GATT. Do you think we should give the President general authority
to impose quotas when there is a%mlance of payments emergency ¥

Now it can be selective. Do you think we should have general
authority ¢

Secretary ConnaLLY. Yes, sir, I frankly do. I think I know the Con-
gress jenlously guards its responsibilities and its authority, and it
“hould. Yet I think that within limits the Congress should clothe the
President with as much authority in the trade field with respect to
quotas, tariff, and similar powers, as they possibly can without com-
pletely divesting themselves of an interest and a control simply be-
cause things move so fast.

In the international trade field, the international monetary field and
generally in the economic field, 6 months can make a tremendous dif-
forence in what happens in the tide that runs in a particular country.
So I think that we are going to have to be more responsive in terms
of :}i\meﬁaxllg I would hope that the President could have more authority
in this field. ‘
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Senator FANNIN, Mr. Secretary, the Commission on International
Trade and Investment Policy has recommended an export subsidy to
compliment the import surtax. Would direct tax credits for exports
be preferable to the DISCY

ecretnry CoNnaLLy, We thought about. that a great deal, As you
know, this proposal was made last year before I came here, A great
denl of thought was given toit. :

Treasury has studied the European border tax, value added tax, ex-
port subsidies, and various aspects of both their monetary and eco-
nomic trading practices. It was felt that all things considered the
DISC proposal probably was the best providency merely a deferral
of income with respect to those items that were sold in the export trado,

Senator FANNIN, We have heard a great deal about multinational
corporations. These are very critical times for companies that move
from the United States into a foreign country, like into Taiwan or
Korea, and then ship back into the United States practically their
total production. This crentes one problem, but then wo recognize
the tremendous services that has been accorded other countries of
the world by our multinational corporations, especially into some
of the undeveloped countries, We have the problem of protecting the
actions and activities of our multinational corporations and still con<
trolling their activity from the standpoint of shipping their products
into this country.

Do you think that we can have legislation that conld correct this
situation of exporting jobs, and still not deter the beneficial activity
of multinational corporations!?

Secretary CoxvaLLy. Yes, I think you can have legislation and
again our DISC legislation was directed to encouraging a subsidiary
of an American company could engage in both manufacture and sales
of exports in this country so that the jobs remain here. The economic
vitality remains in the United States but the income generated from
those sales would be deferred from the standpoint of taxes until such

time as that income was in effect repatriated to the parent company

in the United Sta‘es.

We think this would do a great deal toward solving the problem
to which you allude.

The problem you have in trying to make sweeping legislative pro-
posals 1s that we want a great many multinational companies to go
overseas because there are n_great many.things in this world that we
don’t have and that we vitally need. So’our companies are going over-
seas and they are developing those resources and they are bringing
them back here. In this case we veally need the products derived from
overseas investment and in the other case companies are investing
overseas to produce things that we can produce at home.

So we say we don’t want that but we can’t he that completely selfish.
We can’t take from the world what we want and give nothing back,
So it is a difficult thinlg to handle on a legislative basis. This is why
we came up with the DISC proposal.

Senator FANNIN. I certainly agree.

In the DISC proposal, we do have some misunderstandings, I know,
because we have discussed them several times. DISC is just as help-
ful in maintaining exports as it is in acquiring additional business;
isn't that trus? /



115

Secretary ConNaLLy, That is correct. , '
Senator IFaxnin. I think this is a very important consideration, one
that has not been fully explored by many people in the Congress. An-
other phase of the DIéC proposal which T think has caused consterna-
tion, especially with the union people, the deferred payment of taxes.
The amount of money that is retained could be spent or could be in-
vested inforeign countries in manufacturing facilities.

Don't you think there is a way of mending DISC in which that ob-
jection could be removed !

Secretary ConyarLy, I think so and T think basically the position
which labor has taken, if T understand their position is because they
think corporations are being given a big benefit from the standpoint of
tax payments, Well, if they look at the overall, the whole thrust of the
origin of the DISC idea was not to give corporations anything, They
don't get n tax remission, they get a tax deferral, a1 | when they
bring that money back into the parent company they pay taxes at the
regular rate like anybody else. }Sut the thrust behind the DISC pro-
posal was to create the jobs in this country, the cconomic vitality and
expansion in this country. .
< Senator Faxxix. As you have stated, it is just as important to hold
the jobs that we have in this country, so jobs is the number one gonl
of DISC.

Secretary CoxNaLLY. No question about it.

Senator Faxxix. Well, thank you very much, Mr. Secretary.

Senator Rinicorr. Senator Nelson.

Senator NrLsox. Mr. Sccretary, in & \\’nslxixufi,'t011 Post article on
September 19, Professor Stanley Surrey of the Harvard Law School
and formerly Assistant Secretary of the Treasury for tax policy dur-
ing the Kennedy and Johnson administrations, wrote an article very
critical of the DISC proposal. I would like to read a couple of excerpts
from this article, and get your comments on them. With regard to in-
creasing exports, he asserted no study has been made—

The purpose claimed for this proposed tax-favored treatment of our exporters—
exempting an entire activity from the income tax—is that it will stimulate our
export trade and thereby help our balance of payments. But the revenue loss in
the billions occurs even if not a single dollar of new exports occur. Moreover, no
one, not even the Treasury, has offered any public documentation and serious
economlic study of just how and to what extent and for what goods this windfall
to the exporters will increase our exports. On the contrary, most economists be-.
lieve just the opposite, that the change will have only a slight effect on our
exports out of all proportion to the revenue loss involved. No other country, even
among those most incentive-minded, has adopted such a sweeping tax escape from
fts income tax. When questions are asked wh is our tax system 80 unfaiy, why
are there such gross escapes for some from the tax burden borne by others, why

do we have so much difficulty in focusing our scarce funds on pressing needs, the
DISC proposal i8 a sharp and bitter answer.

Secretary CoxxarLy. Well, I have several comments on it Senator
Nelson. ) - )

First, the thrust of what Mr. Surrey says is that there is an exemp-
tion here as if it was a complete remission or exemption. That is not
true. DISC doesn’t say that. DISC gives income deferral and it is
subject to question in terms of the total economic impact that will be
generated because we never have done it. We don’t know,.we think

from what industry has told the Congress, from what information
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we hive available, it will indeed have an enormous impact on the
development of additional trade.

But I think we get into quite a technical argument and I do know
that Jack Nolan and Eddie Cohen, who presently occupy positions
formerly occupied by Mr. Surrey, feel very, very strongly in favor
of the DISC proposal. It was to a large extent their idea so far as
I know and I think much of the difference would have to be simply
explained by a difference in philosophy between Mr. Surrey and M.
Cohen and Mr. Nolan and I would include myself on the side of Mr.
Cohen and Mr. Nolan, if we do indeed divide up on that basis. So
I think there is ample information and we will be happy to provide
this committee with some. ‘

Senator Nerson, I don’t have a sufficient understanding of the
DISC proposal to have a strong position myself. But on the ques-
tion of deferral, Mr. Surrey has this to say:

The Treasury stresses In urging DISO that only a deferral of tax is involved,
in terms that imply deferral is really not much—the tax is not pnid now but
must be paid a bit later on. Indeed, “Deferral” for most Congressmen Is a
word that lulls them into belleving very little is being given away. But the
Treasury and corporate controllers know better. Thus a high Treasury of-
ficlal, in talking recently to a professional group on aspects of accounting, said:

“I need not tell this group that a tax deferral is the name of the game. A tax
deferred one, two or several years {s simply a lower amount of tax on those
who achieve such deferral—a burden that must be assumed by all other
taxpayers.'

For a profitable company, the present value of 15 years deferral—
at the least the period the Treasury and business have in mind under
DISC; indeed the deferral for many will be indefinite—is just about
worth the amount of the tax itself, which makes deferral the equiv-
alent of exemption. The reason is that the deferred-tax money that
a company keeps over such a period (in effect an interest-free loan for
that period) can be put to work earning additional money.

In a typical case the real cost to a profitable company for each $100
in deferred taxes would be only $18 to $20. '

Secretary ConnarLLy. Well, my comment, Senator, to that statement
are two. First, I don’t think it is an objective statement of the analysis
of the DISC proposal. Secondly, there is an income tax deferral if the
income is put into job creating investment for export. The third com-
ment I want to make is that there is a deferral today under existing
laws when companies go overseas and do exactly the same thing.

All we are saying is let's devise a plan and if you all have a better
idea of how to amend this, we are not wedded to any precise formula
in Treasury. The companies are going overseas now, they don't pay
U.S. tax until they repatriate that income. We are trying to say build
your plants, build your facilities, create the jobs at home and we will

ive you the same type of deferral you Tget now, but we want the jobs

ere rather than Spain or Germany or Taiwan or wherever. We want
the jobs in this country and we will treat you just as if you built your

lant overseas to take the jobs of the Royal Typewriter employees

gllowing the example that the chairman used. That is the basic thrust
of it. ‘ . _

And if the committee and if the Congress can devise a better plan, we
will support it. We have no predilection to insist on the precise lan-
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guage of the DISC proposal. Woe are trying to provide an incentive,
very frankly, to keep American business from going overseas to build
the products and ship them back to this country and thus deny jobs to
American people.

That is the whole thrust of it. And if there is a better way to do it, we
will follow that.

Senator Nersok. Is Mr. Surrey correct in saying that no one. not
even the Treasury, has offered any public docuniefitation or serious
economic study of just how and to what extent and for what goods this
windfall to exporters will increase our exports?

Secretary ConnaLLy. Let Mr. Volcker respond, simply because this
was first proposed and hearings were held last yoar. We have not really
gone into this this year and T am not familiar with what is available
in terms of studies.

Mzr. VoLcker. Senator, I think we have studied this as much as and
even more than any other measures have been studied that affect our
foreign trade position. I know Mr. Surrey in that article, casually re-
fers {o an exchange rate change but that is a very difficult matter to
make judgments on, too.

I would submit that what we know about the effects of DISC from
very extonsive talks and studies not only within the Treasury but with
private companies concerned give us more confidence in our ability to
suggest the results of DISC than some of the exchange rates changes
which have heen talked about rightly as part of this process. There are
uncertainties in all of this business. No economist has a precise and
definite answer to all of these questions but I think it is completely
wrong and unfair to say this has not been studied and studied
intensively. : .

Sonator NeLson. Have these studies been made public, or submitted
to the committee? '

Mr, VOLCKER. Certainl{) the results of the judgments and the basis
of those judgments have been submitted in the earlier hearings.

Senator Nersox. What will this deferment of taxpayments do to
make an American corporation’s products more acceptable in foreign
markets unless the company reduces the price of its products substan-
tially, based on deferred payments of their tax?

What will this proposal do that our exporters aren’t already doing?

Mr. Vorcker. I think each individual company will make its own
judgment, Some in fact might have an opportunity for shaving prices
marginally in markets where they thought that was important. We
hope this will induce more companies to enter into the export field and
those companies that are already in the export field to undertake the
kind of investment and promotional activities that might stimulate

-exports. It will affect a decision, as the Secretary was saying as to
where. they might put plants when they are considering penetrating
a market in another county—will we build the plant in that country
or a third country or in the United States? Our laws now actually
provide incentives to build the plant oversens: and that doesn’t seem
to make a lot of sense. Shouldn’t that situation be equalized so at least
the choice of building the plant in the United States stands on an equal
footing in terms of our domestic tax law ¢

That is the kind of problem that DISC is getting at. A manufac-
turer has existing -plants from which he ships to a third country.
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Does it make sense for our tax law to give some incentive to ship out
of another country instead of out of the United States? I am afraid
to some extent this is the situation wo are now in, and that is the kind
of situation DISC is trying to correct, -

Senator Nersox, T am advised that Mr. Houthakker. a past member
of the P]rosident's Council of Economic Advisers, criticized the DISC
yroposal.

: Mr. Vorexer. T am not aware of that, He was formerly in the Coun-
ciland he certninly supported this roposal while he was in the Council
and to the best of my knowledge st.in does.

Senator Nerson. Thank you.

Senator Rinrcorr. Senator Hansen,

Senator IHHaxsex, Mr, Sceretary, T am very pleased to note yvour con-
tinued focus on johs. Certainly no one wants a trade war, but from
what T read and understand, Just to illustrate the situation with two
countries, here is Japan exporting about 11 ercent, as T understand
it, of its GNP of which one-third goes to the United States. We export
nhout -+ percent. roughly of our GNP. Tt scoms. to me that aside from
the devastation which surely would follow any rather universal dis-
ruption of trade, actuallv we don’t have too much to risk,

T can’t help feeling that insofar as our tothl output in this country
is concerned, with only 4 percent of it going into export, I should think
that we perhaps better than any other country might be able to go out
into the open market and buy what we need and get along fairly well.
Whether or not that is true' T don’t know but that happens to be my
personal feeling. :

T nate that vou snid earlier that. and T am not quoting vou precisely.,
but T think vou made some reference to the conviction that this nd-
ministration holds that it would not he caling unon all of the-countries
of the world ta share caually in the defense burden.

Did that reflect substantially what vou said ?

Seeretary Coxnarny. Yes. sir: that js substantially what T said.

Senator Haveex, T understand further that Japan puts bavelv 1
percent of its GNP into defense at the present time. We. on the other
hand. put in about 8 percent. Would it be vour feeling that beeause
of the nrotective umbrella we have held or helped support over many -
of the free nations of the world. have we not, in effect made it possible
for Japan and for some of the other countries who share mutual de-
fense commitments was to focus more on trade and to have to concern
themselves less with other problems?

Secretary Coxyarry., Well. without being particular, vour fieures
are substantinlly correct. Senator. As T reeall the percentage of Japan’s
commitment to defense in terms of GNP it is 0.9 percent. and ours is »
9.0 percent. And there is a substantial difference in the transposal of
those figures. . .

But without singling out Japan, we are trying to say basically that
thig does impose upon us a burden and a cost. This responsibility that
we have assumed must indeed be taken into account in realinement. of
trade matters or otherwise. Specifically what we think of is the ap-
proximately $650 million to 8700 million that we pav in Japan each
year for military expenditures. This is n.direct expenditure in that
conniry for defense purposes and ‘we think this in itself provides a
unique opportunity for them to make some contribution. The same is
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true of Germany. And thero are countries avound the world where
this particular situation has an unusual impact and those are two.

Senator Haxskx. With respect to keeping people busy and employed
everywhere, T note that despite the fact that Paris, for instance, has
had n complete sewage system for some 200 years, I understand that
about. 9.2 pereent of the homes in Japan have flush toilets. Couple that.
with the fact that Japan while it Jends the Asian nations in per capita
income. I believe it 18 only about in the scale of 14th among the na-
tions of the world. Doesn'’t Japan have a real opportunity to direct
some of its energy and manpower and money toward bettering the
life for Japanese people and perhaps taking. a little less or paying
a little less attention to further development of trade?

I think they have set some unreasonably high goals in which they
hope to expand trade each year, but with the pollution problem they
have in Japan and with the dire need in terms of American demands
and standards I should think that they could very well look inward
and’ find some useful outlets for their energies and resources right at
home.

Do you shave this conviction?

Secretary CoNNaLLY. Senator, you are absolutely correct and, of
course, this is one of the difficult things that we have in trying to
balance equities between nations, -

Ve have talked to Japan at all levels of government. When we had
the Japanese Cabinet here a couple of weeﬁs ago the 9th and 10th of
this month, Secretary of State Rogers and all of us who attended the
meetings—about six members of our Cabinet meeting with six of
theirs—talked about the commitment of resources for social purposes
within Japan in the final analysis what you get back to is how do
we maintain the standards of living in this country, how do we com-
mit our resources to social purpose. In the United States social expen-
ditures now run about 42 percent. Forty-two percent of our budget is
committed for social purposes—enriching the quality of life in this
country.

And with that kind of commitment of resources it is almost im-
yossible for us to compete with other sophisticated industrial nations
If indeed there is a great disparity in their contributions to similar
purpose. So we have talked to them about their ecology and.their
pollution and_other items. Frankly they have admitted, they have
now said publicly, not because of what we said to“them, but they

acknowledged they are going to have to commit an increasing amount
of their resources toward the enrichment of their own life and devote
them to social purposes within their own country.

Senator Hansen. Well, T think you are so right. When you speak
of that and other disparities between standards of living in the vari-
ous countries. let me ask this question. Even if we achieved the ex-
change rate changes that we are secking, unless we can bring our costs
and prices into a more stable position, T would think that we will have
lost any competitive advantage we will have gained through the ex-
changa rate changes. . ‘ ..

