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THE INTERNATIONAL FINANCIAL CRISIS

WEDNESDAY, MAY 30, 1973

"8, SENATE,
SvncoMMrree oN INTERNATIONAL FINANCE AND RESOURCES
or THE CoMMITTEE ON TINANCE,
Washington. D.C

‘The subcommittee met, pursuant to notice, at’ 10:10 a.m., in room
2221, Dirksen Senate Oftice Building, Senator Harry F. Byrd (chair-
man of the subcommittee) presiding,

Prosent : Senutors Byred, Jr., of Virginia, Hartke, Mondale, Fannin,
Hansen, Roth. Jr.. and Dole,

Also present : Senator Flaskell.

OPENING STATEMENT 0F SENAToR BByrp

Senntor Byrn, Gentlemen, the Subcommittee on International
Finance nnd Resources today commences 3 duys of hearings on the sub-
ject of the international monetary erisis.

These hearings are heing held with two purposes in mind: Fivst, we
intend to explore the causes and effects of instubility in the world finan-
einl markets, Second, we intend to examine vavious alternatives for
restoring monetary stability in the short term and achieving monetary
reform for the longer term,

The experience of the past 18 months offer ample justificntion for
these heavings, The fever, pulse, and other vital signs of the interna-
tional monetary system serve notice that the system is approaching
a final shutdown,

Twice, in the past 14 months, the dollar has heen devalued, A $10.2
billion balance-of-payments deficit in the first quarter of 1973 over-
shadows April's hrightening trade prospeets, The riging price of gold,
fueled by speculation and the prospect of casy profits, makes it difli-
cult to recnl] that not long ago $35 bought an ounce of gold,

These indicators make it clear that the world -economy is moving
through a period of transition, marked not by a series of monetary
vrisesﬁmt by a continuing crigis which we must understand and man-
age if we are to shape a more stable system, There ave, in the words
of Willinm McChesney Martin, “disquicting similarities™ hetween tlie
financial chaos of today and that of the turbulent 1980%.

Our inquiry in these hearings is how we can best manage the present
situntion and how we can move toward a new system for conducting the
world's monetary affairs.

There is no adequate way to separate monetary issues from trade and
investment. issues, or from domestic cconomic issues, There is a rela-
tionship, however diflicult to understand. between the price of gold in
London and the price of beef in Richmond.

N
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The price of gold reflects confidence in the U.S, economy : that con-
fidence has been eroded by uncontrolled inflation, which in turn is
fueled by enormous budget deficits,

We are fortunate that a number of very distinguished witnesses
have consented to testify before our subcommittee today, IFriday, and
next week. This morning we will hear from Ilon. Dewey Daane, o
distinguished member of the Bonrd of Governors of the Federal Re-
serve System, and from Dr, Pierre Rinfret, a private cconomist, who
has a well-deserved reputation for candid and perceptive insights on
economic issues, We welcome both of you here,

On the next 2 days of hearings, we will have as witnesses Hon,
William McChesney Martin, former Chairman of the Board, Federal
Reserve System; Mr. Eliot Janeway, financial writer and analyst;
Hon, Jack Bennett, Deputy Under Seeretary of the Treasury for
Monetary Affairs; and )}1'. ledwin L. Dale, Jr.. international economic
writer for the New York Times, Washington bureau, .

Before you begin_your presentation Governor Daane. I will put in
the record n background staff document which raises the issues which
this committee will be discussing in this hearing.!

We are delighted to have you Governor Daane and ina few moments
we will eall on yon but, first, T would like to yield to the distinguished
Senator from Kansas, Mr. Dole,

Senator Dore. Thank you, Mr, Chairman,

I share the same concerns expressed by the chairman and appre-
ciate his leadership,

STATEMENT oF SENATOR DoLe

Senator Dok, Mr. Chairman, our hearings today coincide with re-
cent tremors in the international monetary system and a rising concern
for the future of trade, exchange, and economic stability between the
nations of the world. Recurring monetary crises leave little doubt that
the structure erected in the first Internationnl Monetary Conference at
Bretton Woods almost 30 years ago is brenking down under the stress of
changing economic relationships, Renewed speculation in the European
gold markets is driving the price of gold to new heights, and in the
opinion of many this upward instability reflects an erosion of confi-
dence in paper currencies, particularly the dollar.

The United States persistent balance-of-payments deficit—$10.2 bil-
lion in the first quarter of this year—is adding to the.glut of dollars
abroad, Of course, news of the April trade surplus—the first in 19
months—was welcome and hopefully indicates that the dollar devalua-
tions and other currency realinements are beginning to take hold, But
I believe we must await further developments before attaching long-
range significance to the statistics of 1 or 2 short months,

POWERFUL FORCES

There are many contradictory and powerful forces at work in the
international financial climate today. Qur surplus trading partners
urge us to put our economic house in order, yet few show any willing- -
ness to make the concessions required for us to do so. Private capital

1 The brlefing material J)ropared by the staff entitled *The International Monetary
Crisls,” appears as appendix A of thls volume, p. 167.
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is being moved from country to country—from currency to currency-——
to gnin windfall profits andis fueling the instability in the world finan.
cinl markets, Qur balance-of-pnyments deficits breed speculation, and
speculation adds further to our deficits. At home we are faced with
persistent inflation and a skittish stock market,

For most Americans—and, I think, not a few economists—the inter-
national monetury system is a mystery, Yet it is a mystery we cannot
afford to ignore if we are to restore confidence in our currency and
order in the world economy,

IMPORTANT RESPONSIBILITY

Tn this regard, Mr, Chairman, T believe these hearings and our dis-
tinguished witnesses ean do a great deal to penetrate this mysterious
subject and cast light on the basic issues nn(\ realities which we must
confront in our search for effective and realistic policies,

The Finance Committee, through its jurisdiction over trade and
monetary matters. has nn extremely important responsibility in the
formulation of America's international economice policy, T look forward
to these hearings and to our committee’s Yontinuing efforts in this field,

As o new member of the Finanee Committee and this subcommittee,
I wish to extend my appreciation to you, My, Chairman, for your lead-
erghip in calling these hearings, And T look forward to working closely
with you as we explore and examine these important matters.

Senator Byrn, Thank youn, Senator.

Governor Daane, you may proceed.

STATEMENT OF HON. DEWEY DAANE, MEMBER, BOARD OF GOV-
ERNORS OF THE FEDERAL RESERVE SYSTEM, ACCOMPANIED BY
RALPH BRYANT, DIRECTOR, AND JOHN REYNOLDS, ASSOCIATE
DIRECTOR, OF THE BOARD'S DIVISION OF INTERNATIONAL

FINANCE

Mr. Daane. Thank you. Mr, Chairman, I am accompanied by Mr,
Ralph Bryant on my right, the Director of the Boar({’s Divigion of
International Finance; and the Associate Divector of that Division,
Mr. John Reynolds. on my left.

T am pleased to be here today to testify on behalf of the Board of
Governors of the Federal Reserve System. It i8 useful to have these
hearings at this time. In recent weeks, ns the chairman of this sub-
committee hag noted, there has been some renewed uncertainty in
foreign exchange markets about the future of the U.S, dollar, The
restoration of confidence in the dollar requires, bagieally. a substan-
tinl improvement in our international balanee of puyments.

Parentheticnlly, 1T would add an improvement in our perform-
ance on the inflation problem.

These hearings provide an opportunity to make clear that the out-
look for the T°.S, international payments position, and hence for the
dollar, is considerably better now than it has been for some time,

The outlook has been greatly improved by the exchange rate re-
alinements of 1970-71 and early 1973, Altogether, the U8, dollar has-
been effectively devalued against all other currencies by about 17
percent since mid-1970, and by substantially more than that against
our strongest competitors, This is a very large adjustment, which
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greatly improves the international competitiveness of U.S. goods.

Senator

of the net devaluation adjustments?

Mr. Daane. I am not sure I have
BULG————

Senator Monpark, It must be nvailable,

Mr, Daane. 1

Senator Moxnark. Oh, here it is. I
that the table appear at this point,

Senator Byrn. Without objection,
43 will appear at this point,

[The table referred to follows:]

TABLE 9.—PERCENT APPRECIATION

enator MonpaLe. Mr, Chairman, coul
by countries? Maybe you have that, Governor.

we have that broken down
Do you have a table

it for each country, but I am

though,

am sure we ean find it for you,

uess we have it, I svould ask
r. Chairman,
so ordered. The table on page

(+) OR DEPRECIATION (~)

AGAINST THE DOLLAR'

Pre-
Apr. 30, February Apr. 30,
D19711t8 h1/‘9731 tso ’\1,1 711§o
ec. a a
1671 18731 {073
Curtency of—

Australia...... . .. . +86 4110 4263
Austria.................. . +11.6 412.8 +25.8
Belgium-Luxembourg. . .. +11.6 +14.4 +27.7
Canada......... ... ... -1;.8 -1 -8.8
Denmark.......... . +7.5 +11.8 +20.1
Frarmee, i%'é +"i§% 45%'%

rance............ ..... . . .
Germany +13.6 4159 +31.6

reece.......... 0 0 0
lceland................ .. 0 +4-8.3 -3.3
reland +4-8.6 +8.6 6.4
faly......... ......... ... +7.5 -1.2 6.2
Japan....... . ... ... +16.9 +16.5 +4-36.2
Netherlands. +11.6 +12.7 25.7
orway............... ... +7.5 +12.7 211
Portugal................... +5.5 +7.9 13.84
pain..................... +8.6 +10.9 20.4
Sweden................... +7.5 '56.7 14.7
Swlf(zerland ............... 41;51) + 6.9 3;.8

urkey.................. . .
Unlteg Kingdom.......... +8.6 +8.6 Ie.k

1 Calculated on basis of U.S. cents per foreign currency unit, Averages are
w’lghted on basis of U.S. bllateral trade pattern in 1970,

alculated on basis of Apr. 30, 1971, par

par values or central rates followl:g
Apr. 30 and Dec. 24, 1971, were us
1 Base rates are par values or central rates

except for Canada and the U.K., for which base rates of U.S, $1=C

values and, for De¢. 18, 1971, new

Smithsonian agreement, Market rates on
for Canada, whose currency was float!

n 0
Februar 1373,

prevalling in oarl‘v“ AT PRl
n Som= 1L,

respectively, were taken as an approximate average of rates prevailing in the weeks

preceding the February market disturbances.

Rates for May 18, 1973, are market

rates for most countries, and par values or central rates for a few of the smaller
countries whose rates are, not available regularly,



Senator Byro, Proceed.

Mr. Daank. Yes, we can furnish that. I can either run through it
now or-——

Senator MonpaLe. No, I just wanted to have it in the record.

Mr, Daaxe, Fine, In any case, you are quite right, there have been
differing results with respect to different countries, and it has been
very noticeably changed with respect to Japan where the devaluation
has been something over 25 percent. It is certain to have lnvge effects,
even though the size and timing of the expected increnses in exports
and slowing of import growth cannot be foreseen with precision,

The structure of our balunee of panyments is such that we need to
earn a substantial surplus on current international transactions—
slpoviﬁvnll y on merchandige trade—in order to balance the net out-
flows of Government nid and private eapital which are natural and
desirable for a wealthy country with a well-developed capital market.
But the dominant_tendency in our international transactions from
about 1965 through 1972 was a persistent worsening in our current
balance—and especinlly our trade balance—to the point where they
moved into deepening deficit, Last year, us you know, we had a trade
deficit of nhmost $7 billion and a deficit on all current and long-term
capital transactions combined of over £0 hillion,

Vorld business eyele conditions were adverse from a U.S. balance-
of-payments viewpoint during 1972, Last yvear. our economy and our
imports were vigorously expunding while demand abroad, including
demand for our exports, was still rather slack. But even after mak-
ing a rough allowance for the adverse exelienl position, the underly-
ing trend rate of our trade deficit lnst yenr was probably at least
around $4 billion. So compared with the mid-1960's, when we had
trade surplus averaging more than 5 billion a year, there had been a
deterioration on trade nccount of nround %10 billion, TS, imports of
finished manufactnres rose particularly rapidly during this period
while the U8, share of world exports of manufactures declined
steadily.

The adverse trend in our trade balanee from 1985 to 1972 is attrib-
utable to a varviety of factors. First, after 1965, the 1Tnited States
experienced greater increases in costs and prices, and lower rates of
productivity growth, than most other industrinl countries, Second,
this occurred at a time when a number of other countries—-European
countries, Jn{mn. and various other countries in Asin—were reaching
n point at which they had built up the capability to take advantage
of existing price-cost differentinls, Third. and more recently. rapidly
rising imports of petroleum have added to our foreign expenditures,

Now, us a result of the exchange rate changes, together with other
factors, one can be eautiously optimistie, The worsening of the trade
balance was halted during the course of 1972, The low point was
reached early in that year, when the trade deficit. appronched %8 bil-
lion at an annunal rate. The TS, share in world exports of manufac-
tures stopped declining in 1972,

So far this year. there has heen a marked improvement in the trade
bn]nm\:‘.‘ The annual rate of deficit on trade in January-April 1973
decrensed sharply to around $2 billion, compared to $6.8 billion for
1972 as o whole, Much of this recent. improvement reflects an excep-
tionally large bulge in agricultural exports which is likely to prove
temporary, so that the underlying gain is not nearly as large as the
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raw data suggest. We should be prepared for some temporary setback
during the months ahead, as the dollar prices of imports will be
pushed up further in delayed reaction to the devaluation, while the
volume of imports will not yet have fully reacted to the price rise. But
there have been solid gains. The value of nonagricultural exports in
January-April 1078 was 14 percent larger than it had been 6 months
earlier, a near-record rate of increase. New foreign orders for ma-
chinery in the first quarter of 1973 were up by 16 percent from the
third quarter of lnst year. Meanwhilé; the value of total imports after
rising shaxc"ply through January, has not risen at all since then, deaspite
becoming domestic demand, a sharp rise in prices of imported raw ma-
terials, and a continuing rise in imports of petroleum,

Thus, the increased competitiveness of 1.8, goods as a result of
devaluation is beginning to have perceptible beneficinl effects on hoth
our exporta and our imports. The corresponding opposite effects are
beginning to be evident in the trade figuyes of other countries, notabl
Japan, where import expansion has accelerated and export growth is
slowing down.

Parenthetically, T might add, in the morning paper, I see where
Soviet Russin is imvingz n trade balanee problem of its own, if the
figures are meaningful and meaningfully interpreted.

Later this year and in 1974, we expect to see further gains in our
foreign trade balance, not only becanse of the cumulating effects of our
strengthened competitive position, but also beeause business cycle con-
ditions are likely to be moving in our favor, Growth in the 1.8, econ-
omy will be slowing to n more moderate and sustainable rate from now
on, while exx;\ansion abroad is likely to be continuing vnsgorously. It
seems clear that there can be a substantial improvement.in the trade
balance beginning this year, and gathering momentum in 1074 and
1975, by which time we should be experiencing a sizable trade surplus
for the first time since the late 1060’s,

The reallocation of resources that follows upon sharp changes in
exchange rates and competitive positions is, of course, not instant or
automatic. It takes time and it takes effort. Sellers must alter their
marketing strategies. Buyers must shift to new suppliers, New invest-
ment decisions have to be taken and implemented. The lags in this
process are considerable. That is why we are only now beginning to
experience substantial benefits from the Smithsonian exchange rate
changes of 1971, The benefits of the early 1973 exchange rate changes
probably will mainly become evident in 1974 and 1975,

So far, I have been discussing primarily the way we expect the
trade balance to evolve in the period ahend, And as indicated, the trade
balance is crucial. Of course, there will also be changes in other cur-
rent transactions and inflows of private long-term capital. As to non-
trade current transactions, the balance on these has tended to change
rather slowly, We should be able to rely on further strong gnins in
returns from U.S, investments abrond. In recent years, however, these -
gains in income receipts have tended to be largely offset by mounting
interest px(tiyments on our debts to foreigners, especially in foreign -
officinl holders of liquid dollar claims on the UTnited States, - :

Flows of investment capital are volatile, and difficult to predict,
Over time, however, the influence of the recent exchange rate changes -
on these flows should also contribute to improvement in the U.S, bal-



7

ance of payments. American firms may find that there is less need
than before to meet the competition by manufacturing abroad: their
U.S. plants can now deliver U.S. goods abroad at much lower prices
in terms of the currencies of the importing countries, By the same
token, foreign producers may increasingly find that it now makes
sense to think in terms of establishing plants here.

Portfolio investors are also likely to he favorably influenced as our
overall balance moves toward equilibrium. In particular. foreign
investors should be encouraged to continue the Lnr;.ve purchases of
U.S. corporate stocks and honds that have become an important fea-
ture of our balance of payment=. More generally, there will be a reversal
of the tendeney to horrow dollars for the purpose of switching into
foreign-currency denominated assets now that the possibility of large
gains from exchangevate changes has been taken out of the picture.

On the other hand. the phasing out of existing controls on outflows
of U.S, capital will tend to work in the other direction. On balance,
this country is likely to remain a net exporter of hoth private and
Government capital to the less-developed world, which is surely the
appropriate posture for a wealthy country.

Juring the transition period when international transactions are
gradually coming into hetter balance. the United States will still have
a deficit—albeit a diminishing one—on current and long-term capital
transactions. And we cannot rule out the possibility of occasional pe-
riods of uncertainty in foreign exchange markets, as the experience
of recent weeks indicates. The present regime of floating exchange
rates provides a useful buffer during such episodes, allowing surplus
countries to avoid the massive inflows of funds that caused them
serious domestic difficulties for monetary management earlier this
vear, and thus preventing the development of a erisis that could
induce large changes in currency par values.

More importantly the main impetus for very large speculative move-
ments has been removed by the adjustment of exchange rates to levels
that are now widely regarded as realistie, and will, we think. come to
be increasingly recognized as realistic as the U, S. pavments deficit
diminishes, Once the trend of underlying improvement becomes clear
to the market. the residual basic deficit from then on should be fairly
casily covered by a return flow of short-term funds that went abroad
during garlier periods of curreney speculation.

What further actions are needed by us and by other countries to
insure that the needed adjustment toward better international balance
will in fact take place?

First. as indicated at the outset. the inflationary pressure arising
from excessively rapid domestic economic growth and credit expan-
sion must be curbed. so that our prices and costs do not again get out
of line with those of other countries. In addition. sufficient resources
will need to be available to meet the increased demands coming from
export expansion and import substitution. Second. U.S. businessmen
must take advantage of the new competitive opportunities, vigorously
and imaginatively. Third. foreign countries nom‘ to be willing to accept
some reductions’in their foreign trade surpluses. They must not manip-
nlate export incentives or barriers to import in ways that would tend
to frustrate the adjustment. Fourth, we and other countries need to
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pursue the search for a reformed international monetary system that
provides a satisfactory international adjustment process.

In all of these areas, there is reason to be encouraged. On the domes.
tic front, it is true we have recently had a very disappointing revival
of inflation. But the rapid increase in prices has reflected, in })art—,
sy;‘ocml factors, including the food shortage, the transitional shift from
phase 11 to phase ITI, and the dollar devaluation—-effects which should
soon subside. Over a somewhat longer period, our inflation has been
less than that in other leading countries. Qur consumer price index rose
by 5 parcent in the year from April 1072 to 1073, while the rise in
Kuropean countries and Japan was 614 to 10 percent. Unit labor costs
have generally been rising faster abrond than they have here, Qur hope
and expectation is that inflationary pressures here will subside in the
months ahead as cconomic ox'pnnsion slows to n more sustainable rate,
and as the special problem of food supplies recedes,

In this connection, I might observe that the heetic pace of consumer
expenditure oxVorlonce(l during the past winter seems to have moder-
ated somewhat in April and May. Housing starts have receded recentl
toward a more sustainable pace. The deficit in the Federal budget is
being reduced well below carlier estimates, and monetary policy has -
exgtgted increasing restraint,

The main danger of continued strong inflationary pressures arises
from the possibility of an csealation of wage demands in reaction to the
recent bulge in price increases, and from the possibility of an exces-
sively large incrense in business spending on fixed investment and
inventories, But so far, (-olleotive-lnn‘gninin% ngreements have resulted
in wage increases rensonably in keeping with the 514 percent nationnl
standard. And there is hope that business spending decisions will be
tempered by good sense, und by the considerable tightening of credit
conditions over the past few months, )

As you know, the Federal Reserve has taken further actions within
the past 2 weeks to slow down the expansion of bank lending to busi-
ness, On May 16, the Board announced the imposition of marginal
reserve requirements on large denomination certificates of deposit
and on other money market instruments issued by large banks, in order
to moderate the expansion of bank lending to major business corpora-
tions, Chairman Burns has written to all banks urging them to join
in a concerted effort to curb bank credit expansion,

So far as exports and imports are concerned, 7.8, businesses are
already beginning to take advantage of their improved competitive

osition relative to foreign producers. ‘This is evident in the figures
or rising exports and export orders, and in the increasing gnins of
U.S. products against foreign products in our own markets—for
example, in the case of automobiles, Even more vigorous und imagi-
native efforts in this areg clearly are needed. -

Foreign countries are showing a willingness to help bring about
the needed adjustments. They have cooperated in achieving a more
realistic pattern of exchange rates, Japan, in particular, is making o
real effort to reduce its enormous trade surplus and to shift the focus
of its economic growth away from expansion of exports and toward
badly needed infrastructure investment at home,

The needed trade adjustiments are not really very large in the ag-
gregate, relative to the total volume of trade and economic activity,
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although sizable adjustments may be required for particular in-
dustries in some countries. The present expansive business climate
abroad is favorable for the um-dm\ adjustments by foreign countries.
They do need to slow their export giowth and accelerate the rise
in their imports, bhut they do not have to suffer actual cutbacks in ex-
ports. Indeed. at present they find that larger and cheaper imports
are a welcome contribution to the relief of inflationary pressures.

In summary, I think we can feel some confidence that the changes
in international competitive conditions that have resulted from the
exchange rate changes of the past 3 vears will bring international
transactions much nearver to balance over the next 2 or 3 vears.

It is true that we had a near-record deficit. on the official reserve
trunsaction hasis, of $10.2 bilhon daring the tirst quarter of 1973, But
all of this deficit oceurved efore mid-March. as a result of the heavy
speculative flows hefore the new structure of exchange rates was
established. Since mid-Mareh, we have had an overall surplus on inter-
national transactions. During this period. the continuing basic deficit
on current and long term capital transactions has been more than
offset by a return flow of Liquid funds.

For the longer ruk. the outlook seems to wme promising for the
achievement of a sufficiently flexible international adjustinent mecha-
nism so that we need Wot again experience the very large and persist-
ent international imbalances that have been <o troubhing during the
past few vears. We are progressing down the road toward interna-
tional monctary reform. Last week™s mecting of the - 20 deputies
again demonstrated that: while international monetary reform in-
voives diflicult technical and poliey problems., there exists a will to
surmount these problems and to create a new and more effective inter-
national monetary svstem. -

I have attached some tables. Mr. Chairman. which may be useful
to the committee,

Thank you very much.

Senator Byep. Thank you very much. Governor Daane. That is
a very interestipg and provocative statement which you have made to
the commiittee. ™~

[ The tables referred to above follow :]

BEST AVAILABLE COPY
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TABLE 1.—U.S. BALANCE OF PAYMENTS, 1959 TO 1ST QUARTER 1973
|in billions of dollars s year]

P
W
annust
({1 R

-40.9

\ Annual sverages Annusl
Item 1959- 62 1963-66 1967-10 1 11972
Exports of goods and services 2. .. 21.6 8.1 5.8 66.2 136
Merchandise, excluding military 19,2 2.9 5.6 Y X )
Military transections and services 8.4 12.3 18.1 23.4 H %
Militery sales, . N .8 1.4 1.9 2
Investment income ¢, A, 1 9.9 12.9 13.8
Travel, including fares. \, .6 2.4 3.1 .4
8“10: trangportation . 1.6 A 21 3\ .1
ther services. . 2 1.8 2.4 6
Imports of goods and services. ~23.8 -4 0.5 65,4 -8
Merchanduse, excluding military -152 -1 138 ST}
Military transsctions and scrvices -8.6 -10,8 ~16.7 -~19.9 ~22,
Military expenditures. -3 =31 Al -4, 8 -
Invesimentincome v . -1 -1 3.8 -4.9 ~59
Trgul.mlodin fares ~2. ~3.0 A 4.6 -
ther transportation -1 -9 -5 -3.0 -
ther services .8 1.0 1.4 1.6 ~-1.8
Balance on goods and services i3.8 6.7 033 408 ~4,2
Merchandise, excluding militaty. A vh 2 18 -2 -
Military transactions and services. -3 +1.% s $ 3 +2.
Military transactions e i -32 =29 -3
Investment income ¢, 133 149 16,1 8.0 w1,
Travel, including fares. «1.2 ~1h 2.0 -1 -2
Other transporiation o.? 4.2 o7 [ '
Other services . . [ 4.2 v 4 I i,
Remittances and pansions, net. . .. -1 -.9 -1.3 ~1.9 -1.6
Balance on goods, services, and remit-

taces... . . ... .. Xl 5.8 1.9 ~ 8 ~5.8
U.S. Government grants and capi-

o, S net, ... . 2.5 ~-13 39 W -~3.6
Privatetong-lermcapital, vet. . 21 37 -8 Bt '
Balance oncuirent and long-term capi-

{al transactions . . ) . -5 ~-1.2 21 ~9.3 -9.2 ..
Private short-term capital, net .2 +. 1S ~10.1 12.0
Errors and omissions, net. .. -.8 - h 12 -1 ~3.8

Balance on official reserve trans:
actions (excluding SOR allo.
cations).. . . . . EY S ) L1 ~24 -30.5 ~11.0

| Preliminary.
1 Praliminaty estimates,
3 Excluding teansters under military grants,
+ Exeluding undisttibuted earnings of subsidiaries.
+ Excluding militaty grants, (ncluding nonliquid liabihites to other than official reserve holders,
Note: Details may not add to totals Lecause of rounding.
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TABLE 2.—U.S. MERCHANDISE TRADE, 1970-73
{In billions of dollars a year; balance.of-payments basis)

Exports Imports
Agricul- Trade
Period tural Other Total Fuels Other Total  balance
7.3 34.6 42.0 3.2 36.6 39. 42,2
. 7.8 35.0 42.8 4.0 41.5 45.% -2,1
9.5 39.4 48.8 5.1 50.6 . ~6,8
Quarters (at seasonally adjusted an-
nula9| 7llates):
i 8.3 35.2 43,5 3.1 39.8 42,9 .6
7.8 35.4 43.2 3.9 42,9 46.8 -3.6
8.5 37.6 46.1 4.3 43,4 47.71 -1.5
6.6 3.7 38.3 4.6 39.9 44,5 ~6.1
8.9 37.8 46.6 4.7 49.3 54.0 -~1.3
8.8 37.5 46.2 4.9 48.5 53.4 -1.1
9.6 39.9 49.5 5.5 50,1 95.6 -6.1
10.8 42,2 53.0 5.4 54,3 59.7 -6.7
i ds: 5) (33' %, (gé 3) (2' 9) (55‘2‘ b (83 ?) (;‘.%' {)
[{ L X . ., . X 3 A
)apnuar{ April 19731 15.4 46.9 62.3 6.6 58.0 64.6 ~-2,2
Percentage changes from:
6 months earlier (percent). ... ..... 52 14 22 22 11 12 eeevnnnn
12 months earlier (percent)........ 62 19 28 30 15 15 ...
1 Preliminary.
TABLE 3.—PRIVATE CAPITAL FLOWS
{In billions of dollars; (—) equals capital outfiow]
Annual averages Annual
1963-66 1967-70 1971 1972
4.7 ~14,2 +42.2
~.8 -~4,1 +.1
US. capital. .o oo T (=4.8) (—6.3) (=5.4)
Dirett investments abroad.............. .. -2,9 ~3.5 —4.8 -3.3
United States purchases of foreign se-
CURIIBS . ..ot eace e -8 -1.2 -.9 -6
Other -1 -7 -~1.5
Forelgn capital...... ESUUSUUTUTRUR (+.4) (+4.0) (+2.3) /45.5)
Foreign direct investments in United States....... ....... . +.6 ! 4.3
Foreiga purchases of U.S. securities....... 4.2 +2.7 +2.3 +4,5
Other. ..o +.2 +. +.1 +.7
Short-term, net. ... . ... ... oeel.l. 4.7 +1L5 -10.1 +2.0
US.capital..oo.voiiiii JUUT -6 -1,0 -3.4 ~2.9
Foreigncapital.............. ccooeiiiiaii +1,3 42,5 -6.7 +5.0

Note: Details may not add to totals because of rounding.

Source: U.S. Department of Commerce, Bureau of Economic Analysis, “Survay of Curtent Business,” June 1972 and

March 1973,
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Senator Byrp. I think we should follow the 10-minute rule on ques-
tioning. I have a few questions and then I will yield to Senator Dole.

Governor Daane, the gist of your statement, as I read it, is that we
have passed the critical point and the two devaluations of the dollar
will restore equilibrium to our international trade and payments posi-
tion. Has the Federal Reserve Board done any actual or factual studies
to support this thesis?

Mr. Daane. Mr. Chairman, I really do rest my case on the data
that we have in hand and on our staff’s analysis which scems consistent
with that of other staffs with respect to the trends, particularly on our
trade account. So that in answer to your question, I would say, yes, this
represents not just a horseback judgment but a serious attempt to
make an in-depth analysis of our payments position, and particularly,
of our trade account. Ig,ut, as I emphasized at the outset, no one can be
sure of these things in terms of precision and I would not want to
attach that degree of precision to any of our looking ahead.

Senator Byrp, Well, you seem to suggest that the dollar devaluations
were a healthy thing for the international economy. What effect will
the dev;iluations have on the role of the dollar as an international
reserve

Mr. Daane. Well, Mr. Chairman, I pointed out that I believed that
the present exchange rate pattern is a realistic and viable pattern of
rates and certainly changes were part of this process of reaching a more
Tealistic pattern, So that on the side of the imbalances that are attribu-
table to the adjustment process. quite clearly the devaluations have
played a part in that achievement. As to the status of the dollar as a
reserve currency, this is one of the aspects that the committee of 20 in
their work on international monetary reform is quite clearly looking
at alongside of all of the other reserve assets. As you know, we have
the special drawing rights. We still have a stock gold in the monetary
system, And we have the reserve currencies, not only the dollar but
other currencies.

And then there is a tendency to see some new reserve currencies
emerge, So we are looking in our work on international monetary
reform at the status of these various reserve assets and., quite c]earltv
there will be a diminished role—and, in our judgment, there shou d
be a diminished role—for gold as a reserve asset in this process, as we
look ahead. And there quite likely will be a diminishing role, although
a coutinuing role, for reserve currencies such as the dollar.

Senator Byrp. So the role of the dollar as a reserve currency is
diminishing and you would expect that it would continue to diminigh?

Mr. Daane. As Isay, Mr, Chairman, we are looking at the question
of what should be the role of these various reserve assets.

Senator Byro. I know that.

Mr. Daaxe. Including the dollar. And there is a reasonable expecta-
tion that there will be a somewhat diminished role or a diminished role
for the dollar—-

Senator Byro. But there isa diminished role, now. isn't there ?

Mr. Daaxe. Pardon?

Senator Bynn. It is alveady a diminished role so far as the dollar
is concerned ? ,

Mr. Daave. Well. in terms of the dollar holdings in reserves of
foreign currencies, I am not so sure you can make that case but in terms
of the spirit and attitude. probably. yes.



13

. Senator Byro, That is what I was speaking of. Devaluation in itself
isnot a solution to our problems, is it ?

Mr, Daane. Noj; I indicated that it was an integral part of the ad-
justments that were achicved since 1971,

Senator Byrp. Yes.

Mr. Daaxe. I think looking ahead quite clearly there is no solution
to be found, no further solution to be found in any way, shape or
fashion by a devaluation of the U.S. dollar. The solution, as I tried
to point out here, the solution is in terms of capitalizing on the new
realistic rate structure and on resolving our persistent inflation prob-
lem both for domestic reasons and certainly for reasons associated
with our balance of payments.

Senator Byrp. I was in Germany and England during the Easter
recess and talked to a great many people and my impression is the
second devaluation of the dollar, let's say, shook the people up very
much over there, shook the business community, the financial
community.

Mr. Daane. As one who travels abroad, it shook me up a bit, too,
when I had to pay those prices, Mr. Chairman,

Senator Byro. I am speaking of the European business community
and the European financial community. Is t'lmt. the information that
you have that the second devaluation had an adverse impact?

My, Daaxe. I am not sure that that is right entirely, Mr, Chairman,
There was a feeling about it in terms of some of the countries that
it was not feasible to include in the negotiations, given the limitations
of time, to the extent we would have preferred.

Senator Bynp. Did it not tend to——

Mr. Daaxe But in terms of the countries that were involved in the
negotiation—and it was a negotiation—in terms of achieving these
exchange rate changes which involved, of course, Western (Germany,
which involved the patterns established with respect to the floating
rates in the various countries. this was a negotiated package and not a
unilateral action on our part.

. ISlem;tor_ Byro. But did it not tend to diminish confidence in the
dollar?

Mr. Daane. Well, we have seen some reflows of dollars since then,
Mr. Chairman. In fact, reflows in size.

Senator Byrn, Do you anticipate a third devaluation?

Mr. Daank. No, as T said a moment ago. I certainly not only do
igot anticipate it but I see absolutely no benefit in thinking along these

ines.

Senator Byrn, But if T had asked the same question 6 months ago
about the second devaluation, I would have gotten-the same answer,
would I not?

Mr, Daane. Central bankers have a tendency, T believe, as do
ministers of finance, Mr. Chairman. to, of necessity, take a position
of that sort, but 1 can say in sincerity to you, that I really see neither
prospect nor profit in any talk of, or in any thinking about, a further
devaluation of the dollar.

Senator Byrn. But you didn’t see that 6 months ago for the second

_devaluation?

Mr. Daang, That isn't quite right either, if T may take the opposite
position from you, respectfully, sir. If you recall, going back to the
Smithsonian agreement of December 1971, the United States argued—

97-331 0 - 78 -2
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and I was part of the U.S. team in putting this forward—the United
States argued that it was clear to us from our studies, in part done
by the esteemed gentlemen accompanying me today, that it was clear
from our studies, not only at the Federal Reserve, but. at the Treasury
and throughout the administration, that we needed a swing in our
trade balance of around $13 billion. The Smithsonian agreement with
respect to rates, quite clearly did not accept that thesis of the United
States. It brought about a major change—major changes—but the
best guess—although I wouldn’t want to put too much credence in a
single figure—but the best guess was that it probably produced a
‘change In rates that would yield a sum of improvements totaling
around $8 billion. So the Smithsonian agreement, in and of itself,
did not meet our perspective with respect to the magnitude of the
swing that was needed.

As you know, a part of the swing accomplished as a result of the
agreements at that meeting was subsequonﬂly reduced by the British
action with respect to their rate. So, Mr. Chairman, had you asked
me somewhere in between Smithsonian and now, do you see any need
for further adjustment, not necessarily the United States. but do you
see a need for further adjustment in exchange rates, I would have
answered, well, we did not get a fully satisfactory pattern of rates
at the Smithsonian,

Senator Byrn. It was hailed as one of the great monetary confer-
ences of all times.

Senator MoNpALE. Great?

Mr, Daaxg: It was a very great achievement, My whole life has been
in this area and we had not ever had a multilateral agreement with
rosy‘)oct- to specific exchange rates. It did result in substantial changes in
exchange rates and, Mr. Chairman, whenever you talk about exchange
rates in an upward direction, you are talking about something that
is politically very difficult for the revaluing countries. So that I think
that it is quite correct to say that this was a substantial effort and a sub-
stantial result, But it wasn't clearly in retrospect and, at least, in terms
of the United States proposal at the time, it wasn’t enough and now
we have gone through another change in exchange rates and, in the
best judgment I can give you, we have accomplished a realistic pattern
of rates.

Senator Byrp. Just one additional question and then my time will be
up and I will yield to Senator Dole.

You mentioned. in your statement. a tightening of credit. This would
be translated, I assume. into high interest rates, would it not? )

Mr. Daane. Well, Mr. Chairman., we have been tightening credit in
a moderate and a responsible way for quite some time, as you know, and
we have continued down this course. (})m'ing that period that we have
tightened credit. you could go back to March of 1972, if you wanted
to take one point of departure, quite clearly, interest rates, particularly
in the short end of the market, have risen substantially.

In termss of the longer interest rates, there has been relatively lit'tle
increase in rates, but there has been some. But the real principal in-
crease in interest rates has come in the short end rather than in the
long end of the market, but there, inevitably, has been along with our
tightening and along with the quickening of business activity a rise
in interest rates,
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With respect to tightening: We also have seen a substantial slowing
of the growth of our monetary aggregates and, specifically, of the
money supply. If you take, for example, the narrowly defined money
supply, it has been growing this year at a rate just slightly above 3
percent compared to a rate of over 8 percent in the whole of 1972, So
that we have been trying to bring about a slower growth in the mone-
tary aggregates. We have been not trying to bring about, but have ac-
cepted, the inevitable increase in interest rates that go along with
that. And since we felt that the sort of critical area here at the moment
wag in terms of business spending, we took an action earlier this
month directed specifically toward the large banks increasing their cost
of funds, aimed at slowing them down in terms of their extensions
of credit to business, and, in fact, we are seeing a slowing down in bank
credit expansion.