“Can you tell us whether it is the intention of the Executive to main-
tain the phase two wage price program until such time as all of the
cost-push inflationary trends are eliminated.

pas
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It would occur to them that this would take a long time and I was
wondering what the administration thinking might be in this respect §
Secretary ConNaLLy. Senator, I can’t nor would I at this point
resume to answer your question even if I knew the answer, I don’t
ow. The President has not made a decision with respect to phase 2.
In the Cost of Living Council we have not yet made our fina | recom-
mendations to him, I'think it is fair to say, however, that there is going
to be o determined effort on the part of the administration to main-
tain a %rogram and to continue a policy to halt inflation in this coun-
try, to break the back of inflation in this country. To say that we are
going to try to keep on controls to the point where there is no further
waf;e })rice push in this economy, I could not say. That would cover,
I think, too vast a period of time. But we are determined in the inter-
- est of the American people, in the interest of their own competitive
sition and in the interest of providing their jobs and keeping their
Jobs and in the interest of trying to maintain a protection for the
standard of living in this country, we are going to continue to fight
against inflation, , -

Senator Hansen, Well, Mr. Secretary, you have made almost pre-
cisely the sort of response I had anticipated. I agree with you that you
couldn’t in good conscience say much else. I asked the question partly
for rhetorical reasons. T think the American people need to bear in
mind exactly the point you have made. Unless there is some way of
getting a handle on inflationary pressures, any other steps that we
now take that could mean so much in the ultimate solution of a very
vexing problem could be lost if we don’t have a good tight handle on
these inflationary pressures, So T address it partly to everyone hecause
I'think it is something we do need to keep inmind. .
~ With respect to the reformation of the international monetary sys-
tem, I note that the French Finance Minister appears quite eager to
make gold the center of that system and I suspect because of Britain’s
extreme anxiety in getting into the Common Market it is going to be
looking very closely at France in order to make certain that it doesn’t
offend anyone who could hold a veto power.

Do you think that the French view unnecessarily preordains any
effort toward monetary reform to failure at this time oriow significant
is France’s intransigence insofar as gold as the center is concerned.

Secretary ConvaLLy. I have two comments on that Tlestion. First,
I think France has a unique position with respect to gold and the role
it should play in the international monetary system. I don’t know of
any other country in the world that feels as strongly or that would
take such a categorical position as they have.

Second, it'is fair to say the position which France will take will not

~ be the position the United States will take. We expect and hope to de-
emphasize gold in any restructuring of the international monetary
system, and without attempting in any sense to ﬁrejudge the ultimate

- butcome of the negotiations we would certainly hope we could prevail
on this question. - . ‘

Now, if I may, the earlier part of your question raised a matter that
I think, if you will permit me, I would like to comment on very briefly.

Senator Haneex. I would be delighted. :
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_ Secretary ConNAvLLY. You were asking me what we were going to do
in phase two and what was to follow in the action on the problem of
inflation in this country. _

Let me phrase it differently. o

Not being an economist and an expert in the field, and I readily
admit that I am not——-

Senator HAN8EN. Mr. Secretary, would you permit an interruption.
I sort of inferred from what the distinguished chairman had said,
though I think I probably took him out of context, he said exceptin
bankers and economists there were others whom we could believe, an
I say that somewhat facetiously.
~ Sonator Rinrcorr. It wasn't a question of believing. I think that
econoinists obscure the problems that human beings have to deal with
so much that T am 1gla to have a vocal politician sometimes put it in
language that people understand.

And I think the Secretary, who is a darn good politician, is able to
clarify many things that economists tend to confuse.

T Secr}etm ConnaLLy. This is precisely what I hope to do now.
aughter |, .
When you get into this whole monetary field you can get in so

decp that truly only an expert can understand it. As far as the Ameri-

can_people are concerned, I think the important thing to remember
is simply this: That there are no monetary miracles that this Nation
or that the experts can perform to solve these problems.

The only reason we have monetary problems today is because we
have economic problems. Money does nothing. It is a sterile com-
modity in this world. It merely reflects what is hal)pening onthe eco-
nomic front. And if we are weak economically, if we don’t have the
vitality, don’t have the jobs, don’t have the productivity, we are going
to be weak ourselves versus other countries and that is the position
wearein.

So whether or not the dollar is strong depends upon whether or not
this economy is strong, whether or not we are moving, whether or
not there is vitality, whether or not there is risk being taken, whether
or not people are tryin% to build and to create. It is just that simple.
The American people determine whether or not the dollar is weak
or strong and the American I1\)60pl<3 determine the future of this coun-
try and they determine whether or not we are going to be competitive.
Woe can’t do it here in Washington in the Treasury with some mystic
monetary manipulations. It doesn’t work that way.

Senator HanseN. Would it be your feeling that one of the weather
vanes that is critically important in trying to make an accurate as-
sessment of the economic vitality of a country must be the number of
people working and what they are.earnm;i. SR o

Secretary ConnaLLy. Well, obviously that has a tremendous plus im-
‘pact and ‘we have a great many people in this country workihg, as you
well kmow, and they are working at: the highest wages of any nation
of th% world and we are living with the highest standard of living in
theworld, ' b o enerer e em T :

Td protect al} of that-we have to.increase our productivity, we have
to be smartet, we have to invest thore; we have to have more risk capi-
N L N L RN
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tal, and we have to buy the most sophisticated equipment and plants,
and we have to put ont more in terms of productivity to maintain that
relative position. :

Now, we can {rresce, wa can hope for the time when the people of the
world will all be substaatially on the same plane but we haven’t reached
that.point apd we sure want to try to help through aid programs.
through other activities around the world, we want to help bring up
other peoples and to provide them some opportunities and some envich-
ment. in their own lives. But.in the process we don't want to lose sight
of the fact if wu nre not ¢careful they can pull us down to their level,
and that isn't what we want. We want to try to lift them up to our level.
And it is that simple, that is what we ave talking about and the Amevi-
can people have to understand that they and they alone have it within
their grasp to determine which it is, - :

Senator Hansex. Thank you very much, Mr, Chairman,

Senator Rintcorr, Mr. Chairman,

Senator Loxa. Mr. Secretary, I think our differences over minor
details shonld not obscure our agreement on the major points,

Now the important thing is tﬁut you have the complete support of
this Nation in what you are trying to do. I am not referring to some
detail suéh as whether we go for the DISC or go for subsidizing ex-
ports in some other fashion—Dbut the main policy orientation,

I was dismayed to sve in one of our major newspapers the day this
international monetary conference opened n cartoon suggesting vou
and the President were toying with the possibility of a trade war. The

picture showed the President throwing matches from the top of a’

powder keg. e . :
The fact of the matter is we can't keep doing business the way we
were. We were on the verge of becoming internationally bankrupt—
everyone knew it—even though we are ﬁxe richest nation on the face
of the earth. So we had to put this thing in order and I would hope
if anybody gained any impression that you don't have the complete
support of the Congress and the American people in what vou are try-
ing to do to correct u bad situatien, that our visitors-to the Interna-
tional Monetary Fund would go over and consult their own ambassa-
dors and let them tell about the tumultuous ovation the President of
the United States had when he said to the American people over tele-

vision at a joint session-of Congress we had to think about our own

interest for a change. J

I didn’t notice any ambassador applauding for that but the Congress
almost tore the roof off the place. e '

You came before our committee and you explained what you were
trying to achieve at the International Monetary Fund conference. If
you recall, I asked for a show of hands and every one in the room
agreed unanimously what you were trying to do was in the Nation’s
interest. That is not saying we agree on every detail: Weknow we have

been going broke the way we are doing business. We can’t keep it up,

we have to change our way of doing business.

And what you are trying to do is correct and I want to reaffirm.to
you what the situatipn. is with regard to this committee and T think
1t .18, true in:the ‘Ways and Means: Committee and the Congress, we

wholehegrtedly approve of your efforts to correct this Nation’s un-.

-

\
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favorable balance of payments, You have our complete support on
this; this thing has been delayed too long. If you wori’t settle for any-
thing less, you can get this mess straightened out now, and frankly if
it is not understood by now I think the critics might take a look at

what the polls are showing. What you are trying to do is correct a bad -

situation. You have put your popularity with the American people
so high it has even given Mr. Agnew’s supporters some cause ?on
concern,

Secretary Connarny. That is the most disturbing thing that has
come out of this whole thing. o o

Senator Lona. But everybody in the country generally approves of
what you are doing to try to straighten out a bad situation where we
can’t continue to run these enormous deficits.”

Now, I am concerned about the fact that you may have to resort to
some of the authority under the Trading with the Enemy Act to im-
_ Fose quotas at somo point in products shipped by our friends. I would

10pe you would let us know before we conclude action on this tax bill,
which is coming over here within a week, if we can provide whatever
appropriate authority might be necessary so that the President can
take whatever action may be necessary to impose any sort of quotas
or import surcharges while we are negotiating in trying to settle this
matter. If he doesn’t have the precise tool that is needed we might
])rovide him with one. Instead of giving a hoe we might give you a

awn mower to work with. But in either event we will give you what
is necessary to get the job done. :

Now, I am and have been concerned about the fact that in these
trade and monetary conferences we have been constantly providing our
trading partners with a set of misleading trade figures to reflect the
idea we Rad a favorable balance of trade when-we didn’t have it.

At the International Monetary Fund meeting liere, foreign coun-
tries say “why put on an import surcharge when you have a favorable
balance of trade.” But when you look at what you are paying for your
imports including the freight—95 percent of our trading partners do
that—it’s not favorable at all. ‘

That is an essential part of trade and to fail to do that has been re-
flecting a favorable balance for the last 5 years when in fact we have
‘had unfavorable balances. : :

The Secretary of Commerce agreed with me that our trade figures

ought to reflect the freight to haul those imports into this country—
The Chairman of the Tariff Commission was before us and she also_ -~

agreed. , . _
It is my impression that you agree that we ought to include insur-

ance and freight when we talk to foreign countries. They present our

own figures back to us'and say you have a favorable balance of trade
and you ought to be satisfied with that. Then we have to spend the first
half hour explaining to them, “look, it is only because we keep the

books that way. No one else keeps their books that way. If we keep our :
books the same way you keep yours we don’t have a avorable-balance -

of trade.”

I hope at some point you will get that straightened out. Undex the -

law it i8 you, the Secretary of Commerce and the Chairman of the Tar-
iff Commiseien who says haw.we keep this figaire. Somidona sgys it .only,

.
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plays into the hands of the protectionists to keep the figure the way
everybody -else keeps theirs, The fact of the matter is 1t must be very
much to out advantage to show that we don't have any favorable trade
balance, not now and never have for the last 8 years, and I would think
that that would help solve the problem because we talk about helping
share our defense burden.

- Some of these countries want to claim to be neutral in the cold war
struggle or whatever kind of struggle it is between our Nation and
the communist nations and they would immediately find some oxcuse
to back out of their responsibility if you show them we don’t have a
favorable balance. ° ' :

This fails to take into account the freight, which everyhody else's
figures do, and I think that would help in negotiating with our part-
ners; - : :

Secretary ConNarLvy. Mr. Chairman, as you know, we don't keep
those figures, Commerce f)ublishee them. If there is some reason, some
compelling reason to publish them, they should be published both ways
with insurance and freight in the figures, such as you suggest, because
there is no point in kidding ourselves, ;

sSenator T.ona. I have high regard for the majority leader of the
House of Representatives, he comes from my State, I supported him
for Governor of Louisiana and I have no less regard for him now than
I had-when I campaigned all over the State for him, but aftar you de-
clared what would have to be done he made a speech to the trade group
in Louisiana and said we have only had this unfavorable balance of
trade for 1 year and that has been a bright spot in our picture. T will
put in the record the way we calculate 1t. When you take everything
into consideration we haven’t had any balance of trade it has 3
big minus for the last § years, and that is a ﬁart of the overall prob-

t, -

straight, :
(Material referred to follows:)

TABLE 1.—U.S. TRADE BALANCE, 1960-70
{In billions of dollars)

- ' . ' AID and  Total exports
. Public Law less AID and

L, Tel  Toul 480, Govern. Public Law Total
| expps,  Imeonty batenc "t inanced 80 fnanced  Impotls,  Marchandise
0.b, .0.b, “ axporls oL30 L1,
(A) (B (C=A-B) (0) (E=A-D) (F) (G=Et~F)
2.7 400 427 - L9 10.8 4“0 3.2
TR TS R S 2.0 35.3 .7 ~is
wi a2 +.9 2.2 e 3.5 Z0
31 260 01 %5 2. 2.6 Zri
295 - 256 139 2.5 21,0 28.2 12
8 - 214 ¥5.4 23 3 235 +.8
A . A 27 231 20.6 +2.5
9% 1.2 5.3 7.6 19.9 1.9 it
R 1 D SRR o 3 TN 4 v
19 isir +4.5 1.7 1‘%9‘ I&S' 1’1.3

- [}

1 CIF imports are assumed to be 10 percent higher in value thanf.0.b. imports in accordance with Tariff Commission study.
Source:-U .5 Dbpatmentof Commercs, -~ - T ¢ T : ~ e
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‘Senator Lone, One other thing aconcerns me, My.. Secretary. Are
there not a lot of these pro%lems tﬁat could be so vedr very easig if we

this-we would-get this -
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handlo them on a bilateral basis between us and the other tradin Pax‘t-
ner{! For example, with regard to our Latin neighbors, couldn’t we
pretty well solve that thing in a hurry if we do business i)llaj;emlly to
agreo between the United States and (hat country how the thing ought
to be worked out? .

Sceretary ConnaLLy. Yes, sir; as a gencral proposition we could.
But again ‘when you analyze our trade balance with the third world,
less developed countries, You get some strange anomalies, This is not
to say it couldn’t be worked out on a bilatoral basis and there is no
question that we haven't done as much on a bilateral basis as we
could do.

Iot mo give you an example of a bilateral talk I had yesterday
whero one rejrresentative of a country that was complaining of what
we had done, the impact it had on them. And in this particular case,
and T don't wish to too clearly identify it, but it is fair to say that we
havo been very instrumental in trying to develop the economic vitality
of the country.

They produce a commodity that had had an enormous growth and
they were shipping it into this country. Half of everything they pro-
duced came to the United States. We took 50 percent of all of their
total world exports and they were trying to increase their production
a minimum of 30 percent a year. As a matter of fact, last year it was
more than 100 percent over the previous year and they wanted us to
take it nll and we got into quite a discussion about it and I said “you

must admit we have been very instrumental through aid and other-
‘wise to help you build the industry, and where are fyou buying your

raw materinls?” Well, they are buying 95 percent of all the raw ma-
terinls from another country, snother principal industrial nation of
the world. I asked him, “How much of your product do you sell them ?”
He said, “None, because they won't let us seﬁ in their country.”

Yet they sell 50 percent of their total production to us. We take 50
percent. of all they produce and they buy 95 percent of all the raw
materials which they use from another principal nation of the world
and sell them nothing because they won't let them sell it. So this is
the type of thing you run into. Obviously they got very little sym-
pathy from me.

I was not inconsiderate nor was I uninterested. I merely said under
the circumstances I think if you had indeed been buying your raw
materials from ns you would have had a much stronger argument and
one that I perhaps could have used to help you, but under the circum-
stances T don’t know how persuasive I can be in trying to assist you
with your problem. ~ . :

Senator Lona. Here is one of the things that concerned me. The
General Agreement on Tariffs and Trade, so-called GATT, is a mat-
ter we have had some quarrel between the Executive and the Con-
grc:gs about for years, from the very first date that it was agreed to by
nations. : ' o

_Congress never ratified it but the Executive wants to regard that as
binding on the executive, It can if it wants to, even if we had ratified
it. All of the other nations that are signatories to the GATT we will
act in their national interest if they find it necessary to do something

that conflicts with the GATT and their national interest requires it,

67-824—T71—9
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they will go on violating the GATT. They understand that we can't
put anvboﬁ in jail because they violate the GA'T'T, although it is rec-
ognized under the agreement that anybody who is aggrieved by that
has a right to take appropriate action—he can retaliate. We had that,
that is how the chicken war occurred. The other fellow violated the
GATT and we finally had to retaliate.

I should think that when that happened they were surprised we
waited so long to retaliate. If we had been doing it the other way
around they would have done it within a week and it took us 6 months
to n year.

When we move to help our situation, the way it affects the other
countries that are signatories to the GATT, we can expect them to
react to it anyway whether it violates the GATT or doesn’t violate
the GA'L'T. If you stay inside the GAT'T or outside they are going to,
react and protect their interest. That being the case T hope in looking
at the whole picture you won’t regard the GATT as the law of the land.
If you can’t work it out in the best fashion inside the GATT rules you
ought to recognize the fact that there is nothing about that thing that
requires us to stay entirely within it and we could run afoul of it from
time to time if we have to work the thing out on an overall basis just
as others do. *

There is no doubt in my mind you have the direction to straighten
this thing out and I certainly hope that you will bear down and settle
for nothing less than a complete satisfactory arrangement with our
trading partners.

Senator BenNEeTT. I understood the Secretary was anxious to get
away at 11:30. It is now 11:35. I have one or two questions which I
will submit in writing and then when the answers come back I may
read them into the record on the floor of the Senate.

Senator Risicorr. Without objection.

Senator BENNE1T. But I can’t resist the temptation to get one wise-
crack into the record.

With respect to the question of the price of gold; I like the state-
ment of the man who said what difference does it make if we refused
to trade dollars for gold at $38.50 per ounce instead of $35 per ounce.