Senator Byrp. I am not expressing criticism of what has'been done.
I am just saying—well, you said it better than I did; that an increase
in interest rates was inevitable, I think you used the term.

Mr. Daang. An inevitable part of the process of the kind of boom-
ing economy we have had along with the fact that the monetary au---
thorities were trying to exercise restraint, yes.

Senator Byro. Thank you. |

Senator Dole?
Senator Dork. I note in your statement that you refer to a recent

improvement in the trade balance, and you indicate that much of
this recent improvement reflects an exceptionally large bulge in agri- .
cultu,l;al exports. But. you go on to say “which is likely to prove tempo- ey
rary. '

We hear from Secretary Butz and others that the.farmers have
almost reached the promised land, and that exports will continue to
expand and increase. In fact, we are about to take up in the Senate
a farm bill based on that promise; that is, that there will be a strong
demand for exports and exports will increase. We are talking about
hard exports for dollar sales. What evidence do you have that indi-
ca;tes?the export increase of agricultural products may only be tempo-
rary o

Mr. Daane. Well, T don’t claim, Senator, to be an expert in the
agricultural area, but I would call your attention to table 2 in the
material which I gave you, which shows the tremendous percentage
rise in our agricultural exports.

Senator Dov. Is that because of the Russian sale ¢

Mr. Daank. And we have some special factors—pardon ¢

Senator Dowe. Is that because of the Russian wheat sale?

Mr. Daane. It does include the Russian wheat sale in that time -
period that accounts for it, and again the best expectation of those
who are closer to this problem than I am—and I won’t debate here
with the Secretary of Agriculture—but the people on our staff who
have stayed closer to this aspect of our exports, do not anticipate that
they can hold at the April level that you see in table 2, a level of over
$16 billion of agricultural exports compared with the level over the
years 197172 running from $6 billion to $8 billion, or maybe $9 billion,

So it does look exceptionally high.

Senator DoLe. What if the exports were $10 billion or $12 billion ¢

Mr. Daane. That would still be a very strong export pattern, and,
again, I won't pick a figure here. I don’t know enough to pick a ﬁgure
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for you, but all I am saying, again, my best advice and best judgment
is that 1t will back down from the current levels. Now, what it _backs
down to, I don’t know. It could still be a very strong export figure,
* sothese positions might not be inconsistent. L

Senator Dorr. How do we explain to those who make inquiries
the very sharp rise in the price of gold? I don’t know what the record
high is—what it is today—but when we had during a 6-month period
about a 100-point drop in the stock market, and I think in mid-May

old was $116 an ounce, is that construed to be a rational behavior, or
18 it a deliberate attack on the American dollar? How do we reconcile
those two happenings? .

Mr. Daang. Well, Senator, this is not. a question capable of a quick
answer.

Senator Dork. T don’t know if you can answer it at all, I tried to
answer it.

Mr, Daane. Welly T will try to capsulize it a bit. When you talk
about market. psychology—and T have been a career man in the Fed-
eral Reserve from my early days back in Richmond, Va., back in the
late 1930’s, and T learned long ago that. you can’t really find a rational
explanation at all times for market behavior, if you can at any time,
So what you are seeing here is a market. phychology that has driven
up the gold price to the present astronomiecal level, and I can’t give
you all of the factors of the market’s view of this.

The price this morning was $111.50, The chairman says that the
gold has a relationship to the Richmond beef price, Well. one rela-
tionship I ean readily see there is the fact that both are commodity
prices, and that the commodity price of gold is one in which the
people like to speculate, .\nd there is a considerable speculative demand
that has forcor‘ that price up for reasons that I really can’t give you
inclusively, because it is a matter of psychology. But I do think we
can overplay the significance of a rise in the price of gold. The Central
Bank Governors and the Finance Ministers, as you know, in March
of 1068

Senator Dork. xcuse me. Isthere any relationship-—

Mr. Daane [continuing]. In March of 1968 took a different posi-
tion and, in effect, set up two different markets so that the gold mar-
ket is a commodity market. The longer run forecasts are for a demand
curve that outruns su{)p]y. but the present price is quite clearly not
related to that sore of basic analysis, so—-

Senator Dok, Excuse me, does that reflect——

S Mr. Daane [continuing]. So it is a market psychology factor,
Senator,

Senator Dok, Does that reflect a loss of confidence in the dollar?
Isthatit?

Mr. Daaxe. Well, how much of it relates to the foreign view or
other view of the dollar and of our ability to resolve our inflation
problems, the kind of general unsettlement with respect to the ex-
changes, the sceming slowness of progress in internationnl monetary
reform, I don’t know. As 1 said at the outset, Senator, 1 long ago
learned that to try to analyze market motivations is not very fruitful.

Senator Dove. Well, if it continues to stay at what some consider
it to be a ridiculously high price. should we do anything? Should we
sell some of our gold at this high price and announce we will never
buy it back, or should we do nothing?
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Mr. Daane. Well, I would think at the moment that we ought to
do nothing. We have had under consideration again in the Group
of 20, as I said a moment ago, the role of the various reserve assets,
and gold is one of those, and there are a number of possibilities one
coulg conceive of. One possibility is to, at some point in time, change
this present arrangement which is an international understanding
that keeps the central banks from doing what you suggested a moment
ago, Senator. The central banks have made an agreement not to either
buy or sell gold. Conceivably, at some 5)Oint in time that arrangement
could come under review again to see whether that is the wisest policy,
but in answer to you, taking it as of this moment in time, I would
say you wouldn't want to do anything.

e can’t unilaterally, because it involves an international agree-
ment, and it is part and parcel of the look we are taking at the
role of these very reserve assets, and you wouldn’t want to get out
ahead of the considered work and the kind of orderly approach to
these problems that is now going on,

I think I would volunteer that this applies as well to the present
proposal with respect to ULS. citizens holding gold. Quite clearly, this
18 consistent with the U.S. position that over time, we want to phase
out gold from the monetary system, just as your proposal would. It is
consistent with our basic approach and philosophy re%arding the role
of gold in the system over time. But is quite clearly would be premature
both in terms of the orderly consideration of the role of gold that is
part and parcel of our monetary reform exercise that we are working
on very hard. In addition to what I said, it would immediately aF-

ravate, to put it mildly, our balance-of-payments problems, should
1.8, citizens charge forward to buy gold.

Senator DovLk. Well, do you sce any relationship between what some
refer to as the energy crisis and what other refer to as the monetary
crisis, and, in Earticulm', based on the fact that four of the countries
along the Arabian Peninsula may have by 1980, $100 billion, which
would have a great impact on economics everywhere in the world ¢

How do we propose to deal with that problem, or is there a
relationship.

Mr. Daaxe. Well, again, I am not an expert on the energy problem.
I would refer you to the Treasury on that, but I will mnﬁe the com-
ment-—and, again, I would like to ask you to take a look with me, if
you would, sir, at table 2, to try to put this thing in perspective in
terms of our immediate balance-of-payments problem, I have taken a
eautiously optimistic view of our trading progress and prospects, and
T have done it against the background of a full recognition, at least
T hope it is a full recognition, of what is happening here with respect
to our imports of fuel. If you look at the figures, you will see that
while there has been a rise in the dollar expenditure on imports of
fuel—and this is in table 2, and I am lookin¥ at the first column under
“Imports”—while there has been a rise, it hasn’t been of the kind of
dramatic magnitude that seems to be showing through in some of the
press comments and other comments with respect to this problem.
That has not kept us from having a sizable surplus in April on the
trade account. It should not keep us from developing the pattern of
surplus, of looking forward to a substantial trade surplus. And again
T wouldn’t want to pinpoint the precise moment in time.



18

~

Senator Dore. Well, it has been suggested that figure might reach
$25 billion.

Mr. Daane. This figure for energy imports can go on up over time,
yes. These are longer range forecasts, but in making an allowance’ for
an increase in this figure on the best basis that our staff can do it, we
still come up with substantial improvement on our trade account, the
one we are experiencing now. So that I think one has to keep this prob-
lem in perspective. At the same time I do think it is a problem and it
does rellato importantly to the monetary system in that these countries
will be earning reserve currencies in dollars. in particular, in substan-
tial amounts, and where they invest those dollars is of significance to
the system. So that 1 would both. in a sense, minimize it by saying it is
not the be-all and end-all of our trade picture by any means, but, at
the same time, it does have an important monétary aspect in terms of
the flows of funds in the direction of those flows, as these countries earn
substantial dollars in the period ahead.

Whether or not the figures are right, it will be substantial. That is
quite evident,

Senator Dovk. Thank you. Mr. Chairman,

Senator Bynp. Senator Roth?

Senator Rorn. Based on your predictions for bulance-of-trade fig-
ures, can you give me some idea of what we can expeet our position will
be with respect to fuel? Your chart on table 2 only goes up to 1973,
What do you think it will be by the end of this decade? An accurate
estimate would certainly help us here in the Congress in our considera-
tion of various proposals to help solve the energy erisis. I just wondered
what your opinions are.

Mr. Daaxk, Well, T would be reluctant. Senator Roth, without look-
ing into it more precisely. to give you a figure sitting here. No can,
I suppose. submit for the record some indicated range. but T would be
skeptical of any precise figures in this avea. As I say, our staff did at-
tempt to take into account the rise in expenditures here in their look-
ing ahead at the likely result with respect to our trade surplus and it
does not seem to us that this will inhibit or prevent a development over
time of a substantial trade surplus.

Senator Rori, With the approval of our chairman, could we have
the benefit of your staff's work in this area. This is a critically impor-
tant. problem. and I am pleased to see your optimistic forecasts, Cer-
tainly much of the legislation that is coming ll)oforo the Congress will
have to be based on judgments such as yours and I think it would be
most lwl})fnl if we could have included in the record at a later time the
results of your staff's study.

Senntor Byrp. That would be most helpful to the committee. Would
that be satisfactory, Governor? .

Mr, Daaxe. Yes. We will try to get some indication of the magnitude
that we see nhead of us here in a very rough way. but T wouldn't put
any strong emphasis on the precision of these figures, We will take a
look at it. Mr. Chairman., and if we can come up with anything that
might be useful, in increasing and improving perspective in this area,
we will certainly do so.

[Mr. Daane subsequently supplied the following information :)
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SomE IMPLICATIONS oF GrowinG U.S. IMPORTS OF PETROLEUM

In order to meet its growing requirements for energy over the next decade,
the United States will have to import increasing quantities of petroleum and
petroleum products. Most of the increase will have to come from petroleum-
exporting countries in the Middle East and Africa, where two-thirds of the
world’s proven reserves are located. Many of those countries have small
populations and limited capacity to absorb imports, so that their sharply rising
expgrt earnings will lead them to accumulate very substantial reserves of foreign
exchange.

The question arises whether either of these developments—the rapid in-
crease in U.S. oil imports, and the accumulation by a few countries in the
Middle East and Africa of large financial reserves—is likely to cause difficulties
for the U.S. balance of payments and the U.S. dollar in the years ahead,

Large figures are sometimes cited as prima facic evidence of trouble. For
example, it has been estimated that the value of U.8. imports of petroleum -
and products conld be as high as $25 billlon a year in 1980. It has been esti-
mated that foreign assets of Arab countries could approach $100 billion by that
date. Both figures seem well within the limits ot possibility. But neither is
evidence by itself of impending difficulty for the U.S8, balance of payments
or lthe U.S. dollar. Other relevant magnitudes will also be rising over the
period,

It should be noted, first, that not all of the increase in U.8. payments for
oil imports will constitute a net drain on the U.8. current account balance,
There will be substantial offsets in the form of Increased U.8. exports to those
ofl-producing countries that do have sizable populations and development needs.
There will be further offsets in the form of increasing earnings by U.S. petroleum
companies engaged in foreign operations, and a reduced need for U.S. financing
of the future expansion of the industry.

Second, those ofl-exporting countries that do add very substantially to their
foreign assets over the decade will be sceking secure and profitable invest-
ment outlets for these funds. It seems likely that a substantial portion will
be invested in the United States, which has a large, open, and diversified
capital market. Thus any net worsening of the U.8. current account balance
that does result from rising oll imports could well be largely or entirely offset
by rising inflows of capital.

Third, other industrial countries in Europe and Japan will also be increas-
fng their oil imports. They are, and will remain, much more dependent than
this country on rising oil imports to meet their growing needs for energy. If
balance of payments difficulties should result from rising oil imports, such
difficulties are apt to be at least as great for other industrial countries as for
the United States, so that no weakening of the dollar against other leading
currencies would neecssarily result,

All this 18 not to suggest that there will be no problems. There may well be
difficulties in persuading the ofl-producing countries to increase their production
suficlently rapidly to meet the needs of industrial countries. There may well be
dlsagreements with regard to petroleum prices, and increased participation by
the producing countries in the management of, and profits from, petroleum pro-
duction and marketing. Environmental questions will continue to arise in con.
nection with the building of new ports and refineries. The form which long-term
{nvestment of oll countries’ funds should appropriately take, and the mechanics
of handling such large investment flows, will need to be worked out.

Over the long run, much will depend on the progress made in {industrial coun-
tries in developing alternative sources of energy, and in conserving the use of
energy. These are pressing problems, since the world’s resources of petroleum
will not suffice indefinitely to meet growing needs for energy. But meanwhile, it
is not at all clear that petroleum imports need cause insurmountable balance of
payments problems for the United States, '

Mr. Daane. As I indicated at the outset, however, I think this
energy problem is within the administration and hands of our very
able colleagues at the Treasury, and they may be able to give you a
better reading on their particular outlook than we can.
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Senator Byro. But it is a matter of great concern to the Federal
Reserve Board, I would think. -

Mr. DAANE, Yes, it is.

Senator Byro. And the Federal—

Mr. DaaNE. And obviously we are not oblivious to it, and, as I
repeat again, we try to make a fair allowance. Within the limits of our
own knowledge in this area, we tried to make an allowance as we
looked ahead on the impact on our balance of trade. And on that
imf)act, Ithink, is easy to exaggerate.

am more concerned, frankly, in terms of fitting it into our system;
that is, the reformed international monetary system will have to take
into account the disequilibrating flows, and take into account the
magnitude of the possible flows from this particular source.

nator Rorm. RVell, I would appreciate your shedding some light
on this situation. Tt can’t be taken categorically.

Back to your statement of cautious optimism, Are there any danger
signs, any storm signals, that we should be watching for during the
next several months? '

I recall the time that we moved from phase 2 to phase 3, when many
economists, both in and out of Government, were optimistic about
the state of the economy. Now things don't look so good. Being a bit
pessimistic for a moment, what are the danger signals you see today
n our international situation?

Mr, Daane. Well, I think it is a little diflicult to do that. Again,
Senator, I think we were a bit caught by surprise by some of the sud-
denly erupting storm signals early on in this year.

From long experience with the foreign exchange markets, and our
domestic financial market, I find it very diflicult to be responsive and
say, well, you can look here for a warning signal and my cautious
optimism was based on a trend analysis, Tt relates importantly to four
areas. You could look at those four areas for possible warning signals.
The first and most important area is our inf}ation prospect. Now our
expectation is that there-will be an improvement in terms of a more
sustainable growth rate for our cconomy and a diminution of price

ressures that would accompany that more sustainable rate of growth,
go this is a general area where one would want to be sure that we are

oing to be on course. And a second area, again, as T have pointed out,
18 the area of our businesses taking advantage of the cost-price strue-
ture, here and abroad. Our price structure is relatively better.

It is important that businesses not turn inward and look only at
their domestic markets even though that is a very natural phenomenon,
Again, this is an area where we need to see more concrete progress and
this is a general avea where T would he watching to see if we are mak-
ing real progress, And a third area is in the area of what foreign coun-
tries are doing. T have mentioned they have shown some willingness
to cooperate in bringing about. the adjustment, but if they turn inward
and begin to erect more controls and more nontariff barriers or what-
ever, again, this is a warning to us.

Finally, if we stumble and seem to be drifting in terms of accom-

lishing a restoration of a durable international monetary system—I
ruwe the feeling, based on my recent work and our prior work, that
we are making some progress in this area, but slippage is possible, and
this is another area for caution in a general sense. But if you are fook-
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ing for specific storm signals, Senator, specific warning signals, it is

vegy difficult. ’
enator Roru. Is there anything that Congress should do to prompt

businessmen to take advantage of new competitive opportunities?

Mr. Daane. Well I am not, really, Senator, enough of an expert on
the tax side to know if there is anything fruitful in that area for
consideration. I can say that, in general, -where I have listed the in-
flation problem as directly relevant, whatever we can do to maintain
a fiscal posture of balance or maybe even a slight surplus against
the sort of overheated or overpressed economy that we have is quite
clearly useful. But I would not want to suggest specific measuves,

Now you do have before the Congress, I believe, some }])roposnls for
budgetary control and there are some encouraging signs that Congress
is trying to improve its control over the budget. There we would
welcome the report of your Joint Study Committee on Budget Con-
trol, and further congressional attention to the whole matter of our
fiscal stance, our budget control, and its relationship to the thrust of
policy against inflation—where quite clearly we don’t want to count
on simply one instrument. These questions are within the purview
of the Congress, and I would not have the temerity to make any
specific suggestions, Senator.

Senator Rorir. Thank you. My time is up.

Senator Byrp. Senator Mondale?

Senator Moxnark, Has the Federal Reserve made a study of what
interests speculating against the dollar helped to cause the two de-
valuations?

Mr, Daaxe. Well, it is pretty hard to get precise figures, Senator.

Senator Moxvare. Well, have you tried?

Mr. Daaxe. Senator, we have made some inquiries of commercial
banks as to their activities. These inquiries or results are both reveal-
ing and nonrevealing. They are still not. complete. T would be glad to
furnish the results of these inquiries to the committee, Senator, when
we do get the results. They wouldn’t be precisely what you are ask-
ing about, though, because all they will show is some of the increased
flows, it is difficult to sort out the so-called purely speculative from
other flows,

Senator Moxpare. Well, T don’t wish to be limited to the question of
speculation, That is considered a loaded term. But what interests were
swapping U.S. dollars for other currencies during the periods leading
up to the two devaluations?

Mr. Daaxe, We are looking into this insofar as the flows were from
the United States—and the flows were quite clearly not all from the
United States in this sort of speculative flurry. We talked a moment
ago about the gold increase, Senator, which is a market price, a com-
modity price. In those markets subject. to the buying, a lot of that, I
suppose, goes through Switzerland as a pass through, but who is doing
it 18 just very difficult to get at.

Senator MonpaLE. And there is no way of finding that out?

Mr. Daane. Well, I will ask my colleagues here with me, to give
you the best information we have but it won’t really be conclusive,
Senator. We just simply can’t find out. The flows are of a magnitude
and nature that is impossible to sort out totally.

And my colleague reminds me that almost everyone who can hedge
in a speculative situation like that. Businesses do it and—
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Senator MonpaLe. But I am not passing a value judgment, Mr.
Daane. I would just like to know who is doing it and how much on
the grounds that it might be instructive.

1. Daane. It is a very valid question, Senator, and we had the
same feeling ourselves. And, as I indicated. we did undertake some
inquiries of commercial banks, which is our real link to this process.
Insofar as those inquiries reveal anything useful, I will be happy to
share it with you, We haven't completed those inquiries. We had the
same question in our own minds as to who was doing this and how
much was from 1.8, sources and so on,

Senator Monvark. The American consumer will be paying billions
of dollars in increased costs for imports, not. just petroleum, although
that has risen spectacularly, but I mean in other areas, as well. And
much of it is stemming from the devaluations, from the two dramatic
devaluations of the American dollar. And unless our assumption is
that those devaluations were inevitable and flowed entirely from inno-
cent market forces, then aren’t we drawn to the conclusion that we
had better make a very complete and intensive study to the extent
that data is available to find out who is doing it and whether there
are not other protective measures that we should take in addition
to the floating, to what I gather is u fairly clean float now, to make
certain that we don’t get visited with another one of these disasters?

Mr. Daank, Well, yes, Senator, However, I think one needs to dis-
tinguish two things here, and T think that insofar as these massive
speculative flows upset the international monetary system and as they
had an adverse consequence, then quite clearly, we want to know all
that we can about those flows. We are, within the range of our own
capabilities, trying to find out what we can, But I would not want
to accept the inference that, in effect, it was the speculation that led
to the cllevuluatvions.

Senator Moxpare. You keep bringing it up that it was the specula-
tions that caused this. I tried to find out who it was who was doing
it—o

Mr. Daaxe I know, Senator. T know that, but I simply want to
say for the record, however, that 1 take back any inference, for the
record, that the devaluations related simply to speculation. T say,
for the record, that the devaluations related to the fundamental im-
balances in trade and payments rather than simply a response to
“speculation.” Ny

Senator Moxpare. In other words. it is your judgment that the swing
in the value of the American dollar as against other currencies is’
almost totally the product of innocent market forces?

Mr, Daaxe Yes: that is probably a better way to put it; that is to
say, that this swing is justified by market forces and by market rela-
tionships in the basic sense. And, as 1 said, our best analysis, the UTnited
States best analysis of our trade relationships and our balance-of-
payments position in the fall of 1971 indicated a need for a swing,

Senator Moxpare, Is this the first devaluation you are talking about ?

Mr. Daaxne. Before the Smithsonian, yes,

lSm’}ator Moxpare. And did you feel the need for the second one,
then?

Mr, Daaxe, And at that time, our analysis indieated quite clearly—
and you can go back over the record—it indicated quite clearly that
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the swing to be accomplished would involve a change in rates and
here the changes, as you understand, Senator, can come from either side
of this equation; the changes can come on the part of foreigners and
the changes can come on the part of the United States.

Senator MonpaLE. Or both ?

Mr., Daaxe. Or both. In fact, with the Smithsonian it was both.
And, more recently, it was both, so all T am saying is, as we viewed
the magnitude of the problem and leaving aside this kind of flow of
speculation, we had a basic imbalance that led to the devaluations,
rather than it simply being a response to speculators in the gold
market. if that is the way you put it.

Senator Moxpark. Well, did you think following the first devalua-
tion that there was a need for the second devaluntion to bring 1.8,
currencies into more realistic alinement based on the reality of their
market values?

Mr. Daane. Senator, the difficulty in all of this is to estimate with
any precision. We thought that the amount of realinement to be ac-
complished, the amount of the needed swing in the trade sectors, Sena-
tor, was greater, but some very knowledgeable people, not just our
foreign friends, but some very knowledgeable in international organ-
izations, thought we were setting our sights too high in terms of the
amount of the swing that was needed. There was an honest difference
of opinion. '

So we went along with all that could be accomplished at that time
with respect to exchange rate changes and then looked for the “proof
of the pudding.” T think the proof of the pudding is that we needed
more.

Senator Moxpark., You say you are undertaking a study of the

" operation of the banks, the TS, banks in the two devaluations, Is the

executive branch, to your knowledge, doing a study of the role, say,
of the multinationals, not just 17.8. companies but others that might
be involved, foreign companies and the rest in this speculation, or
in transfer of money, in exchanging of money so that we might get a
definition and an analysis of how truly innocent these matters are?

Mr. Daaxe. If T may, Senator, I would like to ask Mr. Bryant,
who is working with the other parts of the administration on this, to
answer.,

Senator MonxpaLe. All right.

Mr. Daaxg. He is working on the problem of collecting what we
can in the way of information, if he would care to respond?

Mr, Bryaxt. Well, efforts have been made in the last few months
to look again at the statistical reporting network and see if that can’t
be improved, both in the areas of transactions; and assets and liabil-
ities, reported by banks and financial institutions and by the large
corporations,

Senator MoNDALE. Are you getting responses now?{

Mr. Bryant. Well, we are just in the middle of doing that.

Senator Moxpbare. How satisfactory are the responses

Mr, BryanT. I haven’t seen any of the individual responses myself,

Mr. Daane. We don’t know that, yet, Senator, ‘

Senator Mo~xpaLe. Who hasseen them ?

Mr. Bryant. T am not sure whether the responses ave actually in,
I mean, my knowledge of this is the kind of questions we were asking,
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what further information we were hoping to get, how we could im-
prove the reporting forms, '

Senator MonparLe. Could we have a copy of this study when it is
done?

Mr, BryanT, Well, we are not conducting the study ourselves,

Senator Moxpare: Who is?

Mr. Bryant. The Treasury Department and the Commeree De-
partment.

Senator Moxparg. The Treasury Department is conducting a study ?

Mr, Daang. Treasury and Commerce, Senator. are jointly engaged
in this project. I don’t myself know how far along it is in terms of
the answers. We can find out.

Senator Moxpark. Would you submit that for the record?

Mr. Daaxe. Yes, or could you ask Mr. Bennett when he is up here
testifying next week?

Senator Moxnark. Well, maybe if your staff man could explain
what is the structure of that study we would apprecinte it.

Mur. Daaxe. Yes, that we can certainly do,

[ Mr. Daane subsequently supplied the following information :|

INTERNATIONAY FLOWS 0F FUNDS PRECEDING THE ANNOUNCEMENT ON FEBRUARY 12,
1978, or Tix DEVALUATION OF THE U.S. DoLLAR

When large international flows of funds occur during periods of extreme un-
certainty in foreign exchange markets, as in late Junuary and early February
1973, it is always difficult to identify the transactors and thelr motives. A large
proportion of such flows usually represent changing leads and lags in ordinary
commerelal puyments are importers and exporters atcelernte or deluy payments,
Some transactions through U.S. banks can be {dentitied and transuactions of
large corporations are regularly reported ; but a large residual typleally shows up
as “errors and omissions™ in the balance of payments accounts,

The Federal Reserve has reviewed the outfiows of funds through U.8. banks
during the period immediately preceding the amssuncement on February 12 of the
devaluation of the U.S, dollar. Its review was based on (a) regular statistical
reports by U.S. banks (including U.S. agencles and branches of foreign banks),
and (b) a special survey of 13 international banks that anccount for more than
60 percent of the foreign nssets reports by U.S. banks under the Voluntary
Foreign Credit Restraint program, and for the bulk of foreign exchange dealings
for commercial customers by U.S. banks.

The regular statistical reports show an inerease in banks' foreign loans (to-
gether with the foreign assets of the U.8. agencies and branches of foreign
banks) of about $2 billlon during the three week period ending February 14, and
unpublished data show a roughly equal volume of withdrawals of balancex held
at banks in the United States (including agencies and branches) by commercial
banks abroad (including U.S. bank branches) and other private foreign residents,
These outflows, recorded in banking data, total $4 billion and account for about
one-half of the U.S. payments deflcit during the three-week period. (The defielt
for this period. at about $8 billion, was almost ax large ax the deficit of $10
.billion recorded for the entire first quarter.)

The principal conclusions of the xpecial survey of 13 international banks are:

(1) Shifts fn the bauks' own forelgn exchange positions and-those of their
foreign branches represented only a small part of the total Increase in demand
for foreign currencles in the period in question, The banks reported a total shift
in their foreign currency positions against the dollar of less than §460 millfon in
the 3 weeks ending February 14, More than half of this shift was (n the positions
of foreign branches. Changes in head office positions were thus very small, and
{n good part the shift in head office positions reflected the elimine *ton of a short
position in forelgn currencies rather than the build-up of n long position in
foreign currencies,

(2) Forelgn and U.S. commercial corporate customers' gross purchases of
forelgn exchange (spot nnd forward) from the banks and their foreign branches
fnereased significantly from a level that was already high by historical standards,
In the 3 weeks ending February 14 these customer purchases were about
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$600 million greater than In the preceding 8 week period—about $2 billion against
1.4 billion. About two-thirds of the estimated gross purchases by customers were -
rom head offices, and one-third from foreign branches.

Changes in banks’ foreign exchange positions, as reflected in the survey results
were clearly very small in relation to the increases in banks’ foreign credit and
red;l:(;lons in foreign interbank balances with U.S, banks that occurred in the
period.

In major part, the outtiows through banks (increases in banks’ foreign dollar
assets and decrcases in dollar labilities to foreigners) reflected transactions
initiated by commercinl concernx and others abroad who during this period
reduced their dollar assets or incrensed their dollar labilities, Such shifts may
have reflected speculation, but they would also occur as normal hedging oper-
atlons, as banks’ customers sought to cover previously unhedged foreign cur-
rency positions, and there is no ready way for the Federal Reserve or for the
U.8. banks to distinguish between the two types of transactions.

In addition to capital flows that are recorded In these banking sources there
are others between U8, residents and foreigners that may be recorded in other
ways, or may cscape statistical reporting systems, For instance, they may have
been large flows directly between U.S8. firms and their foreign affiliates, or
between foreign home offices and their U.S. afiliates, but data on such flows
will not be available until first quarter reports for the balance of payments are
tabulated later this month. The U.8, Treasury and the Department of Commerce,
with assistance from our staff, are making efforts to determine whether major
types of financial trankactions that occurred during this period are accurately
recorded in our regular statistical reporting system. Attached is a letter from
the Secretary of the Treasury and the Secretary of Commerce to presidents
of business firms in the United States asking them to ensure that thelr statisical
reports for the first quarter of 1973 are as complete and accurate as possible.

Attachment.

U.S. DEPARTMENT OF COMMERCE NEWS,
OFFICE OF THE SECRETARY,
Washington, D.C',, April 25, 1973.
NoTE 10 CORRESPONDENTS,

Attached is a letter from the Secretary of the Treasury and the Secretary of
Commerce to presidents of business firms in the United States which file regular
statistical reports to one or both Departments for the purpose of compiling
statistics on international capital transactions in the U8, balance of payments,

The request is specifically designed to ensure that data reported within the
existing statistical reporting system are as complete and nceurate as possible,
particularly for the first quarter of 1978.

It is hoped that the request will lead to a better understanding of the sourccs
and nature of the unusual capital flows of recent months,

U.8. DEPARTMENT OF COMMERCE,
THE SECRETARY OoF COMMERCE,
Washington, D.C., April 18, 1973,

The recent period of international monetary disturbances was accompanied
by large movements of funds out of the United States and from the dollay
into foreign currencies, While these flows of funds have aroused widespread
public interest in this country and abroad, neither the United States Govern-
ment nor the governments of countries which were the major reciplents of these
funds have adequate information concerning the nature of these movements,
The 14-nation monetary meeting in Paris last month, in which the United
States participated, announced the need to seek more complete understanding
of the sources and nature of these large capital flows,

The established statistical reporting systems operated by the Department
of the Treasury and the Bureau of Kconomic Analysis of the Department of
Commerce are designed to obtain comprehensive data on international capital
transactions in the U.S. balance of payments, and together provide reagonably

adequate information under normal conditions. However, the extent of trans.

actions in the balance of payments for which no data have been recorded—
the so-called “errors and omissions—indicates that many transactions escape
the statistical system (n periods when unusual flows take place. Because of
the importance of an adequate explanation of the recent events, we are convinced
that a major effort must be made to ensure that responses to the present report-
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:lnglfongs are thorough and accurate, and that the reporting system is properly
esigned.

We are asking you, therefore, to undertake a policy level review within your
firm to ensure that the statistical data which are reported on the Treasury
and Commerce forms for the first three months of this year are complete, con.
sistent and aceurate. They should refleet all of your financial relationships
with foreigners, including those with your own foreign hranches and subsidiaries
or foreign parent or head office, except to the extent that the reporting exemp-
tions apply. Please see the enclosed materinl for details.

Our primary objective I8 to ensure that the data reported for December 81, 1972
and the first quarter of 1073 {n both the Treasury and Commerce data systems are
as accurate and complete as possible, to enable us to analyze the movements which
occurred during the first quarter. We helieve the interests of the business come
munity coincide with our own in establishing accurate information on recent
flows. In addition, the review should, of course, produce continuing improvements
in reporting. We would also like to be advised of any types of internntional capital
transactions of your firm which do not fit into the categories provided in these
forms, and which therefore are not reported,

We will appreciate it very much if you will give this matter your personal
attention, We are sure you recognize the importance to the U.8, Government and-
to the business community of an objective and factual understanding of these
capital movements.

Sincerely yours,

GEORGE P, SHuLTz,
Secretary of the Treasury.
FRepERICK B. DENT,

Seoretary of Commerece.

Enclosure.

Senator MonparLE. Just one final question.

In your list of proposed remedies for inflation and balance of pay-
nients trade, you seem to come down hard on turning the credit screw
and encouraging exports and the rest. What about tax policy or were
you deliberately staying away from tax policy?

Mr. Daane. Yes, Senator: T am not an expert in tax policies, T did
give our view with respect to the importance of a fiseal policy and
posture———

Senator MonpaLe. Yes, .

Mr. Daane [continuing]. That would weigh in against the inflation-
ary pressures which would point toward the d(\\'olo?ment of balance
or maybe even a slight surplus, but T deliberately refrained from try-
ing to say how that should be achieved or where it should be achieved.
Tt is being achieved in lpurt. as you can see, in the reduction of the
deficit projected and. well, T think the answer to you is. I don't think it
is really my province to get into tax policy.

Senator Moxpare. Did T hear you earlier recommend that the Con-
gressspend less?

Mr. Daaxe. Pardon?

Senator MoxpavLe. Did T hear you earlier suggest that the Congress
should spend less? . )

Mr. Daang. No. I simply said that this area of fiscal policy, which
involves both expenditures and the revenue side. is clearly within the

urview of Congress, and I would hopethat we would have a continu-
ing policy that would help alongside monetary policy in getting at
our inflation problem. ‘

Senator MonparLe. What about defense and military aid? I noticed
you didn’t mention that and maybe for the same reason. What is your
estinate of the total adverse impact—what is your estimate for the
total military and foreign aid expenditures by this country in this
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fiscal year; foreign military aid and monetary expenditures overseas;
what 18 your estimate? '

Mr. Daane. I guess T might have to submit this for the record, Sen-
ator, but looking at this table is something under $5 billion.

Senator MonpaLe. Well, that couldn’t possibly be correct——

Mr. Daane. That is for military expenditures. Now, government
grants are about $3.5 billion or something in that area.

Senator MonpaLe. What about that, too?

Mr, Daane. I don’t—well, this table doesn’t break that out. We can
perhaps try to get a break out for you.

hSe'?ator Byrn. Would you submit for the record a breakdown of

that?

Mr, Daane. Well, we will try.

[Mr. Daane subsequently supplied the following:]

MiILITARY TRANSACTIONS AND FOREIGN AIp IN THE U.8, BALANCE OF PAYMENTS

Data on the balance-of-payments impact of U.8, military transactions and
U.8, foreign grants and credits are regularly compiled by the Department of
Commerce and published quarterly in the Commerce-Department's Survey of
Current Business. The data given in the attached Table 1 were abstracted from
tables apvearing in the March 1973 issue of that publication. Additional break-
downs ot major U.8. Government transactions are given in another table in
that issue, a copy of which {s also attached.

These flgures reflect essentially the measurable direct impact of these trans.
actions on the balance of payments. They do not represent hudgetary costs
which, for related defense programs in particular, may be much larger and
gmy have important indirect {nfluences on our international competitive situa-

on,

Attachments:

TABLE 1.—DATA ON FOREIGN MILITARY TRANSACTIONS AND U.S. FOREIGN GRANTS AND CREDITS APPEARING
IN THE U.S. BALANCE OF PAYMENTS

[In bitlions of dollars; payments (~)]

Total Western Europe Other areas
1971 1972 1971 1972 1971 - 1972

Military transactions, net........ceereeevinannnnn.
Direct defense expenditures..................
Transfers under military agency sales contracts.
Tun?fm of goods and services under U.S.

military grant aid programst. ... ..........

U.S. Government grants and credits, net
U.S. Government grants (oxcludin§ military
U.S, Government capital flows, ne!
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1 No net direct balance-of-payments impact, -
1 Less than $50,000,000,

Source: U.S. Department of Commerce, ‘‘Survey of Current Business,’ March 1973,
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TABLE 5—MAJOR U.S. GOVERNMENT TRANSACTIONS

[Miilions of dollars}

U.S. Government grants (excluding military) and capital flows mcreasmg Government assets, totai
(table 2, fines 30, 34, and 35, with siga reversed). . .

Seasonally adjusted .

BY CATEGORY
Grants
Credits rzpayab!e in foreign currencies. _
Mhei for y assets (
Reoetpts from —
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Senator MonpaLe, We had estimates of $30 billion in overseas mili-
tary exgenditures and military aid and foreign aid.

Mr. BryanTt. These are balance-of-payments figures and not the
budgetary figures, Senator. That explains the difference.

Senator MonpaLe. Yes, Would you recommend a review of those
over%eas expenditures to see if we couldn’t reduce the impact in that
area?

Mr. Daane, Senator, I don’t have any specific recommendations in
this area. I am appearing here, in part, as you know, in lieu of our
chairman and it reminds me a bit o} an experience I had when I was
a boy, when my family took me to New York to see the opening of a
new musical, which was reported to star a famous acrobatic dancer
Fred Stone and his two dancing daughters, At the last moment, Fred
was in an airplane accident and his part was taken on by his good and
close friend, Will Rogers. At the opening of this musical, Will Rogers
came onto the stage, purked his gun at the side, and came back twirling
his rope and said:

This play was supposed to begin with Fred jumping from this scaffold up
near the ceiling of the stage doing a triple somersault and landing in the middle
between Dorothy and Paula and breaking into a fast shoe-shufle, That part
of the program will be omitted this evening,

So I am sorry to omit the part of the program you might have
otten if you had our chairman here, but I won’t try to emulate his
ancy footwork or headwork or even pipe work with you, Senator,

8o I won'’t take any position on this at the moment,

Senator MonpaLe. I thought you were going to say that describes the
economy.