That is 211, Mr. Chairman. ‘

(The questions, with the responses of the Department, follow :)

RESPONSE TO QUESTIONS POSED BY SENATOR WALLACE F. BENNETT

Question. Do we have time to work out the problems involved in both the
monetary and trade areas!

(a) Will that time be cut short by threat of retaliation?

(d) Arewe.running the visk of monetary chaos?

(o) I8 there any real fear of worldiwide recessiont”

Answer. There should be time to work out problems in the exchange rate area
and to make tangible progress in the sphere of better trading practices, before
or in_conjunction with, the removal of the U.S. import surcharge. There should
also be an opportunity to ascertain more elearly whether and to what extent other-
nations are prepared to undertake a larger share of the cost of our defense ex-
penditures in Europe, Japan and Canada.

We have no indication that any retaliatlon will be forthcoming agninst the
import snrcharge and other measures we are taking. In the IMF, it has heen
recognized that the surcharge is a temporary measure designed to reduce a
serious balance of payments deficit, pending other adjustments of a morve lasting
character. Countries generally have accepted the need for the United States to-
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take prompt corrective action on the balance of payments. Other industrial na-
tions do not have such balance of payments problems, and most of them have
surptus positions in their international pe yments.

It is true that the surcharge has drawn specific criticism. It should be recog-
nized, however, that the surcharge acts very much like an exchange rate adjust-
ment on the import side of our accounts and, while countries may tend to center
complaints on the surcharge and some of our proposed tax measures, the basle
question Is whether other countries are willing to permit the degree of improve-
nient 4n our balance of payments that is necessary to assure future stability
under any internationnl monetary system. If not, removal of the surcharge or
other partial adjustments would not, in uny event, improve the situation.

Morcover, the United States has suggested another approach which could ex-
pedite removal of the surcharge, as an alternative to multilateral ndjustments
of exchange rates that would be fixed in ternis of dollars. Under this upproach,
removal of the surcharge would be contingent upon action by foreign countries
to dismantle specific barriers to trade and to allow market realities freely to de-
termine exchange rates during a transitional perlod. .

'The suspension of convertibility of the dollar into gold or other reserve assets
has not resulted in monetary chaos, and will not do so. Exchange risks are higher
today, and may incrcase the costs of some international transactions. However,
the most noticeable difficulties for traders piobably have resulted from the
restrictionsg imposed by some countries in an effort to prevent their exchange
rates from appreciating in response to market forces. Despite this, most of the
world’s international business is being carried on successfully, and there i8
nothing approaching chaos. It should also be remembered that the system of
fixed parities in recent years has been subject to different but large exchange
risks in the form of potential changes in ofificial parities, and this resulted in
periodic waves of speculation in exchange markets. .

Business conditions are in a mixed phase in the world. There 18 expectation of
a sluckening of the boom conditions jn Germany, and activity in Italy has been
affected by internal conditions for some time. In France, prospects are generally
considered favorable. Japan has seen a slowing in its phenomenal growth rate
but appears to anticipate a pickup next year, with stimulus coming from the
domestic market. The course of our own economy will of course be quite im-
portant to the world outlook. At present, there is no reason to assume that

—world conditions will not permit time for negotiations on the near-term aspects
of monetary and trade questions. It is our objective to proceed as rapidly as is
compatible with satisfactory results. In the absence of the latter, the objective
of restoring stability and confidence will not be achieved. .

As to the longer-run improvement of the monetary system, it is hoped to begin
discussions soon, as some aspects are closely related to near-term decisions. But
we anticipate that many facets of these discussions will extend over a year or
more. The suspension of convertibility gives us time to undertake a really thor-
ough re-appraisal of the Bretton Woods system, looking toward the next 25 years.

Question. Has the necessary process of negotiation—both bdilateral and multi-
lateral—begun and {8 there hope for success?

Answer., Negotlations have begun. There have been two meetings of the Min-
isters and Governors of the Group of Ten, in London on September 15-16, and,
in Washington on September 26, 1971, During the Annual Meeting of the Boards
of Governors of the Fund and Bank here in Washington from September 27 to
October 1, Secretary Connally and Chairman Burns of the Federal Reserve
Board were able to meet bilaterally with a number of Ministers of Finance
and central bankers, : :

The first task I8 to see if a congensus can be reached on the magnitude of the
necessary turnaround in the current and long-term capital balance in our inter-
national accounts—a figure we put conservatively at $18 billion, after eliminat- -
ing cyclical distortions and assuming conditions ‘of general world prosperity.
These figures are being examined by staffs of the IMF and OECD. They,will
be discussed at a meeting of senlor officials of the major countvies in Paris
in mid-October. Based on the consensus as to magnitudes, the next stage {8 an
apportionment of this adjustment among the other major industrial countries,
whose basic surpluses will need to be cut back by a corresponding total.

In the meantime, discussions will proceed on near-term fmprovements in trade
practices. Burden-sharjng in the ‘defense fleld is also to be explored in direct
bilateral talks and through the NATO multilateral channel.

.,
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Achieving a turnaround of such size in our balance of payments is not casy,
and it requires some shifts in the use of resources by other industrial countrles.
It means essentially that they will need to depend somewhat less on exports to
the United States, and somewhat more on their home markets and on sales of .
goods to developing countries which they finance on liberal terms. On the other
hand, if world trade continues to graw at rates of 7 percent per annum or more,
a figure of $13 billion, which could be achieved only over a perlod of time, Is
less than the annual growth of world exports, which could be about $20 billion
a year. An adjustment of the size the United States has set asg a target should
be attainable, once countries have accepted the need to shift some of their
economie policies,

The United Btates has recently offered a second avenue towards the ultimate
objective. This approach would provide a basis for reversing the present tend-
ency toward controls on inward capital flows and at the same time permit the
removal of our surcharge. If adopted by the other industrial countries, it could
expedite decisions. For example, if concern about tendencles toward Interna-
tional recession should become more pronounced, and multilateral realignment

were delayed, this second course could be followed. The United States offer was
put in these terms:

“If other governments will make tangible progress toward dismantling specific
barrlers to trade over coming weeks and will be prepared to allow market reali-
ties freely to determine exchange rates for their currenclies for a transitional
perlod, we, for our part, would be prepared to remove the surcharge.”

Thus far, it seems that most countries prefer to move divectly toward new
fixed exchange rates, rather than to eliminate their restrictions and adopt freely
floating rates, if a satisfactory multilateral realignment cuan be arranged.

The answer, in short, is that negotiations have begun and there is a reasonable

prospect of success.
Senator Risrcore. Senator Hartke,

_Senator HARTEE. Mr. Secretary, in your speech before the Interna-
tional Monetary Fund you said the United States would be prepared
to remove the 10 percent surcharge on imports, on two conditions:
first that other governments make “tangible progress! toward dis-
mantling specific barriers to trade over the coming weeks, and second,
that they allow market realities freely to determine exchange rates for
their currencies for a “transitional period.”

Now, just what type of “tangible progress” are we talking about,
what do you mean by the phrase ¢

Secretary ConnNarLy. Senator, T would not like to attempt to define
it with precision today simply because this has to be an integral part
of our negotiations with our trading partners and I would also not
like to list the specific actions with respect to trade that I had in
mind.at the time. ’ -

But these will obviously be developed as we move along in talking
with our partners.

I can give you greater-elaboration for the reasons behind——

Senator HARTKE. I don’t want “the reasons behind” I want to know
what you mean. I think it is high time that the administration take
the Congress into its confidence. The Congress was not called into its
confidence before the revelation came from Camp David that the
country was in deep economic trouble. We don’t want another surprise.
I don’t think this committee should be surprised again and I want
to know where you are going and what you mean by “tangible
progress.” I think this committee is entitled to know if you have a
plan, what you mean by tangible pro , and if you don’t know
what you mean I would appreciate 1t if you would say so.

Secretary ConvaLLy. Senator Hartke, I came up last week and met
with this committee in executive session and tried to outline as best I
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could the position that I thought the l‘os‘pect.ive nations had taken in
* our G-10 meeting in London, what our tasic approach was going to
be, what our basic objectives weroe to the exent that I could refine them
and define them at that time. I shall be always delighted to supply this
fommitteo, with all of the information, all of the objectives that we
nve. :

I regret to say that T can’t tell you everything that is in my mind
in o public hearing, Senator Hartke, without doing violence to the
ultimate hope of success in our negotiations and I am sure that you
understand that.

Senator- HARTKE. No; I don’t understand that. You say Mr. Sec-
rotary, that the people of this country are ultimately going to make the
deciston about where the country is going, but the people have not been
let in to your confidence. The people are supposed to be governing this
Nation and I think they are entitled to know where we are going and
T don’t think that at this moment the people have the lenst idea what
phase 2 is going to be; whether you are going to have a freeze on
groﬁts, whether you are going to have a freeze on interest rates, which

imagine you won't. I can assume that. ‘

Secretary ConnaLLy. I wouldn't make rash assumptions if I were
you.

Senator HARTRE. Are we going to have a freeze on profits and
interest.{

Secretary Connaviy. I don’t know yet. As soon as we know we are
going to tell the American people.

Sentor HARTKE. You are going to tell the American people. Don’t
vou think we have a right to participate in the discussion and that
decisionmaking process? -

Secretary ConnarLy. I think you have.

Senator Hartxe. Do you think we are going to have that chance as
we had at Camp David ¢

Secretary ConnaLLy. The President, Senator Hartke, met with the
leadership of the Congress.

Senator HarTKE. I am not the leadership. I am a U.S. Senator and
I represent the State of Indiana and my people are as interested as the
leaders of this Congress about where we are going and what is goin
to happen. They just saw two more of my cities put on the substantia
unemployment list yesterday. Gary is now listed, Becuuse of cutbacks
in the steel industry. Yet we don’t know what is happening down in
the administration on the voluntary quota arrangement on_steel;
140,000 jobs have been lost in this country due to steel imports. Buster
Brown shoes, maybe you wore them, or I'did when I was a child. They
closed in Vincennes this week due to the import of shoes.

Where are the plans and when are the people going to be brought
into the f)icture? ,

I would like to know what is it you mean by tangible progress?

_Secretary ConnaLLy. To the extent that you are leaving the impres-
sion that the administration is deliberately trying to wit%xhold infor-
mation vital to the American people, I must take exception.

You know that I probably more than any other witness that appears
before this committee, recognize that a member of this committes or
any other congressional committee has a right to sxy whatever they
want in whatever tone they wish and I certainly accept that. T don’t
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argue with it, I merely don’t want my silence to be interpreted as
agreement that this administration does indeed withhold from the
American people essential information.

I know the genator would readily agree or I hope he would that the
American people can’t carry on these negotiations.

Senator HarTke. I can only make two assumptions. The first is there
isn’t a plan, the other that 1t is being withheld from the American
people, both of which I think are equally bad. -

Secretary CoNNALLY. A plan for what{

Senator HartgE. That is my question,

What do you mean when you say market realities to freoly deter-
mine exchange rates for their currencies for a “transitional period V"

How long 1s the transitional period .

Secretary CoNNALLY. Until we can get some basic idea of what the
market realities would say with respect to the relative value of
currencies.

Senator HARTKE. Six wecks?

Secretary CoNNaLLy. I wouldn’t want to put a time limit, I am
not about to put a time limit.

‘Senator HARTEE. A year{

. Secretary Connarvy. I don’t know. That would depend on how
- soon and how many countries remove the restrictions that they have
on their float. It would depend on whether or not they intervene in
fact in the flonting of their currencies. It would have to be clear on a
number of different factors, We are talking about freely permitting
currencies to float. We mean we don’t want them making moves to
intervene, to buy their currencies, to otherwise unduly influence the
relative value of their currencies versus other currencies of the
world—so that the market realities could in effect determine the mag-
nitude of the realinement. :

Now, this was recommended and the suggestion was made in the
light of the fact that a great many of the countries were saying they
didn’t think the realinement ought to be as big as the United States
suggests, they were talking about fear of world depression and so
forth and so on, because of instability. The recommendation says if
indeed you are concerned with who revalues and who devalues, about
the lifting of the surcharge, about the magnitude of realinement and
how that realinement is distributed, a free float will basically give
vou a good answer to all of those things because you don’t have to
concern vourself with the price of gold.

The dollar would devalue as other currencies revalue.

Senator Hartke. Let’s stop there. You said, I recall, when you were
named the chief economic spokesman for President Nixon, there
were four points on which the administration would not budge.
WWasn't one of those points no devaluation?

Secretary ConnarLy. No, I don’t think so.

Senator HarRTRE. No wage and price controls, no devaluation, no
tax cut ¢ Those were the four noes? '

Secretary ConNaLLy. No, I don’t believe so. T don’t believe I was
addressing myself to the international picture at all in that
connection. '

Senator Hartke. You said no devaluation for the dollar. T don’t
know what you meant. I don’t know what is meant today by terrible
progress nor transitional period.
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Let meo ask you one other question. ~

‘Secratary CONNALLY. They are words that have some built-in am-
biguity and were designed to have it, Senator. :

enator HArTkE. I will tell you one thing, they have me ambiguous
and the American peope aro wondering what is going on.

Do you think the American people have confidence in where weo
are going? I think you ought to go out in the field and talk to them
like I have. They are scared to death. :

Secretary ConnaLry. To the extent that they are afraid, Senator, I
hope they are not afraid that there is someone here who is not primarily
ix}tﬁr]esttfed in their future welfare, becauso they need not be afraid
of tha

Senator HarTEE. I tell you they are afraid of it,

Secretary ConnaLLy. I can diffuse their fears in that regard.

Senator HARTKE. You talk to the people in the unemployment lines;
you talk to the increased number of welfare recipients; you talk to
the returning veterans who can't find a job today, they are in deep
trouble. You talk to the man who brought his paycileck home on Fri-
day night aftor the wage and prics controls were on and found out it
bought less than before the freeze and ask him why he is supposed
to bear this burden alone.

‘Under the current law, U.S. corporations with foreign factories re-
ceive credit against U.S. taxes for export tax paid abroad; isn’t that
correct? . "

Senator ConnarvLy. I believe that is correct.

Senator HARTRE. But that same corporation cannot take credit for
State taxes against its Federal taxes; isn't that correct?

Secretary Connarry. T think that is correct,

Senator HARTEE. So on the basis of that it is more attractive for a
foreign corporation, if he wants to build a new factory, for him to
build it in Italy rather than in Indiana. Isn’t that true?

Secretary ConnaLLy. I won't argue with your supposition, I think
you are probably correct, and I assume that you are telling me by
‘ndirection that you are going to be a strong supporter of the DIS
because that is precisely what——

Senator HARTEE. Let me tell you I would have no objection to your
policy if I know where you are trving to go. With respect to the 10-
percent investment tax credit I was the only Senator that had a bill.
‘As n.member of this committee I have been fighting for repeal of the
~ T-pereent excise tax on automobiles for vears, and acceleration of the

tax deduétion which you want. But I would like to know what policies
you have and T don’t think the American people know, and I will tell
you I don’t think the administration knows, if you want to know the

truth.
Thank you. ) : )
Senator Risrcorr. Do you want an opportunity to say anything fur-
ther, Mr. Secretary ¥
Secretary ConNaLLY. No, I believe not. .
Senator Risrcorr. Does any member of the committee have anything
further to say? We do appreciate your coming here today, Mr, Secre-
tary and we will be in touch with you. To pinpoint somet ing that the
chairman said, I was very much embarrassed to read that in order to

impoge textile quotes prospectively you are thinking about invoking
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the Trading with the Enemy Act. This is very embarrassing because I
don’t think the Japanese are our enemies. If you need some authoriza-
tion, as the chairman suggested, you should ask for it when you come
up with the presentation next weel on the tax bill.

This is unseeming, in my opinion, for the United States.

Secretary ConnarLy. I agree and I need not remind you that act
was passed in 1918, That is where it got its name,

Senator Rm1corr, Thank you very much. :

The committee will stand ddjourned until further call by the chair
man. | »

(Whereugon, at 11:50 a.m., the committes was adjourned, subject
to the call of the Chair.)

.
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{From the Washington Post, April 26, 1071}
CONNALLY URGES ToUuOR TRADE STANCE
(By Don Oberdorfer and Frank O. Porter)

Secretary of the Treasury John B, Connally has suggested that the United
States withdraw its overseas support for countries that fail to give it a fair
break on trade opportunities.

“We can't continue to hold a military, economic and political umbrella over
thn free world by oursclves as we have been doing,” Connally said during a
luncheon at The Washington Post last Thursday. We need “a radical change"
in our basic trade position, he said. _

" Connally made clear this is not necessarlly the officlal government vlew but
that he is pushing it hard within the Nixon administration,

The only Democrat in Mr. Nixon's cabinet and a former governor of Texas,
Connally even suggested that this was one of the reasons for his surprise ap-
pointment to the Treasury post,

He sald he and Roy Ash, president of Litton Industries and chairman of a
presidential commission on governmental reorganization, had presented strong
arguments for this thesis while conferring with Mr. Nixon at San Clemente
last summer. Connally took office about two months ago. )

“The United States is in bad shape"” in world trade, Connally said, and will
reach “a point of decision fairly soon on how we're going to proceed in this
decade and hereafter."” .