Senator Byun. Senator Haskell?

Senator Haskeru, Thank you, Mr. Chairman. I just have one ques-
tion. I take a simple-minded view of the devaluation, It doesn’t indi-
cate a very healthy situation for the dollar. But as a fiscal expert,
Governor Daane, what effect, if any, do you think a policy of repa-
triating profits earned by foreign subsidiaries of our companies would
have either on the balance of payents or on the stability of the dollar?

Mr. Daank, Well, as I have tried to indicate, rather than look at
the question of deliberately designing a policy, I think as we—

: Seniltor Haskern, The assumption in my question is that we adopt
the policy.

Mr, D?\yANE. If we look at the possibilities for repatriation in a volun-
tary sense, because the developments at home and developments abroad
costwise——

Senator HaskreLr, Excuse me, But just let's assume that we adopt
a repatriation policy. T am nskin{z you if we did adopt the policy,
(\i\'lﬁlt, ff any, monetary effect would this have on the stability of the

ollar?

Mr. Daank. Well, to the extent that you have greater repatriation, it
quite clearly would have plus effect; leaving aside any consequences
associnted with it, it would have a plus effect on our balance of pay-

ments,

"~ Senator HaskeLr, I notice on footnote 2 in table 1, you have ex-
cluded undistributed earnings in subgidiaries. I wonder if you have
that figure available to you ?

Mr. Daa~e. I believe we can get an annual figure on that.
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Senator HaskeLr, I am not a member of the committee but if the
Chairman thinks it would be valuable——
DSena?tor Byro. Would you submit that for the record, Governor

aane

Mr. DaaNE. Yes. I think the figures come annually and not quarterly.
We will submit what figures are available there.

[Mr. Daane subsequently submitted the following information :]

June 19, 1978,
REINVESTED EARNINGS OF FOREIGN INCORPORATED AFFILIATES OF U.S, FIRMS

Data on the reinvested earnings of foreign Incorporated afiliates of U.R, firms
are compiled annually by the Department of Commerce and are published in the
Survey of Current Business. 'Uhe latest data, through 1871 (preliminary), were
published in the November 1072 igsue of that publeation.

The U.8. owners' share {n such earnings in recent years is shown below :

Reinveated earnings

Year: Billions
1807 e et e e e ———— e m e naa——— $1.6
1088 et ma e am s e —— e e e ——————— 2.2
1000 o e cmm e e m e semecaenca———— 2,6
1070 o dtmame e mesam e memn e ———— 2,90
1071 (D) cmccram e imccm e e me—— e m e, ———————————————

Senator Haskerr, Thank you. T have no further questions,

Senator Byrn, Governor, you have indicated that the money supply
incrensed 8 percent, or a little more than 8 percent in 1972, What was
the increase in 19711

Mr. Daaxk. We can go on or come back to that, or wait a moment
until I find it,

Senator Byrp. I would like to get 1970 and 1971, We have 1972, And
you have indicated during 1973. it is 3 percent. T would like to get this
Into perspective by getting it for three or 4 or 5 years,

Mr. Daaxe. Yes. We don’t have it, Mr. Chairman, immediatel
here, We don’t have the annual rates for yearly or quarterly, but
can certainly get it. That wouldn’t be any difficulty.

Senator Byrp. If that is the case, T wish you would submit that for
tho record ; the figures for 1969, 1970, and 1971, '

Mr. Reyyorps. Oh, here it is. Starting in 10691 -

Senator Byrp. Yes, 1969.

Mr. Rey~owps. The narrow money supply. that is, demand deposits
and currency, went up 3.6 percent in 1969; 6 percent in 1970; 6.6 per-
cent in 1971 ; 8.3 percent in 1972,

Mr. Daaxe. You will recall with respect to the rate of increase there,
that we were attempting to revitalize our economy during a part o
that period and, as we then moved into the strong expansionary phase,
the annual figures conceal that and, as I indicated, for this year we are
turning it around, . ‘

Senator Byrn, I understand that but I think we need to know the
figures. The figures were 3.6 in 1969, 6 percent in 1970, 6.6 percent in
lg"( 1, and then it went up to 8.3 percent in 1972 and now is 3 percent{

Mr. Daaxe. For the first 4 months of this year, it was running a
bit better than three, although it should be made clear for the record
here that these are averages and the April figure alone shows a much
higher rate of increase than the 3.1. The April figure might be some-
thing above 7. Probably around 714 percent. So on the average, which
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means in the very first quarter of this year, you had a very, very small

rate of increase. One of the problems here, Mr. Chairman, is you do
et these bulges on a monthly basis and sometimes even on a quarterly
asis.

Senator Byrp. Well, do you plan that it will be around 6 percent
for the year? Will it be 6 or 5 percent?

Mr. Daang. We have clearly been aiming at a range on the monetary
aggregate side of quite clearly less than last year, Senator, so that my
preference would be to think in terms of something in the range of §

ercent or 514 percent or something in that area, but clearly less than
ast year.

Sg;laml’ Bykp. Now you mentioned in discussions with Senator Roth,
you mentioned the various reserve nssets, Now do you have figures on
the current gold holdings of the Federal Government?

Mr,. Dasxne Yes; we f;uvo them, Senator,

Senator Byrp. That issay for April 307

Mr. Daangk. Our total reserve asset holdings are about $13 billion
and the gold component is about $10.5 billion.

f%{ma_tﬂr Byrn, And then what are our liquid liabilities as of the end
o ru¢

MP'. Rey~owps, We only have them through March.

Mr. Daane. That is $71.3 billion.

Mpr, Rey~orps, That is to oflicial institutions, though ?

Mr. Daane. That is to ofticial institutions, Senator,

Senator Byrp. Wait just a minute. What is this? Are you talking
about liquid liabilities !

Mr. Daane, It is $90.9 billion to everybody and $71.3 billion to
officinl institutions.

Senator Byrn, It is the $90.9 billion I want,

Mr. Daaxnk. You want the private as well as oflicial ?

Senator Bykp, I want the total,

Mr. Daase. $00.9 billion at the end of March, Senator.

Senator Byun. Just for the record, at the end of December which is
only 3 months previously. it was %79 billion so it went up sharply.

Mr. Daaxe, Our figure shows about $82 billion at the end of
December.

Senator Byrp. Your figure shows $82 billion !/

Mr, Rev~yowps. These are published regularly.,

Senator Byrp. The Treasury gave me the figure $79 billion,

Mr. Dasne I am using the figure we published in our Federal
Reserve Bulletin, Senator, regularly. I don't know quite what the dif-
ference would be.

Senator Byro. Al right,

Mr. Daane. They might have taken ont_the liabilities to interna-
tional monetary organizations or something of that sort, but the total
we have for the end of December was $82.9 billion and at the end of
March $90.9 billion in terms of total U.S. liquid liabilities, both of-
ficial and private.

Senator Byrp. Total assets as of the end of March 31, and total

holdings as at the end of March 31, were what? , .
"~ Mr. Daane. Well, our total reserve assets we can give you on up
through As)ril. If you want an end of March figure, for comparability
purposes, then—-—
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Senator Byrp, Yes, end of March,

Mr. Daane. The end of March figure of our total reserve assets were
$12,931 billion.

Senator Byrp, Does that include gold ?

Mr. DaANE. Yes; that includes the gold.

Senator Byrn, What was the gold ?

Mr. Daang. A gold stock of $10.487 billion but, of course, it doesn’t
involve the change related to the February devaluation of the dollar
because that has not yet been incorporated into these figures.

Senator Byrp. Right. But the point T am suggesting of your total
reserve assets, the lmfk of itisin gold?

Mr, Daang, That is vight,

Senator Byrp, The bulk is gold?

Mr, Daane. Yes, the bulk is in gold : that is quite correct, sir,

Senator Byrn, In your response to Senator }Ioth, you said we are
exploring our various assets, What did you mean by *various reserve
assets?"’ 80 percent is in gold.

Mr. Daane, U.S. reserve assets are 80 percent in gold, but as for
the reserve assets of the world monetary systeni, the gold is not that
high a percentage of the total, Senator, T think it is probably near
to 40 or 50 percent.or even less than that,

Senator Byrn. Just several more questions: Would a reduction in
Federal spending help to protect the value of the dollar and, if so, how
large a reduction would be required to make a significant impncté

Mr. Daane. Well, Senator, you are earrying me into the area of
fisenl policy and my basic posifion on it is that anything that we can
do to strengthen our ﬁs:-n\ posture. however it is accomplished, to
bring us into a balanced fiseal position is quite clearly in order,

But how you accomplish this, whether it is done by reduction of
expenditures or whether it is done in terms of the tax-policy route,
I would prefer to defer to somebody other than myself.

Senator Byrn. It could either be done by a reduction of expenditures
or an increase in taxes or both, would it not ?

Mr, Daaxe. Yes.

Senator Byrn, And you fecl that we should try to approach a
balanced budget,

Mr. Daaxe, I think that in terms of getting the benefits of reduced
inflation we should have a coordinated-approach, ves, and that fiscal
policy is part of a coordinated approach to our inflation problems. To
the extent that we can move in the direction of balance, it is quite
clearly appropriate to overcoming that problem.

Senator Byrn. Let me put it this way——

Mr, Daane. And I am not selecting the route, Senator.

Senator Bynn. Let me state it this way : would it be fair to say that
getting the U8, Government's financial house in order would be the
most helpful step that could be taken to test the dollar and improve
the balance of pavments.

Mr. Daaxe. What T am saying, Senator, in a little more general
terms, is, namely, that we nead to do all that we can to resolve our in-
flation problem, which is a serious problem, in order to move into a
balance with our payments position and that in the fight-against infla-
tion, leaving aside the income policy—the two main instruments of
stabilization policy are monetary policy und fiscal policy. Quite clearly,

they should be in harness.
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Senator Byrp. And your concern is which?

Mr. Daane, Our fiscal policy as well as monetary policy. And I think
on the monetary policy side, we are doing what we can.

Senator Byrn. Are you or are you not concerned about the huge defi-
cit the Federal Government has been running?

Mr, Daane. I am very definitely concerned about the deficits and I
indicated 4 number of times T think in my testimony. Mr. Chairman,
I think it would be desirable for the fiseal posture to be one of balance
or even I could conceive of a slight surplus in the kind of excess de-
mand economy that we have.

Senator Byrn. Well, I ean’t see any likelihood of a surplus when we
have been running for four consecutive years a $30 billion Federal
funds deficit each year,

Mr. Daane. I will settle fora balance, sir.

Senator Byrn. So would 1.

Just one final question.

Just as a matter of information. what role does the—or did the
Federal Reserve Board play in the decision leading to the second
devaluation?

My, Danxg. Well, this is a difficult question to give a precise answer
to, Senator. We, of course, worked ((-‘osoly within the framework of
government with our Treasury colleagues on these problems. We were
side-by-side with them in the discussions, We were side-by-side and I
am referring here to our Chairman, who certainly played a part in
this process, We were side-by-side in the discussions. T was alongside
Mr. Volcker in some of the discussions overseas in that period, so
that I think the answer to that is that we were associated with our
Treasury colleagues, -

Senator Byxp. It was a joint decision between Treasury and the Fed-
eral Reserve?

Mr, Daaxr. That is, I think, too vigorous a deseription. All T am
saying is that we did play a part in examining the problems and the
alternatives. Qur chairman was certainly involved in this,

Senator Dork. Would it be somewhere between primary and sec-
ondary involvement?

Mr. Daaxe. We are always trying to contribute helpfully in the
framework of government, with our Treasury Department, to look at
the problems to reach the proper conclusions and we were in on the dis-
cussions of most of these pml)llmns.

Senator Byrn. Senator Hansen has come in.

Senator Hansen, do you have a question?

Senator Hansen. Thank you, Mr. Chairman,

First let me compliment you on calling these hearings, I think they
are most appropriate.

I rvegret very much that I was not. here-for your full presentation,
Mr. Daane. I have been down in the Interior Committee considering
what can be done by way of establishing some strategic reserves for
energy in this country and have just come from that committee. I was
lookg;n at your statement and your comments about the devaluation of
our do%]ar which has improved our export position as compared with
what it was earlier. But is it not true that in the overall balance-of-
payments situation, anticipating the need for increasing amounts of
oil'and gas, for LNG, or whatever it may be, crude or product, that the
devaluation of our currency will be a net loss for this country rather
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than a gain as we project our increasing dependency upon foreign
sources for oil and gas?

Mr. Daane. In this particular, Senator, in this one particular im-
port category, quite clearly it increases the cost of imports; more gen-
erally a devaluation increases the cost of imports in the short run. This
is really the purpose, that is, to balance your adjustment in terms of
your exports and imports. It improves your competitive export posi-
tion and it does increase the cost of imports, not only in the component
which you mentioned—and I call the committee’s attention as to your
answer to our second table adjoining my statement—and that points
to the increased import cost expenditure on fuels, I also pointed out,
however, that despite this both our current performance, where we
have a move to a trade surplus, and our prognosis, taking into account
the increased cost of fuel ahead of us, tlmt both point to the achieve-
ment, on a cumulating basis over time. of a substantial trade surplus.
And this is, in my judgment, in no small measure attributable to the
exchange rate realinements that have taken place,

Senator Hansen, Is it true that we have had about a $10.5 billion
imbalance in payments for the first quarter of this year?

Mr. Daang. Yes, the figure T think I gave in my statement was $10,2
billion but all of that really occurred before mid-March. So it really
occurred before the recent establishment of structure of rates and,
since mid-March, we have had an overall surplus in our international
transactions,

Senator ILaxsen. Well. T have not had the opportunity, and for
that T apologize, of examining your charts or reading your full state-
ment, but T must say that there seems to be growing concern, as nearly
as T can discern it, over the situation with respect to our fuel and
energy imports, The prediction is that by 1985 we will probably be
importing $25 billion to $30 billion worth of cnergy per year,

ou are saying then that you look upon other advances that you feel
this country may have vis-a-vis other countries and you believe over-
all that we will come into a situation where we will have a favorable
balance of payments, as well as a favorable balance of trade. Is that
the thrust of your statement ?

Mr. Daang. That is clearly the thrust of my statement, Senator, I
think with respect to the area you are dealing with, this is an area
that is of concern but 1 don‘t think we should exaggerate the impact
in terms of our payments position or in terms of our trade position, I
think it does underscore taxe need to look as the funds get larger in
size over time, that we need to look and work with our foreign friends -
in those countries to see where they place those funds and in what
form specifically. because it makes a considerable difference whether
those go into one area or another,

Senator Haxsexn. T would agree with you. I don’t think we jieed to
exaggerate it. It occurs to me that the Arabs will do plenty to brin
it to our full awareness. I think there is no doubt about that. I woul
like to associate myself, Mr. Chairman, with your incisive questions
about a balanced budget. If I could say so, I am just a little bit dis-
appointed that there seems to be a reluctance by our people in Gov-
ernment to face up, honestly and forthrightly, to the question of what
effect a balanced budget would have on this country, I don’t speak
exclusively of you, Mr. Daane, but I just think that, basically, many
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of the things that have happened would not have come about if we had
faced up to this and I am willing to assume my share of the respon-

“sibility. But as long as we are printing money and making payments

through the various Government programs that greatly exceed the
tax revenues that come into the Treasury, I think we have laid the
basic groundwork for an inflationary situation.

Anc% if there is one single thing that might be done, I would say
that a balanced budget has to be of primary importance. In that
regard, I compliment you, Mr. Chairman, for your leadership in
trying to drive that back home. I think it is a real fact,

Mr, Daane, Senator, I am not trying to resist this, I am saying, I
think, the same thing that if I look back—and I have been a part of
this effort going way back—and if T go back to 1965, I would say
that our very bad performance at the present time is divectly attrib-
utable to our weakness in terms of our fiscal policy and our budgetary
policy in that subsequent period. 1 think whenever you get into an
excess demand situation, it points quite clearly to making a real and
meaningful effort on the fiscal policy side, as well as on tﬁe monetar
policy side. So I don't think there is any disagreement or any unwill-
ingness on my part to be forthright. I appreciate what you are saying
and I think we do have a double-bavreled problem when we come to
inflation, I would say, again. in retrospect—hut we felt it at the time,
actually—we felt at the Federal Reserve that our fiseal policy was
inndequate to the demands that emerged so clearly as we moved
through 1965 into 1966, and so on. and we are reaping the costs of that
now.

Senator FlanskN. [ appreciate your clarification, Mr, Daane, Thank
you very much,

Senator Byro, Thank you, Senator Hansen.

I want to call now on Senator Fannin, who has one question and
then we will go to the next distinguished witness.

Before ealling on Senator Fannin, let me say you mentioned, Gov-
ernor, 1965 and 1966, but our fiscal situation now is far worse tjmn it

" was then.

Senator Fannin?

Senator Fax~iN, Thank you. Mr. Chairman, T regret Mr., Daane,
I was ealled out on a meeting and did not have an opportunity to
hear your full testimiony. Isn't it true, Governor, we cannot compete in
consumer goods on the world markets unless we increase our produc-
tivity per dollar of wages? Each year we are adding an added cost
much more than the other countries of the world,

Mz, Daane. Senator. I would agree our productivity is very relevant
to tlie question but we do have an improved position rather than the
other way around, as I indicated in my statement. On this point our
unit labor costs have performed better than other countries.

Senator Fanyin, I realize we have improved but if we take the last
5 years, we have increased perhaps about 14 percent whereas the
Japanese have had over a 100 percent increase in their productivity.

Just as an illustration of the problem we have, when the last steel
wage negotiation went through, the wage rate increase for the 3-year
period was within 10 cents of the total wage paid the Japanese worker

so it will take a long, long time to catch up, won’t it?
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Mr. Daane. Well, the data I have is a little out of date on the unit
labor costs here, but if you look across the spectrum of the average
annual percentage changes in unit labor costs, we have quite a good
performance, I have here 1960-72. If you take 1970~, for example, our
percentage change in unit labor cost was something like less than 3
perecnt. In the other leading industrial countries, it ranged from 5 to 10

ercent.
P Senator Fannin. Of course, with the tremendous differential of the
Japanese rate, it is pretty diflicult to take it on u percentage basis.

r. Daang, Yesy-1t is. I think all of the international comparisons,
you are quite right, are a bit suspect but we had productivity this past
year, 195}2, whié\ shows that the percentage increase in our unit labor
costs in manufacturing was less in the United States than it was_in
Canada, Japan, or Western Europe. We had about a 4-percent rise in
productivity, a 6-percent increase im-hourly compensation and a 2.1
percent rise in unit labor costs lnst year, whereas the other countries
again were well above that, The figure for Japan here is something a
little under 5 percent. Again, admittedly. these don’t resolve every—
thing but they are indicative that the productivity growth in Japan
has declined since 1967. So you had an increase in their unit labor
costs, -

Senator Fanx~ix. That is correct.

Mr. Dasng. I don't mean to say——

Senator Fan~in. I understand.

Governor Daane, I think my time is up. I appreciate very much that
information. Just one more question :

An article on the financial page of the New York Times quote Dr.
Franz Pickenly, an expert in this field, us predicting the price of gold
to reach $420 within 3 years. Would you comment on that statement?

Mr, Daaxe. That is a self-serving statement on his part. What the
price of gold can get to is something I wouldn't forecast. I think you
can exaggerate the importance of the price of gold exceedingly. And
a8 we increasingly diminish the role of gold in our monetavy system,
our international monetary system over time, maybe we will get to
where we couldn’t care what that price is.

Senator Fax~in, Thank you very much,

Thank you, Mr. Chairman.

Senator Byrn. Thank you very much, Governor Daane. The com-
mittee appreciates you and vour associates appearing hefore the com-
mittee today.

The next witness will be Dr. Pierre Rinfret who has a well-deserved
reputation for candid and perceptive insights on economie issues. The
committee is «lad to welcome vou at this point. Dr. Rinfret.

Before calling on Dr. Rinfret, T would without objection, insert
into the record, three tables thiat T have prepared showing U.S. gold
holdings, total reserve assets, and liguid liabilities to foreigners over
specified periods: secondly. dealing with deficits in Federal funds,
intorest on national debt. 1955 through 1974 inclusive: third. receipts
and expenditures of-the Federnl Government, 1968 through 1974,

Without obiection, that will be inserted in the record at this point,

[The tables referred to by Senator Byrd follow :]
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U.S. GOLD HOLDINGS, TOTAL RESERVE ASSET AND LIQUID LIABILITIES TO FOREIGNERS
(Selected periods in billions of doliars]

Gold Total u?uld
holdings assets lisbilities
20.1 20.1 6.9
22.8 4.8 15,8
10.7 14.5 43, g
10.2 12.2 64,
10.5 13.2 79.0
10.5 12.9 90.9

Source: U.S. Treasury Department (except Mar. 31, 1973, figures are from Federal Reserve Board).
Prepared by Senator Harry F. Byrd, Jr., of Virginia.

Fiscal year—

19758 1969 1970 1971 1972 1973 1974
Receipts in billions:

Individual income taxes. $69.0 $87.0 $90.0 $86.0 $95.0 $99.0 $112.0
Corporate income taxes. . 29.0 37.0 33.0 21.0 32.0 34.0 3.0
98.0 124.0 123.0 113.0 126.0 133.0 149.0
10.0 1.0 10.3 10.5 9.1 9.4 9.6
3.0 3.5 3.6 3.7 5.2 4.6 5.0
2.0 2.3 2.4 2.6 3.2 3.0 3.3
2.5 3.0 3.4” 3.9 3.5 4.0 4.1
Total, Federal fund receipts.._... 116.0 143.0 143.0 134.0 149.C 154.0 171.0

Trust funds (Social Secutity Retire-
ment, highway) 38.0 4.0 51.0 54.0 60.0 1.0 85.0
Total...... e S 1540 188.0 194.0 188.0 209.0 225.0 256.0

Expenditures in billions: B 4*“

Federal funds ... _............... 143.0 149.0 156.0 164.0 178.0 188.0 199.0
Trustfunds. ... ............ e 36.0 36.0 40.0 48.0 §4.0 62.0 70.0
(32| 179.0 185.0 196.0 212.0 232.0 250.0 269.0

Unified budge®, surplus () or def-
ici +3.1 -2.0 -240 -230 -25.0 ~13.0
6.0 13.0 30.0 29.0 34.0 28.0

1 Estimated figures.
Prepared by Sen, Harry F. Byrd, Jr., of Virginia.
DEFICITS IN FEDERAL FUNDS AND INTEREST ON THE NATIONAL DEBT, 1955-74 INCLUSIVE
{Billions of dollars}

Surplus (+)or

Receipts Outlays deficit (—) Debt interest

955.. $58.1 $62. —$4.2 $6. 4
956. 65.4 63.8 +1.6 b.
957. 68.8 67. +1.7 7.3
958. 66.6 69. -3, E
959. . 65.8 7. -1l ,
960... 75.7 74.9 +0. 5
961... 75.2 79. -4, 3
962... 19.7 86. —6. )
963. 83.6 90, ~6.5 10.
964. 87.2 95, —8.6 10.
965. 90.9 94, ~3.9 10.
966. 101.4 106. ~5.1 12,
967. 111. 8 126. ~18, 13.
968. 114.7 143, ~28. 4 14.
969... 143.3 148, -5, 16.
9; 143.2 156. -13. 19,
971.. 133.7 163. ~30. 21,
972.. 148.8 178, -29, 21,
192 154.3 188. -3, A,
97, 171.3 199.1 ~27. 26.
20-yeartotal ... .. ... ... ..ooiiio.o. 2,039.5 2,212,1 232.6 264,

¥ Estimated figures. -
Source: Office of Management and Budget and Treasury Department.

Prepared by Sen. Harry F. Byrd, Jr., of Virginia.
BEST AVAILABLE COPY
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Senator Byrp. Dr. Rinfret is the president and chief executive of
Rinfret-Boston Associates, Inc., an international economic and finan-
cial accounting firm, whose clients include leading organizations in
business, industry, and finance.

The committee is pleased to welcome you, Dr. Rinfret.

STATEMENT OF DR. PIERRE RINFRET, PRESIDENT,
RINFRET-BOSTON ASSOCIATES

Dr. Rixrrer. Thank you, Mr. Chairman.

Mr. Chairman and members of the Subcommittee on International
Finance and Economics, let me say that I have been waiting 10 years
for this occasion. It is about time somebody began to look at our inter-
national financial monetary problems.

When T received your invitation to testify, my curiosity led me to

o back and read my own work and to attempt to discover when I first

ecame very concerned about the balance of payments positions of the
United States. In fact, the first time that I studied and.wrote in detail
about our deteriorating balance of payments positions was in 1963,
10 years ago. I must say that what 1I am about to tell you are things
I have been saying to my own clients and to both domestic and forei
rovernments for approximately 10 years. I mean no disrespect to Mr.
Daane, but his presentation of cautious optimism can be matched only
by my pessimistic caution.

I consider optimism Panglossian in view of our payments situation
and symbolic of this administration. This administration always sees
the silver lining in the cloud, but unfortunately the clouds remain and
the silver lining never appears.

We have had a dollar problem and a balance-of-payments problem
since 1963. We have, in my judgment, a long-term problem. This is
not a short-term problem. This is a basie problem. We economists call
it a fundamental disequilibrium.

I would like to read you a very brief one-paragraph summary of
what T said recently to my own clients. This was said just after the
second devaluation. which, in my judgment, will be succeeded by a
third, fourth and possible a fifth devaluation. This is what T said
in one paragraph:

The Common Market, GATT and the Last Kennedy Round were the political
and economic out-maneuvering of the United States by Kurope and by Japan.
This out-maneuvering included the creation of capital inflow insensitivity by
Europe and capital outflow insensitivity by the United States. The simultaneous
export of the American technology by the United States while it pursued a huge
defense program and the execution of two wars hus resulted in an acceleration
of foreign productivity and a relatively inferior productivity trend in the
United States. The United States is belleved, therefore, to have a long-term bal-
ance of payments problem even after recent devaluations,

Now, I would like to trace for you how we got where we are. I am
not going to do it with numbers because I would like to say some-
thing about the numbers. Most of them are not worth a damn. Most
of the statistics we have on our balance of payments problems do
not reconcile with those of other countries. For example, we claim
that we had 2 $2.5 billion deficit with the Common Market last year,
and the Common Market claims we have $400 million surplus, You
cannot reconcile the figures for trade exports from the United States
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to France or the figures for imports from France into the United
States. No reconciliation is possible. It is impossible to reconcile the'
gold movements. It is impossible to reconci}e currency movements,
Our statistical information is pitiful. We do not know what our

balance of payments actually is. :

If you will look at the little category in the balance of payments
accounts that is called “errors and omissions™ you will note that it
is getting bigger and bigger and. in fact, now represents more than
some of the major categories. So I am not going to trace it in terms
of statistics. I am going to trace it in terms of commonsense and logic.

T want to start with the postwar period. I want to start with the
year 1946, Everyone forgets that we are where we are because of
a series of events which has occurred in both the short and the-long
run, and those events ultimately culminated in something. In 1946,
this country was, by and large, the economic power of the world.
Through bombings and massive artillery fire we had totally de-
stroyed the German and Japanese cconomies. As a soldier in World
War II, walking through Germany I never ceased, as I saw one
village after another, one city after another, to be amazed at the
extent to which we had levelled that country. We knew that we had
to rebuild the world and we knew that we had to take a~very long-
run view and help rebuild France, Germany, the United Kingdom
and Japan. -

I would remind you. for example. of something which virtually
everyone has forgotfen. The first grant we gave in 1945 was to Britain.
$3.75 billion, which you might call the first postwar aid loan. It was
rather interesting that within a few weeks the British Government
bought the British railway system for $3.5 billion and we gave them
$3.75 billion, but- that is an”ironic footnote to history.

As o part of the reconstruction of world economies, we embarked
on massive ecconomic and military aid programs. For example, we
never took money from any of the countries for the grants which we
rave them. As a perfect illustration. I was a Fulbright scholar and

am proud to say I was one of the first Fulbright scholars to France,
The money I received came from the counterpart funds deposited
Dy the French Government against American money received in
economic and military- aid. spent in France and kept in France. As
a Fulbright scholar, T received the money, I spent it there and it
benefitted the French economy.

The second thing we did was to decide that the world would re-
construct itself if we would give them access to the American markets.
In order to provide access to the American markets, we had to start
(hsmantling certain protections for Americans in their own markets.
We realized that in order to overcome the dollar shortage in the world,
the Kuropeans, the Japanese, and all the rest of the-world had to be
able to get into the American market, they had to be able to accumu-
late dollar reserves by selling in the United States, but if we pene-
trated their markets as rapidly, they could never overcome the dollar
shortage. So we started up a one-way street of opening American
markets to the rest of the world faster than the rest of the world
opened their markets to us. ,

The irony is that, looking at it from a strictly economic point of
view, from the viewpoint of productivity and modern capital in-
vestment, the way you win a war is, in fact, by losing it. You lose
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the war, you destroy your industrial base. You then get the United
States to beﬁin subsidizing that base and you rebuild that base with
modern productivity, mogem equipment, and you end up with an
industrial base which is more modern than the United States’, For
example, there is no question that Japanese technology in steel ex-
ceeds surpasses the United States’ technology. There is no question
that the German technology surpasses that of the United States. If
you look at the percentage of our plants which are more than 26 years
old, you will find it is amongst the highest in the world.

The rest of the world has more modern equipment and has made
much larger capital investment relative to total production than the
United States has.

Now, very candidly. I have never been able to figure out exactly
how much money the United States has granted in economic and
military aid. Tf I may, T will quote Governor Connally, who claims
that we have given the rest of the world $180 billion net income and
military aid in the entire postwar period.

We arrived at a point in 19683 where, it is fair to say, the world
was rebuilt and we had, in fact., gone back to the prewar relation-
ships. Germany was rebuilt, France was rebuilt, the U'nited Kiandom
was beginning to come back. and Japan was rebuilt, The United
States was the only country in the world which didn’t know that.
The United States has continued to follow a policy of believing that
it must continue to subsidize the rest of the world.

If I may put it this way. one of the fundamental problems we have
in this country today is our vanity and ego. We still think we are
the foremost economic power in the world. We are no longer the
foremost economic power in the world. We have failed to realize that
the rest of the world is as powerful as we are and, in some ways,
smarter, :

The creation of the European Economic Community was the cre-
ation of a United States of Europe. and T remind you that was what
it was called originally. The population of that market now exceeds
the population of the United States. Its productivity appears to be
higher than that of the United States. Its rates of inflation are now
lower than the United States’. Normally. the EEC grows about 6 per-
cent a year in real terms. whereas, 1 would remind you. our record of
economic growth since 1968 is an incredible 2.5 percent a vear in real
terms. So the European Economic Community is a full-fledged com-
petitor of the United States in world markets. And heaven help us if
they should ever join with Japan. If they do. then you will have two
major trading blocs in the free world, with the United States as the
second and inferior block.

We have a cavalier attitude about our economic supremacy. We
think, and we were brought up to think. that we are the nation of
plenty; that we are a nation of opportunity, and we are the nation
which has all the economic muscle. In my judgment, that supremacy
came to an end many years ago. o

We have a cavalier attitude about gold. I must warn you that I am
of French background. T got my doctorate in France, and T am very
proud of that, so it may well be that I have some European ideas about
gold, ideas which are vehemently anti-American. 1 was at a_private
meeting about 2 weeks ago with two gentlemen: one was Stillman
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Rockefeller and the other was Langbourne Williams, Jr., who is

chairman of the executive committee of the Freeport Minerals Co.

We were discussing the role of gold in the world and he said: “Do
ou know what I did from 1946 to 19482 And I said, “No, Mr, Wil-
iams, I do not.”

Parenthetically, I might add that he has been a client of mine for
%0 years but I still call him Mr. Williams, as one does if one knows

im.

He said:

My role for 3 years was to make sure that the United States could get rid
of its gold supply. The function I shared with Mr. Rockefeller was to make sure
that we pumped our gold reserves into the world. We followed an intentional
policy of attempting to deplete our reserves and attempting, if you will, to spread
our reserves.

So when we went into the war in Vietnam in 1963 or 1964 or 1965—
and one is never quite sure when we went into that war—it was ob-
vious then that we had begun to lose our economic supremacy. That
war was the crowning blow to our balance of payments deterioration.
I will tell you a personal story about that. In early 1966 I toured:
this country and Europe. I went to France, Italy, Germany, Holland,
Belgium, the United Kingdom, and I took the position that the
United States was going to war, that we would get our defense spend-
ing up to $90 billion a year, that at its peak we would commit, if you
included the Air Force, the Const Guard, the Navy and the ground
troops, one million troops to that war. My Kuropean friends, particu-
larly the French, said: “You are ¢razy.” They said : “Didn’t you learn
anything from Algeria?” .

hen I went to England, T met a young man named Gilbert
Bouveret, with whom I took my doctorate at the University of Dijon
in'France, and I asked him: “Tell me something, where is France get-
ting her gold? Her balance of payments figures are not that good. She
seems to%mve an inexhaustible supply of American dollars and she is
converting those dollars into gold. Where is the gold coming from¢”
He looke(f at me and he started to laugh and he said, “You must be
kidding.” I said: “No, I am not.” He said: “I am a manager of which
bank in London #” And I said: “Now I understand.” He was a manager
of the French Bank of Indo-China.

In 1966, the only bank of consequence in Indo-China was the Bank
of Indo-China. All the American dollars we were s)ouring into the
Vietnam war were ending up in the French central bank. And the
French in their wisdom, and I say this in a complimentary w::{y, imme-
dia;(&ly proceeded to turn as many of those dollars into gold as they
could. .

If you will look at the statistics, from what we are able to tell, our
capital outflow from the U.S. Government to fight that war in Indo-
China was apparently somewhere between $4 billion and $5 billion a
year in 1966 and 1967, and foreign central banks immediately con-
verted that into gold. Very frankly, in their place, I would have done
the same thing.

That was point No. 1.

Point No. 2: If you look at the statistics which your own committee
has put together, your own research staff has put wﬁether, you will
notice an acceleration in Government spending on the international
side during the years 1965, 1966, 1967 and 196%. We went from $2.8
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billion in 1985 to $4.5 billion in 1968. The war caused us trouble with
our balance of payments.

Point No. 8: We pursued the most inane set of economic policies I
have ever seen a country pursue. They can be described only as “stop-
go.” The parallel is England. Every 2 years England decides to
religion” and they stop the economy. They stop 1t for 18 months. The
economy runs into trouble and they speed 1t up. They let things run for
about 18 months and then they have to stop it again, It is rather
amazing to me that in the past 4 years the United States has followed
the most disastrous set of economic policies any country could follow.
I admit that I am a registered Republican, but T say the facts speak
for themselves nevertheless. Look at our record. In 1969 this country
decided to stop inflation by restrictive fiscal and monetary policies. In
1970, this country was on the verge of a financial collapse.

T hold no special brief for the U.S, stock market. But the Dow-Jones
index was at 1000 in 1966 and it got down to 631 on May 26, 1970. That
is an index of the people's confidence, of their willinigness to buy secu-
rities of American industry and, more importantly, to finance the
American economy.

.. If you reail the stories about the Morgan Guaranty Trust, you
will find that they ran out of funds in 1970.

The President of the United States held an emergency meeting on
April 30, 1970, at which he finally decided to reverse the almost
disastrous monetary and economic policies which had been followed,
and finally, we did turn the American cconomy around. It barely
recovered in 1970 and 1971. It is rather amazing to me that when you
look at your figures on capital outflows, you will discover a rather
shocking fact. The capital outflow of private industry goes up when
the American economy slows down. It is that simple. If you were a
businessman and you were looking for opportunities in the world
and the American Government had stopped this cconomy cold for
3 years, which is what we did, where would you make your invest-
ments? Would you make them in the United States or in the rest of
the world? While the rest of the world was moving ahead, we were
at a virtual standstill. So the money left the United States. Just look
at your numbers.

e had a further deterioration in our balance-of-payments posi-
tion. In 1971, we had one of the worst balance-of-payments positions
ever seen in this country, a lm'go part of it due to the capital outflow
from the United States. In 1972, as you well know, we began to get
this country under economic control. The record began to look good.
Then we got into that disaster known as phase 3.

And, as I mentioned, Senator Byrd, I would not agree with Mr.
Daane on the balanced budget. I would say we need a big surplus with
tax increases now.

This country is out of economic control. Qur inflation rate on con-
sumer-prices alone is now running 9 percent a year. Herbert Stein
takes gEn:eut pleasure in the fact that it dropped to only 8 percent in
April. Forgive me for putting it this way, but that is like the difference
between being in a fire up to your eyeballs and being in a fire only up
to your neck ; it feels that much better.

e takes pride in the fact that the disaster is less disastrous, In
the first 4 months of 1973 our rate of wholesale price inflation was in
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excess of 20 gercent. Recently I asked my staff to look at our whole-
sale price inflation rate and compare it with those in the rest of the
world. We compared the U.S. rate with rates of 17 countries for which
we think the statistics are reasonably accurate. We came to a shocking.
conclusion. We had the fourth highest rate of inflation among those
countries today. The countries whose rate of inflation exceeds ours are
Argentina, Chile and Uruguay.
he French rate of inflation in the first quarter was 5.7 percent
officially, and it is estimated that they understate their inflation by 2
ercentage points, so let's say it was 7.2 percent. We had 9. Germany
in the first quarter had an inflation rate of 6.2 percent. We ran 9. You
go on down the line. You find that we have one of the highest rates
of inflation in the world,

Now how Governor Daane—and here T am objecting to his official
views—can talk about improvement in our international position is
beyond me. I think you are going to see more capital outflow from this
country, and you are going to see more private capital outflow as our
inflation rates continue to exceed those ofl the rest of the world, particu-
larly in-view of the fact that this administration refuses to act.

And T want to say something bluntly: the American people are
running away from their own currency. They are hidin(pi money all
over the world. If you don’t believe that, go to Switzerland, as T have,

o to France and go to Germany. People are walking into banks with

ollars in their hands, converting them into European currencies and
Japanese currencies, selling the dollar at whatever price it takes to
get a stronger currency. We are debauching our currency. How can
you talk about stable money with 9 percent inflation in a year?

And don’t blame American companies for speculating in curren-
cies, Why shouldn’t they? It is their money. As an American citizen
if my money is going down the drain, T think T have the right and
the obligation to sell it and to buy better money if it is available in
the rest of the world. There is no law that prohibits me from doing
that, and if T have most of my assets in the United States and I see
W]lilt I think is coming in this country. then, frankly, I am a fool not
todoit.

I don't blame the multinational companies for protecting them-
selves either. I don’t blame the American people. But I do bl%me the
American people for permitting the kind of inflation we have now.
I blame the American Congress for overspending and the adminis-
tration for refusing to act. To put it very simply, we are all guilty
and the irony is that this is Why we have a balance-of-payments

" problem,

There is a law in cconomics called Gresham’s law and it was first
formulated in 1554 as_far as we know. and it says: “The bad money
drives out the good.” It is that simple. You get rid of what is bad and
you convert it into good.

Next, I want to talk about the flight of American capital for a few
moments. Let me say a few things with which you may disagree
vehemently : =

No. 1: I think there is antagonism in this country toward Ameri-
can capital, I think we have a Congress which is, in fact, antagonistic
to American private enterprise and businessmen know it. When I
testify before the House Ways and Means Committee, some Con-
gressmen tell me that an investment tax credit is a tax loophole. My

T 87-331 0- 18- 4
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rejoinder is, why don’t you look at what the rest of the world grants
in the form of tax incentives? When you have a Presidential campaign
whose chief economic issue is the ability of people to evade taxes, you
are scaring American capitalists. And if you scare them, they run for
cover. The{; hide. Gentlemen, American capital is hiding now and I
can prove that to you with these statistics.

In spite of the slaps America gets in France, the official position of
the French Government every year—and I say this with a name like
Pierre Rinfret—is to barely complain about the inflow of American
capital. The French Government does its damnedest to get our capital
to come there. In southern France, the French Government provides
American industry with tax incentives, tax freedom, trained workers,
and free factory buildings if they will invest in the Marseilles area.
If you put your capital investment where it will help reduce French
unemployment. the French Government welcomes you.

The investment tax credit in the United Kingdom is 42 percent. In
the United States we fight about a 7-percent credit. In Belgium, they
will provide you with your working capital, a trained labor force, and
tax freedom for 10 years on any profits you may make in your venture.

American businessmen look around the world and they ask a ver,
simple question. “Where am I safe? Where am I welcome?” And
think we have arrived at a paradoxical stage of life where American
businessmen are more welcomed abroad in many ways than they are in
the United States. i

We are antagonistic toward American capital. You want to close the
loopholes? Well, the other day Herbert Stein once again brought for-
ward the ridiculous idea of rescinding the investment tax credit. I
know for a fact that this administration has formally asked for the-
rescission of the investment tax credit. T hope only that it will never
happen. How can American industry do any planning when it cannot
count on any domestic support? So it goes abroad. .

In addition to that. let's look at one fact: This is a country which
has gone to war three times in 30 years. We've had World War 1T,
Korea, and Vietnam. Parenthetically, I might mention the greatest
irony that I have heard recently. On Memorial Day, this was called.
o country at peace. I found that a little disquicting. If we are still
bombing and if that means this is a country at peace, then I have to
redefine “peace.”

Does anybody want to stay in a country which is constantly at war?
Look at the record in the Depression. Why did we get a gold inflow?
We got a gold inflow because the Europeans were running from war
and putting their money where they thought there would be no war;
namely, in the United States. I venture to suggest to you that it would
not be silly to state that Americans are also running from war with
their capital.

The irony is that since General DeGaulle ended the Algerian war,
{)}mce and prosperity has been characteristic of Europe but not of the .

nited States. And that will always attract capital.

Just look at what the Europeans are doing. They have created con-
tinued economic expansion. Their record of economic growth in the
last 10 years is superior to that of the United States. Their inflation
* record until 1965 was inferior. We did much better. But since 1965,
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we have had an inflation rate about equal to that of Europe and in 1978
we have exceeded it. ‘

If you look at it another way : When Europeans grant an investment,
tax credit to American industry, they maintain the credit perma-
nently. In the United States we do nothing but argue about retaining
and/or revoking the incentives to industry.

Finally, the greatest irony of all, the Enropean Economic Commu-
nity is getting bigger and bigger, and the greatest defeat which the
United States suffered was the multiple float of foreign currencies, It
had been predicted that by 1980 the %')m'o sean Economic Community
might have a single currency which wou]d be termed the European
Monetary Unit,

The United States, by its second dollar devaluation, in effect, ad-
vanced the.creation of a European Monetary Unit 7 years. We are
forcing the European central banks to work together, to harmonize
their policies. In effect, we are forcing them to float one currency
which is the European currency, against the dollar.

Gentlemen. let me refer you to the record to two wonderful books
about this subject. One is “Benjamin Strong: Central Banker.” It's
about-the twenties. The other book is “Memoirs of a Governor of the
Bank of France,” by a man who was Governor from 1925 to 1939,

I want to tell you a story which T have repeated frequently about
my father. My father was an international speculator. Today they
would call him an investment banker. He speculated in Russian furs,
in foreign currencies. American currencies, American goods, Canadian.
goods. When 1 was with him in 1936 in Paris. he told me something
which T will never forget as long as I live. IHe said: “Whatever you
give the Europeans, they will take.”

Gentlemen. all I can say to vou is that we have been giving and
they have been taking. and they have been right to do so because, after
all, if you are on the receiving end, why not? We have now forced them
into a single currency and they will use it against us and not for us.

Notice the hardening line on the trade negotiations coming up in
September. They are not going to give us anything. We are going to
have to fight. Why should they give us anything? We gave every-
thing and they took it. now they have it and they are going to keep
it. And in their place, I would do exactly the same thing. If we have
made one mistake, it is that we have given away our natural resources,

Look at the balance of payments. I will ask you a question and I
mean no disrespect, but why didn't you convene these hearings 10
vears ago? Why not 5 years ago? Why only now? Why did it take
us 10 years to realize that we have a problem? You know why? Amer-
icans think the balance of payments is unimportant. It is something
which is studied by a few obscure economic theorists hidden away
in some universities, After all, it amounts to only 5 percent of our
total GNP. Other countries understand the importance of the balance
of payments. When they have, as Canada does, approximately 28 per-
cent. of their employment engaged in export industries, they will very
well-watch it, We have been so insulated by our domestic markets that
we have ignored it completely.

I want to make five recommendations to you, if I may. I want to
be very honest with you. I don’t think any one of these things will be
done. T gave up hoping years ago. I will say this to you: My advice to
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my clients in the past 10 years have been very simple and I am on
record as saying this all over the world. I say that we will lurch from
one dollar crisis to another, ad nauseam, We will take action only
when we are faced with the inevitable collapse of the world monetary
srstem, and by that T mean a depression. That. is on the record. I don’t
think we are going to do anything. T think we have phobias, I think
we have egos, I think we have vanity, and I think we are just plain
ignorant. It is a boring subject.

Let me give you my recommendations, but before that I want to telt-
you some of my assumptions. First, the United States suffers from
arrogance. I might say that here in Washington you see it around
you every day of the week. We suffer from arrogance. We think we
are the No. 1 economy in the world. I don’t think that’s true anymore.
I think we were entitled to that rank once. Senator Fannin talks
about productivity. If I remember correctly, Senator, if you look at
the difi‘erontial between our wages and those of the rest of the world
since 1946, you will find we have the worst differential on record.
Unfortunately. we hear a lot of guff about productivity and unit labor
costs,

Well, let me tell you this: the foreigners are outstripping us left,
right, backward and forward. You ean't export American technology,
give them the benefits of our technology with labor costs that are one-
fourth to one-half to two-thirds of ours, and then ox]poct us to beat
them. We can’t. So we suffer from arrogance. We still think we are
the No. 1 ecconomic power in the world. .

I suggest to you that the No. 1 economic power in the world today
is the Iuropean Economic Community. If it isn't the European Eco-
nomic Community, Japan is certainly giving them a close run.

My second assumption is that we suffer from the strangest arrogance
possible in that we think we 210 million Americans can dictate to the
rest of the world what they should think, feel, and do about gold.
T have a tabulation in my briefease which you may find interesting. I
added up the populations of the countries of the world where people
are allowed to buy gold. According to my staff there are over 1.5
billion people in the world who are allowed to own gold and we, 210
million Americans say to them: *You are wrong and we are right.”
We think we can tell them what to do. but we can't. Governor-Daane
says he would like to see gold wither away. I will take exactly the oppo-
site position. Gold will become ever more prominent in the world as
inflation rages, as economies stay out of control because I remind
you of one fact: the debate about whether or not gold is a com-
modity is nonsense, If someone had taken any known material and
dropped it into the ocean 4,000 years ago, it would most likely have
dissolved and disappeared by now. But if they had taken a piece
of gold and dropped it into the ocean and taken it out today it would
be in as good condition as it was when it was dropped in. Why has gold
remained valuable for 4,000 to 5,000 years? For a very simple reason:
{)eople believe in it. 1 don’t know whether they are right or wron¥"
ut if they believe in it they are going to act on that belief. And }
{hey believe in it strongly enough, they are going to continue accumu-
ating it. -

Le% me remind you of something else. The U.S. Treasury takes
the attitude that if the Europeans have dollars and they don’t like the
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dollars, well then, they can sell them by buying American foods.
They have forgotten one fact; money is a storehouse of value. have
the right to just keep money as money. You can laugh all you want at
the gold speculators, but lot me remind-you that the price of gold in
the world today is equal to the amount of all the increases due to infla-
tion since 1933. At $100 an ounce for gold in the free market, all the
effects of inflation have been included. And so the person who put his
faith in gold in the past 20 years has been proved to be right and not
wrong, right because at least he has the same purchasing power he
had 20 years ago. That is a fact and I have looked at those numbers
in_great detail. Gold has indeed proved to be a storehouse of value.
My third assumption is that after two devaluations and a first-
uarter balance-of-payments deficit whose adjusted annual rate was
%40 billion, the United States still thinks it doesn’t have a balance-
of-payments problem. You heard it said today. We don’t have a prob-
lem., '&'e are going to ride it out. I have been hearing that for 10 years.
We are going to muddle through. That is the British term for it.
My fourth assumption is that we have forgotten how to trade. T am
a consultant to industry. but I feel our entreprencurs are no longer
entrepreneurs. Where are the Yankee traders? {Vhere are they ? Where
are the people wlio used to take risks in the world? Where are the
people who used to penetrate markets? They are gone. We have gotten
ourselves into a corporate environment where the way you stay alive
is to make sure that you never stick your neck out. T am dead serious
about that. While the rest of the world is venturesome and daring and
entreprenenrial. we have withdrawn into our shells.
Mr. Denny of RCA is sitting in the audience I think. At least, he

was gitting there when I came n[l). He will remind you that when I was.

a consultant to RCA in the early 1960's, I took the position that the
Japanese would steal the entire radio market of the United States. Mr.
Denny. if 1 remember correctly, shared that view but nobody else did.
The Japanese, according to the figures we have, now hold 80 percent
of the radio market in tﬁo United States. Kighty percent of the radios
we buy are imported. They have stolen one market after another. We
reacted late.

Look at automobile imports. T could tell you stories about that.

American Motors came on the market with a small car and they got-

banged out of the market in 1960 and 1961. American industry worked
as long as it could to avoid producing a small car. Only when American
manufacturers were faced with the fact that the Furopeans and the
Japanese were stealing that market did they finally react, We are losing
our entrepreneurial drive,

This, Senator Hansen, you asked this question about oil. Senator,
there is another problem which nobody has looked at and that is the
minerals problem. It is wofSe than the oil problem. The oil problem
is just for openers, We have worked on the minerals problem toa certain
extent. The estimate is that if we continue current trends, by 1985 we
will have a balance-of-payments deficit in oil alone of $50 billion a year.

Senator Haxsen, What?

Dr. RinFrer. $50 billion a year in oil alone by 1985. It may be that
we will have the same balance-of-payments problem in minera?;s.

We are running out of resources, and all I would say to you, very.
simply, is this: No economy has ever functioned without energy, and

e g s
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t};elt_'e is a direct correlation between supplies of energy and standards
of living.

As for the last of my assumptions, let me put it this way: As a
somewhat battered policeman of the world, we still pour out our capi-
tal to the rest of the world. We still give foreign aid; we still give
n)illitary aid. Finally, in my judgment, the wor]g monetary system is
sick.

Now, let me give you five recommendations. Some of them may
surprise you, but I will say this to you. Each one of them has historic
precedents. No. 1, call in all American currency, call in all of the
money in the United States and all over the world. Issue new cur-
rency. There is more than adequate precedent for doing this, We did
it with gold. The results which this might accomplish may be listed as:

First, the elimination of counterfeit currency, which could be sub-
stantial. Estimates are as high as $5 billion to $10 billion floating in
the world.

Second, the location and identification of large pools of illegal bank
deposits and cash hoards. Let me clarify that, You have heard about
the troubles of I0S. I don’t know if you gentlemen realize that the fun-
damental reason for IQS’ existence was that it was basically a deposi-
tory for illegal money, money which could not be traced and would not
be traced. Isn’t it amazing that after all of its troubles, IOS still has
assets of $500 million?

Th(iird, we could tax the hoards of cash whose origins cannot be
traced.

My second recommendation is to raise the price of gold to $200 an
ounce, on the basis of the inflation which has taken place since 1933
in-the United States alone: I am using American inflation only, not
European inflation. We set gold at $35 an ounce in 1933; if the price
of gold today were to equal the inflation we've had since 1933, it would
be about $105 an ounce. or where it is. I would double the price, and
once and for all, T would put to rest any idea that there are going to be
further increases in the price of gold. It is self-defeating nonsense to
raise the price of gold 10 percent at a time when inflation is 9 percent
in the United States and between 6 and 7 percent. in the rest of the
world. Tf you raise the price of gold 10 percent, using the slice of salami
technique, and inflation is 6 to 8 percent, then all you are doing is
buyin% 14 months until you have to devalue again. It is.interesting to
note that the second devaluation came 14 months after the first. Inci-
dentally, Mr. Chairman, let me comment that the-second devaluation
was not expected by the administration. They reacted late. They were
forced to do it. They knew it had to come but they did nothing for
5 days while the crisis went on.

T would raise the price of gold to $200 an ounce and then the United
i‘)itates should stand ready to sell gold at that price to foreign central
anka.

My third recommendation is to create incentives to American cap-
ital to stay here and create more incentives to attract foreign capital
here. There is very little real foreign investment in the [Tnited States,
Most. of it is equity investment. In the past 25 years, the rest of the
world has created incentives to American capital to leave the United
States. They have done this by various techniques and methods, includ-
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ing investment tax incentives, special grants, forgiveness of income -
taxes, and so on, This has helped attract American capital abroad.

-We need to do two things; First, we have to make it attractive for
American capital to stay in the United States bi giving our business-
men the same kind of treatment they get in the rest of the world;
second, we have to give incentives to the rest of the world to come
here, especially incentives to foreign capital.

My fourth recommendation is to treat the rest of the world as it

.-treats us. Let me be frank: Get tough. The Europeans will respect us

for taking a hard line. I happen to think they respect Governor Con-
nally. I don’t think they like him, but they respect him. They complain
about him because he is tough. I am told by Lee Iacocca, president of
the Ford Motor Co., that when he exports a Mustang into Japan, he
¥ays $1,000 in duty, but when the Japanese imYort. a Toyota into the

Tnited States, the duty is $100. If the rest of the world will not give
us equal treatment, we ought to take unilateral action to get equal
treatment. '

I don’t think we are going to have a trade war. T think no one can
afford it. The rest of the world could afford it less than we could.

My fifth recommendation may sound silly, but let’s face facts. We
are Internationally bankrupt. There is no other way to put it. We
have $83 billion worth of short-term liabilities. We have $13 billion
in reserves. We have closed the gold window but we won't face up to
the fact that we are broke.

I want to :- ve you a perfect illustration of how that influences
Government j:olicy. I will cite names,

On April 26, Mr. Carstens, who is very high in the Christian Demo-
eratic Union of the West German Government, came to this country
and wanted to negotiate for payments to the United States for the
stationing of American troops in Germany. As you know, there is
some quid pre quo. Mr. Carstens, I know, was prepared to pay $1
billion for the maintenance of American troops in West Germany. He
told me that the U.S. Treasury or the Department of State—I am not
sure which—asked for and accepted only $500 million although Car-
stens was ready, willing and able to pay $1 billion. I communicated
this to the proper authorities. and the payment was still $500 million.

-We suffer from the idea that we can still afford to be the chief

' policeman of the world. We gave away $500 million in that one

fell swoop. It was not important enough: we didn’t negotiate; .we
didn’t bargain,

And so, I would end with one very simple thought: I don’t think
the balance of payments situation is going to improve. I don’t think the
T1.S. Government is going to do anything to improve it. I think we are
going-to continue to lurch from one crisis to another, We seem to
lack the courage, the drive, the incentives to change the situation.

If you make certain Eroposals, you are considered extreme, flam-
boyant, crazy. One of the leading economists in the United States 4
weeks ago suggested that gold is good only for filling teeth. There
are over 1.5 billion people in the world who think it is good for other
things besides filling teeth. Let’s face up to one fact; we are in trouble,
We are in trouble economically, financially, monetarily, and we are
slipping. T said the other day, before the Senate Subcommittee on
Antitrust and Monopoly Legislation, that we are on the way to becom-

© ing a second-rate industrial power.
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I would give you two priorities: No. 1, stop the inflation in the
United States, and No. 2, solve our balance-of-payments problem. I
think we have the means, the techniques and the know-how, but we
won’t use them.

Mr. Chairman, that is the end of my presentation.

Senator Byrp. Well, doctor, I must say I had not expected anyone
at these hearings to share the pessimism of the Senator from Vir-
ginia. T have been saying it in the Senate for several years. I have
thought much of what you have said this morning. I, too, have pessi-
mistic caution. T do not share Governor Daane's cautious optimism. I
think, as you said, we have a basic long-term problem and T think the
number 1 problem is to get inflation under control here. And it seems
to me that is not going to be done until the Government gets its own
financial {n‘ob]oms under control. I don’t see how it is logical to keep
on with these huge Government deficits which have gotten worse in
recent years. By the end of the next fiscal year, 1974, 24 to 25 percent
of the total national debt will have been accumulated in the period of
4 years. As I view it, the rest of the world sees the American problem
far better than we see it right here. I think we have been living in a
fool’s paradise, and I think the Congress is even more living in a
fool’s paradise.

What disturbs me is that T don't see that any real—well, T was going
to say, effort is being made toward a solution to our problems. Cer-
tainly, I see no results from any efforts that might have been made. As
a matter of fact, it appears to me that conditions are steadily deterior-
ating. I had not realized until you brought it out today—and I am
assuming your figures are correct—that the United States has the
fourth highest raté of inflation in the world. That is a very astonish-
ing fact, it seems to me, but I agree with your assertion, too, when
you said that our spending is out of control. I think it is. I think we
face a very, very serious problem, but in talking with most of my 535
colleagues in the Congress of the United States, I find that very few
share my pessimism.

And for that reason I am sorry to know that you not only share it,
but are perhaps even a little more pessimistic than I am. I hope I am

. wrong about. this thing. I hope you are wrong and I hope I am wrong.

I don’t think we are, though. I don’t think we are.

Senator Roth ? ~

Senator Rorir. Earlier, you recommended that we should not only
balance the budget but also provide for a large surplus. I wonder if
you could be a little more specific. There has been a lot of talk recently
in the Congress. supporting the need for a legislative budget in wluqh
we set prioritics. .\re you In a position to talk figures for this year in
addition to discussing more general concepts?

Dr. RinFrer. Let’s start, Senator, with the concept that Congress
will accept its responsibility. which I think you will agree it has long
avoided, to add up the figures and find out how much it is anthorized
to spend, then you set a budget. and you rank your priorities. Right
now this country, in my judgment. desperately needs a tax increase.
T would like to see both a personal and corporate tax increase, but the
personal tax increase shoulld not be imposed on those in income brack-
ets below $7,500 a year, because I think these people are overtaxed
now. I would hope we would tax to such an extent that we would pick
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up about $8 billion in revenues for fiscal 1974 over and above present
projections.

‘he U.S. Treasury’s most recent estimate for fiscal 1974 shows that
the budget will be in the red by about $4 to $6 billion. That is their
most recent estimate.

Senator Byrp. What budget ?

Dr. RinFrer. That is for expenditures versus receipts, not the full-
employment budget but the straight expenditure budget. Now, that is
not the official figure. The official figure, as you know, is much higher
than that. You must remember that they have raised their GNP esti-
mates by a substantial amount. They have raised their corporate prof-
its figures by a substantial amount. And they are coming up with
much higher revenue figures than they had before.

The latest inside estimate for the fiscal year 1974 deficit is that it
will be $4 billion to $6 billion; in other words we will have a cash
deficiency of that amount. and our spending will be in the red. T would
like to see a cash receipts inerease of at least $8 billion. That would
give us a surplus of %2 billion to $4 billion. I think that would have
some obvious impact: (1) it would take spending power away from
the people; and (2) of course. it would permit some very moderate,
but nevertheless some. reduction in Government debt. ~

If this Government cannot balance its budget in the biggest boom
we have had in maybe 20 years, then heaven knows when we are going
to do it. Now. the problem with a tax inerease, of course, is whom you
hit and how. T myself would prefer a different kind of tax increase,
which I have talked about. I would prefer a surcharge on American
corporations and on the individual American taxpayer, this surcharge
would go into escrow ; that money would not be available to the Federal
Government and would be kept separate from Federal expenditures.
The surcharge could he turned over to corporations and individuals at
a later date if it is necessary to stimulate the economy, Incidentally,
this is not an economic innovation. This has been done in West
Germany with a great deal of success.

Specifically. T would say this to vou. We should have cnough of a
tax increase to get our budget into a surplus position in fiscal year
1974 because we sure can’t do it for fiscal 1973, We sho dd move for a
tax increase now,

I don’t know if that is specific enough for you, Senator.

Senator Rorn. Would your eserow proposal involve borrowing tem-
porarily from the public and paying it back at a later date, when the
economy needs a stimulant? Or are you suggesting that there would
béno obligation but rather some form of tax

Dr. Rixrrer. It would not be available to the Federal Government.

Senator Rorir. As you know, there are many people both in and out
of Government who feel that we are not spending enough to solve our
social problems. Some people feel if we increase taxes we will increase
spending. Would you recommend increasing taxes and increasing
spending? Would that make any difference or would we just be spin-
ning our wheels? . .

Dr. Rixrrer. Well, T would answer you this way: I am no judge of
what our social objectives are or how adequate or inadequate they are.
But as a consultant to companies in the construction in((llustry. thave
heard them seream about t{;o impounded funds for pollution control.

.
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It is amazing how they are for fiscal discipline until it affects their
gx.vn‘ blqsinesses, then they are for pollution control and not for fiscal
iscipline.

Segator Roru. That is a problem we are often faced with, of course.

Dr. RinFrer. 1 would say this to rou. I think there is a very simple
answer to the problem. I don't care how you slice it, but if the Ameri-
can people want these social programs and Congress, as a fepresenta-
tive of the people, votes for those programs, then I say let Congress
tax the people to pay for those programs. That is all. If you want it,
pay for it. Why do we ]iersist with the ridiculous notion that there
18 such a thing as a free lunch in economics? You see, you are taxing
the people anyway. )

Sure, you don’t hit their pocketbooks with a direct tax increase,
but when you make them pay 9 percent a year more for the same
goods or services as a result of inflation, you are taxing them. Govern-
ment policies right now are highly inflationary. There is no question
that the Government is an engine of inflation right now. Incidentally,
so is the Federal Reserve.

This statement about a slowdown in the Federal Reserve allowed
growth of the money supply is nonsense. Incidentally, I will make you
this prediction and you can check it out: The money supply figures in
April, May and June are going to be shocking. Do you know why?
Because the Treasury is now unwinding its deposits into the private
slystom and, as they unwind. the money supply 1s going to go through
the roof. Then you are going to sce the Federal Reserve faced with
another surge in the money supply and another attempt to hold down
on credit,

Our fiscal and monetary policies have been creating inflation in
this country. Qur Government is the engine of inflation. We won’t
pay the taxes which are necessary to pay for these programs. You can
go back, if you wilk to the “Great Society” which wanted war and
welfare simultaneously. No country in the world can provide both
unless the people pay for it, and we didn’t.

T don’t care how you do it. If people want clean air and clean rivers
and everything else which goes with that. then let them pay for i,

Senator Roti. Many people argue that the public sector 1s spending
too much—some 33 percent of our current GNP. Do you thing that
thero is any maximum that the Government can spend without placing
a serious drag on the growth of the economy? Are we there now or do
you think we will reach it soon?

Dr. RinrFrer. T would have to give yon an honest answer T think
that concept is silly in view of what is happening in the rest of the
world. It is estimated that the French Government directly controls
50 percent of all of the output of France, for example, and that country
is going to be the leading country in Europe in 5 years. They have
one of the highest standards of living in the world. It is growing at
an incredible rate. Their GNP is growing 6 percent per year in real
terms.

Senator Roru. When you say they control 50 percent, does that
mean they control the means of production ?

Dr. RiNFreT. Yes.

Senator Rotu. So, right now it is not complete ?
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Dr. Rinrrer. It is not quite total control. If Kou look at it from the.
viewpoint, however, of Government revenues, they are taking in those
revenues and disbursing them.

Senator RorH. As you know, we have a trade bill before us. I guess
this is a little bit out of our immediate jurisdiction in the subcom-
mittee, but I would like to hear your comments on the administration’s
proposals. How can we write into this legislation the need to bargain,
as you put it? Can that be done? Are there any techniques there
beyond the administration’s people who are selected ¢

r. RinFreT. 1 just don’t know how you do that. I think you have
to create a mental attitude and the right personalities have to be
involved. ‘

Much of what you heard about the first devaluation was inaccurate.
Much of what you heard about the second devaluation was also inac-
curate. The first devaluation, for example, was really-two men making
a decision. They made a decision about how much and how far they
would go and when, and they did it. You know the two men I am talk-
ing about; one was the President of the United States and the other
was Governor Connally. Now, Connally was ready, I am told, to go
in with a 15 percent change in the price of izold. The British said the
wanted a change of 8 to 9 percent. Connally went in and bargained.
The French wanted 15 percent. Connally bargained. He shocked them
when he threw that on the table.

How do you tell the American people that we are no longer rich,
that we are financially bankrupt, tﬁat we are broke, that we must get
tough? People will still tell you that the U.S. function is to provide
for the rest of the world.

Now you either change the cast of characters or you are going to
have exactly the same thing happening again. I might add that I have

~—-been intimately involved in this area on an unofficial basis for a long

time, and the problem I have always seen is in attitudes. There is a
philosophy in economics which is, unfortunately, sometimes so out of
touch with the real world that it gives rise to statements like this:
“If foreigners don’t like dollars, let them buy American goods.” You
try to explain that foreigners don’t have to buy American goods, but
how do you beat that kind of attitude? You beat it with personalities.
‘When a corporation is in trouble, it gets a new chief executive officer.
When the chief executive officer finds that his executives are no good,
he 1gets new executives.
eople run trade. When Mr. Eberle goes to Japan, I am told he is
tough, and the Jai)anese scream and the other Government depart-
ments scream that he is too tough, he should be pulled off trade nego-
tiations because he is tough. When Mr. Connally goes to Europe and
he is tough, everybody screams that he is a bull in a china shop. We
get worried whenever we have a tough man negotiating for us and we
run for cover. We are simply not protecting our own interests in our

————trade negotiations.

B 1

I endorse the trade bill 100 percent. The President has to have
the right to negotiate tariffs up or down. If I may, I'd like to make
a few comments about that point. As you will recall, the first point
the Secretary of the Treasury made _was that the United States was

- asking for the right to lower tax barriers, and the second point was

the right to raise them. I said, “It should be the other way around.”




56

But his attitude was such that he was thinking first of lowering,
not raising.

Now, how do you change that kind of attitude? You change the
people in charge.

Senator Rorn. Is it your view that through tough negotiations
we should try to increase international trade or do you feel that pro-
tectionism doesn’t have a significant role? Do you feel we are going to
have to move more in the direction of protectionism?

Dr. Rinrret. I think there is an answer to that. I have talked to
the Europeans about this. I don’t think the Japanese or the Europeans
want a trade war. T don’t think they want the United States to go
protectionist. But the impression I get, particularly from talking to
people at the top level of the French Government, ig that they still
don’t think we are serious. They still don't think we really want to
get. our balance of payments in equilibrium. T met with the economic
adviser to the French Minister of Finance. and he said a very simple
thing tome : “Why don’t we stop quibbling and get on with it ¢”

Senator Byrn. Would you repeat that?

Dr. Rinrrer. This was the economic adviser to the Finance Min-
ister of France, and he said: “Why don’t we stop quibbling and get
on with.it?”" He was saying. in effect, “We don’t want to quibble with
you any more,”

But they still haven't gotten into their heads the fact that we are
serious.

Senator Rorn. Should we put our defense problems together with
our trade problems as one bargaining package?

Dr. RinrFret. Absolutely. T gave vou one answer to that. What did
the Germans say ? Mr. Carstens told me that West Germany would be
willing to give the United States $1 billion to keep our troops sta-
tioned there. We settled for $500 million. I asked him “Why don’t we
pull the troops out so we ean force you to pay us $2 billion, which is
what you really should be paying us?” And he said: “Oh, you will
never pull out your troops. you can’t pull your troops out of West
Germany.”

This 18 one of the toughest men in the (DU, and he said: “You
can never pull your troops out.”” T said “Then we should, because if
you are scared enough, maybe you will pay us $2 billion instcad of
$1 billion.”

So all T am saving is that we need a total approach using every
weapon we have. Ask Mr. Denny what methods he uses in corporate
negotiations. What do you use in Congress? You use every tool at
your command. Why do we divorce international trade from polictics?

y do we say that the monetary system is not related to political
objectives? That is nonsense.

Now, one of the reasons why we have a balance-of-payments prob-
lem is because we are spending $5 billion a year for defense all over
the world. And don't to&l me those points are not related. Part of our

etting tough is saying. “OK you want the troops in West Germany {
ou want all the troops, all the equipment? Fine. Now pay us $2
billion, or you get nothing.”

Of course, I have a hypothesis about that, Senator. It is very sim-.
ple: our troops are there to protect us and not the Germans. ‘

Senator Rorii. My time is up. I would just like to ask you: You
made some reference to our country’s backward position in attempting
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to develop incentives. Have you accumulated any information on this
ty%e of incentive?

r. RINFRET. Yes, sir; I introduced this in testimony on investment
tax credits and other investment incentives before the House Ways
and Means Committee and, if you like, I will send it to you. It is' a
detailed analysis of the incentives in most of the Common Market
countries and Canada compared with those of the United States.

Senator Roru. Thank you. I share your desire for this country to Fet
tough, for this is important. We have to learn economically, as well as
militarily, that we areno longer the biggest power.

Dr. RINFRET. Yes, sir. i

Senator Byro. Senator Haskell ?

Senator HaskeLL. Just one question :

You mentioned we lost the Yankee trader instinct. Based upon my
limited observation of our major corporate enterprises, I happen to
agree with you. You are the first person who has made such a state-
ment though. I would like to hear from you any suggestions you feel
might be helpful in inducing us to get back some o ﬁxm instincts.

r, Rinrrer. Well, I woufd have to begin by saying that it is fairly
complicated, to say the least.

Senator Haskerr. Oh, yes.

Dr. Rinrrer. Let me give you an jllustration. When President
Kennedy reacted to the steel price increase and sent the Internal
Revenue Service to investigate the tax returns of Mr, Roger Blough,
then chairman of the United States Steel Corp., that was the begin-
ning of the end of the American industrialists’ willingness to talk it
out. It really was. If you go back and study the record, you will be
amazed to find to what an extent that was tf:e turning point.

You have to recognize that the American businessman is terrified
by the U.S. Government. He is absolutely terrified. He doesn’t want
anything to do with it. He wants to stay as far away as he knows how,
and the less involvement he has, the better off he is. He is subject to
harassment, he is subject to investigation, he is subject t6”criticism,
he is subject to insults. Most businessmen, in my experience—and I
am not carrying their flag because I don't carry anybody’s flag—most
of them are pretty responsible human heings. Some of them are crooks.
Some of them are chieves. But the proportion of crooks and thieves
in business is no different from the proportion of crooks and thieves
in the rest of the population. Businessmen come up against the U.S.
Government and they are accused of everything in sight, so they say,
“Well, maybe the best thing is never to testify.” They are subject to
a taxation system—and this is something I didn’t get into with Senator
Roth and T would like to make one comment which I should have
made earlier. For example, this is the greatest capitalist economy in
the world, this is the country which has been the epitome of free
enterprise, and free enterprise means, after all, the information of capi-
tal. But, if I were to ask you how we rank in terms of capital gains
tax rate, what would your response be # Most people would say we rank
8th, 10th, or 15th. The shocking answer is that we rank highest in
the world. Our capital gains tax rate is the highest in the world.

Do you know what the capital gains tax rate is in France? Zero,
Do you know what it is in Italy? Zero. In England, it is 12 percent,
So the entrepreneur says, “Why should I risk my money in the United
States?” If I risk my money here, they tax me 8714 percent. If I lose
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my money, I get a $1,000 deduction. It’s a one-way street. The Govern-
ment shares one-third of my profits and none of my losses. ‘

So you have made him a little less of an entrepreneur. As an indi-
vidual, I am proud of the fact that my income is a very high six
figures. But I will be honest with you; today I wouldn’t take the busi-
ness risks I took 10 years ago. It i1s not worth it any more. The odds
are against me now. I woulg not take the risk of losing with no com-
pensation because the taxes I pay are too high.

Senator HaskeLt. You are advocating increasing taxes?

Dr. RinFreT. I advocate increasing taxes to balance the budget
because I think we’ve got to have fiscal discipline, but that doesn’t
mean we cannot make other changes to induce capital investment. For
example, you talk about the entrepreneur. Let me tell you who is
going to maintain free enterprise in this country: the little entrepre-
neur. You spend all of your time working for the big man and no time
working for the little man. You could do thousands of things for the
little businessman you don’t even think about. You have a subcom-
mittee on small business which, I am told, never gets anywhere,

~ You tax the income from interest on savings of $5,000. Who saves
the $5,0007 Mom and Pop. And you tax their income, you tax the
interest on their $5,000 savings.

A little man goes into business. He has a shop with 10 employees.
Now you take away his $25,000 tax exemption. You are killing im;
and so he says, “The devil with operating here, it is not worth the risk.’

So where does he go? He looks all over the world. And such busi-
nesses are not so big, incidentally. I can tell you stories about people
leaving this country with $10,000. Thev go to the rest of the world
and t.ﬁey see that their capital investment is fostered, aided and

betted abroad. So they say. “T am not going to take the risk of invest-
ing in the United States. It is not worth the risk anymore. If I invest
in other countries, I don’t get taxed to death. If T invest here, I get
taxed, I am attacked.”
" You know, Government, the media and. everybody are on the indus-
trialists’ backs.

Let me ask vou another question just for the fun of it. Name me
the industrial leader of this country today. Who is he, sir? Where is
he? I don’t know who he is, T haven’t heard from him in 10 years. Ten
{eat‘s ago I would have said it was Roger Blough. Now who is it?

Tave you noticed how quiet the leading businessmen have become?
They are keeping their mouths shut because the best way to keep
from getting burned is to keep your mouth shut.

For example, there are class action law suits. This is a killer. The
courts permit one guy to file a suit. I know and most of you people in
Congress who are lawyers know that any individual can file a law-
suit and then it is joined by 500,000 stockholders. So all of a sudden a
corporation has 500,000 stockholders on its back.

o you play it safe. you play it safer and safer and safer and take
fewer and fewer risks. You don’t want to be criticized, and so you hide.
More and more, you hide.

That is what you see happening in this country. You can’t name
the industrial leader anymore. I can’t. Isn’t it strange that the count.
which is the industrial leader of the world doesn’t have an industrial.
ist spokesman? Even the Chamber of Commerce has become quieter.
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t\zhat is the NAM stand on anything? You hear less and less from
em.

What is happening is sad. I will give you my favorite example, I
have said this before in testimony and I will repeat it. The Securities

and Exchange Commission is the bulwark of the American investor
against the financial community. If it were not for the SEC, I am
convinced that the financial community would rape most American
investors, But I will turn it around. The SEC is destroying competi-
tion in the financial community. It is killinf it. In 10 years we are
goini; to end up with Merrill Lynch, E. F. Hutton, Bache & Co., and
a half-dozen other big fellows and all of the little guys will be gone.
The little guys can’t stay alive any more. There are too many report-
ing forms, too many legal and accounting requirements, too many
regulations, including limits on fees. Their freedom is being stripped
from them.