Getting down to specifics, the Secretary-cited trade concessions made by
Western European nations to smaller states in North Africa and the Middle
Past—concessions that presumably would discriminate -against American ex-
ports. .

When the United State protested the action, Connally said, the Buropean
countries explained apologetically that the concessions were made to neighbors
within the Mediterranean family of nations.

If that's the way they feel, Connally said with some feeling, the United States
ghould pull its Sixth Fleet out of the Mediterranean and let the Europeans
arrange for their own defense.

He was similarly blunt about the rising {ndustrial glant of the Pacifilc. “We're
going to have to say to Japan, ‘My friends, no more,’ We're got to get tough
with those countries,” the Secretary said.

Japan has been increasingly criticized. for violating the rules of the General
Agreement on Tariffs and Trade by maintaining illegal barriers to scores of
fmported commodities while pushing its export penetration of freer markets,
guch as that of the United States. :

“We're confronted with flerce competition,” Connally said. “We're not facing
up to it . . . The standard of living in the United States is at stake—no less
than that. ' ’

"“We did well when we were & lean, hungry nation. There are lean, hungry
nations around the world. They're going to be wanting what we have.”

The Secretary explained that he didn’t begrudge other nations wanting or at-
taining the afiuence reached by the United States nor did he blame them for
pressing any trade advantage against this country. But the United States must
defend its own interests, he maintained. o

Connally said the United States depends upon four categorles for export earn-
fngs: farm products, raw materials and fuels, simple manufactured goods, and
products with a high technology input. The nation suffers a trade deficit on the
first three, he sald, and the §9 billion annual surplus in the high technology sec-
tor “saves us."” )

“That has kept our head above water,” he said, but Japan, West Germany and
a number of other nations are hard on our heels now in this sector,
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(From the Journal of Comimerce, S8ept. 27, 1971}

»

IMF MANAcING Disgctor INsIsTS THAT U.8. MUST DEVALUE DOLLAR
(By Oscar E. Naumann)

WasHiNaTON, Sept. 20.—International Monetary Fund Managing Director
Plerre-Paul Schweltzer again linked himself with the other principal industrial
countries of the world as the IMF annual meeting opens by insisting that the
United States must devalue the dollar as its contribution to realignment of
world currency values.

Treasury Secreulrv John B. Connally, the economlc strong man of the Nixon
Administration, has Insisted that the dollar will not be devalued in terms of its
gold content.

The head-on confrontation between the other Industrial nations and the U.S.
is ex})lected to make revaluation upwards ot some other currencies more difiicult
to achieve

At a weekend press conference prior to tomorro\v 8 opening of the annual
meeting of the governora of IMF, Mr. Schweitzer gave it ag “a matter of per-
sonal opinion” that it “certainly would be very difficult for the industrial coun-
tries to agree on a satisfactory realfgnment without a U.S. contrlbutiou " That
contribution, he said, is a dev aluation of the dollar.

THREE-S8TAGE APPROACH

The IMF chief outlined a three-stage approach to solving the dollar-currency
crisis, in “order of feasibility":

1. Realignment of currencies together with a redefinition of currencies in
termas of gold or special drawing rights (SDRs). Concomitantly, the U.8, would
remove its 10 percent import surcharge, and wider margins within which cur-
rencles could fluctuate would be instituted.

2. Negotiations: that could improve the U.8. balance of payments position—
a sharing of the defense expenditure burden and easing of restrictive trade
practices. In addition, more studies would be made to see what could be done to
avold “destabilizing capital movements,”

- 8. Long-term studies of reform of the, international monetary system includ-
ing constitution of reserves, definition of reserve currencles, the role of SDRs
as reserves, and changes in the articles of agreement,

Stage one is essential to starting on the other two stages, Mr, Schweitzer
indlicated.

Asked how much longer it will take to achieve the realignment he seeks through
devahintion of the dollar and upward revaluation of some other currencies, he
replied that “once certainly cannot gain anything by prolongatlon of the present
bltuatlon "

“INNOCENT VYCTIMB" -

- He Baid he did not know what measures may be taken by other countries to
retallate against the U.S, import surcharge but added that he noticed a “growing
degree of restrictions and discriminations” on exchange markets. Meanwhile, he
said, the developing countries are “innocent victims and helpless bystanders” as

~ their trade suffers from monetary uncertainties,

Although Mr. Schweitzer himself did not say it, other fund officials explained
the reasoning behind his insistence that the U.8. dollar be devalued. The first is
the obvious reason that for political considerations most of the major upward
revaluations required—notably 16 per cent for Japan—could not be ordered by
their governments with any hope of political survival,
 But, on the ecoriamic front, a 15 per cent revaluation by Japan would be against

" all other countries, not just vis-a-vis the U.8,, and would shut Japan out of many
more markets. On a hypothetical basis, & 7 per cent davaluation by the U.8. and
an 8 per cent revaluation by Japan would solve the U.8. problem without crip-
pling Japan in 6ther markets, fund officials say.

Fund officials belleve that some 50 or 60 other currencles may be devalued if
the U.8. devalues, but they do not look on this a8 much more thnn a major book-
keeping problem.

PAYMENTS DISEQUILIBRIUM

Again nrgulng for U.8. dévaluaﬁbn, Mr. Schweitzer pointed out to the press
that “it tl;;x”the U.8. which has the fundamental disequilibrium in its balance of
paymen
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He sald that “some currencies may be undervalued but that i8 not true of all
currencies which may be realigned. Such a goal would be achieved more easlly if
there were, as I called it, a contribution by the U.8.—a devaluatiord of the dollar
as expressed in gold". ) ‘

Mr. Schweitzer and the Nixon Administration may also be at odds on another
major point—the duration of the import surcharge. “What I'm urging is that
there should be a8 promptly as possible a realignment which would end the sur-
charge,” he declared. But, the U.S. has indlcated - that-it may continue the sur-
charge until it gets action on defense sharing and-trade restrictions. .

At the present time Presldent Nixon is not expected to address the annual
meeting. However, he will invite all the governors to the White House. What
may transpire there is a guess. - e

“INTERESTING' PROPOBAL

For the long-term, Mr. Schweltzer described as interesting a proposal that
has been made several times, most recently in a paper by the Brookings Insti-
tution, that all countries deposit thelr reserve assets with IMF, which would
issue SDRs in return. He sald that countries in their relations with IMF have
assets and liabilitlese now expressed in gold value. Whatever evolves, the re-
8erves should at least keep their value in relation to the assets, he explained.

The present crisis will not break up the IMF, he said. At the moment we look
a little silly because no one is living up to the obligations of the fund.” But, the
Bretton Woods agreement i still good. “If anything, it has to be strengthened.”

The IMF chief declined to discuss specific figures by which currencles should
“be changed and likewise refused comment on the U.8. position that it must have a
$18 billion swing in its balance of payments.

The best that is likely to come out of the governors meeting 18 a resolution,
probably to be drafted by the executive directors and hopefully unanimous, that
the fund will work on realignment. He specifically said he did not think the
currency realignment would take place during the meeting.

Tue Price oF Gorp Is Notr THE PROBLEM

(Remarks of Wm. McC. Martii;, Jr.. Former Chairman, Board of Gov- S

ernors of the Federal Reserve System, before the Financial Confer-
ence of the National Industrial Conference Board, 1968)

The international monetary system has been the subject of much
uncertainty in recent months. The devaluation of sterling in Novem-
ber provided a shock which, against the background of a persistent
deficit in the U.S. balance of payments, precipitated fundamental

uestioning as to the evolution of the international monetary system,
the role of the dollar, and the price of gold. A number of observers
in the United States and ubroag have come to the conclusion that an
increase in the official price of gold would be desirable; others have
decidgld that, even if it is undesirable, a rise iri the gold price is in-
evitable. “ '

I am firmly of the belief that a higher gold price is neither neces-

sary nor desirable. In reviewing with you the problems of the inter-
national monetary system, I want to make it unmistakably clear that
the future evolution of the system can and should be based on the
present price of gold. , i
There is no doubt that the problems facing the international mone-
tary system are serious. I have no wish to underestimate their gravity.
Consideration of the various solutions that have been proposed must
be based on a clear understanding of the nature of the problems that
wo face. This is a time for cool-headed appraisal in the light of history
and not for unmindful acceptance of panaceas that risk overturning a

. 67-824 0—71——10 __
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system that has provided the monetary framework for an unprece- |
ented expansion of world income and trade in the period since

Bretton Woods.

The case I shall put to you in what follows can be summarized in
two straightforwar(i propositions.

First, it is imperative to adjust the balance of ayments of the
United_States away from large and-persis.ent "‘deﬂci)t‘ and of Conti-
nental Europe away from large and persistent surplus, A higher gold
price would do nothing to bring about those-adjustments.

Second, the-nations of the world need » means of increasing their
reserves in a way that is not dependent on continuing deficits in thé
U.S. balance of payments. I am confident that the Rio Agreement on
SFecial Drawing Rights can fulfill this function at the present price
of gold. o
The Dollar and the U.S. Balance of Payments

The root of the present imbalance in international ayments can be
traced back to the early years after World War IT. At that time, the
United States initiated a program of international assistance designed
to promote the economic recovery of war-damaged countries, In the
process, the United States deliberately created a deficit in its balance
of payments, while countries in Europe and elsewhere deliberately -
sought to achicve surpluses. An important by-product of the recovery
program was that it increased the depleted reserves of the war-torn
countries—by putting them in a position to accumulate dollar bal-
ances and by redistributing U.S. gold reserves—which at the end of
1948 comprised more than 70 per cent of world gold holdings.

: Policies designed to cncourage a U.S. payments deficit took many

—————forms.—We-provided—funds-through-the Marshall Plan in aniounts

———-——-—larger-than-was-necessary-for countries imEurops to purchase badly-—

' needed American goods, thus making it possible for aid recipients to
~accumulate dollar-Teserves; We deliberately kept the aid untied by
encouraging the spending of U.S. grants and loans in countries other
than the Ugnited gtates. uch of the aid was in the form of grants

rather than loans, so as to avoid burdening the future payments posi- .

tions of the recipients. We provided special inducements for direct

investment by American corporations abroad. We even encournged

European countries to liberalize their imports from each other while

they continued to restrict their imports }r‘o’m' the United States, and

later we supported the formation of the Common Market. -

In these and other ways, the United States adjusted its policies—
and its citizens responded in their actions as importers, lenders, in-
vestors, and travelers—to the maintenance of-a- deficit-in-its-balance———
of payments. In other words, the United States accustomed itself to an
outflow of government and private capital in excess of its surplus on
goods and services—with the result, as intended, that U.S. dollar lia-

ilities increased and U.S. gold reserves fell. The countries of Conti-
nental Europe made a corresponding adjustment to a surplus posi-

__ tion—that is to an inflow of capital from abrond combined with a pat-
tern of transactions on current account that resulted in steady and
sizable increases in their gold and dollar reserves. It was during this
period that the dollar became the world’s major reserve currency.
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It is significant that in those early years, we did not describe these
payments positions as “deficits” an ‘surpiusas.” Many a newspaper
article and book were written at that time about the persistent l’.S.
“gurplus” and the intractable dollar shortage. The build-up of U.S.
dollar balances abroad, together with the sale of U.S. gold to other
w_«_‘_,__gQ%\ﬁt:;f,'x_gi,_s;f( was universally regarded as desirable. And so it was.

ut, li

vited, stayed too long. And so did the Kuropean surpluses. Both be-

_ came.chropic, - '

A continuing U.S. deficit of substantial size is neither desirable nor
tolerable. Such n deficit saps the international liquidit‘z position of the
nation, by continually building up liquid linbilities a road or contin-
ually reducing U.S. reserves, or both. A steady worsening of our
liquidity position—even while our net worth is improving—cannot be
sustained indefinitdly. As a reserve currency, the dollar is widely held
around the world. It is natural that holders of dollara look to our gold
and other reserves, expecting us to maintain a reasonable relationship
between our liquid reserves and our short-term liabilities, just as de-
positors look to the funds held in reserve by their banks.

The Uhited States as a bank to the rest of the world was in the early

o{ostwar years a bank with ¢oo strong a liquidity position. BJ means of
he Marshall Plan and the other policies I have mentioned, the bank
embarked on a deliberate program that transformed its liquid nssets
into less liquid form, while its li nid liabilities expanded. In the proc-
_ ess, the bank basically improved its position, while contributing sig-
nificantly to world.economic growth, for it acquired sound and iig -
yielding long-term, assets around the world as a counterpart to its

—1iquid assets—its gold reserves=declined while its liabilities expanded.
e k__q[l[is drawing-down in the bank’s liquidity position—once wel-
come—has now gone on far too long. The time has come to arrest it.
and to do so decisively. As this happens the bank’s de itors—the rest
of the world—must adjust to a slowdown in the lending and deposit-
creating activities of the bank by providing other sources of capital
and by establishing another means of increasing international reserves.

In other words, the world payments pattern is going through n pe-

fication of so many policies and habits established earlier. The United
States must cut the suit of its payments abroad to fit the cloth of its
receipts from abroad. And the countries of Continental Europe must
__do.the reverse—they must find ways to export capital in an amount

o the man who came to dinner, the U.S: defleit; though in-— -~ -

1ncreasing liabilities; But-its liquidity-deteriorated, sinee-its-most -

riod of transition—away from the pattern I have described—and -
“the transition is understandably s prinful one, since it requires & modi-

equal to the excess of their exports over their imports of goods and

services—or else they must reduce their export surpluses, And the

- adjustment by both'sides should be carried out in a way that is com-
patible with the healthy and inflation-free growth of the world
economy.

The %.S. balance of payments program, announced on January 1 by
President Johnson, should produce substantial results. That program
is more severe than would have been needed had timely action on the
domestic stabilization front been taken a year or more ago. Further-
more, the new program necessarily represents a step backward—tem-
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{mr{arilwarom our aspirations for freer world investment and trade.
Vbile (he various features of the program are serving a necessary
slo‘)-glnp purpose, it is essentinl that the United States strengthen its
un( er{ym payments position. This means, at the very least, that it is
vital for the United States to pursue effective stabilization policies
that promote price stability and a competitive cost structure.

‘The results of the balance of payments program will be sustainable
only if the reduction of the U].S. deficit has as its counterpart a reduc-
tion of Kuropenn surpluses. T'his is so becnuse there are not many coun-
tries ontside of Continental Jourope that earn large surpluses or that
have strong enough reserves to be able to adjust to a substantial im-
provement of the U.S. payments balunce. -

I am pleased to say that the reactions of European officials to the an-
nouncement of the U.S. program seem by and arge to be highly con-
structive. Thoy have made it clear that they understand the economic
necessity I have just mentioned and that they intend to adopt policies
designed to facilitate rather than interfere with the adjustment of the
payments imbalance. -

uropean officials recognizo the need to prevent a reduction in total
demand in their economies as U.S. foreign investment and other forms
of spending in Europe decrease. They recognize the need to offset
through their monetary policies tendencies for the reduction in the
flow of dollars to urope to tighten monetary conditions there and,
more broadly, they recognize tﬁe need to encourage capital outflows
from their markets. And they acknowledge that t%le pursuit of such
policies may result in reductions in their own reserves.

Thus, we have before us the possibility, if stated intentions on both
sides of the Atlantic-are implemented with proper actions, of a highly
successful effort of international cooperation—aimed at rectifying the
imbalance in international payments and completinf the transition
away from the payments pattern that was established, in response to
need, in the earlier postwar period.

In the light of tllis way of looking at the balance of payments ad-
justment problem, I can now put to you the following question: is
there any reason to think that a higher gold price would help to bring
about the needed adjustment ¢ :

It can be taken for granted that a unilateral devaluation by the
United States is impossible; a change in the price of gold in terms of
dollars would undoubtedly be-accompanied by an equal change in
terms of virtually all other currencies.

Would the U.S. balance of payments improve as the result of such
an in¢rease in the price of gold{ Only to the extent that the enlarged
foreign exchange earnings of gold producing countries led them to in-
crease their purchases frou, the United States. But this would be a
very small benefit compared with the magnitude of the U.S. payments
deficit, and would be far outweighed by the many disadvantages that
would accompany an increase in the gold price. Would American
corporations have less incentive to invest abroad? Would Americans
travel less? Would developing nations need less aid? Would our im-
ports decrease! Would our military spending in Europe and Asia
weem less pressing—if the price of gold were higher? The answer in
each case is clearly no. :



Would European surpluses decline as the result of a higher gold
price? Not at all, In fact, insofar as gold producing nations increased
their purchases from Em*o‘)e, these surpluses \\'0\1]% be aggravated.

It secms perfectly clear that a revaluation of gold would make little
or no contribution to an adjustment of the imbalance in international
pa%(‘ments. i

here are those who will accept the point I have just made but will
say that an increase in the gold price will buy time for the United
States. Buy time for what? They can only mean_that it would delay
the need for forceful measures to improve the balance of payments—
that it would permit the United States to aveid distusteful curbs on
capita] outflows or other payments abrond and continue to incur defi-
~cits, thus putting off the painful adjustment to a healthier balance of
payments. It seems clear to.me that a measure known to be intended
to buy time, if it is not accompanied by action to improve the underly-
ing problem, will in fact buy relatively little time—for markets will
anticipate the lapse of the period of bought time and act nccordingl?’.
Thus, a rise in the gold price is not an alternative to measures to
strengthen the balance of payments. Such measures are required in
any event and cannot be avoided by an increase in the price of gold.

The United States can and must pursue domestic fiscal.and monetary
yolicies that keep its economy mu{ its price level under control, This
is the paramount economic issue of 1968. And it must for the time be-
ing perserve with supplementary balance of payments measures to help
restore its external payments to equilibrium’as_quickly as possible.
Tinkering with the infernational price of gold is in no sense a sub-
stitute for nctions that face up to these hard facts of life.

7'he dollar and international liquidity

I turn now from the balance of pnyments problem itself to the rela-
tion between the U.S. balaace of payments and international liquidity
and the relevance of this to the price of gold.

It became clear soon after txle war that as economic recovery and
cconomic growth proceeded, countries wished to see their gold and
foreign exchange reserves increase.

The balance of payments pattern that was established in the postwar
period provided a built-in mechanism for expanding not only the re-
serves of the war-torn countries but also for expanding world reserves.
Insofar as other countries added dollars to tileir reserves instead of
using dollar accruals to buy gold from the United States, the U.S.
deficit enlarged the reserves of other countries without reducing U.S.
reserves. And even when other countries began to use a \)art of their
dollar receipts to purchase gold from the United States, t 1eir reserves
rose faster tlhan our reserves fell—and world reserves expanded accord-
ingly. But this process had the inevitable effect of reducing the interna-
“tional liquidity position of the United States.

The balance of payments adjustment that must now be accomplished
will cut off this major source of reserve growth. Yet the desire of

countries around the world to increase their reserves has not dimin-

ish and will not diminish. Thus another source of reserve growth will
be needed. ~

It is understandable that nations wish to see their reserves increase
over time. Individuals and businesses expect their liquid assets to

-~
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grow a8 their incomes grow. Liquid assets are thers to be used in times
of temporary shortfalls of receipts below payments. But no individual
or business and no nation can afford to see its liquid reserves diminish
persistently. Taking all nations together we have observed, and will
no doubt continue to observe, a ten ency to add to reserves over time.,
What is needed is a steady and dependable su ply of new reserves to
satisfy this basic desire of nations to incrense thejy reserves—a supply
that 1s neither excessive nor deficient but consistent with the non-
inflationary growth of the world economy. A once-for-all or once-in-
a-generation Increase in the value of gold reserves resulting from an
increase in the gold price is no substitute for a gradual and steady
accretion of new reserves. It is precisely this need that the Special
Drawing Rights are designed to fulfill.

It has been clear for many years that new gold production alone
cannot. provide the necessary increase in world reserves, It is cqually
clear that dollars cannot and should not any longer satisfy a major
part of the desired growth in the reserves of other countries, T 1is
wasg the basis for the unanimous decision of the members of the Inter-
national Monetary Fund at Rio Inst September to proceed with the
plan for Special Drawing Rights.

- It has been said, and correctly, that the Rio agreement is a land-
mark in international monetary history. It is a landmark because it
introduces a new concept—the deliberate creation of international
reserves as a sn&pplement to existing reserves of gold and foreign
exchange. The Federal Reserve System is based on the proposition
that “money will not manage itself.” The SDR Agreement can be said
to be based on the view that international money will not manage itself
either. The willingness of monetary authorities to cooperate, through
the International ﬂonetary Fund, in the creation of Special Drawin

-

Rights has unmistakable 1m¥1ications: it means that the world will .

“be assured of a growing supply of reserves af the present price of gold.

Events of recent months—the shock to the international monetary
system following the devaluation of sterling and the strong reinforce-
ment of the U.S. balance of payments program—Iend greater time-
liness to the implementation of the Rio Agreement. Once the SDR
Amendment is completed by the Executive Board of the International
Monetary Fund and approved by its Board of Governors, I would

hope that %overnments would proceed promptly to seek ratification
from their legislatures.

The Role of Gold

I have said that neither of the two major problems facing the inter-
national monztary system calls for an increase in the price of gold.
Such a step is neither necessary nor desirable as a solution to the prob-
lem of international payments imbalance or to the problem of assur-
ing adequate Erowth In international reserves, It would be highly dis-
ruptive and highly inequitable. A small increase in the gold price
would inevitably engender expectations of additional ncreases in the
not-distant future, thus leading both private and official holders of
dollars to convert them into Fo%mﬂ-negatinf the increase in inter-
national liquidity that the gold price rise was designed to achieve. An

i
increase in the price of gold of sufficient magnitufe‘ to avoid arousing.
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expectations of another such move soon would have to be very large. It
would undoubtedly be inflationary, for it would expand, by a corre-
sponding amount, both the reserves of gold holding countries and the
purchasing power of private gold holders, Neither a large nor a small
rise in the price of gold would increase international reserves in an
orderly and equitable manner. Countries with small gold reserves
would share very little in the increase in reserves, Other means of in-
creasing reserves of countries—particularly those holding little gold—
would be required in any event,

The recommendation of a higher gold price based on the fact that
the general price level has risen greatly since the carly 1930's while
the price of §old has been unchanged mistakenly views gold more as a
commodity than a measure of monetary value and a monetary reserve
assct. To raise the price of gold because the general price {evel has
risen would be like increasing the length of the yardstick because the
average height of human beings has increased.

In addition to these general economic considerations, which argue
strongly against raising the gold price, there are considerations of
special concern to the United States. A rise in the old price would
break faith with the many nations around the wor% that have held
dollars on the basis of confidence that the United States would stick
to its commitment regarding the price of gold. '

Those who recommend an increase in the price of gold or are willing
to tolerate it scem to me to have decided that monetary management
is impossible on an international scale and that we must yield to blind
and immutable forces that somehow govern economic destiny. Given
the magnificent record of international monetary and economic co-
operation we have witnessed in the E“t twenty years, I refuse to ac-
cept the cynical and desperate view that man must tura back to greater
dependence on gold.

ot me be unmistakably clear: in my judgment an increase in the
%(\)ld rice would be wholly detrimental to the best interests of both
the United States and the international monetary system. :

I have been quoted as saying that gold isa barbarous metal. But it
is not gold that 18 barbarous; that wasn’t my oint. Quite the contrary:

old is a beautiful and noble metal. What is barbarous, when it occurs,
18 man’s enslavement to gold for monetary purposes.

It is important to sort out clearly just what the role of gold is for
the Uniteg States and for the worlé economy. The reserves of the
United States are mainly in the form of gold, and the international
monetary system has as one of its foundations the convertibility of the
dollar into gold at $35 per ounce. There are some who believe that the
U.S. balance of payments problem could somehow be solved if we cut
the link between the doHar and gold. I believe this view is mistaken.
In the circumstances ruling in recent years, the United States would
have had a balance of payments problem, whatever form our reserves
happened to take—for the deficit in our payments inevitably led to a
reduction of our reserves. We cannot attribute the payments imbalance
to the link between the dollar and gold. We can’t solve the payments
problem by either cutting the link with gold or by reinforcing de-
pendence on gold by rgising its price.
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Monetary history, both within and among countries, reveals a steady
progression away from exclusive dependence on %old ns a monetary
mstrument. In very few countries now is gold any longer used domes-
tically for monetary purposes—either as a medium of exchange or
as a regulator of monetary policy. Supplements ta and substitutes for
gold have been developed and have taken over gold’s role as a monetary
asset., ~
The same development has occurred internationally, and today gold
comprises only a little more than half of world monetary reserves, with
foreign exchange (mainly dollars and sterling) and reserve positions
in the International Monetary Fund making up the other half. The
creation and use of SDR’s will permit a continuation of this process
by which dependence on gold gradually diminishes over time.

Thus, gold which was the major international reserve asset in the
vust, will continue to be held and used by monetary authorities. But
1ts importance will gradually decline over time as SDR’s supply the
major part of reserve growth. This evolution, which recognizes the
monetary importance of gold but avoids excessive dependence on it,
seems to me to be the only rational course for the international mone-
tary system to take. 5 :

Concluding Observations

. I do not wish to leave you with a false sense of reassurance. The
International economy has been passing through critical times and
there are serious problems ahead—in the payments relations between
the United States and Europe, and in the payments positions of
countries in the rest of the world as the U.S. deficit and Continental
Kuropean surpluses are reduced, Mennwhile, other economic problems
need continuing attention, including an adequate flow of capital from
the advanced to the deveioping nations and an effective use of such
capital. We must never forget that monetary matters and institutions
are not an end in themselves but a means to the end of satisfactory
economic growth and stability.

While avoiding false optimism, I do want to leave you with a sense
of confidence regarding international monetary problems. A rational
and orderly way is discernible through the twin challenges of balance
of payments adjustment and adequate growth of international liquid-
ity—n way that tnkes the Bretton Woods system and the gold ex-
change standard as a foundation and supplements them as needed with
continued international cooperation, on which so much past progress
has been based. I have no doubt that onr present international mone-
tary system, supplemented and modified gradually over time, can
continue to provide a framework for sustained expansion of world
trade and payments and, in turn, for uninterrupted advance in living
standards throughout the world.
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[From Foreign Affairs, April 1969)

THE THRUST OF HISTORY IN
INTERNATIONAL MONETARY REFORM

By Robert Triffin

den collapse as in 1931, or toward the fundamental reforms

needed to cure its most glaring and universally recognized
shortcomings? Or will it continue to drift precariously from crisis
to crisis, each one dealt with by belated rescue operations and the
spread of restrictions and currency devaluations? Judging from
past history, official statements and even intentions are unlikely
to provide reliable answers to these questions, for they are more
often designed to reassure than to enlighten. The Governor of
the Bank of England, Sir Leslie O'Brien, candidly confessed to a
Cambridge audience last spring: “I am rapidly qualifying as an
instructor on how to exude confidence without positively lying.”
Another reason is that major changes in the international mone-
tary system have rarely been the result of conscious planning.
They have most often been the by-products of broad historical
forces or accidents, defying contemporary forecasts and official
intentions.

Official negotiations on international monetary reform were
launched, five and a-half years ago, with a confident agreement
“that the underlying structure of the present monetary system—
based on fixed exchange rates and the established price of gold
—has proven its value as the-foundation for present and future
arrangements.” (Statement issued on October 2, 1963, by the
Secretary of the Treasury of the United States on Behalf of the
“Group of Ten” Members of the Fund.)

The snail’s pace of these negotiations, however, and the recur-
rent and snowballing gold and foreign-exchange crises of recent
years have spread mounting doubts regarding these two pillars
of the gold-exchange standard. The disbanding of the famed
Gold Pool and the introduction of the so-called two-tier gold
market in March 1968 were not the planned and deliberate out-
come of the negotiations in process, but rather the defeat of four-
teen years of efforts to preserve the $35 price in the private as
well as in the official market. The optimists—like myself—still
hope against hope that these decisions will prove the first, and
constructive, steps toward a gradual elimination of gold as the

IS our international monetary system heading toward a sud-
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ultimate and obviously absurd regulator of reserve creation and
destruction, The speculators still choose to view it, however, as
the harbinger of a further defeat of official policies and of an
eventual and substantial increase in official, as well as private,
gold prices. Few, if any, observers give much credence to the
third interpretation professedly favored by the officials—namely,
that the two-tier gold market is a lasting step toward the con-
solidation of the $35-an-ounce gold-exchange standard of yester-
year,

The second pillar of the Group of Ten policies, i.e. the fixity of
exchange rates, is equally assailed today, not only by academics,
but even by Congressional leaders and responsible officials, here
and abroad. Various forms of exchange-rate flexibility* are seri-
ously discussed and advocated as the only realistic cure for the
recurrent foreign-exchange crises involving the major currencies
of the Western world, and particularly for the persistent deficits
of the United Kingdom and the United States, which both coun-
tries have repeatedly promised but failed to correct.

In brief, official intentions and pronouncements appear in ret-
rospect a most unreliable guide to the recent evolution of the
international monetary system, and are therefore widely mis-
trusted as a basis for confidence in its future stability. Far better
clues and safer predictions can be derived, in my opinion, from
analysis of a broader historical perspective and the persistent
trends which emerge so clearly from it concerning the direction
of changes in our national and international monetary institu-
tions,

II

The first lesson that history teaches us is that these institutions
have always been carried forward by an irrepressible evolution-
ary process, the strength of which was repeatedly misunderstood,
underestimated or even totally overlooked by contemporary ob-
servers, academic as well as official. Even today, many people
evoke with nostalgia the nineteenth-century gold standard, and

1 The so-called “band proposal” would enlarge the margin betwcen official buying and selling
rates, leaving market rates free to fluctuate around a stable middle rate, or par-value. The
“crawling peg” proposal would allow the par-value of a currency to depreciate or appreciate,
in accordance with market forces, but by no more than 2 or 3 percent per year. The “crawling

band” proponents would merge these two proposals, by allowing an enlarged band around a -

“crawling” par-value. Others would retain the facade of stable rates, but favor special tax and
subsidy provisions tantamount to exchange-rate flexibility for merchandise imports and exports.
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remain blissfully unaware of the fact that silver far outpaced
gold in importance until the latter half or third of that century,
and that paper money—currency and bank deposits—had largely
superseded both gold and silver moneys well before the outbreak
of the First World War.* Whatever stability can be ascribed to
the monetary system of those days should not be credited to its
automatic regulation by haphazard gold and/or silver supplies,
but to the gradual euthanasia of these two “commodity-moneys”
and their increasing replacement by man-made “credit-moneys.”
(Indeed, the near-monopoly of gold and silver money through-
out the previous centuries had been accompanied by a gradual
and uneven debasement of the coinage, reducing the pound ster-
ling and the franc, for instance, to roughly one-fourth and one-
tenth, respectively, of their thirteenth-century gold content.)

A second lesson derives from the first. In every national mone-
tary system the world over, the broad direction of this cvolu-
tionary process has been from commodity-money to credit-
money. At first the creation of this credit-money was left to the
discretion and wisdom of multiple banking firms, but later it was
gradually brought under the centralized supervision of national
monetary authorities (tfeasuries and central banks).

As distinct from the former commodity-moneys, however, the
new national credit-moneys commanded general acceptability
only within the national borders of each country; they were not
accepted, or at least retained, in payment by the residents of
other countries. The settlement of international transactions re--
quired, therefore, the exchangeability of national currencies. This
responsibility was gradually concentrated in the national central
banks and, to settle net imbalances in international transactions,
it was necessary for each of them to accumulate international
reserves acceptable to other central banks.

The evolution of these international reserves parallels closely,
although with a considerable lag, that of the national monetary
systems. Commodity-reserves are being gradually displaced by

~ credit-reserves in the international monetary system, just as
commodity-moneys were previously superseded by credit-money
in the national monetary systems, A parallel evolution can be
noted with respect to centralization of responsibility. Commod-
ity reserves—in the form of gold—accounted for about 91 per- -

2In 1913 currency and deposits already accounted for about 85 percent of world money
stocks, gold for only 10 percent and silver for § percent.
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cent of world monetary reserves on the eve of the Second
World War, but for only 53 percent as of last September. De-
centralized crednt-rcscrvcs-—-m the form of foreign exchange, i.e.
overwhelmingly dollars and pounds sterling—rose over the same
period from 9 to 38 percent of world reserves, and centralized
credit-reserves—in the form of claims on the International Mone-
tary Fund—from o to g percent,.

These trends have accelerated consndcrably in recent years,
and particularly in 1968. In the first nine months of that year,
reserves in the International Monetary Fund (IMF) rose spec-
tacularly by $850 million, while the foreign-exchange component
of world reserves dropped by $275 million, and their gold compo-
nent by $840 million.

This gradual shift from uncontrolled commodity-moneys and
reserves to man-made credit-moneys and reserves, and later on
to a conscious orientation toward the latter by national govern-
ments and international institutions, is likely to provide the best
clue to future trends. This is the more true as such a shift can be
viewed in a broader perspective of the evolutionary process: the
persistent endeavors of man to control his physical environment
rather than be controlled by it. One may hardly accept the view
that these efforts could, or should, be frustrated forever as far
as the international monetary system is concerned, and that re-
serve creation should be abandoned indefinitely to the irrelevant
factors that determine it today: the hazards of gold production,
industrial consumption, hoarding and speculation, and/or the
international financing of unpredictable U.S. and U.K. deficits
through the incorporation of their resulting dollar and sterling
IOUs in the monetary reserves of the rest of the world.

204 ¢

‘Short-run predictions, however, remain far more hazardous
than long-run predictions, for the orderly progress of this evolu-
tion is dependent on the adaptablhty of the institutional and
legal framework within which it takes place. Conscious govern-
mental and international action is needed at times to smooth
its path, but may also make it far bumpier through misguided
action or—as happens far more frequently—through excessive in-
ertia and stubborn resistance to needed reforms.