Do you know what I am doing? T am going out of the mutual
fund business. In our small fund we have to spend too much time
filling out forms for Government agencies. I am getting out. Let the
big ones have it. You're killing us. This country is killing the entrepre-
neurial drive. If Government wants to share in the profits, it should
also share in the losses.

I don’t know whether I have answered your questions directly, be-
cause it gets more complex.

There is something comfortable in being part of a big, quiet erowd.
You can get hurt if you speak out. Forgive me, Senator, for using
myself as an example, but when I speak out. I am called flamboyant.
I may be 100-percent correct, but I am called loud, extreme, and a head-
line hunter, That is the reaction you get when you tell the truth. These
are some of the Probloms, and after a while vou get tired of them.
In 1970, I said, “There ain't going to be no recession™ and that has
been quoted back to me two million times. Frankly, 1 am getting
tired. One of these days I just might stop making public appearances
because you can take only so much. This 1s part of the problem.

Senator Byrp. Senator Fannin? _

Senator Faxxin. Thank you, Mr. Chairman. T certainly commend
you. Mr. Rinfret, for an excellent statement and the answers you
have given. I am tremendously impressed. T am just sorry that every
Member of Congress could not have had the op})ortunity of being here
today to question you because 1 think you could change the minds of
many people regarding the antibusiness attitude that is held by this
Congress. We do have an antibusiness Clongress.

Dr. Rinrrer. Yes, sir.

Senator FannNin. And it is certainly devastating to this country.
When we talk about the tremendous increase in imports, for the fu-
ture, I am wondering if we aren’t just dreaming because to even stay
in a balanced import position it will be very difficult.

Do you think that we-can work on the side of increasing imports, if
we also work on the side of increased exports? In other words, is it pos-
sible for us to pay for these increased imports unless we do find a way
to compete better in the world market and have increased exports?

Dr. Rinrrer. No, Senator Fannin, you are obviously absolutely
right. You can't talk about a $50 billion deficit in oil or a $50 billion
deficit in minerals without the dollar constantly depreciating so that,
say, one French franc might equal one U.S. dollar.
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Senator Fannin. What I am suggesting, is that what we are go-
ing to have to do for the next 10 years if we continue on our current
course?

I understand this is a tremendous problem for us. We do have some-
what of an answer, though, if we were to be realistic about it, We do
have large surpluses of coal, for example. in this country, but we won’t
bite the bullet and say we are going to use coal in place of our natural
gas and in place of petroleum products that we are importing. Other
c}(]mnt.ries in the world, as T understand it, utilize what is available to
them, .

Dr. Rinrrer. There is also a problem, Senator, with this coal. In
the early 1960's I worked on this subject for 1 solid year for the Louis-
ville and Nashville Railroad Co., which is a coal-hauling rail line. In
1965 we took a look at the coal versus oil versus natural gas versus
atomic energy equation. et me remind you that it was the stated
rolicy of the U.S. Government at that time to expand atomic ener
installations. The U.S. Government took the position that coal would
not be needed in the energy mix of the future. Now what happened
in 1965 and 19667 I would suggest that_vou check this, particularly
\]\'ith lthe Island Creck Coal Co., which can tell you about this in great
detail——

Senator Fax~in. Who!?

Dr. Rinrrer. Island Creek Coal. Check what they did in 1965 and
1966—we were working with them at that time, As a result of the U.S.
Government’s projections of the demand for oil, atomic energy, gas,
and coal. Island Creek C'oal entered into a 20-year contract to sell its
coal to Japan because the U.N. (Government was then taking the posi-
tion that coal would not be needed in the energy mix of the future. So
this is the problem you have today, much of our coal is being exported
to Japan. Incidentally. it is our best coal,

And then, of course. you have the ecology problem. of which you are
aware. You also have situations where atomic energy installations are
so far behind schedule as to be unbelievable. There again we get into
the ecology problem, which is holding up construction of the installa-
tions with the required double safeguard system and everything that
goes with it.

You are right about coal, When we looked at it in 1965, we didn’t
come to the Government's conclusion. We came to the opposite conclu-
sion. We came to the conclusion that by 1990 coal demand would grow
at a compounded rate of growth of 7 percent. a year versus 4 percent a
vear in 1965,

Senator Faxxix. Well, to survive, we must reverse that position,
that is my point. regardless of what we have done in the past. We must
reverse our position and realize we are now up against almost an im-
possible situation if we fail to do so.

We do have vast reserves of coal buried in the ground. Large quan-
tities are going to the Japanese, but we do have vast quantities we can
use but are heing held up now because of the environmental objections,
but I think we must. roafize there is a balance here. We can still protect
the environment reasonably but yet go forward with that development.

We also have vast reserves in geothermal energy. We had a break-
through in that in just the last few months that I hope that you will
get information about because I think it has tremendous potential.
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But with the problems we have, I fully believe that the Japanese have
outentrepeneured us and they have also outworked us. I think that

_isan important fact ; they have outworked us.

But don’t you think that the European Economic Community per-
haps fears the Japanese more than we do from the standpoint of im-
ports into their countries? We are importing 35 to 40 percent of all of
their exports, and the European Economic Community probably is
somewhere between 3 or 10. Do you expect that to chan veg)

Dr. Rinrrer. No, sir. beeause the Kuropeans have told the Japanese,
“There is no way that you'll do to us what you did to the United States.
No way. If you think you are coming into this market like you went
into the U.S. market. you are out of your minds.”” I know, because I was
there when the French Minister of Finance told that to the Japanese,
He told them right to their faces *Do you think you are going to do
to us what you did to the United States ¢ No way.”

To put it another way, the Europeans are not going to be “Uncle
Sucker.” They are smarter than we are. They recognize the situation
for what it really is.

Senator Fax~zix. We have this GA'T'T meeting coming up. I share
your pessimism on the results of GA'T'T. What do you think will hap-
pen? I wonder, do you think we should have bilateral agreements and
deal with Japan on n quid pro quo basis? .\ basis of you ship some-
thing into our country and we are going to ship something into your
country?

Dr. Rixrrer. 1 think multilateralism is finished. I think we should
go to bilateralism. If I may put it this way, 1 think we should set the
Japanese egainst the Kuropeans and force the Japanese to go into
the European market and let them fight it out there, T think it is about
time this country legitimately protected its own interests. I don’t care
what techniques we use as long as we do it,

1 am a little tired of seeing one Ameriean market after another dis-
appear. If the Europeans and Japanese were still in deficit, if they
had no gold reserves, if they had no dollar reserves, it would be one
story. But these are wealthy, prosperous countries with huge produe-
tivity, tremendous rates of growth, and huge reserves. Out of the
$153 billion total reserves in the world. we have $13 billion. The
Japanese have $18 billion. The Germans have $23 billion. They have
more reserves than we do and we are giving them help. We are the
ones who need help.

Senator Fax~in, Iagree with that. We need it and we need it now.

Dr. Rixrrer. Of course, very frankly, on the other hand, let me say
that I don't blame them. If we gave it, they were smart to take it. I
mean [ don’t blame them for that.

Senator Fanvin. No, they outmaneuvered us. That is right.

Our trade with the Persian Gulf countries will be practically a
one-way street. We are bringing our petroleum products in from
them and thereisn’t a consumer market over there.

Dr. RinrFrer. There is another answer to that, Senator. In 1957 this
country drilled approximately 70,000 wells a_year. We are now down
to 12,000. In our zeal to get rid of tax loopholes we eliminated the flat
2714 percent depletion allowance and also eliminated many of the
wells. Now we are reinstating a measly 5-percent special-investment

97-331 0-13-5
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tax credit. One of the things my firm does is to survey industry on its
response to legislative and political action. ) L

e have asked companies what they would do about oil well drilling
in 1973 and 1974 if there is such an investment credit.

Now I will say that so far we have only a 15-percent response to the
survey. But all the respondents to date say the same thing, we will do
nothing. Why? When you analyze it, you find that this credit would
be less than what they are getting in the rest of the world. Now, again,
you say we will have to bite that bullet. )

Again, we have this mental fixation that we are giving away some-
thing. We are not giving away something, we are losing something, Do
you ﬁnow what we are losing/ We are losing our independence of oil
supply. We are losing jobs created in the United States. We are ex-
porting jobs by our tax policy.

Senator Fan~NiN. I agree wholeheartedly with yon.

Dr. Rixrrer. And 1 say the oil problem will not be solved by what.
ge bring in from the Arab countries but by what we do in the United
States.

Take the North Slope. The problem there is unbelievable. Take the
Arctic Islands. There is commercial gas in the Arctic Islands. We
know that four major drillings have been made there and the gas is
spilling over like crazy.

Senator Faxxin., T might say we are looking at that, certain mem-
bers of the Interior Committee are looking at that problem and are
very anxious to be bringing in the \laskan oil and are doing every-
qling within our power to have the recovery you are talking about
there,

Is my time up, Mr. Chairman?

Senator Byrn. Yes.

Senator Harrke, Can T say one thing? Mr. Rinfret is an old per-
sonal friend of mine. I have to go to the dining room and meet Bernie
Seigel who is over there now. I would invite him to lunch if he could
make it.

He is a competent witness. T can guarantee yon that. T have the
highest respect for him.

Senator Faxxix. Well, we will never have another one, that is for
sure.

Senator Harrke. Goodby. Dr. Rinfret.

Senator Fax~Nin. Is my time up?

Senator Byro. It is up. But go ahead.

Senator Faxxin, Well. the problem as I see it, if we are going
to trade with other countries, for instance on the petroleum issue,
then we have a problem of having them being able to purchase our
products if it is going to be successful over the years. Do you feel
that we have a potential in Russia in that respect, because they do
have the people there. I know they don't have a consumer market
yet to any great extent, but they have the natural resources and they
have the people. Do you look toward that market for consumer goods,
also as a supplier for capital goods and consumer goods?

Dr. RixrFrer. I would say this to you. Senator. I think the potential
proportions of the Russian and the Chinese markets may be the one
thing that will pull us out of our balance-of-payments dilemma.
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Senator Fannin. Well, I say Russia, but I mean the Soviet Union.

Dr. Rinrrer. Yes, sir. We have studied this extensively and in tre-
mendous detail. Let me give you an illustration. Let me give you &
very strange concept, and I want to quote the numbers. It is esti-
mated by the CIA that the Russians have 57.9 million ounces of gold
and the Chinese have 17.4 million ounces of gold. That is point No. 1.

Point No. 2: Did you know that the Russians are reported to be
selling gold in Europe at $57 an ounce for the account of the United
States? I would like that fact surfaced and checked out. That state-
ment has been made by the Bank of France. The Russians are selling

old for our account at the midpoint between the free market an
the official market prices. Then, 0} course, they are using the proceeds
to buy our agricultural products and our agricultural equipment.

Now this may sound very strange. but if we were to change the
price of gold to $200 an ounce. for example, the purchasing power
of the Russians would go from $4.6 billion to approximately $12 bil-
lion in reserves alone. The Chinese reserves would go from $1 billion
to approximately $3.5 billion. In other words. a change in the price of
gold will benefit this country more than anybody else, because the
two countries which need our agricultural products and our agricul-
tural equipment most are the Chinese and the Russians,

Now, if you look at Russia, you will find a shocking thing. According
to the best statistics we have, from 1913 to 1968 the Russian population
increased faster than its agricultural production, Russia is in a constant
state of agricultural turmoil. I remind you of the rumors that Khru-
shchev was ousted because of the failure to produce wheat in Siberia,
We have what the Russians want ; namely. agricultural products and
agricultural equipment. They cannot produce the size of equipment
we produce.

he Chinese market is even bigger. Now, people say the Chinese
don’t have anything to pay with. Well, the reason wf\'y that April
trade gain figure is phony is because we are paying for those exports
to China ourselves by giving them credits. It shows up as a favorable
balance-of-payments but our credits are paying for those exports. Now,

this may be our salvation. Maybe in the long run, our salvation will. .

be what we can sell to these people.

Did you read Brezhnev's statement the other day that the cold
war is finished ? It is over. The Russians and the Chinese are desperate
for food and if you like, I can give you lots of memorandums on this.

Senator FAnNIN. Yes; I just returned from there this past week.
" Dr. Rinrrer. Do you disagree with me? I would be interested to

now.

Senator FAnNIN. Absolutely not. I would like to have more in-
formation.

Dr. Rinrrer. When Mr. Allen Dulles was alive, I had the pleasure
of writing his speeches on the Russian economy. I did that as a private
citizen and that is when I first became knowledgeable about the Rus-
sian agricultural situation. That is their Achilles' heel and it is our’
great opportunity.

Senator Fannin. Well, thank you very much.
1.kDr. Rinrrer. 1 will give you copies of all of these, Senator, if you

ike.

Senator Byrp. Senator Hansen ?
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Senator Hansen. Mr. Chairman, the camdor and the knowlege of
the witness is certainly most refreshing. I have been stimulated by
his presentation. Thank you very much.

enator Byro. Dr. Rinfret, that has been a very stimulating presen-
tation. The committee appreciates your being here today. Let me ask
you this on behalf of the average American, how can the average

y, the average man and woman of our country protect himself and
herself against this raging inflation?

Dr. RinFrer. Senator, I have been studying this ad nauseam and I
have come to a very disturbing and discouraging conclusion, there
are no inflation hedges.

There is one unfailing protection, it has been used for centuries, and
will continue to be used and will destroy us if our inflation is allowed
to continue unchecked. T will say to you what F-have said publicly
about inflation—the only protective method the rest of the world has
used against it is cheating. People become dishonest, they become
crooked, they do things \mﬁer the table. They take money for services
in cash instead of in checks. They cheat on their income tax. If you
have ever wondered why the rest of the world seems to cheat more
than we do, maybe it is because they have had more inflation to contend
with than we have.

Senator, if T may, I would like to subniit to your four reports which
I did on this very subject in 1968. T came to one conclusion; there are
no inflation hedges. The only inflation hedge is work.

Senator Byrn. That is disturbing and we would be interested in
those reports. I have been trying to compare the two situations be-
tween Germany and America. I have been interested in the German
inflation in the early 1920%. I never understood it. I read two or three
ll;o;_)ks on it and T don’t have much more knowledge now than I had

efore.

No. 1, are there any books that you would recommend in regard
to that German inflation in the early 1920’s, and, No. 2, could you
briefly indicate the main reasons for that severe inflation ?

Dr, Rixrrer. Well, the answer to No. 1 is that T cannot, off the top
of my head, recommend any books to you. Concerning No. 2, we econ-
omists have examined that period in detail to see what happens with
inflation. I can tell you it was caused by two elements: lack of produc-
tion and tremendous Government debt, The Government debt poured
money into the system and there was no production to absorb the
money. So they got galloping inflation. T wilf tell you this story, which
I think epitomizes the perioci;.

I had an economics professor by the name of Sipa—not Walter—
Heller. He told us a story about the German inflation. He was livin%
in Germany at that time. He said he had an uncle who had.spent 2
years investing in an annuity. Every 3 months, he made his payment
to the insurance company. The annuity came due during the period
of hyperinflation and when he received it, the postage stamp on the
envelope was worth more than the annuity it contained.

That is what inflation does to you, How do you protect yourself?
You can't. I have studied every stock market in the world. Since 1966
the Consumer Price Index has increased by an average 5 percent a year
in this countﬁy. Figure that out. Seven years at 5 percent, that makes
35 percent inflation.
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Now where is the American stock market? The Dow Jones index
is now at 900 versus 1,000 in 1966. It is down, and so is everything
you look at.

You do find one hedge though. Maybe a person’s own home is his
best inflation hedge. But you will find, Senator, throughout the world
it always_comes down to cheating. People become crooks. They can-
not live legally with these rates of inflation, and this is the sad fact.
We know this historically. I want to quote one number. If you will
look at the GNP statistics for 1966, you will sec that the GNP and
income almost matched, there was only a slight discrepancy. But
now we have the biggest discrepancy we’ve ever had between income
and production. We can’t trace enough income apparently. All of
a sudden the income is going somewhere but we don’t know where,
I know where it is going; people aren’t reporting it or they are taking
cash for their services instead of checks. That is how they protect
themselves. That is what you do to meet the reality of the situation.

Just study the rest of the world. Let me give you the example of
France in 1945. I was there as a soldier. Morality was nonexistent
among the people. They had no morality. T am not insulting the
French. I would have done everything they did just to live. Whether
it is good or bad, you sell anything just to stay alive. That is what you
do. And when inflation rages, the only thing you think about is how
you can exist.

If we let inflation rage in this country—and apparently we are going
to do that—if we let go on, then T will make you this prediction:
just watch what will huppen to Government revenues.

Senator Byrn. 'To what?

Dr. Rinrrer. You just watch what will happen to Government rev-
enues. All of a sudden they won’t be getting the revenues they should.

Senator Byrp. Well, I think that we should get Government spend-
inﬁ under control, too, because I think that is a major cause of this
inflation you have,

Thank you very much for be:ng here. Dr. Rinfret.

[Whereupon, at 1:45 p.m., the subcommittee recessed, to reconvene at
9:30 a.m., Friday, June 1, 1973.]
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Washington, D.C.

The subcommittee met, pursuant to notice, at 9 :50 a.m., in room 2221,
Dirksen Senate Office Buiﬁling, Senator Harry F. Byrd (chairman of
the subcommittec) presiding.

R Ft'lresgnt: Senators Byrd, Jr., of Virginia, Hartke, Gravel, Dole, and
oth, Jr.

Senator Byro. Today we begin our sccond day of hearings on the
International Monetary Crisis. We have two distinguished witnesses,
the Honorable William McChesney Martin, former chairman of the
Board of the Federal Reserve System, and Mr. Eliot Janeway, the
prominent financial writer and analyst.

Mr. Martin served with distinction for 19 years as Chairman of the
Federal Reserve Board. Before that, he served as Chairman of the
Export-Import Bank and president of the New York Stock Exchange.
What & record.

Mr. Martin, we welcome you to the subcommittee. You may be aware
that on Tuesday of this week, Governor Daane testified and expressed
optimism over the U.S. balance-of-payments prospects, while Dr,
Pierre Rinfret took a more pessimistic view. Yours is the tie-breaking
vote and we look forward to hearing how you cast it. You may begin
- Yyour testimony.

STATEMENT OF HON. WILLIAM McCHESNEY MARTIN, FORMER
CHAIRMAN OF THE BOARD, FEDERAL RESERVE SYSTEM

Mr. MarriN, Well, T would like to preface my remarks by saying
I have been retired now for nearly 31% years from the Federal Reserve
and I have not consulted with anybody from the Federal Reserve
or the Treasury, my former associates, about my testimony today.
This has been a fireman returning to duty and T think it is good that
Kour commiittee is taking a look at this international tinancial crisis,

ecause I think in this instance, crisis is the right word.

I have a very brief statement which I would like to read. Let me make
clear at the outset that I am basically optimistic about the American
economy. My only reservations are in the matter of speed. We are
growing too fast; too much of tomorrow is occurring today. We have
not yet scratched the surface of our potential but, like our modern
automobile, the economy requires safe drivers, and one who advocates
safe driving is not an opponent of growth nor is he one who nrges more
unemployment to restrain inflation.

(67)
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Inflation is the root cause of the current international financial crisis.
Events since 1965 clearly demonstrate how inflation produces feverish
activity, impairs sound growth—witness the ups and downs of our
security markets during this period—undermines balance of pay- -
ments—Ilook at the statement of our balance of payments today—
and distorts the savings and investment process.

Money is a medium of exchange, a standard of value, and a store’
of value. The American dotfar 1n the postwar world has been the

rincipal bulwark of the international payments system as well as the

est currency in the world in which to save. This is no longer true and
now no one has complete confidence in saving in any currency. This
accounts for the speculation in gold and this at a time when the world
needs capital formation desperately.

When the Germans decicsed to Yet their currency float and we em-
barked on our new economic policy, we set sail on an uncharted sea
where, despite assurances to the contrary, liberal trade policy is going
to be buffeted by severe storms and, in my judgment, our economic,
our monetary, and our diplomatic position has been definitely
weakened.

I think the President acted boldly and courageously in reversing his
stand against wage and price controls and taking direct action against
inflation. Phase 1 was definitely a success and Phase 2 did moderately
well. We had a good year in 1972 and business has been unusually
strong in 1973, so strong in fact that inflation has already raised its
ugly head once again. Now, I do not mean that strong business always
means inflation, but in this instance, I think it does, because in order
to bring this about, we have engaged in fiscal stimulus so far in excess
of any reasonable requirement that in my judgment, it borders-en the
irresponsible. As a counterpart, monetary policy had to be easy.

I seriously question whet&\er the full employment budget concept is
an adequate answer. I welcome the efforts the administration is cur-
rently making to limit spending. We must not only have limits on
spending but limits on the rate at which we consume those resources
which wenow realize are not inexhaustible—oil is good example of it ;
we now talk about allocations of gasoline—and which as a matter of
simple prudence, must not be squandered.

In other words, our resources are not limitless. In the absence of such
limits it is hard to see how anyone can be confident that we are not
heading into another inflationary spiral which will have as its after-
math the inevitable recession. ‘

The boom which we have produced by a combination of fiscal-stimu-
lus and easy money is now running into shortages of capacity and un-
foreseen problems to produce a flood of business froth which is now
cresting the way the Mississippi River has been cresting as it and the
Missouri comes together in this terrific flood we have, and will, I think,
result in at least a moderate recession by the end of this year or the
middle of the next.

But my view of inflation is clear. To those who believe that full em-
ployment requires inflation, my conviction is that-unless inflation is
restrained full employment is impossible. I happen to believe that at
least relatively full employment on a sustainabie basis is not only de-
sirable but feasible ané can be achieved with high leveis of business
activity if we can find some way of containing inflation and maintain- -
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ing reasonable stability. The nations of the free world have become re-
markable successful at priming the pump and forcing growth but none
of us has yet learned how to apply the brakes and sustain growth and’
employment. We have now turned back to the view that each country
can stimulate its domestic cconomy without regard to its balance of
payments and without regard to its impact on others. In short, this
marks the end of an era of international economic and monetary co-
operation envisaged in the Bretton Woods Agreement Act.

Now I want to say a few things about the dollar. T am distressed:
when people say, “Thank goodness we have devalued the dollar.” That
it became necessary and even desirable to do so cannot. obscure the fact
that it represents a failure of U.S. economic policy—a failure to re-
strain inflation and failure to improve our balance of payments, I
approved of the first devaluation, }mwevm', reluctantly, and accepted
it as both necessary and essential to give us a new start. And I was not
inclined to dispute the President’s statement that the Smithsonian
Agreement was the most significant in the history of the world, as-
suming we were going to build on it promptly and e&ective]y. However
we became susgxended in an euphoria of belief that the realinement of
currencies on that occasion settled all our troubles. This was certainly
not the case, as was demonstrated by the second devaluation of the
dollar in February of this year. - :

I do not think this second devaluation was necessary; in this area,
there is no way of measuring precisely how you determine the value
of the currency and a lot of psychological and other factors go into
that. When I say I do not think it was necessary, I think we had nearly
14 montbhs to rebuild our confidence in our currency and our intervening
to protect it and we let that time pass. The dollar is now, in my judg-
ment, with the second devaluation. undervalued and it is going to take
considerable time to persuade people that we are not going to do it
again, On a recent trip in Europe 1 was asked repeatedly, “How soon
will the dollar be devalued again?” and was unable to persuade any-
one that we had seen the end. 1 think it is now imperative that we de-
fend the value of the dollar by intervening actively to support its
value whenever threatened. It is not yet believed that we are prepared
to go all out to make the dollar a currency in which it is useful to save.
I am appalled by those in this country who think that convertibility
of the dollar is of no importance and who believe we can concentrate
all of our attention on stimulating the domestic economy without re-

ard to our deteriorating balance of payments. Unless nations are wil-
.ingi to have fiscal and monetary responsibility, there is no way we can
deal effectively with unemployment and produce lasting prosperity.

T might interject here that I have over the years heard constant talk of

_ reforming the international monetary system. I think it can stand

some reform. I do not mean to completely discount it, but I say a lot
of people that are talking about reform are people who do not want

- fiscal and monetary responsibility and want to find some means of

evading paying their bills and getting all the credit that they need.
This is their idea of reform. That sort of reform just is not in the cards,

~ in my judgment.

I am sure it will take time, as we are Ereseqtly learpin%, to reconsti-
tute our international monetary system but it is essential. I believe that
the International Monetary Fund should be covered as rapidly as pos-
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————sible into some form of a world central bank. Secretary Shultz, in
his splendid speech at the meeting on September 28, 1972, stated, and
T quote:
“Several times today, I have stressed the need for a comprehensive new set
of monetary rules. Those rules will need to be placed under guardianship of the
-~ IMF, which must be prepared to assume an even more critical rote in the world
economy., .
’ “Given the interrelationships between trade and payments, that role will not
- be effectively discharged without harmonizing the rules of the IMF and the
: GATT and achieving a close working relationship.” :

— T would go further than he does. I think we must have a Federal
Reserve System in Europe and an International Monetary Fund in
which nations will pool some portion of their sovereignty in vheir own
interest, We do indeed need a new balance between “flexibility and

.stability * * * between unity of purpose and diversity of execution.”
I have taken those from Seccretary Shultz’ speech. Nevertheless, I
am convinced that we should sacrifice some individuality and Soie
small measure of sovereignty in what would constitute a world cen-

“tral bank. Unless we can work out something of this sort we are going
to have a lower standard of living in the world than would otherwise
be achieved and we will have frictions that will make keeping peace
more difficult. .

‘Now, T am well aware of the fact, Senator, that this will be con-
sidered to be visionary by some people and that the trend in the world
today is away from this type otp thing. And T am not suggesting that
anybody ought to do it for idealistic motives. But I say that the con-
fluence with multinational currencies and with the flow of currencies
that there is around the world and with the growing activities of our
Arab friends through our need for oil and the aceretions of dollars that
they will get from that require us to-have some central body that will at
least collect all the statistics and do a little bit better than the BIS and
the IMF have done in the past. While we may give up the par value
system and the specific technicalities of the international Monetary
Fund, I feel that it is very vital that we revitalize it or something like
it in order to have a forum where the nations of the world will sit down

——  and discuss these things.

Now, when you get into a crisis, there is very little discussion that
goes on. And I want to say that I was terrifically impressed—I just
got back last night—with the staff report here of your subcommittee,
I think the material that is brought together there is really splendid

w and I read it, I must say, only hastily, but I think it covers everything.

One of the things it says is “What are our alternatives? Gold sales by

the United States and monetary conference #” .

I think a monetary conference is very necessary. I do not think it
has to be a Bretton Woods Conference, but I think it is aital that we
get together the material that is involved here and see if we cannot
form some means of dealing with the massive overhang of Eurodollars
that there are in the world. When I was abroad 2 weeks ago, I talked
with one well-informed individual who was convinced that there
were $90 billion of Eurodollars in Europe. I think he may be high on .
-- -- " that, but he is a fellow who follows it very carefully. And this type of

‘ thing is all over Europe today and inflation in Europe is out of con-
trol. This is a worldwide phenomenon, this problem of inflation, at
the moment, and we have to find some way of bringing this under
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control or we will find that we all, at the same time, have a recession
and that can become a very serious thing to us.

Senator Byrp. I certainly agree with your assertion with regard to
the need to bring this inflation under control. I want to say, too, that
I greatly appreciate and the committee greatly appreciates your, as
you expressed it, return to duty, Mr. Martin. This is a tremendously
Interesting paper which you have presented to the committee, provoca-
tive. There are so many questions that I want to put to you that I am
not sure exactly where to start. I think I will start with your comment
a moment ago on the need for a monetary conference.

Do you feel that the United States should take the lead in seeking
such a conference?

Mr. Marrin. I think at the present time, we should. I was not so
confident of that before the first devaluation because I thought it might
be misconstrued, our taking the lead. But I think now we are in, I
think this is one of the most important things that we have. I think
that we cannot just sit by and see the dollar declining every other day
without making some effort to get our partners in the world to share
in our grief, if you want to put it that way.

Senator Byrn. I note in your statement you mention that the Inter-

" national Monetary Fund should be converted as rapidly as possible

into some form of World Central Bank. In that connection, I note
that you made an address on this subject on September 14, 1970. Where
was that address given, here in Washington ?

Mr. MarTin. No. that was given in Basel, Switzerland. It was un-
der the.auspices of the Per Jacobsen Foundation. Per Jacobsen was
the head of the Monetary Fund for some years and they have a founda-
tion now that is in his memory and this was the seventh lecture since
he died. I chose that as my topic. As I say, some of the people at that
meeting and some since have said that I was a bit visionary, but 1
think it is a good thing to have a goal out in front of you.

But what I am talking about as a world central bank is the central
bank of an individual country as a lender of last resort and also a
provider of reserves, a creator of reserves. I think the world needs a
central body that will be a lender of last resort, when we have specu-
lative excesses of one sort or another. I am not attacking speculators.
They are frequently right. If we did not have speculators, maybe we

ﬁow bad some of these things are at times. But it is
able to deal with it on a rational basis, and also that can create, as
was done by the SDR mechanism, which I may say Secretary Fowler

“ did Herculean work to succeed in negotiating that into the Interna-

tional Monetary Fund and I think eventually that special drawing
rights or something like that are going to be a type of world asset that

can be used by everybody.

Senator Byro. Without objection, your lecture on this subject de-

’ livered in Switzerland will be inserted at the conclusion of your
discussion this morning.

Mr, MarTIN. Fine. o
Senator Byrp. Mr. Martin, you state that inflation is the root cause

" of the current international crisis. My question is what is the root cause
~ of inflation?

Mr. Martin. I think the root cause of the inflation is excessive

.. spending in budgetary imbalance. That is the best way that I can put
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it. If you spend more than you are going to take in for any period of
time, you have to finance it. Now, I do not like to sound like an alarmist
and T do not feel that I am, but if you look at the loan-deposit ratios

_ of the banks of this country today, you find that what used to be a 60-

ercent level is now up to 80 percent and debt has become a way of
ife. T am, Lam afraid, and old-fashioned individual on this, but I
think that the way I was brought up was that it is like a rubberband.
You can use your credit, you can stretch it, but if you stretch it
too far, it snaps. I think we have been stretching our credit very far.
I think that what went on, what has gone on since 1965—the reason
1 point up 1965 is that in the 1960-65 period, we had a reasonable pros-
perity in this country. We had stable growth. But in 1965, the shades of
the Vietnam war were on us and we were dealing with guns and butter
and it was a very, very difficult thing to get anybody to see that this
could not go on indefinitely without causing us trouble. ,

I remember in the Fedoral Reserve that it was Senator Russell who
first told me that the spending in the Pentagon building was, in his
judgment, considerably more than appeared in the figures that I was
dealing with. He also told that to the Chairman of the Federal Reserve
Bank of Atlanta at the time, who told me this, and I am sorry that
Senator Russell is gone. T do not like to talk about a man who is no
longer alive, but he was one of the first who alerted me to this prob-
lem, because with-the figures we in-the Federal Reserve and the Treas-
ury were using, it did not look quite that bad.

President Johnson, who T am sure was sincere, really believed that
this was f’ust a little war and that we could afford to do all things. I
am sure he was sincere in that belief. But as it worked out, we were
starting then a train of events that has gotten us in deeper and deeper,

Senator Byrp. Would you say that a major cause or perhaps the

~ major cause of the inflation in the United States is the continued and

huge Government deficits?

Mr. MarTin. I would,

Senator Byrn. Would you put it as the major cause?

Mr. Martin. Well, T think along with that goes the cost-price-wage
thing, that if you consistently have wage increases far in excess of pro-
ductivity, that also is a contributing factor. But I still think that the
No. 1 is the budget deficit.

Senator Byrn. Eight years ago, you made a speech suggesting that
there were disquieting similarities between the then existing interna-
tional monetary situation an dthat of the 1920’s and 1930’s. Do you feel
that there are even greater disquietingsimilarities today ¢ ,

Mr. MarTin. Well, in that speech, I also pointed to some encourag-
ing dissimilarities. Most of the disquieting similarities were played up

" to the exclusion of the encouraging dissimilarities. I think there are

disquieting similarities today along the same lines as what I was out-
lining in that talk, but I think the world has progressed a good deal
and grown a good deal since then. But we have not yet come to grips
with this problem of debt. To this extent, T think that the disquieting

* gimilarities are just as bad today as they were then, and I think the

only problem on the management side, which is the encouraging side, -
the encouraging dissimilarities, is the fact that our managers have not
been doing as well as I think they might. And this is why T have used
the phrase in the opening, “safe drivers.” We have an economy here
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that I think is really remarkable in every respect. But we also have
automobiles that are the same way. But if you step on the throttle of
an automobile in traffic here, you will be going at 90 or 100 miles an
hour; perhaps you just cannot do that. You are just going too fast.

Now, this is a contributing factor to inflation, too. Everybody is
forcing growth. And that is really what I was trying to point up here
in a brief thing. I used this phrase that I picked up some place which I
like, that too much of tomorrow is occurring today. Now, whenever
you do that, people think you are against growth. I am not against
growth at all. I just do not think that you can do it all by debt.

I am worriec{ about the banking system today. I am not talking
about people losing money in deposits, but I am worried about the
constant growth of debt, the constant growth of consumer installment
debt. You will get all sorts of figures that will show you in relation
to this period or the other period. It is not disastrous. I am not sug-
gesting that it is disastrous. I am simply saying that if we keep on
%oing this course long enough, it will become disastrous, That is what

mean by safe driving.

Senator Byrn. Well, the disquieting similarities that exist to those
~of the 1920's and early 1930's, what are the major disquieting

gimilarities?

Mr. MarTin, Well, I think the major one is the failure to get our
spending under control. I am not talking about what the spending
ought to be for or the priorities of spond‘ing, but 1 have been under
the impression in ‘the last couple of vears that there was not any
real control here in the Congress on spending,

Senator Byrp. You are certainly correet in that impression.

M, MarTin. And this, I think, is the most disquieting thing of all. -

The world looks to us as the leader, and I do not mean to wave
the flag here, but the American dollar has been something of great
importance to me. I am not suggesting that we should never devalue
the dollar, but we went from the start of our country up to the present
time without devaluing our dollar and there was a time when we said
that the dollar was as good as gold. Well, I am one who thinks that
gold has to be phased out over a period of time.

I do not think there is going to be enough gold or gold production
in the world to supply the needs of world commerce as I-see it, But
nevertheless, I am rather distressed that we now have had to suspend
our convertibility and we have not put anything in its place. ’i‘his,
‘to me, is a very disquieting problem.

Senator Byrp. Gold—would this be correct, that the value of gold,
a major value of gold has been that it has exerted a form of discipline
on the Government in the past in regard to its fiscal policies? ,

Mr. MarTiN. Well, gold has unquestionably had some im]mct on it,
but the discipline has ﬁeen largely on the wrong groups in the society.
That is why I gave up my faith in the gold standard as discipline,
because in a society such as ours, the central bank can always offset
the gold by printing money if you want to use the phrase loosely.
When I first went on the Federal Reserve, I found out we had the

" power there to offset an inflow of gold or to compensate for an outflow
‘of gold. With due respect to George Bernard Shaw, who i8 quoted
many times on this and whom T always enjoyed, who said he would
rather trust gold to the management of any government that he
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knows, I still happen to think we have to trust governments basically.
And I do not think money should be our master; it must be our
servant. But a good servant, if you are using money in that sense, is
not one who has no discipline at all. It can just float all over. We
have to get the concept of money which we had in the Special Drawin
Rights where a group of countries are willing to agree that they wi
exchange assets and when there is an inflow or an outflow of an
excessive nature, as occurs in every central bank in the world, there
will be someone to offset it. And that is what a good central banker
is trying to do. .

Now, I feel very sad, if I may say so, that we came to the point that
we had not been able to keep our own inflation under control and we
had not been able to keep our balance of payments in anywhere near
equilibrium, so we had to devalue the dollar. Well, devaluation works
two ways. Devaluation helps your trade surplus, and I think we are
on the way at the present time to having an improvement in our trade
surplus. But it harms the credibility of your currency and it impairs
the faith of people in your currency. So it works two ways, you see.
Trade surplus good, payments bad.

Senator Byrb. Tt is no basic solution to the problem, is it?

Mr. Martin. No basic solution whatever.

Senator Byrp. And as I understand your feeling, the first devalua-
tion was necessary and probably good, and that is the way I look at
it, but the second devaluation has raised considerable doubt in the
minds of European financial interests, business interests, that the sec-
ond devaluation may be followed by a third or more devaluation.

Mr. MarTiN. This doubt has been raised not only in Europe, it is
actually raised in this country. I run into people from time to time who
say, when is the next devaluation? This is something that can be done
as a last resort once and maybe twice—I am not going to put any limit -
on it. But it is a very dangerous weaponi to play with,

Senator Byro. It is a very dangerous weapon, and to do it twice in a
short period of 14 months, I assume, adds to the danger?

Mr. MarTiN. That.is right.

Senator Byro. Senator Dole ?

Senator DoLr. et me yield to Senator Roth.

Senator Byrp. Senator Roth ?

Senator Roru. I am sorry T could not be here from the beginning.
Unfortunately, the Metroliner was late today. So if T am asking you
to repeat questions, |l)]ease bear with me.