. The repeated financial crises that preceded, but ﬁnally im-
pelled, the creation of the Federal Reserve System in the United
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States can be ascribed to the political resistance to centralized
monetary management in this country. On the whole, however,
the irrepressible evolution of national monetary systems from
commodity-money to centralized credit-money encountered
fewer legal and institutional obstacles than did the later and
similar evolution of the international monetary system. The cen-
tralized supervision of national credit-money systems was part
of the increasing role and powers assumed by national states in
the direction of their economies. International agreements among
theoretically sovereign states about the composition and man-
agement of. international reserves were, and still are, far more
difficult to achieve.

Numerous international conferences failed, over the last cen-
tury, to elicit any such agreement. The actual composition of
reserve assets shifted radically over this century from bimetal-
ism to gold and later to the uneasy coexistence of gold, reserve-
currencies (dollars and sterling) and claims on the IMF. None
of these changes—except for the creation of the IMF itself—was
ever initiated by deliberate government planning. They were
mostly the combined by-products of the absence of agreement
and of the relative availability and attractiveness of alternative
reserve assets.

The failure to reach international agreement as to what should
constitute an internationally acceptable reserve asset at first en-
sured the survival of traditional commodity-moneys, even after
they had lost this role within the national monetary systems
themselves. The elimination of silver in favor of gold alone was
belatedly ratified—rather than initiated—by the governments.
The initial step in this direction can be traced back to the totally
_inadvertent slip of Great Britain into a de facto gold standard,
as a consequence of the 1696 recoinage of outworn silver coins.
Gresham’s law that “bad money drives out good” was not en-
acted by the British Parliament, but explaing why the new, full-
bodied silver coins minted by a gokernment intent on preserving
the traditional silver standard quickly disappeared from circul:,
tion, as their increased silver content gave them a somewhat
higher value on the commodity markets than the legal conver-
sion ratio between silver and gold at the Royal Mint.

The other, and even more radical, shift from the gold standard
to the gold-exchange standard, in the 19203, was also a de facto
reaction to the unplanned impact of the war upon the monetary
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and reserve systems of those days. Wartime operations and post-
war reconstruction had been financed in large part by monetary
inflation. This had drastically curtailed the ratio of monetary
gold stocks to the vastly expanded volume of national paper mon-
eys, and created a “gold shortage” which became the subject of
endless debates at gatherings of international experts and central
bank meetings in Brussels-(1920), Genoa (1922) and the Gold
Delegation of the League of Nations (1929-1932). A broad con-
sensus emerged at these meetings to recommend the expanded
use of the “gold-convertible” currencies of major financial cen-
ters as a supplement to scarce gold. This solution was particu-
larly favored and propagandized by British experts who rightly
expected to see sterling—the most prestigious currency of the
largest and oldest trading and financial center of the world—
play the major role; it would enable the United Kingdom to
finance its deficits and/or strengthen its slender gold reserves
through the acceptance of its own paper IOUs as international
reserves by other central banks. Both expectations proved cor-
rect but involved a quasi-automatic financing by other countries
of Britain’s return to an overvalued rate for sterling and of the
balance-of-payments deficits that ensued. A

While none of the conferences produced any firm agreements
and commitments in this respect, the major “gold-convertible”
currencies—particularly sterling, first, and later the dollar—
gained increasing acceptance as monetary reserves. Since reserve
holders remained free to switch, at any time, from one currency
into another, or into gold, a dangerous instability was built into
the gystem. o s

The Gold Delegation was still debating the ways and means
that would prevent an abuse of the system by the reserve centers
and protect it against destabilizing switches by their creditors
when these very defects prompted the coliapse of the pound
sterling in September 1931, For a while, this sounded the death
knell of the gold-exchange standard, a generalized rush into gold
reserves, and a protracted period of beggar-my-neighbor deval-
uations and trade and exchange controls,

During and after the Second World War, the gold-exchange
standard was revived, on the same precarious basis, bringing
back the same abyses and sources of instability that killed it in
- 1931. The financing of World War II and of postwar reconstruc-

tion entailed, as in the case of World War I, a new bout of infla-

e
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tion, curtailing once more the ratio of gold reserves to the in-
creased volume of national paper moneys. The latter continued
to rise with the unprecedentedly high rates of economic growth
systained in later years, The resulting “gold shortage” was again
made up by huge acquisitions of sterling and dollar balances
legally convertible at any time into gold. The day would in-
evitably come—as I pointed out as early as 1957—when a “li-
quidity shortage” would arise, either as a result of such conver-
sions of overflowing dollar and sterling balances into scarce gold
metal, or because the United States and the United Kingdom
would seek—and succeed—to protect themselves against “such
.a danger by eliminating the balance-of-payments deficits which
now fed most of the increases in world monetary reserves. This
gloomy prognosis was scornfully dismissed at first by overcom-

placent officials, but was later acceptéd by them, prompting in
" 1963 the opening of another marathon debate on the need for in-
ternational monetary reform.

One may still hope, however, that the outcome will be less
disastrous than it was in 1931. First of all, the world economy
is in far better shape today than it was then, and the overall eco-
nomic and financial position of the United States is far stronger
than that of Britain in 1931. Even more important, the world’s
monetary and financial leaders are now keenly aware of the di-
sastrous consequences which any repetition of the 1931 policies,
or lack of policies, would entail for the international monetary,
economic agd even political fabric of the West. They have de-
veloped, indéed, particularly since the first flare-up of gold prices
in London in October 1960, an unprecedented degree of interna-
tional codperation and an uncanny ability to cope with recurrent
crises one after another, They have also acquired an understand-
ing of the basic problems and a sense of joint responsibility for
their solution far greater than ever existed in the past.

1v

Thus, history need not repeat itself. Our hope that it will not
springs primarily from the unprecedented insight now gained by
responsible officials regarding the functioning of our international
monetary system and the consensus already reached by them
regarding the shortcomings that must be remedied by the three
major reforms now under negotiation:

1. The creation of international reserves should be deliberately
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oriented toward satisfying the rcquirements of feasible growth
in world trade and production.

2. The resulting reserve pool should be protected against de-
stabilizing switches between reserve assets, and primarily be-
tween reserve currencies and gold.

3. These reforms in- the overall amount and composition of the
world reserve pool must be accompanied by a strengthening of
the adjustment mechanism, facilitating the financing of tempo-
rary, reversible disequilibria, but also ensuring more prompt cor-

rection of persistent disequilibria, rather than their perpetuation |

citllxer by inflationary financing or by trade and :xchange con-
trols.

This consensus should,.and some day undoubtedly will, lead
to agreement on the kind of reform suggested by past historical
trends-—i.e. the development of a truly international credit-re-
serves standard aiming at the simultaneous fulfillment of all
three of these objectives. _ :

Indeed the cornerstone of such a reform has already been laid
by the unanimous Rio resolution on the creation of a new reserve
instrument (the so-called Special Drawing Rights, or SDRs) to
be jssued by the IMF-in the amounts deemed necessary by the
international community itself to meet future reserve needs.
This was undoubtedly the hardest hurdle that the negotiators
had to surmount, and contrasted sharply with their earlier my-
opic denunciation of such a proposal as a dangerous and utopian
dream—unattainable “today and for any foreseeable future,”—
to set up a “super-bank” with “no supporting super-government
to make good on its debts or claims.”

The Rio negotiators showed rare vision and courage in setting
up this central piece of the international monetary machinery
of the future, but unfortunately left for later determination the

‘1oie to be played by the traditional components of the gold-ex-

change standard (i.e. gold and the reserve currencies). The ster-
ling, dollar and gold crises that were soon to dampen the high
hopes evoked by the Rio agreement arose from the inability of
the negotiators to tackle with the same vision and courage the
more urgent problems raised by the coexistence of overflowing
dollar and sterling reserves with the dwindling gold stocks into

3 The quotation is from Robert V. Roosa, “Assuring the Free World's Liquidity,” Business
Review, Federal Reserve Bank of Philadelphia, September 1962, reproduced in “The Dollar
and World Liquidity,” New York: Random House, 1967, p. 102.

-
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which they were legally convertible under the rules of the ill-
fated gold-exchange standard. _

The basic conflict that has sq far prevented full agreement on
~ this issue reflects an unrealistic assessment by the reserve-cur-
rency debtors and creditors alike of their true national interests.
The reserve-currency debtors—primarily the United States and
the United Kingdom—welcome the new reserve asset as a sup-
plement, or even an ultimate substitute, for scarce gold, but are
understandably reluctant to renounce the privilege of financing
a_substantial portion of their deficits through other countries’

accumulation of their IOUs as international reserves. The re-
serve-currency holders of continental Europe, on the other hand,
still see in gold scttlements their ultimate protection against the
inflationary potential and surrender of national sovereignty en-
tailed in the accumulation of dollar and sterling IOUs financing
U.S. and U.K. policies in which they have no voice and which
* they may, at times, consider directly contrary to their own
interests or those of the world community. This conflict has
been exacerbated in recent years by the size and persistence of
British and American deficits and the fact that they could be
ascribed, at least in part, to the laxity of monetary and fiscal
policies—particularly in the United Kingdom. It has been fur-
ther aggravated by the inflationary pressures triggered in the
United States by the escalation of the Viet Nam war, and to what

some Europeans regard as an excessive take-over of European

enterprises by American capital.
-— \{

Paradoxically, the main hopes for a negotiated agreement
spring from the very sharpness of this conflict and from the con-
-sequent realization in both camps that neither gold nor reserve-

currencies can in fact expand, or even retain, their previous role
in monetary settlements. o

This conclusion is being forced upon the United Kingdom and
the United States by the resistance of other countries to the
acquisition and retention of traditional sterling and dollar bal-
ances as growing components of their monetary reserves. These
traditional “liquid” holdings of sterling and dollar IOUs by for-

‘eign central -bapks rosc speetacularly from about $2 billion in

1937 to a peak of nearly $20 billionri

’

even more spectacularly since then to about $13 billion in Sep--

67-824 O - 11 - 1}
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tember of last year. Thus, the traditional reserve-currency role
of sterling and dollar balances no longer assures Britain and the
United States special facilities for the financing of their current
deficits. It exposes them, on the contrary, to the enormous and
unbearable risk of sudden or massive repayment of the enormous
short-term indebtedness accumulated by them over many years
past. _ '

The creditor countries, however, also realize that insistence on
gold repayment would inevitably bring about another 1931, as
neither the United Kingdom nor even the United States could
actually stand such a drain on its gold reserves. The total amount-
of these ($12 billion as of last September) is considerably short
of their gold-convertible obligations to central banks and the
International Monetary Fund ($28 billion).

Both groups of countries have thus been impelled by their own
self-interest to negotiate new agreements based on the realitics
of the situation rather than on their previous hopes and expecta-
tions. The acquisition and retention of sterling and dollar assets
by the major reserve holders of Western Europe, and even by the
sterling-area countries, have become increasingly dependent upon
such negotiated agreements. Gold or exchange guarantees against
devaluation risks were grudgingly granted by the United King-
dom and the United States in order to deter their creditors from
speculative switches of their reserve assets from sterling into dol-
lars, or from both into gold. The creditor countries, on the other
hand, agreed to retain a specific portion of their total reserves in
sterling, and to convert part of their “liquid” dollar claims into
longer-term obligations. “ -

Taken together, these various agreements, negotiated since
1963, now cover well over $11 billion of the combined dollar and
sterling reserves ($24 billion) of foreign reserve holders. A fur-
ther $3.3 billion of reserve credits have been extended to the
United Kingdom and the United States through the mediation of
the International Monetary Fund. Finally, a vast array of re-
ciprocal credit lines—in the form of so-called “swap” or “re-
ciprocal currency” agreements—have been negotiated among
major central banks to protect them against speculative attacks
on any one of their currencies.

All these negotiations and arrangements testify to the death
of the traditional “gold-exchange standard” and to a de facto
gradual shift toward what might be called a “negotiated credit-
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reserves standard.” The official negotiators should be congratu-
lated for having been able to avoid, in this way, a total collapse
of the international monetary order. The new system, however,
remains highly precarious, for it depends on continuous negotia-
tion and re-negotiation of the short- or medium-term credit
lines on which it rests. Some of the countries called upon to pro-
vide such financing also feel that it fails to provide adequate
protection against the abuse of such facilities, primarily by the
United States. They cling tenaciously to their legal right to gold
conversion as their ultimate protection against such abuses and
the total surrender of monetary sovereignty which might be
imposed upon them if they were incorporated. into a formal or
informal “dollar area.” The continuation of recent trends in that
direction would be bound, sooner or later, to trigger a major
. breakdown, political as well as economic and financial, among
the countries of the Atlantic Community. Responsible circles
in the United States are keenly conscious of this danger, as
is evidenced in the unanimous report of the Congressional
Subcommittee on International Exchange and Payments last
September.

Gold, however, is incapable of providing a reasonable alterna-
tive to a “dollar-area” system of international reserves and set-
tlements. The $3.7 billion losses experienced by the Gold Pool
countries over a short period of six months (October 1967-
March 1968) forced the liquidation of the pool and the hurried
adoption of a precarious and ambiguously phrased agreement
among its members—with the exception of France—that would,
if faithfully and generally observed in the spirit as well as in the
letter, freeze forever both the official gold price and the world
monetary gold stock at their levels of March 18, 1968, irrespec-
tive of future developments in the private gold market.

This is most unlikely indeed to provide a long-term solution
to the gold problem, as central banks can hardly be expected to
remain forever indifferent to market developments regarding the
price of a commodity in which they have invested close to $40
billion and which is still regarded by public opinion in many
countries—no matter how erroneously—as the ultimate guaran-
tee of their mounting issues of paper money.

If gold were the only alternative to a dollar-area system, gov-
ernments would sooner or later have to resign themselves either
" to a fluctuating gold price, or to a substantial increase in its pres-
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ent price. In all probability, this would set the clock back to
1931, and postpone for many years to come the evolution toward
rational reforms of the anachronistic and haphazard gold-ex-
change standard of yesteryear.*

VI

The way out of the present impasse lies in a comprehensive
reform plan, inspired by the long-term historical evolution of
the international monetary system. It should encompass all
major aspects of the problem and thereby give adequate recogni-
tion to the convergent interests and feasible policy objectives of
all countries concerned.

It was eighteen months ago that unanimous agreement was
reached at Rio de Janeiro.on the keystone of such a reform: the
deliberate creation of centralized reserve assets in the form of
internationally guaranteed claims on the IMF, usable and ac-
ceptable by all countries in all balance-of-payments settlements.
A keystone, however, is not an edifice. The reform cannot stop
with the mere superimposition of the new reserve asset upon
the traditional ones. It must encompass the role of all three
types of reserve assets—gold and reserve currencies as well as
SDRs—in the orderly growth of world reserves and the improve-
ment of the adjustment mechanism. The new reserve asset
should be created by international agreement, in the amounts
‘needed to substitute for—rather than merely add to- -dwindling
gold supplies and overflowing reserve currencies, and to adjust
overall reserve growth to the requirements of an expanding
world economy rather than to the vagaries of the gold market
and of U.S. and U.K. balance of payments.

Surplus countries should accept such assets in settlement, re-
tain them as reserves and be able to use them at any time to
settle later deficits in their own international payments. They
would remain free,4of course, to slow down—or even reverse—
their reserve accumulationbytaking action to reduce their sur-
pluses through trade or exchange liberalization, more expansion-
ist monetary and fiscal policies, and/or larger outflows of capital.

¢ Cantrary to Mr. Rueff’s expectations, a straight devaluation might, as it did after the
dollar devaluation of 1934, give a new breath of life to the dying gold-exchange standard, while
a fluctuating dollar price of gold might impel most other countries to accept, at least tempo-
rarily, a dollar-area_status rather than face the competitive handicap that would result for
their industries from an appreciation of their currency in terms of the dollar and of the other
curréncies that kept stability with.it.
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They should not be entitled, however, to force deflation, devalua-
tion or restrictions upon the rest of the warld by insisting on gold
payments in excess of available supplies. Nor should they be al-
lowed to arrogate to themselves the right to accumulate interna-
tional reserves in any national currency they choose and then to
switch at any time from one currency to another. All countries
should agree to deny each other a right which exposes them to
political blackmail by the reserve debtors as well as by the re-
serve holders. Surpluses should be accumulated exclusively—ex-
cept for working balances—in the new IMF reserve asset.

Such a commitment by the surplus countries would endow the
IMF with the lending potential necded to finance the deficits
which are the counterparts of the other countries’ surpluses. The
overall volume of such financing, however, would be limited by
rules restricting the IMF’s creation of reserves to the amounts
negded to sustain feasible, but non-inflationary, growth of the
world economy. A presumptive guide-line of 4 to § percent per
year would probably rally widespread agreement in this respect,
but exceptions should be authorized, by qualified majority vote,
to combat actual worldwide inflationary or deflationary pres-
sures.