Two days ago we heard Mr. Daane of the Board of Governors of the
Federal Reserve. He took a pretty optimistic point of view, the balance
of payments, He was followed by Dr. Rinfret, who took just the op-
posite point of view. He even predicted several more devaluations. As
a noneconomist, I am confused.

What do you think ?

Mr. MarTiN. No, I think we are improving. Our trade position is
- improving. This last month figure which has been widely publicized
was & step in the right direction and I would expect that it would
improve more. But the problem, I think, is deeper than just the trade
surplus. As I was indicating earlier, we have a problem now with the
credibility of our currency on the payments side and our job is to
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restore and rebuild confidence in the American dollar as the symbol
and more than the symbol, as the strength in the United States.

You know, you can destroy confidence very quickla), but it takes a
long time to rebuild it. And T think our job now is fo try to restore
and rebuild that. But I think in the course of events that I was trying
to emphasize in this statement, we have got to revitalize some orga-
nization like the International Monetary Fund—I think the Interna-
tional Monetary Fund is here and can do the job—into having the
Eower to do a last resort thing, a sort of reserve in an emergency. We

ave multinational companies today and I think multinational com-
panies on the whole are doing a good job. But we have a new flow of
currencies in the world, as emphasized most by the fact of our pos-
sible shortage of oil and the amount of money that we will have to pay
tothe Arab nations in order to pay for that.

Now, that amount of money ought to be in some way brou%’l;t into
a central place, where ways to invest it, ways to handle it, will be done
on a multilateral basis rather than an individual basis.

I do not want to quarrel—I did not hear Governor Daane’s testi-
mony and I did not hear what Mr. Rinfret said, but I believe in this,
that our principal problem is restoring confidence. I think confidence is
badly shaken today.

Now, you can argue about whether the first devaluation was too

“much or to little. T personally think this is in the realm of technical
legerdemain, but we did it. And it certainly was a step in the right
direction as improving our trade. But we did not take the intervéning
time. Once having done that. we had this realinement of currencies,
we sat by and we said, well. everything is going to be all right and we
did not use this time to show that we are going to get in here and
intervene, we are going to have the Federal Reserve and the Treasury
‘whenever there is any large inflow of Treasuries get in and, let us
put it bluntly, fight for the dollar.

Iet me point out that when the Germans revalued the deutsche
mark, they paid out $2.5 billion to defend it in a period of a couple of
days. Well, that is what I call fighting for currency.

Senator Rorii. As to the problem of confidence. T think there were
two significant statements made in the Congress yesterday, one by
the chairman of the House Ways and Means Committee, Mr. Mills, and
the other by our majority leader, Mr. Mansfield. T do not know
whether you have had a chance to read either of these statements, but
Mr. Mills spent considerable time on the need for confidence in this
country. He proposed that the President should establish a total price
and wage freeze for 90 days—to give as a period of time in which other
policies could be developed.

Mr. Mansfield did not go quite as far but he did urge that we turn
to something like phase 2 and have sterner measures. I wonder if you
would care to comment on that. .
 Mr. MarTin, Well, I am always very sympathetic with people who
have to administer this type of thing. I am not a wage and price control

“man. It is not part of my basic_philosophy. But I have a strong con-
viction that you cannot be both. You have to have more freedom than
we have permitted or you have to have more control than we have

. tended to have. You canot be both at the same time.
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Now, I think when we reached the August 1971 period and we had
not been willing to carry fiscal and monetary policy further than we did
because we were afraid that it would create more unemployment
than we were willing to take—and that is a matter of judgment—and
we decided we were going to do something on the wage-price front,
which was out of control, I think it was a very bold and courageous
move that the President took. And as I say in'my statement, I think
phase 1 was a success. .

If I may have an aside here, I had an operation in the Mayo €linic
in the summer and the day it happened, and when I got out and could
walk around the halls there, I talked to all the nurses and they were all
sayinﬁ to me, well, we voted for ITubert Humphrey, but we think what
Mr. Nixon did was just right here, because they were feeling prices
and wages, you see, and they were willing at that time to give u[i a
portion of their wuges so timt this was the right thing politically
at that point, no question about it. That is a very small sector, but 1t
interested me. . )

Now, phase 2, T think, if T were doing it. I would have liked phase 1
to be a little longer than it was—30 days longer, say. But phase 2 came
along and it did moderately well. ‘

Now, when you come to phase 3, I have real question about it, and
you see, T ducked it in my statement. I talked about phase 1 and ?hase 2,
and after all, T am in private activities now. And T am not fo lowing
this very carefully. But T ducked it. But if T had been doing it on
my own, and it is very easy. you see, to sit on the sidelines where you
have no responsibility, which I do not have today, to do this, I.not
only would not have given up phase 2 at the time they gave 1t up,
but T would have been disposed at that time to put what I call the
coup de grace on the thing %y having Some wage and price freeze for
some limited period of time. T think that wml]({) have been a
})sycho]ogical advantage and it would have capped what had been a

irly successful operation up to that point.

My observation is that phase 3 has not been much of a success. You .
have talked about returning to the free market but you have not
really returned to the free market, because you have the threat of
the Government over you and in the case of dividends and interest,
whx, you have a set of standards here,

Now, I am not criticizing the administration of this. I happened to
say and I am glad to mention it, that T think my successor at the
Federal Reserve Board, Arthur Burns, is a far abler man than I ever
was in the field and I take off my hat to him. He is one of the great
economists that this country has turned out, and T realize the dif-
ficulties that he is dealing with. But you asked me a question and I
just volunteer it. Phase 3, as you see I ducked in my statement, but T
am not happy with what has been going on here and I do not think
prices and wages have been properly handled here.

Senator Rotn. T think that most people would agree that both the
current chairman and his immediate predecessor have been outstanding
men and served the country well, and fortunately have been able to
elnjoy support on both sides of the aisle. T compliment both of you for
that.

1 believe you have predicted or foresee the danger of a recession com-
ing later this year. ‘B'hat steps do you recommend we take now to try
to avoid that, or is it too late ¢ .

)
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Mr. MarTIN. I am sorry to say I think it is too late on that. I think

that what we can do now is to keep it, if it should occur, to moderate

roportions. In other words, I do not think at this juncture you can
just reverse the course of events.

Now, we have had a lot of unforeseen things such as the weather
conditions in this country. Nobody could forecast that that had come
along here. But I think the movement has been so rapid and in some
instances so dramatic and the supply-demand relationship has been so
imperfect that we have a head 'oF steam on here, some of which is only
going to be moderated by just rolling over the dam and moving down.

That is not going to be a disaster. I am not suggesting I am courting
this and I hope it will not happen at all. But I thoufht I ought to put
it in this paper, since I was trying to give you what I honestly thought
or what I think is the likelihood for the Kulance of this year and the
first part of next year. - -

Now, you say to me, well, there ought to be some way that we can
just turn it. off at this juncture. I do not think there is.

Senator Roru. I am interested in the problem of capital formation.
One of our witnesses yesterday dwelt on our inability to help new
business with various types of incentives. Of course, you are well aware
that many people feel that we go too far in this area, that_the tax laws
are tax loopholes that benefit the large corporations and the rich. But -
would you care to comment on the im]portvance of capital formation and
what, if anything, you think we should do from a legislative viewpoint.

Mr. MarmiN, Well, I think saving is at the heart of capital forma-
tion and the thing that has distressed me the most, as I am trying to
point up in this paper here, is that at one time, we had gold, dollars, and
pounds. Then the pound went by the board and it became only gold
and the dollar. Then gold went by the board in 1968 and it was only
the dollar as the kingpin. Now, again, as I say, I am not trying to
wave the American flag on this, but I happen to be very proud of the
American dollar and very proud of this country and I think it is too .
bad that it is not still the kingpin and it is stronger, still, than the
other currencies in the world. ﬁnt by default, not by virtue of really
intrinsic value. The inflation abroad has been worse than the inflation
here, but both of us are having inflation. So that on a relative basis,
or to use another phraseology, we have been less drunk than our Euro-
pean friends have been in the last year.

Well, saving is not nurtured in that sort of environment and you are
not going to have permanent capital formation unless you again are
making it of some value to people to save. And there is a quality to
saving as well as a quantitlv. our professional economists will tell
you frequently, well, now, the savings here are not showing too badly
in our figures, but what they forget about is that savings have now
gotten around the world so that you have many foreign elements that
are buying up real estate in this country and other places as a hedge
against inflation. Now, on another matter, I have been working on
some real estate projects in New York City. I have enjoyed it very
miuch. But the values are really astounding today. One of the things
that is keeping the values up is that there are foreigners and others
who come 1n and say, well, here is a vacancy or here is something, I
will be glad to buy that as a hedge against inflation, -

974331 0.7y . 4
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That is the best way I can put the whole problem of capital for-
mation, We are not going to get sound capital formation unless we
get back to a saving environment. )

Senator Rors. Do you think there is anything that we in Congress
can do to provide a greater incentive to capital ormation?

Mr. MarTin. No, I think there is a lot that can be done in the area
of taxation, but I do not think we ought to get into that. I think taxa-
tion as an incentive can be very helpful. .

Senator Rorii. Mr. Chairman, I have a few more questions, but I
think I have taken my first 10 minutes. o

Senator Byro. I only want to ask one question, then I will yield
to Senator Dole. ) )

Dr. Martin, in your statement, you say, “I think it i8 now gm;iera-
tive that we defend the value of the dollar by intervening actively to

~support its value whenever threatened.”

ow, in view of the fact that we have only $13 billion in reserves
and $99 billion in short-term liabilities, what is the procedure or what
are the mechanics for defending the dollar?

Mr. MarTin. That is why I wish we had a revitalized moneta;y fund
to help us on this. But my old associate, Charlie Coombs at the Federal
Reserve Bank in New York has been very good in intervening in
currency activities from time to time and the Treasury stabilization
fund has been very good. It does not take a whole lot of money to
intervene in short-term movements of these currencies. Now, I do not
pose as an authority on foreign exchange, but I have worked in it
quite a bit over the last few years and simpll‘x say that with due
respect to my colleagues at the Treasury and the Federal Reserve, that
there is not a conviction today in the foreign exchange markets that
we are willing to put our money on the line to deénd this dollar
at this level.

Now, I do not know whether this is the right level, but Isay I
think that is imperative. If we really believe that this is—an
understand the President has taken this position, Secretary Shultz
has taken the position that this is the right level for the dollar—I
have said I think it is undervalued. That is a judgment I am making.
But I sav if that is what we believe, whether we have $13 billion or
not, we ought to be prepared to get in there and make it clear to
everybody that if need be, we are going to go to the wall to defend it.

Senator Byrp. Thank you.

Senator Dole?

Senator DoLk. I was going to ask you about the initial phase 3,
but you covered that. -

Mr. MarTin. And that, mind you, Senator, is just a judgment T am
making. It is relatively superficial. I think the only thing I would -
emphasize on that, which I think may be of some help to you—and
this is just purely one man’s judgment—but I think the big problem
in international monetary control here is fish, flesh, and fowl. You
try to be both, We get people making speeches about let the free
market do it, then you have people saying, we are going to control
this, that, and the other thing. We have the problems of interest rates
and all these other problems, but the thing that has bothered me on the
phase 1, 2, and 3 is that I do not think we carried through; having
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decided to have wage and price controls, it does not seem to me
we carried it through far enough.

Now, thatisa jug ent.

Senator Dore. I find it difficult—we talk about confidence and we
hear the flood of criticism—I use that word advisedly—with reference
to inflation and the run on the dollar and this morning, on the “Today
Show,” the new high for the price of gold. Many people around can
always find fault, of course, with anything that is done by the Gov-
ernment or by any administration. I understand that confidence may
be, in Europe or somewhere else in the dollar may not be the same
as confidence in this country. But it is difficult for me, at least, to
try to project to the American people, or any single individual
American, how these complex things really affect the average Amer-
ican. How d6 'you make the American people understand the real
problems? They understand it when prices go up, but inflation

~ escapes them,

You mentioned spending limits, which I think are necessary. I am
not sure Congress will ever accept that responsibility. We tallc about
the power and responsibility, but we want the administration to have
the responsibility and we want the power. Do you have any sug-
gestions on how we can, how the American people can more easily
understand the basic problems? - SR

Mr, MarTIN. As you say, I earlier mentioned the reaction I-got
when I had an operation, on the price side. I think that does %:at
through. I think the American people will understand the role of the
dollar better as they travel more. And we are going to have a big
travel year.

Senator Dore. They are going to understand it more as they buy-
more energy, apparently.

Mr. MarTiN. Yes, they will get some inkling of it. I have been
fortunate in being detached, more or less in semiretirement—Ilet us
put it that way—that I have been able to travel a lot. I never expected
in my lifetime to be wandering around to find out whether I could

et $10 more on $100 in a given currency from one hotel to another as

did last fall in several places. There is a traffic in foreign exchange
%oing on today and always will under this type of condition. And our

uropean friends, start with our Germans, that were all against in-
flation for a long time, and they have gotten to where they accept this
doctrine that they will just stimulate their domestic economy and to
heck with their balance of payments. Now you find over there the same
thing going on and you can get your currency under the table from
ant):I number of places.

ow, I know I am not overstating that because I have been wander-
ing around recently. Now, that will bring it home to the American
public as time goes on. ‘

Senator DoLe. But of course, only a very small portion of Americans
travel. The point I am making is it has an impact because the pressures
come to the American peoplc. to those of us who have some role in
leadership, and sometimes we react based on those pressures-—proper
pressures, of course—or at least we feel them, and maybe the judgment
we make i8 not the correct one. But there are all kinds of things float-
ing around now in the Congress on what we should do and spending
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limits and we continue to spend more than we have and add more to
each bill that comes along.

Mr. MarTIN. Right.

Senator Dore. How are we %oing to have realistic spending limits?
Can you suggest an answer to that question?

Mr. Martin. Well, on this, you see, it takes a long time to come home.
But I do not believe in boom and bust. T think we have the ability, if
we manage things well, to prevent that day. That is a principal dis-
similarity between this and the period of t%;e 1920’s. I think we have
the power-and the capacity if we manage properly to prevent a boom
and a bust. But I do not believe we have yet found any way to avoid
the fact that if you stretch your credit too far, to use my rubber band
illustration, it will snap. And in a good many places around this coun=
try today, it has snapped. It is not only the Penn Central case and a few
defalcations that you hear about, but a lot of this has occurred because
of imprudence and because of the high loan deposit ratios of banks,
and because we have just been floating in a sea of debt. That is the
only way I can describe it.

ow, I hope that we can find some way of educating people and
educating bankers and educating businessmen. I was veri pleased that
my successor, Arthur Burns, recently called on the banks to be more
- careful in their lending. I think you can talk all you want about general
controls, but if the bankers are going to be imprudent in the way they
advance. credit, we are going to have a lot of I0S’s. T saw IOS from
its start and it was just.an unbelievable pyramiding of credit. The
story has not yet been told. You just had dollar on dollar that was
progressively put out. T know a little bit about this, because they tried
to make me the chairman of it-at one time. Of course, I laughed at
them. This was right after I retired, you see.

But this is something you can sell people;-you see. It is like a land
boom. You can keep on selling people just up to the point that it breaks.
And I think it is our job to see that it does not break. )

There is a lot of commonsense in this country. I am a great believer
in the American people basically.

Senator Dork. Thank you, Mr. Chairman.

Senator Byrn. Before calling on Senator Hartke, let me ask you, or
let me comment on your statement that we are floating in a sea of
debt. Most certainly, the Federal Government is floating in a sea of
debt. The figures show, to use the administration’s own figures, and
allowing for some improvements in 1973, fiscal 1978, some improve-
ment in these figures for 1974, even allowing for that improvement, the
accumulated Federal funds deficit for the 4 years, fiscal 1971 through
fiscal 1974, will exceed $100 billion. That will represent better than
20 percent of the total national debt. In other words, 20 percent of the
total national debt will have been incurred during a 4-year period, .
while it has taken 150 years or whatever it was, 125 years, including the
Civil War and the Spanish-American War and World War I and
" World War II, the Korean war, and much of the Vietnam war, for
the other 80 percent of the national debt to have been incurred. It seems
to me we have never been on a more unsound basis financially than our
Federal Government is today. I-do not know whether you would want
to comment on that or not.
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Mr, MarTin. Well, I think that you have to make a lot of compari-
sons. You know, I have had a good many years of jousting with our
%ood friend, Wright Patman, and you would think that the Federal

eserve had created all the debt since the Revolutionary War. But I
do think that the proportion of debt, what is taken out of our gross
national product today, has become a very. very serious problem. If it
goes on too long, why, you are not going to have any free enterprise
of any sort in the country. This is where you get back to the tax
problem and the other aspects of it. Ldo not think you have overstated
that basically, but T think there are a lot of comparisons that have
to be made on it. o

Senator Byrp. Senator Hartke?

Senator Harrke. Hi, Mr. Martin,

"7 Mr. Marrin. Hello.

Senator Hartke. I did read your statement and you are optimistic
in your statement but pessimistic in your viewpoint. Is that correct?

Mr. MarTiN, T think what T am saying here is that unless we have
safe drivers——

Senator Harrke. Unless we have what ?

My, MarTin. Safe drivers. I am using that comparison with an auto-
mobile.

Senator Harrxe. That is right.

Mr. MarTin. Unless we have safe drivers, I am pessimistic and T do
not think we have been driving safely recently.

Senator Hartke. You know, that is iust like saying you can reduce
the death toll if not as many people div.

Mr. Marrin. I do not Yie\'e it is quite the same thing.

Senator Harrke. Why, sure it is, unless you say you want to get
rid of the administration or the Congress. I do not Know which one
you want to get rid of.

Mr. MarriN. I do not want to get rid of anybody. R

Senator Harrke. You do not approve of their policies, so there must
be something other than just going out and saying, change the man
who is driving the machine. A. J. Foyt did that in Indianapolis and
lost with both cars.

Mr. MarTiN. He certainly did. What T am suggesting here is not
that you change the Congress but that we have the power to keep
this under control and spending is one of the critica'l items.

Senator Hartke. To keep what?

Mr, Martin. Keep spending under control. I think we have the
power to keep spending under control. I do not know whether you
agree withrme or not.

Senator Harrke. We have the power, but again, what does that
mean? If you have the power to keep spending under control—we
have always had that. I mean, we have had this continuing dialog
between every administration and the Congress, that the administra-
tion contends that the Congress spends too much and the Congress
always contends that we spend less than the President asks for. But
that 18 just so much mumbo-jumbo. It does not mean anything. It is
like the debt limit. That does not mean anything, because if you spend
more than you take in, somebody has to pay the bill.

What I am asking 1s, Where is the-concrete solution that you offer
to continued inflation? You are an expert in this field. Where is the
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solution? You know, to go on out and say, stop inflation, that is like -
telling my wife not to spend money. It 1s good advice, but not gen-
~ erally speaking. Most husbands do not have that much control over
their wives.

Mr. Martin. Well, you can stop inflation if you apply fiscal and
monetary discipline to the economy. It may create more unemploy-
ment than you wish.

Senator Harrke. Those are words, Mr. Martin. Monetary disci-
pline—what is monetary discipline? What is that? Do you think that
the dollar went up today because of the fact that somebody over here
did not exercise discipline? Is that what you are telling me?

Mr. Marmin. No, I am not telling you that.

Senator Harrke. Now, the dollar is going up again today—I mean
gold has gone up again today. .

Mr. Martin. I do not know.

Senator Hartke. There is no question that at this moment, there is
definite insecurity in the field, by your own statement, about a third
devaluation. And you say you cannot. convince them that there is not
going to be a third devaluation. You could not convince me, let alone
the Europeans,

Mr, Marmin. Well, T hope—

Senator HarrkEe. Well, I read your statement and I appreciate what
vou said, OK?

Thank you. ..

Senator Byrp. Mr. Martin, how does theaverage citizen, how can
the average American citizen protect himself against this very severe
inflation which the country is experiencing and probably will continue
to experience ? -

Mr. MarTin, Well, he is almost helpless in protecting himself
against it. I think a good mauy people buy real estate or buy securities
because they think this will be some protection against it. Most of our
institutions have accepted the total return concept today and many of
them are spending a portion of the increase in capital gains that they
have when they take them for income. This has all been a byproduct
of the inflationary period. a side product. T think the average citizen
today is up against a very, very difficult probleim, because he does not
know where to save money.

In our South American conntries, where they have been faced with
this problem, real estate has been their principal hedge. I do not think
we are going to come to the South American state at an early date,
but I think that we have been moving in that direction.

Now, we are very fortunate at the present time in this country that
business is stronger than I have ever seen it. We have a very stron
business picture. This has been brought about by exaggerated fisca
stimulus and also by the fact of the ingenuity and the competence and
the capacity of American businessmen. But we have so many imbal-
ances. We have tried to do so much in the way of combining frec enter-
prise and controls that we have an unbalanced situation and I think
it is very dangerous. .

Senator Byrp. Would it be accurate to say that one of the best ways
the average citizen could protect himself, his future, would be for
him, the voter, to demand of both the Congress and the administration
that the Government. puts its financial house in order? Because unless
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tha: is]; done, it seems to me we are not going to get inflation under
control. -

Mr. MarTiN. That is right at the heart of what I am trying to say.
I agree with that completely. '

enator Byrp. Thank you, sir.

Senator Gravel ?

Senator GraveL. You make the statement that you did not think the
devaluation was necessary after the Smithsonian Agreement, Then
why did our administration devalue the dollar if you do not think it
was necessary ?

Mr. Martin. Well, this is a judgment that I am making and I was
not in on it. I simply say that we had 14 months after the first one
in which to rebuild vur position, in the International Monetary Fund
and in the world. I chink the second one—T do not know whether it
was forced by speculators, but certainly there was terrific pressure put
on the dollar, just as"Senator Hartke said there was today. I have not
seen what happened today. It goes up and down. ’

Senator Harrxe. Gold went up. - "

Mr. MarTiN. And we have had more of that. Now, it is necessary—
and its very casy when you sit on the sidelines and tell the players
what they should do, and I was not there, but my own judgment is
that when we devalued the first time, which I was not happy about—
I do not like ever to see the American dollar devalued, so T was not
happy about it but I thought it was necessary; I thought it would
give us a start. I thought it was essential that we rebuild as rapidly as
we could and I think we let the time pass in the interim to the point
where the world was losing confidence in whether we had a grlﬁx on
our economy and the world was beginning to doubt us and then there
was a flow. Whether it came from the Arab nations or where, we do
not know. We have a lot of Eurodollars floating around today, a great
many more than I wish were there, and I think we are going to have
to find some means of consolidating them and knowing where thely
are and how they are going to be funded. Buf they were floating all
over Europe and then all of a sudden, there is another run, :

Now, you are right up against it. Maybe that is all they could do
at that particular time. My personal judgment is that the dollar is
now undervalued. It will not continue to be undervalued if we do
not make good on handling our own economy.

Now, we have been hiding behind the statement that, well, we are
relatively better than some of our European friends. That is not a
strong position, in my judgment, to justify your conduct. I think
what we have to do is to be a leader and have a currency based on
the resources and eapacity and will of this country, which is likely—-

Senator Gravern. What should the Government do if there is a
run on the dollar? The run on the dollar, as T understand it, is occa-
sioned by the hedge that there is going to be a devaluation. In other
words, they anticipate that there is going to be a devaluation and
people are going to start running on the dollar and that precipitates
the actual devaluation. : -

Mr. MartIn. I am convinced, Senator, that what we need is a revital-
ized International Monetary Fund where, if this run develops, there
will be others that will be in a position to be helpful on it.
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Senator Graver. In the light of the rhetoric that we have received - -
__about the Smithsonian Agreement being the most significant develop-. -
“meiit in international finance, I do not know if there is anything left -
for us to do to reorganize the monetary fund. o
Mr. Marrin. Well, I think that it could be assumed that having
devalued, we were going to actively proceed to reestablish our.

currency.
.. - -Senator Graver. But was it not a point of fact that the rest of the
Y world ‘essentially did not accept the price at which we pegged the
‘ dollar and, thus feeling that our deva‘uation was not sufficient, they

felt additional devaluation should take place. Therefore, people started
moving out of the dollar which caused a run on the dollar, and which
occasioned the quantity of dollars that we have abroad, as you pointed
out about $80 billion.

Mr, MarTIN. Somié people think more than that. We do not know.

- Senator GRaVEL. Is there any way we can measure that?

' Mr. Marrin. That is what we are trying to do, but we have a Bank . _
for International Settlements, we have an International Monetary
Fund, and this thing has grown in recent years faster than we can
deal with it.

Senator Graver. Well, T think that if the energy crisis continues,
and particularly if we continue importing large quantities of oil to
meet our domestic needs, we will be moving more money abroad in 214
years than we presently have abroad today.

Mr. Marrin. Well, I think that can happen.

Senator Graver. Would that in your mind jeopardize our last de-
valuation and make a third devaluation necessary? It seems to me
that our second devaluation has demonstrated that we do not control
our economy, that anybody who controls enough dollars abroad and
who wants to work up a speculation can force us to do things.

Mr. Martin. T am not in a position to judge that. You will have
to talk to the Treasury people and the Federal Reserve. T am not in
any position to judge that. I think the first devaluation was essential
in order to give us u new start. It represented a failure of U.S. eco-
nomic policy, which we brush aside, but nevertheless, it was necessary.
Now, I do not think it is necegsary for us to devalue a third time.

——=  Senator GraveL. You disagree the need for the second devaluation,
The thesis T am advancing is that we lost control of our economy, the
monetary side of it, because of the sums of money, American dollars,
that were abroad. Do you agree or disagree with that?

” Mr. MarriN. No. I say yes, we did lose control, but I say we could
‘have kept it in control if we had been more active in the intervening

eriod and had a positive program. Supposing we had made an effort
in the 6 months afterward to fund the Eurodollars that were abroad

- to give short-term Treasury certificates or longer term Treasury cer-

~ 7 tificates for them, to mop up, as the Federal Reserve does, through its
swap activities.

Senator GrRavEL. That is an interesting proposal. What you are talk-
ing about, then, is if we can work out an accommodation with foreign
governments, we can go into the same type of financing we were doing
domestically. Is that what you advocate? Do you think this is a =~ -

-~ possibility to solve our problem?

Mr. MarTin. Well, I certainly do.
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Senator GraveL. Would that not even then give the Bundestag,
give the Parliament of France, more control? In other words, there
~ 18 no point in your coming to testify to us. You go testify to them §

. years from now and you tell them your problems, because they will
ve control of our economy. ‘

Would it not be more germane to say that if we are-producing o
and sending it abroad and we are importing y, that basically we
must keep the dollar value of these in balance. V'(fhen they are not in
balance and we are sending an increasing amount of our currenc
- abroad, we have lost control of our economy. In such a case, as ind
we have today, what you advocate is working out some agreement
where we can roll over our debt with them ¢
.. Mr. MarTIN. T am sa{ing that the nature of the problem today, par-
ticularly with the problem of the oil that we are all faced with today,

is that we have to have some wider group that is going to negotiage
how we deal with these problems of currency swings and what criteria
we have for the use and creation of reserves. The special drawing
rights and the monetary fund can do a lot for that.

Senator Graver, Sure, but I think that even if we send somebody
out to negotiate something, we ourselves as policymakers can sce the
parameters that exist within those negotiations. Now, we can go talk,
but it it comes down to a simple thing that we are going to send our
wealth abroad, we have no way to chase it back if there is no return
consumption—if we buy oil from somebody, they take our dollars
and then buy our machinery, then we have a little trade. But the little
country of Abha Dabba and the country of Saudi Arabia, their con-
sumptive ability is so low that there is nothing they can do.with that
money on a consumptive basis except invest it. We can either then
develop a national policy to go chase those dollars to get it back to
the United States and cause them to invest. it. here, or they are going to
take that money, take those American dollars, and try to invest them in
Europe, which in my mind would decrease the solidity of the dollar in
Europe or increase the flood of dollars. This could have a reverberatin
effect on our economy which T think could be of panic proportions or o
depression proportions. -

Have I exaggerated? T do not want to be a prophet of doom or sell
fear. But I am highly concerned about what that flow will be because
I am watching very closely what is happening with the energy picture
and I assume the administration does not understand what is going on.

We had a gentleman that came before this committee anf I asked
what kind of game plan they had and they have no game plan. All-you
are telling me is maybe we ought to send somebody off to negotiate.
Well, negotiate what? What are our goals to be?

Mr, Marrin. You and I are on exactly the same wavelengths here,
because I agree with everything you say. that we do not have a game
plan and we have to have a game plan. I think many of these things—
you have a splendid little booklet here that the staff has prepared, that
puts out the oil companies, what we may pay for them over the next
few years. Well, this happens all the time between California and Texas
and various parts of this country, that somebody has to follow that
and has to decide how or by what means we can deal with it. I say
that if we do not have some internatioanl body, and I think a revi-
talized International Monetary Fund would be the ideal way to ap-
proach it here, if we do not have somebody like that wrestling with this
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problem that you are stating very well, it will be only on a crisis basis
that we will make all of our concessions. And I think we have just got

to, over the next few years, realize that this is a changing world and .

that we need this.

I know some people think I am a visionary on this, but I really
think we have to see the European Common Market develop a Federal
- Reserve System in Europe, as I say in my statement. They are on the
verge of doing it now. After all, it is no harder to put them together,
outside of language and a few things, than it was to put California
and Texas and New York together. But if we do not do that——

Senator GraveL. I do not disagree. I think that certainly is a goal
and I would support that type of public policy. But I do not see where
that would solve the thesis that you now apparently agree with me on.
That is that we can set up a Federal Reserve System for Europe, but if
our problem is that we have a hemorrhaging of American dollars, then
we literally lose control of our monetary system. It becomes based upon
the fickleness of the international market. We can be driven, as I think
was the case in the last devaluation, into a panic situation.

Unless significant changes are made in the future we can expect to
be bouncing on the waves of what international speculators or other
governments may choose to do with our curmnc{r? They may act with
altruistic motives, but they could act irresponsibly and trigger a panic
in this country that would trigger a depression in this country and
the world. I think the matter is very, very serious because 1 believe
that by the mid-1980’s the energy crisis will have become a financial
crisis as well. :

Mr. Martin, I could not agree-with you more. 1 think it is very
serious and that is why I say you and T are on the same wavelength.

Senator Graver. Maybe I could get an endorsement of the value of
the Alaska pipeline because I think that would contribute to some——

Mr. MarTin. Well, it would.

Senator Graver. Let me ask you as an addendum to that. If you
send something out, you have to get something back. We have to find
a way to produce energy domestically or we Tave no solution to our
monetary problem, which is going to become considerably more ag-
gravated than it is today. o

Mr. Marrin. Absolutely.

Senator GrRaveL. So we can talk of monetary funds, we can talk of
a Federal Reserve System for Europe, which I think would be good,
but all of those will not solve the fundamental problem, which is that
the outflow must be kept in balance with the inflow.

Mr. Marmin. I agree with you, that they won’t solve them, but I
think if we have a body that was composed of a variety of countries
discussing this, we would get better solutions than we are likely to
get on a haphazard basis. .

Senator GrRaveL. I am just talking about the fundamental operations
of the American economy. We can solve these other problems as well.
But if we have considerably more money going out than coming in,
then regardless of what organization is going to work on our problem
over there, they will be controlling our problem. They may be working
on i}tn’ btgxt they will also have the control of our economy. Am I wrong
- in that

——
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Mr. MarTIN. No, you are not wrong in that, but it is up to us to try
to work it out. :

Senator Graver. We will try to find ways -

Mr. MirTiN. Thank you.

Senator Byrd. I think Senator Roth has one or two questions.

Senator RotH. I believe you said that you felt the business com-
munity was doing a pretty good job. There is a theory that these multi-
national corporations are partly responsible for some of our interna-
tional problems. Do you feel that we should attempt to promote more
investment abroad, or do you think we should try to bring corpora-
tions home and move them more in the direction of protectionism.

Mr. Martin. No, I would not want to move them in the direction of
protectionism and I want them to make the investment where it is the
most profitable for them. Now, they have to weigh that and if there is
a governmental problems, it comes in taxation on that. I think the
multinationals have, on the whole, done a good job.

Senator Rori. Do you think we should make them bring profits
home, for example?

Mr. MarTiN. Yes. I think they would be glad to bring them home.
It depends on the tax situation there. You have your taxes in France
and you have your taxes here. I think that has to be weighed. But I
would like to see as much foreign investment as we can possibly have.
I wish we could put more investment into the Arab countries, but they
do not have the capacity to take them.

Senator Roru. Well, it is my understanding that the present tax
situation is such that, at least under certain circumstances, if you do
not bring money home, you are not taxed for it. The corporations are
not taxed, though the profits are actually brought back here. Taxing
overseas earnings more heavily might be an incentive to bring the
- funds home, would it not?

Mr. Marrin, Well, I think you have to look at each individual case
on that, I think taxes can be used as a lever to do just that, in fact. But
in the foreign country, you have to work it out with the foreign coun-
try, you see. This is where this whole thing has to be a matter of nego-
tiation today. If you have a company that is operating in six or eight
different countries, you will find that their tax department is one of
their major departments. If you want to give them an incentive to
bring money back—most of them would like to bring it back. It is
just a case of whether they have a tax advantage by retaining it. It
1s a little bit like going to Puerto Rico, you know. Puerto Rico has
given, I think it is 10 or 20 years, to companies before they do it. So
you have a lot of American investment in Puerto Rico. That has been
their way to haveinvestment come in. But that is a very real problem.

Senator Rorn. Yes, I aFree with you,

Now a number of people outside of the Government, and even some
inside, seem to be saying that a surtax or some kind of tax should be
enacted now to cool the economy. What are your opinions?

Mr. Marrin. Well, I was ratf; r pleased to see é)ecretary Shultz sug-
gesting an increase in taxes on gasoline as a_way of perhaps getting
more revenue and restraining the purchase of gasoline. But this is on
the whole broad question of taxation, you see. Here I would like to go
along with the agministration that we do not want to see any increase
in taxes. We are already overly taxed.
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Senator Rora. That was the next question I was going to ask you.

Mr. MarTiN, But the counterpart of that is what Senator Byrd has
put out on the volume of debt that we currently have. If you are going
to continue to spend, there has to be some way of paying for it.

Senator Rorn. Even if we tax more, do you not think we will con-
tinue deficit spending? Will our rate of spending not just increase
that much more? Do you think there is any reason to believe a fur-
ther tax would be used to balance the budget rather than to be used
for new spending?

Mr. MarTiN. I am inclined to share your pessimism on it, but I
would hope it would not be so.

Senator Rorx. I was interested that you mentioned Mr. Shultz’
proposal on the gasoline tax. Senator Jackson, of Washington, has pro-
posed some monumental steps which appear to me to have considerable
merit. But I wonder how we finance it. Should we use part of this
increase in cost of gasoline or tax as a trust fund to make an energy
breakthrough. Would that make any sense to you?

Mr, MarTIN, Yes; it makes some sense to me. I think it is an admin-
istrative problem.

Sentor Rorn. It isa what? ~

Mr. Martin, It is an administrative problem, how you do it and
how effective it would be. But we certainly have to produce more
energy than we are likely to have in the near future in this countrK.

Senator .Roru. His proposal is particularly directed at research.

Mr, Martin. Well, it makes some sense.

Senator Rorm. In the 1960’s, when we put a surtax on, I was on the
other side and I was intrigued at the possibility that if you did put a
surtax, you could set that aside at some point and possibly repay it at
another time. Mr. Rinfret yesterday suggested something similar to
that. It was his recommendation that t%ere be some increase in tax
during the present economic problems, and that this be set aside to be
used, I guess, to help when the economy is in a slump. I think he said
some countries are doing this. Do you have any comment on this
approach ¢ |

Mr, Martin. Well, T think your earlier pessimism would be war-
ranted in the use of this.

Senator Rors. Well, I could not disagree with that.

Thank you, Mr. Martin. '

Senator Byrp. Senator Hartke, do you have further questions?

Senator HarTkE. No.

Senator Byrp. Senator Gravel ? .

Senator Gravew. No; thank you.

Senator Byrp. Two very brief questions; then the committee will
call on Mr. Eliot Janeway.

Mr. Martin, do you feel that a third devaluation is a reasonable
assumption ¢

Mr. MArTIN. I would certainly hope not. I think we have devalued
enough already and I understand that the Treasury and the White
House have agreed that we do not want another devaluation. There-
fore, I do not think it is a reasonable assumption, assuming we put our
shoulder to the wheel now.

Senator Byrp. You think it. would be, would have considerable ad-
verse impact should there be another devaluation ¢

~
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Mr. MarriN. I think it would. I think it would be a return, a ten-
dency for us to return to competitive devaluations as a way of handling
our balance of payments. '

Seénator Byrp. One final question. As longtime tennis buff, is it
your intention to follow Bobby Riggs’ example and challenge Mar-
garet Court?

Mr. MarrIN. I would not last one game.

Senator Byrp, Thank you so much, Mr. Martin. Your return to duty,
so to speak, in bringing your expertise to this committee has been tre-
mendously helpful to the committee. We are very greatful to you.
Thank you so much.

Mr. MartiN. T wish you well in your undertaking. .

Senator Byrp. The committee will now call on Mr. Eliot Janeway
the noted, able economist, one who has wide contacts in the ﬁna_nciaj
field, one who is the author of an outstanding newspaper column which
Eéppcars in many, several hundred newspapers throu%hout. the United

tgtes. I think the committee is fortunate to have Mr. Janeway here
today.