The use and allocation of this lending potential should be a
matter for international decision, based on a collective judgment
regarding the nature of the deficits. Temporary, reversible defi-
cits, such as those triggered by speculative shifts of private funds
among major financial centers, should be met by compensatory
shifts of IMF investments from the countries in surplus to the
countries in deficit. Persistent deficits calling for correction
should be financed only as part and parcel of an agreed stabiliza-
tion program, designed to eliminate them with a minimum of
hardship to the deficit countries themselves as well as to their
partners in world trade and finance. External deficits accom-
panied by internal inflationary pressures are a sign of “overspend-
ing,” which should be corrected by changes in fiscal and mon-
etary policies designed to equate expenditures with the country’s
productive capacity. On the other hand, the coincidence of deficits
with deflationary pressures and unemployment would suggest
that the root cause of the trouble lies in uncompetitive levels
of prices and costs, for which a readjustment of exchange rates
will often prove the most appropriate remedy.

If the deficit country feels unable to agree with its IMF part-
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ners on the action to be taken, it will, of course, retain its “sov-
ereign” right to conduct its own affairs as it wishes, but not to
obtain financing from other “sovereign” countries which disagree
with its policies. The gradual depletion of its monetary reserves
will willy-nilly force an adjustment of its exchange rate, though
trade and exchange restrictions may postpone the day, if they
are not made ineffective by other countries’ retaliatory action.

More and more people now advocate a shift from stable to
flexible exchange rates—whether or not they are limited to an
agreed “‘band” or rate of “crawl”—as a way to strengthen the
adjustment process in a nationalistic world. This would be an
attractive solution for the disequilibria ascribable to international
cost-price disparities, but might tend to foster unnecessary in-
stability and actual distortions of exchange rates in the other
two cases of deficits which call instead for financing or for changes
in monetary and fiscal policies. -

The reforms outlined so far would, moreover, remedy only
imperfectly the so-called “deflationary bias” of the international
monetary system. They would force the surplus countries to fi-
nance, but not to eliminate, disequilibria caused by deflationary
errors in their own policies or to an undervalued exchange rate.
Ideally, an excessive rate of reserve accumulation, even in the
form of claims on the IMF, should force them to enter into
policy consultations with the IMF, just as an excessive rate of
reserve losses already imposes such consultations upon the deficit
countries. In the absence of agreement, they should be enjoined
from preventing an appreciation of their exchange rate through
further market interventions and excessive reserve accumulation.

Merely to allow exchange-rate flexibility would be insufficient
for this purpose, as was amply demonstrated by the outcome of
the Bonn conference called last November to deal with the diffi-
culties created for other countries by the obdurate surpluses of
Germany and the rush of speculative capital into German marks.
The United States, Britain, France and presumably other coun-
tries felt strongly that the best solution to the problem was a
revaluation of the German mark, but even their combined pres-
sure failed to persuade the German leaders to accept such advice.
One may sympathize with the German view that the over-com-
petitiveness of the mark is the result of the inflationary policies of
other countries rather than of any deflationary policies in Ger-
many. Yet, after such a situation has been allowed to develop,
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price or exchange-rate adaptations by Germany itself may prove
far more feasible and less damaging to all concerned than alter-

native deflationary action or devaluation by many other coun-
tries. -

VIl -

Agreement on all aspects of such ambitious reforms will obvi-
ously take time and will have to deal with a number of transi-
tional problems, particularly regarding gold and the bloated re-
serve-currency balances inherited from the past. Both problems
could be met through the creation of an International Conver-
sion Account that would convert into reserve deposits or certifi-
cates, identical to the SDRs, all reserve-currency balances in
-excess of those actually needed for daily interventions in the ex-
change market. The Account would also issue such deposits or
certificates in exchange for the gold it needed to intervenc in the
gold market, as its members jointly saw fit, in order to regain
control over a market now abandoned to speculators by the two-
tier decision of March 1968. |

This proposal is no longer deemed as utopian and unnegotiable
as it appeared to many when I first formulated it a few years
ago. The abortive Maudling plan of 1962, but particularly the
comprehensive sterling agreements of last September, demon-
strate Britain’s receptiveness to such a solution of the sterling
problem. In the United States, its main features were unani-
mously endorsed last September by the Congressional Subcom-
mittee on International Exchange and Payments. Concrete
proposals for such a “Conversion Account” were also developed
by Finance Minister Colombo of Italy, and forcefully advocated
by him at the last annual meeting of the IMF as an essential
complement to the SDR agreement. Finally, President de Gaulle
" himself should logically welcome a plan that meets the two basic
objectives repeatedly emphasized in all his speeches: the elim-
ination of the “exorbitant privilege” of the reserve-currency
countries to pay their deficits with their own IOUs, and “the
organization of international credit . . . on an indisputable mone-
tary basis bearing the mark of no particular country.”

De Gaulle, of course, proposes that the basis be gold, while
most of my academic colleagues and Congressional friends would,
on the contrary, accelerate the “demonetization” of gold by con-
verting all national gold reserves overnight into Conversion Ac-
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count deposits or certificates, I would myself favor such a solu-
tion, but do not feel that it will be negotiable until familiarity
and experience with the new system have demonstrated its prac-
ticability and developed sufficient trust in the wisdom and fair-
ness of its management,

Such an abrupt transformation of ingrained institutions and
habits of mind is, in any case, unnecessary. My own proposals
would recognize the essential—but no longer determinant—role
which national gold holdings will inevitably retain in our inter-
national monetary system for some years to come. All that is
needed, and negotiable, at this stage is to agree on those initial
steps which are indispensable to meet present-day problems and
to reopen the door to the evolutionary process that will gradually
improve man’s control over this crucial basis of his economic life
in an increasingly interdependent world.
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{From the Federal Reserve Bank of 8t. Louls, July 1968)
A Diaroove IN SpeciaL DrawiNo

The international monetary mechanism has been subjected to a serles of shocks.
in the last year; the devaluation of the British pound in November 1967, the en-
suing massive speculative purchases of-gold, the suspension of gold sales in the
London market by the Gold Yool Countries,' and the establishment of the two-
price system for gold.! .

The possibility of an international financial crisis revolves around the fear that
the internptional value of the dollar and the pound sterling may be changed in
the future. As these currencies, nlong with gold, are the present major sources of
international reserve assets, speculation on their devaluation would lead sowme
foreigners, both governmental and private, to convert their dollar and sterling
assets into gold or some other commodity. '

Such a shift in preferences against reserve currencies could lead to a decline
in the overall leyel of international reserves. If this happened, it could result in
a decline in international trade and capital movements, as various countries
attempt to rebuild their international reserve positions by taking restrictive do-
mestic actions or imposing exchange controls,

Given the apparently large private demand for gold, and the firm intention of
the United States Government not to increase the price of gold, it is clear that
the future growth in international reserves will not come trom increased holdings
of monetary gold stocks. Increased foreign officlal holdings of dollars, sterling,
and automatic drawing rights on the International Monetary Fund could fill some
of the world's need for increased international reserves. However, the use of
sterling as a reserve asset 18 expected to decline substantially in the future, In
addition, the process of foreign acquisition of liquid dollar balances, of necessity,
impljes continuatin of the United States international payments deficit. These
deficits have reduced foreign confidence in the value of the dollar.

A mechanism, which in the process of generating international reserves simul-

- taneously reduces confidence in the value of the reserve asset, 18 clearly in need
of some modification. It has been apparent for some time that a supplemental
form of reserve asset, not subject to the limitations fmplicit in the use of a
national currency, 18 needed. SDR’s (Special Drawing Rights of the International
Monetary Fund) or paper gold, as they are sometimes referred to, are the pro-
posed solution. After four years of discussion and inquiry among interested gov-
ernments, the general outline of the SDR plan was approved by the International
Monetary Fund at its annual meeting at Rio de Janeiro, Brazil, in September
19687. During the subsequent six months the staff of the IMF converted this pro-
posal into detailed language in the form of an Amendment to the IMF Articles
of Agreement. This detailed plan was accepted on the weekend of March 80-31,
1968, by monetary officials of the major IMF member countries, i.e., the Group
of Ten,® at a meeting in Stockholm, Sweden.

This meeting was of critical importance because it showed that there is strong
agreement on the need to create a supplemental form of international reserve.
Only France reserved its position with respect to participating in the SDR plan.
Ratification of the SDR Amendments to the Articles of Agreement requires the
approval of 60 per cent of the member countries with at least 80 per cent of the
weighted voting power. The United States was the first Government to approve
on June 24, 1968. However, because of the legisiative procedures involved in
ratification by the other member countries, it seems doubtful that the new
reserve facility will be activated before 1869.

TECHNICAL IS8BUES

Question: What are Speoial Drawing Rights?

Answer: Speclal Drawing Rights (SDR’'s) are account entries on the books
of the International Monetary Fund quite separate and distinct from the other
accounts of the IMF, which will be divided among the Fund's participating mem-

1The Gold Pool countries were the United States, Switzerland, the United Kingdom,
Germany, Italy, Belgium, and the Netherlands. France was a member of the Pool earlier
but has not g?druclpated actlvel{ since June 1967,
% The Uni States will continue to buy and sell gold to foreign official institutions at
a y.n'lt!e of $35 an ounce; howeve. the private market price has been-allowed to float.
The Group of Ten are: Belgium, Canada, France, Germany, Italy, Japan, the Nether-
lands, Sweden, the United Kingdom, and the United States.

'
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ber countries in accordance with their present IMF quotas. The member coun-
tries will receive the initial allotment of S8DR's without incurring a corresponding
debit. A contingent liability exists in case the SDR arrangement should ever be
terminated, or in case of the withdrawal of one or more countries.

Question: What arc the benefits to those countrics which participatet

Answer: Any country with SDR balances can use them to meet balance-of-
payments deficits with other countries, A country with a balance-of-payments
deficit usually has financed it by sales from its gold or convertible currency hold-
ings. With 8DR's, a country can also finance part of its deficit by instructing the
IMF to draw down the balance in its 8DR account in exchange for an equivalent
amount of convertible currency. The IMF then designates one or more member
countries to transfer convertible currency to the deficit country in exchange for
an equlivalent increase in S8DR balances. )

For example, if Japan had a $100 million deficit, it could finance all or part
of it from its BDR balances. If the Japanese wish to utilize the equivalent of
$50 million of thelr SDR account, the IMF would debit Japan's account for $50
million and credit the SDR account of, for example, Germany, with a like amount.
Germany would transfer the equivalent of $50 million in convertible currencies
to Japan, , .

A country without a current balance-of-payments deficit, or a declining level
of international reserves, may engage in voluntary transfers of SDR's with
another country in order to restore a better balance in the components of its
international reserves. 8uch action requires the mutual agreement of both partic-
ipating countries, and the approval of the International Monetary Fund. This
provision i8 of speclal importance to a reserve currency country like the United
States which has a substantial volume of outstanding dollar liabflities to foreign
central banks. A member country holding more dollars than is considered ap-
propriate can exchange them for 8DR's with the United States, or with another
country holding fewer dollars than it desires.

Countries which hold SDR's will receive interest on these balances at a rate
to be declded by the Board of Governors of the IMF, presently anticipated to
be 134 per cent per year,

Queation: What are the obligations of SDR participation?

Answer: There are basically two obligations to participation in the SDR
arrangement and they are converse to the benefits. Just as countries with a
deficit can finance part of it by drawing down thelr SDR holdings, countries
with surpluses must be prepared to accept part of the surplus in the form of
SDR's. There is, however, a limit to the amount of 8DR’'s which any one
country must accept, equal to three times the net cumulative allocation of
SDR's which that country has received from the IMF inclusive of these al-
locations, For example, if Italy’s share of the net cumulative allocations is the
equivalent of $10 million, it must be prepared to accept at least $20 n in
additional SDR's from other countries. A country may, at its discretioh, agree
to accept a larger amount of SDR's.

Each country must pay a charge to the IMF on {ts net cumulative alloca-
tions of SDR's. The charge will be equal to the interest rate paid on SDR's. Thus,
those countries which hold only their net cumulative issuance of SDR's will
have interest income and charges which are equal to each other. Countries
whose S8DR balance exceeds their net cumulative allocations (Germany in the
example) will have interest income which exceeds their charges. Countries with
SDR balances which are less than their net accumulative allocations (Japan in
the example) will have charges which exceed thelr interest income. Conse-
quently, there will be a small incentive for surplus countries to acquire SDR
‘ba}ances and a small cost for deficit countries to draw down their SDR
halances.

Question: Must SDR balances be reconstituted?

Answer: This was oné of the key questions in the negotiation of the SDR
arrangement. Some countries wanted SDR’s to be fully repayable within a
rpecified number of years, which would have made them equivalent to inter-
mediate-term financing much like conventional type IMF financing. Other
- countries wanted SDR's to be permanently outstanding, which would have made
them, In effect, a net additfon to the stock of international reserves to the full
extent of the amount allocated. The final result was a compromise. Participat-
ing countries will be required to maintain an average daily balance of SDR's
equal to 30 per cent of their met cumulative allocation during each “basic”
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period, which will be five years in length. A country may reduce its SDR balance
below 80 per cent at any time, but should have it rebuilt by the end of the
“pbasic” period in such a way that the average daily balance i8 80 per cent for
the “basic” period as a whole.

Question: What will prevent the {ssuance of S8DR's from causing an inter-
national inflation?

Answer: The proposed amendment to the Articles of Agreement of the Interna-
tional Monetary Fund, to determine the amount of SDR's to be issued, specifies
such restrictive procedures that the major fear i3 that too few, and not too many,
SDR's will be isued. An 85 per cent weighted vote of the members of the IMF is
required to initiate any issuance of SDR's—a minority group holding a fraction

Typically, those countries with balance-of-payments surplusés are enjoying an
increase in their holdings of international reserves, and will probably require
substantial evidencerof international deflation to convince them that there is a
world-wide shortage’of reserves, If surplus countries with a weighted voting pow-
er of only 16.1 per cent are not convinced of the need to increase international re-
serves, they could veto any growth in SDR's,

Question: What {8.the significance of the SDR plan?

Answer: With gold no longer expected to contribute to the growth in the world
monetary reserves, and with the United States determiaed to correct its chronic
balance-of-payments problem in the near future, it i# essential that a supple-
mentary reserve asset be developed. The implementacion of the SDR plan will
provide the means for regulating the stock of international reserves through
consclous declsion-making, according to the needs of world trade and capital
movements, .

{From the Monthly Review, January 1971}
ExcHANGE RATE REFORM?

(By Robert Johnston)

The financial system which presently governs international transactions is
based upon fixed exchange rates for individual national currencies. The Inter-
national Monetary Fund (IMF), which administers these arrangements, was es-
tablished by treaty among its member nations shortly after the Second World
War. Since its founding the IMF has presided over a number of changes in the -
details of the international-payments system, but the principle of fixed exchange
rates has remained intact. Now reform of this basic element of the system is
under consideration.

THE FIXED EXCHANGE RATE

Under the Articles of Agreement of the IMF, the member nations of the Fund
have pfedged to mafintain, for spot transactions, the external value of their cur-
rencies within one percent of a specific par valde. (Thus, rates are not rigidly
fixed.) Other pledges in the convention fnclude such things as convertibility or
freedom from restrictions on buying and selling of the currency. Although es-
cape clauses in the Articles have permitted the currencies of some nations (mostly
less-developed countries) to remain inconvertible, and some transactions to oc-
cur at other than official par value, the major trading nations generally adhere
to the rules. As a result, the bulk of world trade today occurs within a network
of fixed exchange rates.

In most countries which attempt to maintain the par values of their currencies,
the central bank is responsible for controlling exchange rate fluctuations. The
central bank keeps the market exchange rate within the one percent of par
allowed by the IMF by trading its currency in the international market. In this
manner, it absorbs the fluctuations in market demand which otherwise could
push the rate beyond the one-percent limits. .

Purchases are made with a country's foreign-exchange reserves, which consist
of U.S. dollars and other convertible currencles. Special Drawing Rights (SDR'8),
gold and/or borrowing rights at the IMF, Day-to-day exchanges are transacted
in convertible currencies—usually U.R. dollars—and official transactions with
other central banks or with the IMF itself are executed with SDR's, gold, IMF
horrowing rights or convertible ‘currencies.




The basic objective of this system is to facilitate world trade by establishing
firm values for individual currencies relative to one another, and by reducing
the risk of exchange-rate fluctuation. Another objective is to avold competitive
devaluations, such as characterized the destructive trade polices of the 1930'x.

The IMF provides a framework for avolding competitive devaluations by
requiring that countrles consult with, and for major (and even some minor)
adjustments, obtain approval from the IMFE., At the same time, the Fund can
use i{ts lending power to help a country losing reserves on account of temporary
disequilibrium in its external balance of payments to avoid unnecessary devalu-
atlions. Devaluations that do occur are theoretically limited to countries in “funda-
mental disequilibrium,” such that their current exchange rate Is inappropriate
for thelr long-run balance-of-payments position.