We welcome you at this time, Mr. Janeway.

STATEMENT OF ELIOT JANEWAY, FINANCIAL WRITER AND
" ANALYST

Mr. JaNEwAY. Thank you, Mr. Chairman.

Senator Harrke. I would like to say I also would like to welcome
an old friend of mine, Mr. Janeway, here today, and say his fame may
be in his own right, but also may be due to the fact that he has a dis-
tinguished-author as a_wife and two outstanding sons who are well
known in their own right. I feel that, being an economist, his son Bill,
who used to be an associate in my office, is going to rival his father in
this area.

Mr. Janeway. He has me beat already, Senator Hartke.

Mr., Chairman, I appreciate your invitation to appear before this
subcommittee and I congratulafe Chairman Long on the practicality
and timeliness of his judgment in authorizing the creation of this Sub-
committee on International Finance and Resources. I have every con-
fidence that you, Chairman Byrd, and your colleagues will activate it
into the task force which the crisis calls for. In appearing today, I
unreservedly endorse the realism of your call for these hearings—
specifically, your repudiation of our repeated and apparently endless

ollar devaluations as a solution to the crisis, or even an expedient
for living with it; also, for your warning of the interrelated budget
and payments deficits at the root of the trouble; but,-above all, for
the sense of urgency which animates your assumption of responsibility.

The five questions you have posed call for concrete steps that can be
taken, either unilaterally by America or in concert with other major
trading nations. My response is to stipulate that any hope of construc-
tive international cooperation is fated to remain merely academic until
unilateral American action can again set the stage for international
cooperation. My premise is that, given unilateral American initiatives
that work, international cooperation will follow automatically and al-
most effortlessly. Contrariwise, no efforts to revive international coop-
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eration are to be expected in the absence of pragmatic American ini-
tiatives calculated to activate them.

Mr. Chairman, I would not like to see America crawl on its knees
to any new monetary conference. I interject this into my statement in
response to the previous discussion. We are now so weak, we are in such
disarray and disgrace that to call for a conference would be to invite
a financial Pearl Harbor. Qur action is what is needed.

Your call prompts me to emphasize another distinction. Your for-
mulation of the problem calls for positive action to restore confidence
in the international dollar. But your definition of the problem created
by our interrelated budget and payments deficits—and, I may add,
the trade deficit built into our payments deficit as well—makes the

roblem -of confidence insoluble until we have put our house in order.
t is all too clear that we are not about to do so.

My answer to your five questions assumes the feasibility of a-dis-
tinction between the restoration of strength to the international dollar
and the restoration of confidence in it. It is my judgment that initia-
tives within the power of this subcommittee to suggest to the Congress
can quickly and effectively restore ongoing strength to the interna-
tional dollar in the markets of the world as they are constituted today.
I regard this objective as no less realistic than recognizing that con-
fidence in the dollar will not be restored in anybody’s mind short of
the executive branch putting its budgetary house in order and revers-
ing its permissiveness toward inflation.

arket confidence is not an indispensable prerequisite of market
strength. Quite the contrary. Taking the experience of the last genera-
tion in the great expansive thrust of the American stock market,
sustained demonstrations of market strength repeatedly asserted them-
selves in the face of failures in market confidence. in it and, indeed, fed
on the failure of nerve in the popular attitude toward it. I urge the
relevance of this distinction upon you as a combined expression of m
lack of confidence in the practicality and resolution of the present ad-
ministration’s approach to the crisis; but also as an expression of my
confidence in how readily soluble the problem of restoring strength to
the international dollar is, and how readily féasible congressional
_ initiatives can bring it to the point of solution.

In particularizing my support for your repudiation of devaluation
as even an expedient of American policy, much less a preference, I
feel obliged to recall that these repeated devaluations have been hailed
with official claims that they were winning advantages for America—
specifically, that they were winning relief from familiar squeeze for

mericans in their dual capacity as income earners on notice to be com-
Egtitive and as consumers. If the premise that dollar devaluation can

to our advantage is realistic—and in view of the admitted fact that
we are on the defensive—why ever stop? :

No doubt, most economists will continue to insist that cheaper
dollars add up.to future advantages for America. But most Americans
are fast finding out for themselves that falling market prices for the
dollar are forcing every family in the country to pay even higher
grices for food and gas and oil : Mr. Chairman, in terms of the (iuestion

enator Dole put about the difficulty of winning intelligibility for
the meaning of inflation, the dollar since Smithsonian has come down
40 percent. The family’s food bill since Smithsonian has gone up 40
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percent. Cent for cent, down for the dollar means up for the tab at-the _.
supermarket cash register.

n the interest of time, I am going to skip some pages. You have
my view on devaluation. This administration’s inclination to deal from
financial weakness has heaped indignity on the American dollar. But
America can recoup her financial losses and overcome her financial
weakness by dealing from her economic strength. Dealihg from eco-
nomic strength for American today is providentially within America’s
ready reach. The strategic economic strength which America commands
and, moreover, which every other country on the other side of the
market from the international dollar recognizes that America com-
mands, is rooted in her unique farm economy.

I would like to take a minute to note the great change in the world
situation which has blessed the American farm economy. It is axio-
matic that, for better or worse, the American farm economy is struc-
tured into the world economy, Until America endowed the countries
which were her anxious clients—which are her successful competitors
and which have become her harsh creditors—with the means an
momentum of affluence, agriculture was the orphan of the American
economy. It is emerging as the benefactor.

As the world is structured today—all the way from Japan through
the Communist world over into the Middle Eastern oil countries, and
on across Free Europe—no country can manage, no government can
survive, no economy can stabilize itself without massive and continuous
access to American agricultural products—but especially American
feed crops. Animals and meat products are a luxury symptomatically
in increasing demand. But feed crops are a necessity. The world protein
revolution is the reason.  ~ - -

Despite America’s defensive posture, thrust upon her by the in-

"“dignities perget.rated upon the international dollar, it is significant
to note that the watchword in every single country in the throes of the
world protein revolution is: Americanized living standards.

Put in_the broad historical perspective of the decline and fall of
America’s world role since the proud, postwar pretentiousness of the
Pax Americana, I urge your consideration of my premise that Ameri-
can agriculture is arming American policy with unique and unpre- _
cedented strength. This agripower immeasurably outweighs the
strength claimed during America’s brief enjoyment of her postwar
monopoly over nuclear weaponship. Then, her naivete led America
into the 1llusion that any industrial technological lead can be anything
but a headstart. It can never be a monopoly. Any foreign policy pre-
sumption that a military technological lead can provide the basis for
bargaining from strength over any period of time is bound to build
a Maginot. America’s pretentions to nuclear power did, as the come-
uppance subsequently suffered by American power has long since
proved. But America’s distinctive agricultural plant is spotting her
a trustworthy monopoly.

With all due respect for the impressive progress modern chemistry
and animal husbandry are making toward the reduction of lead times
in the cattle cycle, the world protein revolution can be guesstimated as
ﬁood for the better part of the decade; and America’s new chase to

eep up with the demand for full farm production can be trusted to
last every bit as long. - '



92

Taking inventory of every other candidate for competitive status,
Japan and Europe are rich in nothing but money and money-good
demand : they are fresh out of space and have no chance of gettin%'
into the productivity race. Canada and Australia have the space, bu
lack the capital and the manpower. Argentina has the space and the
manpower, but lacks the capital and is increasingly runnini; out of
export availability. Russia and China have the space and the man-
power, but are hopelessly lacking in the productive wherewithal.

As Senator Hartke is authoritatively able to confirm from the rich
first-hand evidence accumulated during his recent visit there with a
group of distinguished colleagues of yours from the Commerce. Com-
mittee, Russia is making rapid strides toward negative progress. She.
is today more dependent upon American farm supplies than she was
when Hitler was ravaging {mr countryside on America’s military sup-
plies. China is a good decade away from accumulating the capital re-

_ sources which are a “must” for modern agrobusiness productivity.

Altogether, America’s farm productivity is unique in its massiveness,
in the fit it makes with the world protein revolution and in the handle
it offers this Government on the retrieval of financial strength. If the
executive branch cannot see it and will not seize it, I have no doubt
that the legislative branch, its wisdom leavened by its traditional
orientation to the strength of America that is rooted n her farms and
her rural communities, will, .

The disaster of dollar devaluation has combined with the mirac-
ulous, but as yet unexploited, export premium on American farm
products to produce a violent one-way tilt, This is reversing the nor-
mal commercial buyer-seller relationship. The normal incentive of the
commercial buyer is to buy as cheaply as possible. Not so in the case
of the foreign buyers of American g\rm products. They literally have
dollars to burn. Not only do they experience daily deterioration in the
buying power of the dollars burning holes in their pockets: they have
the power to make their dollars worth less. They are also operating on
constant notice of their continuous need for more American corn,
soybeans, wheat, rye, oats, barley, milo sorghum—and animals as
well. Dumping surplus dollars to {my up to stock up on their irredu-
cible future food import needs is by now a well-established two-way
bargain—on both sides of the transaction: getting rid of cheapening
dolﬁn-s and getting hold of premium food products.

As fast as foreign buyers dumped their dollars to bid American
farm product prices up, they priced these basic raw materials of
American food production hopelessly out of the reach of American
grocessors of meat, dairly, bakery, and other food products. The pan-

emonium on the floor of the Chicago farm futures markets bears
irrefutable witness to this self-generating one-way tilt effect of dollar
dumping on food inflation. The sky’s the limit—that is, just so long
as we permit dollar dumping to play deuces wild by running hog wil
across our speculative futures markets. o

I come now to my modest proposal. I hope that you will find it a
five-purpose answer to your fivefold question. In formulating it, my
thinking has been influenced by my daily observation of the ready
and, indeed, greedy disposition of foreign dumpers of depreciating
dollars to latch onto every last bushel and pound of American farm
production their dollars will buy—not merel regardless of cost, but
with dollar cost no consideration whatever. Vghat s more, the predict-
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able and consistent lesson driven home by the impact of dollar de-
valuation on farm price inflation has been providing a daily demon-
stration: That the more depreciated dollars are dumped on the farm
futures markets they inflate, the hungrier foreign food product buy-
ers become for the American farm products whose prices they are
inflating with the dollars they are depreciating.

The thrust of my proposal is to invite each and every one of Amer-
ica’s farm food buyers to do more of the same. The effect of this
proposal of mine would be to transfer the burden of coKing with food
inflation onto the countries with currencies stronger than the dollar,
and to ease the burden of coping with it on us. It would also show our
people that our Government is protecting them against the conse-
quencies of food cost inflation instead of continuing to join in the-

+ attack. Mr. Chairman, we are now subsidizing a cheaper diet through

dollar devaluation in countries which are our competitors—and tax-
ing our own people with a more expensive diet. Little wonder we
have lost our competitiveness.

My fgrog)osal is indeed modest: To employ the formal device of the
trust fund, which Congress has created to finance various domestic
objectives. The add-on to be paid into the trust fund-would be borne
by the foreign buyer. And only the foreign buyer would bear this
burden. The amount would, of course, be fixed by congressional dis-
cretion. My horseback opinion suggests 20 percent. -

Assuming a $20 billion level of farm exports, a 20 percent add=on
paid into a trust fund would generate $4 billion of inflow. No danger
would be run of these exports following the familiar pattern of Ameri-
can industrial exports and being priced out of the world markets. On
the contrary, demand would be protected by the familiar established
process of marked-up American farm export prices whetting the.ap-
petite of foreign buyers armed with surplus dollars and anxious to
dump them for the privilege of inventorying their future necessities,

The proceeds to the trust fund would immediately become available
to the Secretary of the Treasury—at his discretion, with the advice of
the Chairman of the Federal Reserve Board and subject to the super-
visory scrutiny of the appropriate committees of Congress—to buy
dollars or alternatively, to restock American’s inventory of stronger
currencies and/or of gold. This would free the Secretary of the
Treasury to sell gold unilaterally or in conjunction with cooperating
countries along the lines canvassed by Chairman Mills, If the Secre-
tary had $4 billion at his disposal as the result of unilateral action,
he would then be in a position to seek cooperative action and puttinﬁ
together a pool on the basis of our $4 billion or $20 or $30 billion throu
international negotiation would be no trick whatever and that. would
break the back of any gold speculation against the dollar.

A $4 billion plus for the dollar would make a beginning of a first-
year answer to your first question about immediate steps to strengthen
the dollar. A minimum $4 billion annual cut in the U.S. balance-of-
payments deficit would make a respectable contribution to answering
your second question, what can be done to cut the deficit and the pay-
ments balance. Hard evidence that higher American export selling
prices for American’s proprietary export products were not hurting
America’s trade balance while, at the same time, arming the U.S.

97-331 0- 13 -1
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Treasury with gold and strong currencies, would scatter speculators -
overnight—thus answering your third question. - BT
An slternative variation to my trust fund proposal, or a supple-
ment to it—which, in my judgment, the traffic would bear—could ex-
plicitly require foreign bidders for American proprietary farm exports
to take nonnegotiable, noninterest-bearing, long-term U.S. securities
in exchange for their present holdings of sixort~term, interest-bearing
liabilities. I have no hesitation in recommneding this as the answer to

your fourth question.

_._Answering your fifth and final question, I submit that my proposal
would answer any frustrations over our continuing failure to mount
any project so ambitious as a new Bretton Woods. Without an effective
American initiative, no new Bretton Woods is thinkable. With it, no
new Bretton Woods would be needed. The moment the international
dollar began to strengthen, all the other pieces of the puzzle would be-
gin to fall into place.

A byproduct of the ability to stabilize and strengthen the interna-
tional dollar, which the congressional initiative I am ?roposing would
implement, would be to stop the inflation of America’s oil import bill
while inhibiting the incentive of America’s. foreign food customers to
continue bidding her farm prices up out of the reach of American
food processors and consumers.

A final word as to the urgency of the congressional initiative that
is already overdue. All hopes of performance on the promised Govern-
ment spending limit have already been dashed. The failure of the ad-
ministration to (i)erform on this promise has coincided with the out-
break of a record business buying and borrowing panic.-The interplay
of domestic inflation and dollar devaluation has triggered it. Evidence
is rapidly accumulatng that this business buying and borrowing panic
is fated to repeat the familiar cycle of boom-and-bust before the end
of the year.

Meanwhile, it is reminding us of the relevance of Keyne’s dictum,
“Inflation is a mighty tax gatherer.” “Easy come, easy go,” tells the
story of boom-time surges in revenue, They begin by promising to
close the fiscal gap and end by opening it wide again with recessionary
aftermaths of revenue collapses. The dismal story being told by the
stock market is putting the Congress, the country, and the world on
notice of the dire consequences of drifting with the prevailing wisdom
relied upon by the executive branch. If the present business buying
and borrowing panic is allowed to drift on until it breaks up,
with inflatien uncurbed and devaluation allowed to Chileanize the
American dollar, a tragedy that is still avoidable will engulf us.

In a simpler age, Bismarck remarked that God has a special regard
for drunkards, children, and the United States of America. Providen-
tially for. Americans today, and for the world today which is more
than ever dependent on the ability of America to manage, the Ameri-
can initiatives guaranteed to restore strength to the dollar are simple.
Initiatives suggested by the action of modern markets invariably are.
I urge you to seize the one America's control of the balance of power
in the world protein revolution has put within your grasp. Not least
among the byproducts will be to restore and to renew the faith of this
country in the ability of at least one arm of the Government to meas-
ure up to the challenge of this age of crisis and opportunity.-
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. Senator Byrp. Thank you very much, Mr. Janeway. That is a very
interesting statement you have made to the committee. There are cer-
tain aspects of it that I would want to get a little additional infor-
mation on.

First, let me ask you this: Do you feel that a third devaluation of
the dollar is a reasonable assumption ?

Mr, Janeway. Mr. Chairman, without being presumptuous I would
like to squest a reformulation of the question and to note that Secre-
tary Shultz himself is in the position of conceding to my reformula-
tion, Floating is a form of permissiveness. Floating not only makes
possible, but even more invites, continuous devaluation. No formal
devaluation is needed. It is a form of continuous surrender. The Secre-
tary was quoted directly in the New York Times to this effect the
other day. Speaking for myself, I am unreservedly against floating.
I am unreservedly against devaluation. The advocates of floating rates
have, in the main, been economists not directly responsible for making
decisions or finding the money to support. decisions. But the reserva-
tions beginning to %e expressed against floating rates are coming from
the managers of industrial concerns in the ﬁusiness of making the
long-term decisions on which the structure of prosperity has been
built, and which increasingly are being interrupted and impeded by
the uncertainty built into the system of floating rates.

I would like to note here for the record an exception to various
formulations that, were made in the previous discussion. I do not think
there has.been a second or third devaluation. I think we are suffering
a devaluation of the month. Another one is in process right now.

Senator Byrn. Well, a formal devaluation merely officially expresses
what actually is taking place in relation to the value of the dollar,
isthat not it ?y ,

Mr. JANeway. That is right, but these devaluations are now coming
8o continuously and so violently that they are not stopping for for-
malization. This is a continuous crisis moving from spasm to paroxysm.

Senator -Byrp. You say the trade deficit built into our payments
deficit as well makes the problem of confidence insoluble until we
put our house in order. :

No;v, which aspect of our house are you speaking of in that rve-
spect .

Mr. Janeway. I am speaking of both aspects, the domestic budge-
tary and the cost-push, demand-pull aspect. It is my judgment, Mr.
Chairman, that it will not be possible to implement wage-price con-
trols—which I favor in this emergency, and I regard it as an emer-
gency—in any purely domestic context. There is no way to implement
a domestic freeze until the Government is able to come to labor,
business, and commerce and transportation as well, and demonstrate
good faith and confidence in the stabilization of farm prices and food
costs. And I know of no proposal to impose a domestic wage-price
freeze that would extend to farm prices which, as Senator Gravel was
suggesting in connection with money and oil, we have allowed to fall
into the hands of our creditors. o

But I do affirm without reservation the need to bring the budgetayg
aspect of this runaway inflation back under control ; and, when, not if,
this business buying panic busts up in the second half of 1973, we are
going to see a return to massive Government borrowing operations.
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Indeed, the hemorr now being suffered by the savings institu-
tions as the result of this latest i ionary surge, and the resultant
upsurge in interest rates. is already forcing the Government housi
agenclk;: into another active round of massive borrowing in the credit
mar

Senator Brao. You say that dollar devaluation is penalizing the
American consumer of beef, poultry. eggs, and milk. Would you com-
ment a little on that?

Mr. JaANEwaY. The American packer, the American poultry grower
and so forth are dealing in domestic dollars; and they are operating
under marketplace pressure to watch their steps in bidding for sup-
plies. But the foreign buyer is dealing with international dollars,
and those dollars are getting cheaper for him. Consequently, there is
no market sanction on him not to bid up the futures prices of Ameri-
can commodities he can anticipate paying for with dollars which
wiil be predictably cheaper by the time he takes delivery. In other
words, the inflation in the Chicago farm futures markets become
a byproduct of the nonstop run against the dollar. The futures mar-
kets in Chicago have ceased to be trading markets. There is an open-
ing bid and that is it. If they were to raise the daily trading limit from
40 cents a day—they have just raised it to that—to 80 cents, the mar-
ket would go up 80 cents a day. It is the foreign buyer. in every case
a government- ced buyer. which is dumping these dollars and
bidding ut the prices of these supplies. Senator Roth’s poultry growers,
and your Virginia cattlemen. and Senator Hartke's poultry and cattle
feeders cannot compete with this torrent of dollars being dumped back
on us, with cost no consideration. Moreover. our domestic bidders
for feed crops are working with their own money and on their own
credit. But the foreign buyers topping their bids are in the enviable

ition of being able to draw on endless re<erves of unwanted dollars
m the central banks with which they are affiliated. ’

Senator Byro. You say dealing from economic strength is in Amer-
ica’s ready reach today. Are you -peaking primarily of our agricul-
tural products as being our economic strength?

Mr. JaxeEway. Primarily, yes. But there are other raw materials—
coal, copper, lumber. The situation in lumber in the Northwest is faith-
fully and frighteningly duplicating that in food. I believe that, while
this is not within the purview of your fivefold question which I endeav-
ored to answer with one proposal. we are on the verge of being
forced—though this administration is still reluctant to recognize
this—to adopt export rationing of our primary products.

Mr. Chairman, I would like to make a general statement about our
trade position. I wish here to take unreserved exception to former
Chairman Martin's expression of confidence that we are working our
way out of olur trade ldiﬂiculty. \erblm\'e instead en;zineeredh and
trapped ourselves into the position of being exporters of the primary
&cn:&d&s of our soil and our subsoil ; and we have invited ourselves to

me importers of labor, which as we all know is the lowest common
denominator of manufactured goods. No other industrial country in
the world would permit this.

Senator Brwro. Well, in connection with our agricnltural products,
gtha::s l'ms been the effect of the Russian grain deal on the United
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Mr. Janeway. That triggered the entire chain reaction. And we
have subsequently boxed, frozen or, you might say, cheated our Amer-
ican farmer out of the {xlay. And that advertised the shortage to
the entire world. That put Japan and Free Europe, the Arab nations,
and China on notice, as a great Virginian once said, to get there “fustest
with the mostest.” It started the competition off, and America’s foreign
competitors having dollars to burn have run away with it.

Senator Bywp. As you see it, then, the Russian grain deal has had
an adverse impact on the United States, generally speaking !

Mr. JaANeway. Yes, I think that, when it was negotiated, the admin-
istration had no idea that it was really giving away, as the saying
goes, what was meant to be sold, and that the Russians would have
met our terms under any conditions. If we had taken a very hardnosed
line with them, we could have solved the dollar problem then. Our
Government was confident then that the problem had indeed been
solved. But we could have turned to our advantage their desperate
need for grain, as well as the confirmatory need which subsequently
showed up in every other country in the world—particularly in Japan,
our strongest competitor and our most. powerful creditor. And we
could have then forced international cooperation to support the dollar
and avoided the subsequent catastrophe.

Senator Byrp. You mention in your statement that Russia is making
rapid strides toward negative progress.

fr. Jaxeway. My adviser on Russian agricultural problems is
Senator Hartke. But Senator Hartke's firsthand report from Russia
has been richly and frankly confirmed by the Russian officials dealing
with our Government in this country, and also by the evidence of the
marketplace. The Russians are desperation buyers.

Senator Byrp. What I am trying to get clear in my mind is the term
“rapid strides toward negative pro ”

r. JANEway. The Department 04 Agriculture issued a statement a
month ago expressing confidence that Russia’s wheat demands on this
country this year would be half what they were last year. It is my
judgment that Russia will buy even more tinis rear than last year, not
just in wheat but in a broad spectrum of products, and that she will
do the same internationally. knssia is suffering the worst of both
worlds as to her shortage of feed grains. I think Senator Hartke will
bear this out—because she does not know whether to feed any given
allotment of grains to animals or to people. If she takes the easy way
and feeds her people, her animals will die off. If she the hard way
and gives feeding priority to her herds and her flocks, she will invite
all sorts of social problems.

I think that Brezhnev's regime has something to worry about in that
connection—which. of course. gives us a still stronger handle on them.
I think they are in the position that we would not contemplate, in spite
of our inflation, of feeding wheat to animals, using it as fodder. We
may be driven tothat. We were in World War II. Russia is now.

nator Byrp. You expect heavier purchases!?

Mr. JaNeway. Yes,sir.

And not only in this country. I think Russia will also clean out the
other producing countries and suffer a weakening of her bargaini

wer with satellite countries in the Communist world—countries like

ungary, which have some small surplus.
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Seaator Byeo. If her purchases should equal or exceed last year's
purchases, will not that mean higher food prices?

Mr. JanxEway. Yes, sir, drastically; and despite any recessiona
breakup of this domestic business buying and borrowing boom whi
has been reaching panic proportions. This would mean that the stag-
flationary experience of the last recession would be duplicated on s
much more acute and intensive scale—with a runaway in the violatile
commodity prices underlying the entire structure of the cost of living
and doing business. but a simultaneous dropoff in business activity.
We were not exposed to this during the last stag-flationary epi
which led the President to act in August of 1971. This agricultural
rhenomenom had not then surfaced. Russia had not yet shown her
1and and confessed her weakness, and the other countries had not yet
gotten rich enough to become large-scale buyers in our farm futures
markets and with dollar cost no object. So the next stag-flation sched-
uled for the end of this year and the beginning of next year is going
to be much more vicious. -

Senator Byno. Senator Hartke?

Senator Harrke. What you are saying, very simply, is that the Rus-
sians are at this moment unable to produce what they need to feed their
peg})le. That is a fact of life. .

r. JaNeway. That is right. I suggest adding to your formulation,
if I may, to feed their animals and their poultry, either. This can and
will have a still more devastating effect.

Senator Hagrxe. This is not really something new, but with fhe
increasing education and the increasing demands of their people, they
have to accommodate themn.

Witness what happened in Poland. We sometimes think that these

~things do not h;{)pen in countries, but Gierek came to power because
people demanded more in the way of consumer goods. No. 1 con-
sumer of for those people is still food. As indicated, when I
talked to Brezhnev, he said they wanted to move over to more consump-
tion of meat. They cannot move over to more consumption of mest
without importing feed grains which they have not started yet. Soy-
beans are getting $10 a bushel now.

Mr. JaNEwaY. Soybeans have moved faster than gold, which proves
my point. As a measure of this cne-way tilt of prices, the inflation in
S0 bell(lil‘l prices has been more violent than the inflation in the price
o
_ Senator Byrp. Will the Senator yield

Senator HARTKE. Yes.

Senator Byrp. Is that a result of weather conditions?

Mr. JANEwAY. Accentuated in a very minor and temporary way for
just about a month. The planting, I understand, is now p i
a vigorous catchup rate and the price increase is greater now than it
was before. The weather reversal frightened the foreign buyer and—
this is my thesis—the foreign buyer is better able to protect himself
than the American buyer because he does not care what he pays. The
foreign buyer flung more dollars into buying protection against
weather-induced shortages than the domestic buyer. Moreover, the
inflation in the soybean and related futures markets has been more
frenzied since the weather cleared up in the farm belt than it was
during the worst of the storms. After all, it is just our dollars that the
foreign buyer is throwing away.

»
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In terms of what Senator Hartke was sa{ing about Poland, mo
gest that—in terms of what Dr. Kiesinger calls realpolitik—an °
or bargaining lever we have on Russia is readily transferable by us
into & bargaining handle on the other countries of the free world,
which have great respect for Russia. One way of dealing with Japan
and with our European creditors is to make a hard deal with Russia.
Using our agripower, it is within our reach to do so. And that is one
way to solve the gol& problem, because while Russia’s gold reserves
are sometimes exaggerated, Russia has gold to put up. We could make
Russia contribute to the support of the dollar.

Senator Hartxe. Mr. Janeway, let me ask you, though. You propoee
an export tax, in effect.

Mr. JaNEwaY. I would never propose a tax in a discussion of first
im&r:esion on this side of the Capitol. I ;f)refer to call it a fee.

ator Hartxe. Well, all right, export fee. The thing is that we still
at the present time have an export subsidy. : .

Mr. Janewary. It is preposterous. It is indicative of the octopuslike
nature of the executive branch. In terms of Chairman Byrd’s question-
ing of Mr. Martin, the waste that is involved in these ageucies which
are performing counterproductive jobs is preposterous. It is prepos-
terous for us to have one person on the payroll to spend 5 cents of any
Government money to administer a farm subsidy for export purposes.
We can command a premium : “Come and get it,” should be our attitude,
“but what will you put up for the privilege of receiving it#” As I indl-
ca we are in a position to ration the world, and to make provision
for the orderly removal of this overhang of surplus dollars by the
wa wle ration our farm exports. And I suggest adding coal and timber
to the list.

Senator Brrp. Mr. Janeway, the Senate is voting at the moment.
Would jvou mind waiting 8 few minutes for us to answer the rollcall?

Mr. JANEwAY. I will be privileged.

Recess. ]
nator Byrp. Thank you, Mr. Janeway, for permitting us to answer
that rollcall vote.

It is a very intriguing proposal that you say is indeed modest.

Mr. JaNEwAY. You asked five questions and I tried to come up with
one answer to the worry they ex’Fress about the vehicle known as our
economy getting out of control. The only safe and effective way to put
brakes on any runaway vehicle is to stick a spoke in the wheel some-
place; and this is one weapon we have.

Senator Byro. Well, now, let us, if we may, explore that a little bit.

“Tq employ the formal device of the trust fund, which
has created to finance various domestic objectives, the add-on to pay
into the trust fund would be borne by the foreign buyer.”

Now, would you amplify that?

Mr. JaAnewaYy. Well, assume the Government of Russia or the cen-
tral bank of Japan, which is really the governmental buyer, wanted
to take a vessel out of Seattle or Galveston. The requirement would
simply be that, if the cost were, say, a million dollars and if the judg-
ment were for a, say, 20-percent export fee—and I think it is more
diplomatic for me to in terms of a fee—the buyer would simply
write two checks: one check for the million dollars to the selling name
or bank, and another check for $200,000 to the trust fund. It would
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be handled, really, in the same way in which the employer handles his
trust fund obligations in issuing each paycheck.

Senator Breo. Well, just to take a figure, it would be a 20-percent
markup, so to speak.

Mr. Janewar. Right. But by their actions, by their daily per-
formance, they are showing that markups in the prices of our
farm staples are no deterrent to them. There is no reason, therefore, to
suggest that this would bother them, since they are also complaining
of an excees of dollars being a burden to them, while admitting that
a shortage of feed ¢ is an even more urgent headache. The add-on
I am proposing would relieve them of those doilara. The dollars they
were thus relieved of, we would commit to use for nothing but the
defense of the international dollar.

Senator Byrn. Well, that would not have the effect of starting a
so-called trade war!? ]

Mr. Janeway. There is no recourse that anyone could possibly have.
When we were discussing this with Senator Hartke, it was on the tip
of my tongue to Koint out that we speak of other countries as names
in connection with commoditics. But really. the massive prepon
that America enjoys enables her to call the tune. I do not like to speak
with swagger, as an oldtime dollar diplomat might have, but their
needs can only bring them here on our terms: there is no other place
they could go. We are absolutely immune from any sanction. It is an
unusual position. and we can thank the contour of our continent and
its richness for that; also. the unique combination of people, capital,
soil, space, and technology. There is no other place they can go. The
numbers available to them in everv other source of supply are frac-
tional, marginal.

Senator ﬁ\'nn. Well. in reading further on in your statement, you
would require payment either in gold or in a strong——

Mr. JaNEway. No, no, they would pay in dollars and then the Secre-
tary, in his discretion, would have the flexibility he would need to use
those dollars either. as on a bad day like today. to go into the market
and buy more dollars—he would have dollars to do that with—or, if
he wanted to, he could replenish our stock of stronger currencies.
Those stronger currencies would be usable as an equivalent to the dol-
lar in any confrontation between the dollar and gold. Alternatively, he
could replenish our gold stock if he thought that was the thing to do.

When you were questioning Mr. Martin, your question was right to
the point. You asked what we could do about owing $80 to $90 billion
of hot money and having $13 billion with which to do any talking. My .
proposal is aimed immediately to make an $8 billion a year change,
taking 4 from them and giving 4 to us—that would be 8, right? Then
the Secretary. having that 4, would be in the position of really having
bargaining power and forcing other countries whose currencies he
might drive up—the Germans are very sensitive to this—to put $20
billion together if he started with 4 and wanted to go the other route of
international cooperation. But he woul%hve that flexibility, and he
would have that buying power. He could support the dollar.

Senator Byro. To digress just a moment, do you agree with Mr. Mar-
tin that the Government should go all-out te support the dollar?

Mr. Janeway. Absolutely. The question. though, goes back to your
question, and that is no digression, of where you get the wherewithal
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and where you get the buying power. I am against cutting any cus-
tomer off and I am against unl:nbargo, but I am for nlxxmg them
fund the dollar balances into nonnegotiable, non-interea-bur:‘nhg?
long-term instruments in consideration of our permitting them to

our food staples out of our ports. .

. Senator Byro. But if we did that, would not that provide an open-
ing for the oil-producing countries, for example, to add a 20-percent
fee on to their exports to us?

Mr. JANEWAY. Wh‘v not put it the other way ! In the first place, the
oil powers are already doing this. They are making explicit demands
for compensation against devaluation. 1f we do not do something like
what I am talking about, we are going to find our oil bill spiraling on
us because they, in fact—not having the benefit of our education—are

laying oil exactly the way I am suggesting that we wake up to play

arm commodities. But if we do whkat I am talking about, we would
then have a defense against their doing this, because we could tell
them with a factual basis behind it that the dollars they were gettin
for their oil would be constant dollars. As a matter of fuct, the Ara
world, the oil-producing world in the Middle East, is food short, too.
I published a newspaper column, which I will be happy to make part
of this record——

Senator Byrp. Without objection.

Mr. Janewar [reading]. “Oil is America’s big new resources prob-
lem. America is fresh out of it. But where to buy oil is less a problem
than how to shop for it. The producing countries have plenty of oil.
The trouble is that they also have plenty-plus of the dollars America
is pressing on them for their oil.

As America has been growing more insecure, the people in the oil-
roducing countries have been growing richer at her expense. It's
ittle wonder that the oil powers have been growing steadily more
formidable in the eyes of Americans. The sharper America’s new oil
shortage {)iuches, and the higher America’s fuel cost bill is inflated,
the drier her gas and oil pumps run; and the weaker Americans assume
they are, the stronger they believe their sources of-oil are.

“This latter-day American disposition to talk poor invites a weak
trading stance. It fails to reckon on the trouble the oil-producing coun-
tries would be in without the American market. Their need to move
their oil into America is at least as critical as their oil is for the Ameri-
can standard of living.

“But America’s need to buy foreign oil accounts for only part of the
inclination of the oil-producing countries to play ball with her. Their
need to buy the one line of products which America is uniquely able
to sell accounts for the willingness of the oil-producing countries to
keep the trading friendly and to keep the terms reasonable. America’s
ability to export basic foodstuffs is her secret weapon.

“Americans of faint heart and strong susceptibility to suggestions
of weakness in foreign dealings are inclined to foreshorten the pro-

rtions of America’s oil problem by measuring it purely in terms of

er dollar drain. Admittedly, America is going to need oceans of oil
from overseas. Admittedly, too, she has allowed her dollar drain to be
inflated to the proportions of a nonstop hemorrhage. )
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“The pessimism in vogue among market watchers throughout
America is asking how America is to find the money to pay her pro-
spective oil import tab. The realism on the rise unongmtr{anmtan
is discovering that having American foodstuffs to ship is a sure way
to magnetize return carmof oil. ] . .

“Last month, one of rica’s major oil companies—by definition,
one of America’s major importers—app -2 knowledeable
congressional friend from the gulf oil country and the rich farm area
just above it. The purpose of their call for help was to latch on to
10,000 tons of top-quality Mississippi Valley rice. And cost was of no
concern to this oil company foraging for rice. All that mattered was

ing the rice to barter for acceptance of its bids for crude in the
iddle East.

“Unlike soybeans or the rest of America’s long line of rich feed cro
for livestock and poultry. rice is scarcely a top premium crop. To
Americans, trading rice ‘Z)r il is an obvious bargain, at any price. B
the primitive nutritional standards still prevailing in the Middle East-
ern oil world, getting rice in barter for oil is a fair exchange. It’s bet-
ter business than just taking in still more dollars.

“This telltale incident—by no means isolated—drives home a point
I have been at pains to make. America is accegtmg the disadvantages
of financial weakness when the advantages of economic strength are
in her p. Dealing from her economic strength is America’s surest
hope of recouping her financial losses and overcoming her financial
weakness.

“Nevertheless, the same mentality which presided over America’s
decline and fall from undisputed world financial leadership is resisting
the opportunity to reclaim her leadership. The endemic stupidity
dominating Washington still sees American agricultural products as
the export giveaways so many of them were until just a short time ago.

“The overeducated ideoclogues who not only accepted but welcomed
the multiple devaluations of the dollar inhabit an academic vacuum
insulated from the realities represented by the terms of trade. The
dogmatic opportunism of devaluation has hoodwinked America into
marking down the export selling prices of her basic foodstuffs to coun-
tries poor in their larders and rich in their treasuries. Then, while
all America is up in arms over the runaway in domestic food prices,
this same institutionalized idiocy is bragging’ that American farm
exports are up—as if they could be down! Adding insult to injury,
the dollar devaluation which left America with less to show for the
farm exports her creditors need also obliged her to put up more cash
to pay for the oil she herself needs. o

“The potential hold America’s agricultural rsources are giving her
over her creditors is more than a headstart. It is here to stay. None of
her creditors have the soil, the space, the le or the technology to
outgrow their dependence on American ffs. More than inci-
dentally, some of these creditors also supply America with the oil she
ieeds.. rading hard to feed them well guarantees a fair trade to fuel

merica. -

“QOld-time Yankee trading knew how to harness dollar diplomacy
to lead from strength and to deal away from weakness. The oppor-
tunity will be around for a long enough time to justl‘fﬂ the hope that
the mentality in charge of American policymaking will rediscover the
technique.”
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Mr. Janeway [continuing]. In which a major oil company told &
distinguished colleague of yours on the House side, during the worst
of the weather distress. that they wanted his assistance in locating some
rice. Rice is not, with all due respect to our friends from Louisiana,
of the same order of value as soybeans. It is not a protein commodity.
Why did they want rice? Because they are as desperate for food as our
major oil compainiecs are to secure crude oil. And, contrary to the
popular misimpression, there is nothing contrived about the oil and
%a.s shortage. It's too real for comfort. One proof of it is the fact that
tho American international oil companies have bid up the price of
crude in Rotterdam, which is not a point of production, out of the
reach of European con?x»titors. They are finding themselves forced to
bid against each other for car, on the high seas. This particular oil
company told your House colleague that if they could produce 10,000
tons of rice. the Saudi Arabians would favor them in the allocation
of cxude oil. The Arab world is as food short—in this case, starch-food
short—as the Japanese, the Russians, and the Europeans.