Judged In terms of its objectives, the present fixed exchange-rate system has
been quite successful. World trade has {ncreased steadfly, the major currencies
have become convertible, and the number of major currency adjustments has
heen relatively small. It is difficult to say just how much fixed exchange rates
have helped to attain these goals, becnuse other economlie conditions and policlex
algo have influenced international payments, hut the fixed exchange rate has
heen associated with the record, and many IMF members are reluctant to modify
it. Nevertheless, discontent with the present rules is growing, and more and
more authorities are advocating greater flexibility.

OBJECTIONS8 TO FIXED RATES

The arguments for and against reform of the fixed exchange-rate payments
system are complex and involve political as well as economice {ssues. However,
most of the current reform proposals concur in the judgment that present IMF
rules are too rigid; one-percent fluctuation about par is not enough, and par
values tend to be defended too long. ,

Under the present rules, policy chofces open to a central bank are lmited,
-It must intervene whenever the market price approaches the support prices on
either side of par, which means that it must manage its currency within a total
range of only two percent. A wider band would give the central bank more
cholces in the degree and timing of its intervention. In addition. the extent of
exchange-rate movements could give a clearer indication of the strength of
current market trends and help guide policy decisions,

Another alleged shortcoming of the present system is its tendency to encourage
currency speculation. When a country’s exchange rate falls to its lower support
price and its official reserves continue to fall, the probability of devaluation in-
creases. To protect themselves, holders of the currency begin to look at the alter-
natives available for temporarily shifting their funds, and non-holders begin to
sell the suspect currency short. If there i8 no devalyation, the currency's exchange
rate cannot rise by more than two percent. On the other hand, if a devaluation
occurs, the reduction is often as much as 10 of 15 percent. The relatively low
penalty for incorrect speculation under the present system, compared to the
possible gains from speculation, reinforces speculative pressures once a currency
geis into trouble, and thus complicates the central bank’s management task, even
if devaluation ultimately is avoided.

Even greater problems can be caused by the reluctance to change par values.
In principle, the IMF Articles permit a country to alter the official value of its
currency whenever it is in fundamental disequilibrium, but in practice many
factors may combine to delay such charges. Experts may differ as to whether an
existing crisis is due to a speculative run on the currency, a temporary fluctua-
tion in the external trade balance, or to the fact that domestic prices and costs
are out of line with the country's longer-term trade position. In the latter case,
devaluation (or revaluation upwards) is an appropriate action to restore bal-
ance. This conclusion may be obvious after the event, but in the midst of a
balance-of-payments crisis, it is not always clear what the real problem is and
whether a change in the par value is appropriate.

Unlike domestic monetary or fiscal policies, mistakes in changing the par value
of a currency cannot be reversed easily. In a crisls, the adjustment in par value
must be large enough to convince the international financial community that
the new level will hold, or else speculation will continue. Yet too large a change
may have undesirable effects on the domestic economy.



. 165

In general, devaluations help export-oriented {ndustries, but they also apply
upward pressure on domestic prices. The cost of imported materials used by
domestic firms increases automatically as a result of the devaluation, as does
the cost of imported goods purchased by domestic consumers. From a payments
standpoint, both effects are good because both discourage imports. However, if
firms attempt to pass along thelr costs to consumers in the form of higher prices
and consumers attempt to preserve their real income positions by extracting
higher wages, the inflationary forces set in motion can wipe out the balance-of-
payments gains from the devaluation. .

To be successful, devaluation usually implies restrictive policies which a gov-
ernment may find difficult to finplement. Instead of confronting these problems
"it may prefer to avoid, or at least postpone, devaluation with tariffs or adminis-
trative controls on goods imports and capital exports. Revaluation (the opposite
of devaluation) also causes internal problems by shifting the burden ont9 export
{ndustries and import-competing domestic industries. But the point i8 the same;
a change in the par value of the currency creates difficulties that a government
usually prefers to avoid. B

Conslderations such as these often have led governments to delay changes
in the par values of their currencies, thereby impeding effective management
of the domestic economy and distorting patterns of international trade. Major
trading countries have been especlally reluctant to change their exchange rates,
and in many cases thelr efforts to defend unsuitable fixed exchange rates create
problems for their trading partners as well as for themselves.

PROPOSALS FOR REFORM

Among the reforms that have been suggested, the ones now recelving serious
consideration by the IMF would intrease the degree of rate flexibility that is
possible within-the existing framework of ““fixed” exchange rates. Proposals
to modify the existing rules are dlscussed in the report, The Rule of Eachange
Rates in the Adjustment of International Payments, released by the IMF's ~
Executive Directors in September 1970.

Prompt adjustment of parities: One set of proposals is designed to eliminate
undue delays in changing currency par values. The object is to encourage more
frequent, small changes in preference to infrequent major adjustments. It is
hoped that small adjustments in par values would be more acceptable to indi-
vidual governments, and would avoid some of the shocks to international
financial markets which were associated with the large (10 percent plus) changes
of the past. The IMF report suggests the possibility of amending its Articles
of Agreement to permit adjustments of up to 8 percent in any_twelve-month
period without prior approval from the Fund. . ’

This suggestion is one of a group of related plans discussed in academic

and financial circles under the general name “crawling-peg.” Another variant
is to establish a link between exchange rates and certain economic indicators,
say an average of past market-exchange rates, to produce small automatic ad-
- justments. However, the Fund’s report specifically rejects any automatic formula
on the grounds that economic indicators often respond to cyclical or temporary
forces and could produce unnecessary adjustments in exchange rates. In any
case, as a practical matter it is unlikely that governments would be -willing
to give up discretionary control over something as important as their currency’s
exchange rate. The report also rezards very small par value adjustments as
inappropriate, because in the Fund's view they are not consistent with the cor-
rection of fundamental disequilibrium. (Some writers have suggested weekly.
fractional percentage adjustments.) - .

Wide parity margins: The second set of proposals involves increasing the
parity margins from their current 1-percent range about par value in order to
increase the risk assoclated with speculation and thereby discourage specula-
tive runs on currencies. This proposal not only would increase the costs to spec-
ulators from guessing wrong, but also would give a central bank more leeway
fn managing its currency. The IMF's report suggests that members be allowed.
at their option, to widen the intervention limits to 2 percent, or at the most
to 3 percent, on each side of parity. Within this range, it.is hoped the fluctua-
tions in the exchange rate would not have a disturbing effect on trade. This
proposal and the previous one are not mutually exclusive, and many international
economists believe that the two should be combined.



166

Temporary floating exchange rates: The IMF report describes a third approacg
to payments adjustments as “temporary deviations from par-value obligations.
This means having a “floating” exchange on a tewpbrary basis. The IMF envis-
ages the use of foating rates in cases when it i8 obvious that some change is8
needed, but the appropriate size of the change i8 unclear, The market would be
used to test the strength of pressures on the currency, and in turn to indicate an
appropriate new par value, This approach does nof exclude central-bank inter-
vention in the market during the period when the rate is floating, but it does’
eliminate the need for a par-value objective to be announced officially,

The IMF takes the position that a new par value should be established as soon
as possible, and that the usual IMF rules then should be reapplied. No general
or regular use of floating exchange rates is implied.

In a sense, this plan is a variatlon of the first one, except that it involves con-
tinuous change in the exchange rate for a brief. period until a single rate is
formalized, rather than a series of discrete changes over a longer period. The aim
is to encourage countries to avold unnecessary delays in changing fhe par value
of their currencies.

Another advantage claimed for the floating-rate adjustment is that it avoids
giving speculators a quick, clear profit, since the exchange rate moves gradually
to a new level. Market pressures help set the proper long-term par value and thus
help reduce the possibility of another crisis in the near future. Finally, permit-
ting the exchange rate to flont for a brief period may help to avoid the build-up
of a crisis atmosphere, which often is created by prospect of a major par-value
change. -

THE GERMAN CASE

-

* A case study of the temporary floating rate is provided by the Federal Republic
of Germany, which floated the deutschemark for about one month in late 1969.
Foreign capital had poured into that country in anticipation of an upward reval-
uation of the deutschemark, and speculators had become convinced that the mark
was significantly undervalued in terms of other major currencles and that it
would be revalued. The flood of short-term forelgn funds created serious problems
for the Bundesbank (Central Bank), which already had permitted domestic in-
terest rates to rise to record levels in an effort to control inflation in the booming
German economy. On the one hand, the expansion of the domestic money supply
caused by the inflow of foreign capital aggravated domestic inflation, but on the
other hand, efforts to offset this expansion would push interest rates still higher,
attract still more foreign funds, and negate efforts to maintain the official price
of the mark. . . ,

The conflict between domestic aims and defense of the external price of the
-mark presented a difficult policy dilemma. To make matters worse, a federal ..
election was to be held on September 28, and a revaluation was expected soon
afterwards, On September 20 the German government announced that it was
abandoning its attempts to hold the mark at its official price, and would permit
it to float temporarily.

The deutschemark fluctuated until October 27, when the new govérnment an-
nounced a new par value, 9.8 percent above the previous par (measured against
the dollar). By using the floating rate, the German authorities were able to get
through a difficult period. The formsction of a new government had taken two

-~ weeks, and during that time, no decision was possible on such an important mat-
ter. The flexible rate enabled the authorities to postpone announcing a new par
value, while avoiding the strains of defending the old par value in the face of a
massive capita) inflow, ) o - :

Duriug the time the deutschemark floated, the foreign-exchange markets
functioned without evidence of excessive or disruptive fluctuations—the major
disruptive pressures occurred before the rate floated. The Bundesbank was a
major influence in the market throughout the period, so that the exchange rate
could hardly be called a market-determined rate. Moreover, at -the outset, the
government had made it clear-that the floating rate was only a temporary ex-
pedient and that a fixed rate would be re-established. This experlence thus pro-
vided a very successful test of the third proposal before the IMF, a temporary
use of a floating rate. A

s

* REJECTED: FLEXIBLE EXCHANGE RATES -

The IMF report rejected the alternative which is the logical extension of
\ arguments for more flexibility—a completely flexible floating exchange rate as a -
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é
permanent policy. With a floating exchange rate, no official par value is an-
nounced and no officlal intervention limits are established. The central bank may
intervene to dampen particular fluctuations, but in general, shiftg’in market de-
mand and supply determine the exchange rate.

The arguments for and against the Hoating rate are numerous. Advocates
claim that a floating rate removes the confiict between balance-of-payment ob-
Jectives and internal policles that too often results In both inefficlent domestic
policies and restraints on international transactions. On the other hand, critics
argue that freeing the exchange rate may result in excessive fluctuations, which
can disrupt external trade and finance, and spill over into {nternal e onomle
disturbances, ’

A case study of the floating-rate system s provided by Canada, which has per-
mitted the Canadian dollar rate to float since June 1970. This experiment vro-
vides an isolated example of how floating rates can work in practice, and it
underscores certain shortcomings of the current fixed-rate system.

THE CANADIAN CABE Y

Canada in 1070, like Germany in the previous year, was faced: with a large
trade surplus and-a heavy capital inflow, which togetlier resulted in a rapid build.
up of foreign-exchange reserves during May. Additional capital inflows seemed
in prospect because of the usual seasonnl upswing in tourist expenditures, and
as a result of Canada’s comparatively successful efforts to control the rise of
domestic prices. On June 1st, the Canadian government elected to let the Cana-
dian dollar flcat rather than attempt to fix a new exchange rate immediately.

Unlike Germany, Canada has permitted her exchange rate to fluctuate for more
than seven months in a range of U.S. $.00 to U.S. $.08. Supposedly the floating
rate is g “temporary” deviation from the IMF Articles. It is understood that
Canada intends to restore a fixed par value once conditions indicate an sppro-
priate level. However, the last time Canada had a temporary rate, it was tem-
porary for twelve years. :

Canada i8 not under the equivalent pressures that Germany faced from its
EEC partners to fix a par value, and it may well let the rate float for soine time
longer. Its external economic position continues strong, and the government may
not wish to set a new parity under these conditions and be tled to a rate too high
for longer-term trends. o

In addition, Canada has already experienced a floating-rate system—an epi-
sode which left a background of experience dealing with floating rates and a
considerable—body of opinion favoring the system. In Canada, unlike most
other countries; commercial bankers and academic economists are found on the

same side of the argument advocating noatingrates;

Canada let its dollar float in October 1050 under similar circumstances to to-
day’s strong exports and capital inflows, and it was not until 1062 that it re-
turned to a fixed rate. For most of this pefiod, the floating dollar worked well,

and without the problems of instability supposedly assoclated with this system:
When the floating rate was finally abandoned, the primary cause was poor stabl-
lization-policies rather than any particular failure of the floating rate tself
The final blow was an ill-fated attempt to manipulate the flexible rate using
official reserves, which produced a. balance-of-payments crisis in 1962. The
;Jtﬁmd‘lagn dollar was fixed again in the international rescue operation that
'ollowed. -

The several experiments cited above—Canada 1850, Canada 1970, and Ger-
many 1969—occurred in countries with undervalued currencies, in an environ-
ment of major capital inflows and expanding international reserves. In each case,
the flexible rate—or in Germany's case, the transitional float—proved to be a
successful device for revaluing the currency. (Less reassuring is Canada's at-
tempt in 1061-62 to use a flexible rate to push down an overvalued currency.)
Only the 1950-61 period provides a prolonged test of market-determined rates,
and it can be argued that even this is not a sufficient test of a general system
of flexible rates. Moreover, much of the Canadian success rests on Canada’s
favorable economie situation; a strong economy with easy access to U.8. financial
markets. The balance of official and financial opinion still opposes the floating
rate except for truly temporary circumstances, such as Germany's 19069 situation,
and the floating rate has been rejected as a regular alternative by the IMF.
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BTRENGTHS OF PREBENT RULES

Desplte the fact that the IMF actually is studying three specific proposals, there
is conslderable reluctance among the varlous central banks and in the financial
community to modify the present rules. In brief, the principal arguments against
any change is that the present system has worked well, judged both by the record
of growth in International trade and by the basic stability of the world's major
currencies under the IMP rules.

It is difficult to measure how much trade has been encouraged by the system
of fixed exchange rates, but on the second point, the record is clear—only 14
changes in the par value of currencies in 16 developed countrles have occurred
since 1039, Furthermore, only ten countries moved independently ; in the other
cases, the countrles were following moves by a principal trading partner. The
network of fixed rates has held together over the past decade in the face of con-
siderable strain in individual countries, and it can be argued, therefore, that the
existing system shows considerable stability,

In the future, the prospect for the maintenance of par values is relatively favor-

able. The IMF has increased its ability to lend reserves to countries facing specu-
lative and other temporary pressures. The quotas of its members have been in-
creased to give it more lending capacity, and a new international reserve unit,
Special Drawing Rights (8DR's), has been created on top of the previous reserve
assets. In addition, the major industrial countries have negotiated reciprical
currency (o. “swap’) arrangements among their central banks, and between
thelr central banks and the Bank of International Settlements, to provide bilateral
credit lines. - :
- There §8 also the so-called ‘‘discipline” srgument. Many contend that the present
system should be continued because greater flexibility could reduce Incentives for
countries to combat internal inflation as vigorously as they do now to avoid a
forced devaluation. SBupposedly, the discipline fmposed by fixed rates is an im-
portant bulwark against overly permissive domestic policies.

For many European countries, membership in the European Economic Com-
imnunity poses problems with regard to more flexible exchange rates, The EEC
requires close coordination of national economic policies as part of the process of
economlce integration, and the general EEC view s that fixed rates are essential
to Iits purpose, especially in such complicated areas as the agricultural agree-
meunts, Therefore, individual EEC countries could not make much use of greater
flexibility, although a unified EEC currency, whenever it I8 created, could take
advantage of flexible arrangements. : _

As for the widening of the margins about parity, there is concernm that the
greater exposure to losses through exchange variations could be excessive and,
therefore, disruptive for trade. In particular, forward exchange markets may not
be able to absorb the greater demand for ‘“covering” trade transactions at the
wider margins that have been suggested. A 3-percent margin against a par value
set relative to the U.8. dollar actually could mean a 6-percent swing against a
third currency, if the first 18 at its upper limit and the other is at its lower limit,
Therefore, an apparent minor widening of the intervention limits about par might
have serlous destabllizing consequences.

Finally, some traditionalists doubi that the gain in flexibility from the pro-
posed reforms would be sufficient to help in major exchange-rate crises, such as
the British devaluation of 1967 or the French devaluation of 1969. These adjust-
ments were caused by a combination of factors, many of which were domestic,
and they probably could not have been avoided even with greater exchange-rate
ﬂeﬂb}lﬁ:{r 1970 annual meeting, the Governors of the International Monetary
Fund considered the proposals discussed in the Kxecutive Directors’ report, but
took no formal actions on the suggested reforms. Most probably, they realized
that the arguments on this question cannot be easily resolved. The proposed re-
forms could have important effects on the international payments system, and
therefore must be examined carefully. But unlikely as it may be that any or all
of the proposed changes will be adopted in the immediate future, the important
fact remains that, for the first time, the International Monetary Fund has for-
mally considered the question of introducing greater flexibility in the fixed
exchange-rate system. . o