This fits. It is so simple that it is workable.

Scnator Byro. What you are saying. then, is this: That for the oil-
producing countries of the Middle East, oil is their gold.

Mr. Jaxeway. That is right.

Senator Byro. And that for the United States, agricultural prod-
ucts are our gold?

Mr. Jaxeway. That is right. And that the Arab countries, not hav-
ing the benefit of overeducation in economic metaphysics, are deali
from strength in a primitive and rudimentary way to get full value
and full exploitation for any of their products that they Five away.
But we are still treating the products with which your family has such
a distinguished association as if they were orphans of the market
storm, instead of recognizing that they have turned up as America’s
saving asset. It is the offset to our loss of industrial supremacy. There
is no way in which we can give this away as we have given away our
industrial technology because there is no competitor having either the
space or the population or the soil or the capital to produce it.

And. incidentally, this is a tribute to our free system, because the
Russian and Chinese form of organization is penalizing their ability
to get the farm production that our private system is able to get. And
this is one way to get on the road forward which you and that great
man, your father, ﬁ:fom you have consistently fought for in getting
the private sector to take over from the public sector. This has been
a major drain on the budfet ever since the 1920’s. This is ». 50-year-old
running sore on the budget. But, thanks to this world miracle—of
which we are the beneficiary. to which we are blind, of which we are
not willing to take advantage—it is suddenly turning out to be a poten-
tial source of gain to the Treasury. instead of a continued drain on
the Treasury. This is one way to stop the fiscal wantonness that you
are so militant and consistent in being against.

Senator Byrp. Unfortunately, we have another vote. Are you in a
hurry?

Mr. JaNEway. I have an engagement at 1 o'clock.

Senator Byrp. Let me ask you just one——
~ Mr. Jaxeway. I will be happy to come back.

Senator Bywn. No, no, that is not necessary. Let me ask you one
question, the same question, incidentally, that I asked Mr. Martin.
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In your judgment, how can the average American citizen protect
himself or herself against this raging inflation !

Mr. Jaxeway. The average American citizen, I regret to say, had
better defy the established conventional rule and all the cuin, all
the liquidity available and get oui of short-term debt. This is the first
inflationary crisis in the history of all inflationary crises to be putti
a premium on liquidity. I think we are heading into a very severe an
acute credit crunch. The increase in cost of living and the crunch of
credit argue for the average citizen to reverse the debt pattern by
getting liquid and staying liquid. .\s to the moneyed American, there
18 no question that the moneyed American is now doing what the
moneyed foreign is doing. The saying in business is that the Japanese
will buy any American property provided you mark it u¥. The Arabs
are saying that they are willing and able to overpay for anything
the Japanese will overpay for. But no fovernment has yet figured out
a way to print land; and land is therefore, more than ever, the classic
defense of money against inflation.

I would add this, that in view of this agriboom—which has a mini-
mum of a decade to run. and which no government migmanagement
can stop—sophisticated and strong money is now moving into food-
productive land as well as into forest-productive land.

Senator Byro. Thank you so much, Mr. Janeway.

I yield to Senator Roth.

Mr. JaNeway. Thank you, Senator.

Senator Roru [presiding]. First, Senator Dole asked me to say
that he regretted he could not be here during your testimony and have
a chance to participate in the questioning.

Mr. JaxeEway. May I say, Senator, that I particularly regret that
myself, because so much of the thrust of my thinking is aimed at
maximizing the opportunity this country now enjoys to restore its
world position, thanks to the great world revolution being centered
in Senator Dole’s home State.

Senator Rorn. I will relay that message to him.

Mr. JaNeway. Quit while you are ahead, Senator.

. Senator Roru. I find your proposal very beguiling. I think it is so
suﬂ)le that there must be something wrong with it.

Mr. JANEwAY. It is so simple it can work is the way I prefer to
think about it. And if it were not simple, it could not work at this
stag: of the game.

nator Rorn. I hope you are right.

Yesterday, a witness stated that he felt that agriculture would not
be very promising in the future as an aid to our balance-of-payments
problem. As I recall, he said our surplus might continue in the range
of $1 billion. But I take it you do not agree at all.

Mr. Janeway. I entirely disagree. Senator, I think that both official
and academic thinking are so far out of touch with the times, with
the new times, that we are still regarding every crop sale made as a
great achievement and we are leaning over baclzwa to undercut the
prices of exports which would be enjoying premium demand, even if
their dollar selling prices were going up. This is part of the rationale
of devaluation. I covered this, as a matter of fact, in ages of m
statement which, in the interest of time, I did not read. The rationale
of devaluation argues that we will get more farm exports if we cut
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the cost in dollars, in export dollars, to our foreign customers. How-
ever, the record shows that, though our export quotations have risen
more than the dollar has fallen, every increase in price has caused
more foreign demand to come to our markets. What we have done
with this insane series of self-defeating devaluations has been to trade
against ourselves. We have cut the take-home pay to America of the
staples the foreigners would pay up for even if we had been in the
fortunate position the Japanese find themselves in. If we had been
revaluing our currency upward. they nevertheless would have bought
more, too. L.

Senator Rotn. But if T understand your proposition, it is based
upon the fact that trading in the futures markets in Chicago has gone
up substantially.

Mr. JaxEwar. Pricing has. more than gold. .

Senator Rorni. More than gold. correct. What are these buyers going
to do with these futures?! )

Mr. JaNEway. Oh, they are short of supplies and they will take
delivery.

Senator, countries like Spain and Italy—Spain has no economy,
Italy has no government—are throwing distress surplus dollars around
like drunken sailors. They are buying dairy cows here. We are going to
have a milk shortage—and you have a dairy State. You are familiar
with this problem. Your constituents live with it. The American dairy-
man finds himself unable to bid, as I said in my statement, for Ameri-
can feeds. He finds himself forced to sell his played-out cows for what
we call teeth breakers—low-grade hamburger. He sells his rich cows to
the foreigners. Every time the foreign importer of American cows,
already a necessitous and desperate buver of American feeds, takes
in more cows, that buyer of cows increases its national requirement for
American feeds. Do you see? They get their heads still deeper into the
lion’s mouth we can designate as American agripower. And American
agripower has teeth, but we will not use them. It has jawbone, in that
sense, in the physical sense, but we will not use it.

The foreign buyers are in our liands and they are getting in deeper
all the time as they increase their feed crop requirements.

Senator RorH. Are you saying that these people who are buying
American cattle here and——

Mr. JANEWAY. And cows.

Senator Rorn. Well, don’t you see a great market abroad in wheat

amhl{gram ?

r. JANEwWAY. Yes; they are hedging. They are buying futures at a
scaled-\’i& price to anticipate their rcquirements, their future require-
ments. They know they will need more, and the devaluation of the dol-
lar has freed them from any market discipline in the form of a cost
sanction. .

Mind you, if I had my way—and I have been calling on the President
to do this for the better part of a vear—I would break this game that
is goinﬁ on that the foreigners are playing at our expense in Chicago.
And when I speak this way, I want it clearly understood that I am not
a nationalist or an isolationist ; but I am against the game of America
Jast that we are ﬁnancinfz. I am against it in the interest of our custom-
ers as well as ourselves. I have been calling on the administration to in-
troduce an export licensing system for these products. If you did that,
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then owning a futures contract on next December’s soybeans at last
month’s prices would do you no good, unless the American Government
gave you a license. That would destroy an incentive to outbid us in the
futures market.

Senator Rori. Are you saying there is a demand for the product
abroad?

Mr.JaxEway. Yes, sir—limitless.

Senator Rorir. One of the statements we constantly hear is that
because of the tariff and trade barriers in, ray, the Common Market,
it is very difficult to sell agricultural products there.

Mr. JaNEwaY. Senator, you could not get your Delaware chickens
into the Common Market. But there is no way that Senator Hartke's
Indiana corn and soybeans can be kept out of there. It is [;\l:tcinely
because t:::g are protecting their chicken flocks ginﬂ yours that they
are in need of Indiana’s corn and soybeans. So their protection is
selective and studied. and is concentrated on protecting what they
have and on freeing their resources for the concentrated purchase of

imports to supplement their domestic deficiencies.

Senator Roru. It is my understanding that the European Com-
munity is adopting a common argicultural policy to encourage
production of these grains. You do not see that making any impact !

Mr. Jaxewar. Miniscule. It is like adding up Canada, Australia, the
satellite countries and Argentina, and getting nowhere. The only
practical, reliable answer for the outside world is acknowledged de-
fense of American agriculture.

Senator Rorn. To what extent do you see Russia and China being
important in this picture?

Mr. JaNeway. Vitally important—already so, and China more so
by the year.

Senator Rotn. And this leads me to the question which I think you
have partially answered already. Wouldn’t it force Russia to use her
gold supply as a means of purchasing?!

Mr. JaNEwaY. Yes, sir. And may I add that China is proud to be
a hard-currency, hard-cash buyer. Russia likes to use credit ; therefore,
China likes to use hard cash. We have heard a great deal about Dr.
Kissinger’s strategy of real politick in playing Russia and China off
against one another politically. If we applied that approach econom-
ically to the marketplace, I think you would find Japan—which is
now the major buyer of these items I am talking about. and also of
live animals—falling in line and playing ball. And T have no criticism
of the Japanese. My criticism is of our Government’s unwillingness
and inability to deal with the Japanese at face value.

The Japanese are not the problem. We are our own problem. I do
not mean to go off the point of Russia and China. I am i
merely that if we were to play Russia and China in the way I am

suggesting, we would find the Japanese falling into line.

Senator Rori. Are you echoing another committee witness who
said that historically we have not negotiated tough enough, that since
World War IT we are not looking out affer U.S, interests sufficiently ¢

Mr. Jaxewar. Every one of these couiitries was our client. We sat
these countries up in business against us. Not content with inviting and
financing them to be our successful competitors, we then set them up
in business as our creditors. Now we are inviting them, as Senator
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Gravel was saying—and I entirely endorse what he was saying—
run our own domestic markets and run up our own cost of hiving
and our own cost of doing business out of reach of the American family
and American business.

.. Senator Rotn. I know some people have felt that Mr. Connally was
like a bull in & china shop. With the future negotiations coming up,
the European countries have argued that we should not mix the p
lems of defense and trade. Do vou have any comment on that?

Mr. JaNEway. Yes. sir, I told Mr. Connally, who is a lifelong friend
of mine, that one writer before the public from whom he never got any
such criticism was Janeway; and he said he appreciated tkat. There
is an old saying in business, Senator. that when your competitor begins
to speak well of you. you fire your sales manager.

Of course, Connally got a bad press. His approach, however—as the
old Texas mule story reminds us—caught their attention. Now, that
does not mean that I agree with everything he did during his term, but
I think that his approach was explicitly aimed at reversing and cor-
recting the American last status that we are right back into.

Senator Roru. I strongly agree that we ought to be a lot tougher in
these negotiations. '

Mr. JANEwAY. And answering your other questions, of course the
other side is insisting—or claims, or purports to be insistent—on
separatins(t;he trade and the monetary and the defense aspects of the
problem. Do you want them to bargain on our side? .

By the same token, it is of the essence for any American poliﬁy to
connect the economic, the trade, the monetary, and the defense side of
the problem.

And may I point out—it is not frequently enough realized—our
problem is dual in nature. Qur trade problem is essentially with Japan
and with Canada. Our problem with Europe is essentially a money
problem. That is another reason for joining the two.

When you speak of defense, it is preposterous for the dollar to be
the market equivalent of a rug. It is preposterous for America to be
paying with the money our creditors claim they do not want to put a
defense ceiling over them, while Russia is our new best friend. You
remember what Dean Acheson said. with characteristic candor and
color, about the British after World War II, that Britain had lost
an empire without finding a role. It seems to me, Senator, that the
President’s famous initiatives toward Russia have ¥ut every nickel
that we are spending on what is called the defense of Europe in that
same category. That Fart of the budget has lost its justification and
there is no new role for it. Whom are we defending Europe against
with that kind of expenditure?

I believe that your colleagues in the Armed Services Committee will
agree that there is plenty of very hard strength there in case the situa-
tion should change, and that these defense subsidies—I call our garri-
son there, tourists in uniform—will never be used against an enemy in
anger. I think that these defense subsidies ought to be cut off right
away; and that is part of what I think Chairman Byrd is speaking of
when he complains about Government spending on habitual frills
and indulgences. . :

Senator Rorn. Speaking of subsidies, do you think agriculture sub-
sidies should be done away with?
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Mr. JanEway. Export subsidies ! Abeolutly.

Senator Roru. No, I am sorry, all agricultural subsidies.

Mr. Janzway. That becomes a social question. In my mind, that is
analogous to the antitrust question. I have no doubt that we pay great
economic penalties—I do not mean to digress—for our commitment to
the antitrust philosophy which no other country is rich enough to
indulge. But that is a social preference. If the Co in its wisdom
and society, including the churches and the sc’lools, want to pre-
gserve the family farm, that becomes a social decision and it then be-
comes the res bility of the rest of society to finance that inefficiency.
I point out, Senator, that I believe that. in States as different as Texas
and Nebraska. something like 1 percent of the entries in the cattle-
production business already account for over half the production. So
as long as we are clear about the social values the various forms of
domestic farm subsidy are buying, we are not talking about hardnosed
or strong-muscled economic policy aimed at fzettin our own back.

_ Fortunately, however, and T do not think T am ducking your ques-
tion—that is not my nature—we have the wherewithal in that portion
of our agriculture which needs no domestic subsidy to get our own
and more back internationally. -

Senator Roru. I think you probably heard my carlier question to
Mr. Martin in reference to the desirability of a renewed wage-price
freeze. I wonder, do you think it would be wise at this time to put &
total freeze on?

Mr. JaneEway. I think it would be fatal not to. We are all on notice
to tread very lightly and warily in not taking under very serious
advisement judgments in this area by Chairman Mills. Chairman Mills
was careful to arfue against the practicability of including interest,
the reason being that Germany now has a 15-percent rate of interest as
her way of going to war against inflation. If we were to freeze interest. .
as provided for in the original form of the House bill renewing the
President’s authority. tlien the run on the dollar you are getting now
would be child’s play. Also. I see no way of doing rollbacks.

But T am entirely on Mr. Mills’ side of that argument, and I am
happy that Senator Mansfield has associated himself with it. and T .
am happy that Senator Mansfield is blasting phase 3 as formalized.
For phase 3 formalizes permissiveness to inflation.

But the thrust of my approach, Senator, assumes that a domestic
freeze is needed. However. in order to start it. in order to come to
grips with any attempt at domestic recontrol of inflation, it behooves
us to begin at the root of the inflation, which the devaluation of the
dollar is now feeding back into our domestic system by way of the
primary Chicago markets for farm futures. - ]

How can this Government come to the unions. the corporations, the
transportation companies and the merchants and say we are freezing
you—or we are controlling you—when there is a 40-percent annual
rate of increase in basic farm prices? So my modest proposal—I call
it that with some sense of literary continuity—is aimed at removing
the alibi that the Government cannot move. Chairman Mills said in
his speech that the President can move, in spite of various em
ments; and he called on him to move. . .

T do think that the farm price inflation. that this phenomenon, this
pandemonium, this daily panic on the floor at Chicago is an inhibiting
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complication. I think my proposal clarifies the complication and re-
moves the inhibition, and frees the Government to get back into the
inflation-controlling business.

Senator Ror.1. ‘&ha recommendation would you have in the area of
trade with respect to manufactured products?! How do we move toward
a more favorable situation?

Mr. Jaxewar. I think the question suggests a will-o’-the-wisp until
we get our costs under control. If the President were armed with the
machinery I am talking about. the President—or the Secretary, who
is the Deputy President—then could go to the unions. go 1. corpora-
tions under cost pressure, and say. look at what we have done, give us
a yvear. give us a holiday on wage increases. You can give us wage cuts
and reckon them as increases in real wages because you rot wage in-
creases as offsets to farm price increases. Now we are going to take vour
food costs down agmin. and we are going to give you constant ¢ollars
that you can count on receiving for vour exports.

Many businesses would be delighted to lower their selling prices.
But now. with your out-of-hand costs behind you, if you are goin:g to
receive less hard money for your exports. it does not pay you to export.

Senator Rori. On behalf of the committee, I want to thank you
Mr. Janeway. for appearing here. It has been most interesting and
your suggestions are mast innovative.

At this time. I recess the commitiee unti! 10 a.m., Tuesday, June 5th.

Thank you again.

Mr. Jaxewary. I thank you for the opportunity, and T particularly
appreciate the penetrating gravity of your questioning.

Senator Rorn. Thank you very much.

[Whereupon at 1 pan.. the subcommitive reesscd to reconvene at
10 a.m.. Tuesday. June 5. 1973.)
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THE INTERNATIONAL l{INANCIAL CRISIS

TUESDAY, JUNE 5, 1073

U.S. SeNATE,
SoBcoMMITTEE ON INTERNATIONAL
FINANCE AND RESOURCES OF THE
CoMMITTFE ON I'INANOB,
i Washington, D.C.

The subcommittee met, pursuant to notice, at 9: 35 a.m,, in room
2221, Dirksen Senate Ofice Building, Senator Harry F. Byrd, Jr.
(chairman of the subcommittee) presiding.

Present : Senntors Harry IY. Byrd, Jr., of Virginia, Mondale, Bent-
sen, Roth, Fannin and Haskell.

Also present: Senator Long (chairman of the full committes).

Senator Byrp. The committee will come to order.

Today is the third and final day of the subcommittee’s current set
of hearings on International Monetary Crisis.

On Friday we heard from William McChesney Martin, former
Chairman of the Board of Governors of the Federal Reserve System.,
He saw domestic inflation and our balance of payments deflcits as the
prime causes of monetary instability, and we heard from Elliot Jane-
way, private economist and journalist, who revealed his own plan for
restoring our economic position,

Both witnesses agreed that the present situation merits description
as a crisis. Unfortunately, the news from abroad continues to justify
the use of the word crisis.

On Friday in European gold markets, the financial siege of the
dollar continued, with the Jmce of gold hitting unprecedented levels

This morning’s news indicated the dollar is still under siege. The
significance of speculation in London or Paris or Frankfurt is a mat-
tor of debate among officials and economists, but it reflects to some
extent an erosion of confidence in this country’s currency, and that,
however, cannot be denied. :

Our task is to separate the symptoms of monetary instability from
the causes, and then to prescribe appropriate remedies for present
comfort and future health, .

Now, today we are fortunate to have two distinguished witnesses,
each with his own unique perspective of international monctary affairs,

Our first witness is Hon.' Jack Bennett, Deputy Under Secretary of
the Treasury for Monetary Affairs,

Mr. Bennett is in a position to present the administration’s view of
the present situation and to tell us what actions, if any, it may be
considering.

(111)



112

Our second witness is Edwin L. Dale, Jr., financial writer of the
New York Times, who has had many years experience analyzing inter-
national economic affairs and presenting the issues with clarity and
precision.

Mr. Bennett, you may proceed any way you wish,

STATEMENT OF HON. JACK F. BENNETT, DEPUTY UNDER
SECRETARY OF THE U.S, TREASURY

Mr. BenNerr, Mr. Chairman, I am flattered by your invitation for
mo to present the administration's thinking on current international
monetary doveloPmont, T will present a viewpoint which differs sub-
stantially from those of several of the witnesses who appeared before
you last week. They spoke—ns does the blue briefing book prepared by
your staff—of an international monetary crisis. There are changes un-
derway in the world but in my view it is a considerable overstatement
to refer to them asa crisis,

Current developments indicate that we have great responsibilities
before us in the management of our domestic economic affairs and great
opportunities for negotiating further improvements in international
monetary arrangements, But, while recognizing these responsibilities
and opportunities, we should recognize that existing international
monetary arrangements have performed well in recent weeks, far better
than would have been likely if earlier arrangements were still in place,
It is my judgment that current monetary arrangements are viable and
they are capable of—and indeed are—absorbing and diffusing new
pressures and speculative influences without impairing domestie eco- -
nomic policies or the fabric of trade,

As you know, the price of gold has moved in large jumps in the
private markets in recent days, not only against the dollar but also
against all other currencies as well,

This morning it rose by $3.50 to $127 an ounce in London,

That experience has in our view further underlined the unsuitability
of gold as the base for a reformed monetary system, but, despite the
continuing formal links between gold and the international monetary
system, the instability of the private gold price hus not brought crisis
to the currency markets.

We have been living through a difficult pericd in terms of an unex-
peeted and unacceptable rate of })rice inflation and in terms of forei
questions about the reliability of our governmental processes, but the
outlook is strong for the basic determinants of our international pay-
ments position, There has been no faltering in the economic policy pro-
cedures of our Government, Prices will be rising at a lower rate in the
coming months. Our trade balance has been moving strongly in the
right direction, and foreigners have incrensingly recognized the oppor-
tunities for attractive investment in the U.S, cconomy. ‘

Looking backward a few years it may be helpful to recall that the
dollar and our balance of payments weakened sharply in the 1950's
and 1960’s, not becuuse of a poor relative record on inflation—the
United States performed better than most countries—but because of
abnormally rapid increases in productivity elsewhere as Japan and
Europe were catching up with us after World War II, This major
structural change in the world economy was not matched by com-
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arable changes jn exchange rates—under the Bretton Woods system
here was a certain inertia if not rigidity in exchange rates. The result
was a progressively growing upward pressure on certain currencles of
- Europe and Japan and downward pressure on the dollar.
Senator Byrp, May I interrupt you at this point# Are you speaking
of the present or of the past?
Are ﬁou speaking of the present or of the 1050’s and 1960%s%
Mr. Bennerr. I am speaking at the moment of the period prior to
August of 1971,
enator Byrp, You mentioned the 1950's and 1960’s a few minutes
ago, and I am not clear now as to what you are sndying. You say, for the
moment, Now, does that np{»ly to the 1950's or 1960s, or are you talking
about the current situation .
Mr. BenNErT, No, sir,
I wns tr in% to explain the situation that led up to August of 1971
and what has happened since, I am speaking of the past.
Senator Byrp. Thank you. ,
Mr, Bennerr, By 1971 it was nprm‘ent that a fundamental malaline-
ment of exchange rates had been allowed to develop, The actions taken
since the President’s initiatives in August 1971 have now removed that
fundamental malalinement from the system. It took a year and a half
to accomplish the necessary changes, In the process a natural resistance
to change had to be overcome, and uncertainties arose as cstablished
beliefs were broken. But a dificult adjustment needed to be made and
now has been made insofar as exchange rates are concerned.
As a result adjustment toward elimination of our payments’ defleit
is well underway,
The question is sometimes asked, “Why was the United States so
anxious to put an end to its payments deficits?” “Since the United
States was receiving more goods to import than it was having to export,
wasn't this helping us to combat inflation in the United States?” The
“answer is that the U.S. fight against inflation probably was strength-
oned in the short run by the import surplus, And the U.S. Government
wasn't borrowing any more ]'ust' because some foreign governments
wero buying 7.8, Treasury bills; in effect some 11,8, citizens wore find-
ing it more attractive to sell than to hold U.S, Treasury obligations
at the prices the foreigners were offering. Yet these factors were more
than offset by other considerations. For one thing unreasonable ex-
change rates were unfair to large scgments of our economy forced to
compete under a significant handicap with Fmds produced abroad.
The United States could—and was—providing an adequate level of
total demand in the United States, but that was not adequate consola-
tion for those whose livelihood was lost or threatened by foreign com-
petitors benefiting from an unfair rate of exchange. Moreover, we could
not reasonably expect foreign countries to continue forever to shi
more to us than they received. We could not reasonably expect their
. %overnments to continue indefinitely accumulating low-interest U.S.
- Treasury bills. Sooner rather than later—this imbalance was sure to be
brought to a halt, probably with great recriminations, probably with
now forms of government trade and investment controls abroad, prob-
ably with a suddenness which would cause larger economic dislocations
the longer the correction was delayed, -
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It was for these reasons that in December 1971 we entered into the
Smithsonian agreement. It was for the same reasons, but on the
basis of the further need for change indicated by the experience in 1972,
that we entered into another agreement in February of this year.
Again, as at the Smithsonian, the United States agreed to propose a
change in the par value of the dollar in terms of gold—a change some-
times referred to as a chanfe in the price at which we were not tradin
in gold, But again, as at the Smithsonian, the real implementation o
the agreement took ll)]“m by the action of other governments moving
the points at which they would intervene in the private exchange mar-
kots, thus permitting a decline in the value of the dollar relative to
other currencies in the market,

In the weeks subsequent to the February agreement the markets ef-
fectively expressed their disbelief in the newly declared intervention
points, Foreigners continued to acquire nssets expressed in the cur-
rencies of some of the intervening countries, particularly Germany.
And after a fow weeks the authorities in these countries abandoned
the practice of regular intervention in the market at announced points
1n the relationship between their currencies and the dollar, In replace-
ment of earlier arrangements, in mid-March an agreement in prineiple
was announced in Paris among the principal countries and the United
States that in future oflicial intervention in exchange markets may be
useful at appropriate times to facilitate the maintenance of orderly
conditions.

Since that time, as you can see in the illustrative chart which I have
Provided, market rates have varied, but no large-scale intervention
a8 been necessary. The rates are now free to move, but there is a dif-
forence from the situation for the year and a half after mid-1971.
During that period there was a large accumulated need for rate adjust-
ment—and the signs pointed all in the same direction, Now there may
be changes, but they are likely to be largely as a result of any new
develogment which may occur in the future. T'o the best of our judg-
ment the accumulated need for rate adjustment has been accom-
modated, and I see no justification for the statement in your bluebook
that the ‘)resont gituation is “inherently unstable.”

A little later I would like to mention some of the reasons why I
suspect the dollar will be worth more on the exchange markets relative
to other currencies 3 months and 12 months from now, but, whatever
the change, T would expect it to be brought about gradually by chan
in the marketplace. I am convinced that when the Congress comple
action shortly on the Par Value Modifieation Act now before it there
will not be another occasion when the Congress will be asked to
devalue the dollar by lowering its official price in terms of gold,

Many questions have been asked about who were the speculators
who brought about the exchange rate changes in February and March,
And we are sometimes asked what can be done about such destabilizin
speculations. Before commenting on what facts we do have at thie
time, however, I would like to add to the list of questions, Has there
been an irrational degree of emphasis on the word “speculation”? Is
there really any point in attemptim}z to delve into an individual’s
motives to try to determine whether he was hedging or speculating,
that is whether his lack of belief in some government’s official line
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was expressed through changing the timing of a foreign exchange
transaction which would have been made in any event at some time
or was expressed through a transaction which would not have taken
place if there had not been the lack of belief Is there any reason to
consider it unpatriotic for an American to doubt that a foreign govern-
ment would be successful in its effort to hold down the value of its
currency relative to the dollar?

These questions should be borne in mind, I think, when studyin
the chart attached to the statement. Certainly a case can be made th
those movements of funds which led to the change in the dollar value
of the mark and the Swiss franc from the basic level of early January
to the new level of late March were not irrational and destnbilizin&
They could be considered a final part of the suppressed need for ra
adjustment which had built up over quite a few years,

he further changes in the last few weeks are probably different.
They are for one thing not the sudden result of breaking through a
level of governmental opposition to change. The rates have been free
to move on a daily basis since mid-March. T can understand that there
have been some developments which private traders and investors
might judge to be adverse for the foreign exchunge value of the dollar.
I wouldn’t be surprised, however, if it turns out that the market has
given undue weight to these adverse factors, I mention them to help
explain a somewhat confusing picture. Probably there have been some
irrational elements, but our rate of prico inflation in the first quarter
was higher than expected, and this was not n favorable development
for our future trade balance. Germany did introduce severe anti-infla-
tionary measures and did increase its interest rates, Tho Senate did
approve legislation to permit private 1.8, citizens to hold ﬁold for
investment and speculative Purposes starting at the end of this year,
and such permission, if finally enacted into Iaw, could well, not only
increaso the cost of our substantial level of imports of gold for indus-
trial and artistic purposes, but also lead to a large additional import
burden. It is for that reason that it is my hope that the Senate-House
Conference Committee on this legislation will adopt the House ver-
sion, which defers the move to private ownership until such time as
the President determines that sufficient reform of the monetary system
and sufficient demonstrated improvement of our payments position
Ifm\;]o. been accomplished to permit the change to be made in an orderly

ashion.

I mention these considerations in part to explain my belief that the
exchange rate changes in recent weeks were not the result simply of
some inherent instability in current exchange arrangements, But I do
beliove, as I shall explain later, that the market may temporarily be
overlooking some contrary and more fundamental considerations.

In recent weeks, as you know, the exchange rates rather than the
levels of exchange reserves have reflected the market's changing view-
points on various currencies, One can never be sure, but my own guess
18 that in ({)resont circumstances if we had tried the reverse, if govern-
ments had consistently intervened to attempt to hold the exchange
rates unchanged while absorbing the currency flows in reserve changu,
then we could well have generated greater uncertainty and a crisis
atmosphere. ,
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That, of course, was what happened in February and March. During
that period the reserve holdings of dollars assets of the foreign coun-
tries increased by about $10 billion. From reports which have been
made public already, it appears that about a half of the accumulation
was reflected in transactions reported by banks in the United States
including branches and agencies of foreign banks. Some of the trans-
actions took the form of reductions in privately held deposits in the
United States. Some took the form of new loans from the offices in the
United States either in the form of newly approved credits or—in
most cases probably—drawdowns on already existing lines of credit.
What we don’t know in any precise numerical way is to what extent the
initiative for the transactions came from within the United States and
to what extent from instructions received from abroad. In a qualita-
tive way the banks have reported that the preponderance of the initia-
tives came from abroad.

Apart from the reported bank transactions there were probably
about $5 billion of other transactions which increased the dollar asset
holding of the foreign central banks in that period. Later this month
we'll get our first statistical reports for the first quarter showing a
breakdown of this outflow among the current accounts, the direct
investment. flows of T.S. corporations, the credits of U.S, nonbank
corporations, and the errors and omissions, The company reports
from which the Government's statistical reports of the investments
and credits are prepared were received in recent. weeks by the Treasury
and the Commerce -Departments and are now being compiled and
analyzed. To insure the accuracy and comprehensive coverage of
these reports to the Government, a joint letter was sent by the Secretary
of Commerce and the Seceretary of the Treasury to the heads of over
1,400 reporting companies asking these men to give their personal
attention to insuring the quality of the reports submitted.

Senator Byro, Mr, Secretary, may I interrupt just a moment?

I have just been given a copy of your statement, T haven't had it
before, Now. I see some changes,

May I ask the staff, was this the submitted statement.?

Mur, Sceretary, is this the same statement you are reading from?

Mur. Benyerrn, In Inrge part, yes.

Senator Byro. It isa different one?

Mr, Benxerr. I have reduced it, Mr. Chairman, From this point
forward I have cut out about one paragraph, and the rest is about
the same.

Senator Byro. You may proceed.

Mr, Bexserr, Move vecently the two secretaries have sent another
letter to about 20 selected companies in various parts of the country
requesting the companies to receive a joint Commerce, Federal Re-
gerve, Treasury team of experts which hopes to diseuss these companies’
transactions in detnil to insure that present forms and procedures
are not missing any significunt types of transactions involving the
.S, companies.

As you can see, there is still n great deal we do not know about
the transactions in the first quarter. The lack of the knowledge was
not & handieap at the time, since for any operations we might have
wished to undertuke there was ample prompt knowledge of the magni-
tude and direction of the flows taking place even though the purpose
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of the flows was not known. Later this month we will know more,
but to the extent that the movements were originated by foreigners,
for example by foreign trading companies and foroifgn central banks,
we will never know the full story. As a point of interest to you,
however, I should mention that we have had reports from a number
of important oil producing countries indicating that they had not
originated large movements during the first. quarter,

owever it was that the new interim monetary arrangements were
put in place, they have provided a favorable climate in which the
nogotialt.ions on longer term international monetary reform can
proceed,
: I believe that the present monetary arrangements represent a sub-
stantial improvement over the recent past, and that, with international
cooporation, these arrangements are serviceable and sustainable for the
period required to negotiate and introduce needed further reforms, But
the present system is far from perfect, and the United States is com-
mitted to the effort to build a better permanent system. We hel
launch the Committee of T'wenty, and last September the President
and Secretary Shultz presented a comprehensive outline of U.S, views
on reform, .

In essence, our proposals are for an open and equitable international
cconomy, free from continual reliance on controls but with effective
means to prevent development of large and persistent payments dis-
equilibria whether surplus.or deficit.

At this level of generality there is little disagreement, but wo have
not yet reached agreement on specifics—for exnmple, on the rules and
procedures which should be introduced to nssure that countries do elim-
inate their balance-of-payments surpluses and deficits, on the means for
determining the amounts and types of reserve assets in the system, on
the way in which gold will be phased out of its central position in the
system, On that last point there is a wide measure of agreement on the
objective, but there 18 not yet agreement on the most practical route
to the objective.

In addition to these questions your subcommittee has asked two other
S})eciﬁc questions on the reform first, should the short-term liabilities
of the United States be funded ; and second. is n new monetary confer-
ence similar to Bretton Woods needed to reshape the international eco-
nomic order,

The first question, on the possible desirability for funding or consol-
idntinﬁ some or all of the $70 billion held by foreign official institu-
tions, has been the subject of much discussion, The large dollar
holdings of foreign central banks are the result of past instabilities
in the system. For the major holders they are not particularly volatile.
Therefore, funding of that balance would not necessarily make an im-.
portant contribution to short-term monetary stability, Over the lonﬂor
term our preference is to deal with these balances by carning back a
maximum number of the dollars through bnlnnce-of-(}mymont sur-
pluses. In a reformed system it would be useless to fund or otherwise
tic up these dollar balances without at the same time chun%in other
clements of the system so that instabilities and inadequacies in the sys-
tem would not simply lead to new accumulations of currency balances
replacing those which were funded. With effective adjustment arrange-
ments and other elements of a reformed system, possibilities for fund-
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ing or exchanging part of existing dollar holdings into SDR obliga-
tions warrant careful consideration. I must point out that it woul

no mean task to find terms that would be agreeable to both debtors and
creditors, but we have stated our willingness to give careful considera-
tion to the possibilities,

The second question, the possible need for a Bretton Woods confer-
ence, has been considered more than once, Qur feeling is that such a
move would not be helpful. At the time of Bretton Woods, conditions
were Txite different. from today—a wartime period, when travel was
difficult and communications limited, and a relatively few voices were
involved in the major negotiations, Also we did not have, as we now
have, annual meetings of the IMF governors, where the financial lead-
ers of 125 member states can regularly convene. It has seemed to us
that a better way to proceed was with periodic meetings of the Com-
mittee of T'wenty, and regular meetings of the IMF, without the fan-
fare and potential for market disturbances of a special conference like
a new Bretton Woods,

Several meetings of the C-20 have been held, at both Ministers and
deputies levels, with considerable progress toward understanding of
resgcctive positions and definition of criticn] issues. Another meeting
of the deputies is scheduled for early next month. There is the pos-
gibility of another meeting of the Ministers before they are scheduled
to meet again at the time of the annual mecting of the IMF governors
in Nairobi, Kenya in September. We, and others, have expressed the
hope that the main outlines of a new monetary system can be agreed
uron by the time of the meeting in Nairobi. The United States will do
all it can to meet that goal.

Meanwhile, of course, as these reform discussions continue, interna-
tional business goes on, and you have asked three basic fluestions about
the period ?ust ahead. What steps can be taken to strengthen the dollar?
How can the U.S. deficit be cut ? And how can speculation be reduced ?
In practice I suspect those three questions are just three waiys of asking
the same question. At mx'y rate 1t seems to me that the right answer
and the basic answer is the same to all three questions: Take care of
the fundamentals, We must insure that we follow the appm{)riate
budgetary and monetary |;olicies, that we remove impediments to the
full productivity of the U.S. economy, and that our businessmen are
not handicapped by unfair international conditions of trade. :

With respect to the budget, you have, of course, just received the mid-
gession review indicating that on a full employment basis there will
be a surplus of $5 billion in the fiscal year starting at the end of this
month, In fact T would guess that the economy has already moved into
a posture of surplus, With respect to monetary policy Governor Daane
has already reviewed for you in detail the ﬁmdual and persistent tight.
ening which the Federal Reserve System has introduced over the past

ear.
y For the release of the full productivity of the 7.8, economy you
have had reports of the short-run measures which have been taken
and those that have been proposed, including the release of nearly 50
million acres of land into production and the planned reduction of
the Government’s material stockpiles to more appropriate levels, For
the lonﬁ-run you are aware, for example, of the decisions that have
been taken to amend the oil import program to make it poesible in the
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future to build oil refineries in this country rather than to have
to rely on new construction abroad, and you have received the Presi-
“dent’s recommendations for the deregulation of newly produced gas
to encourage expanded exploration and production in this country.

Such basic measures are the }woper response to inflation at home,
It is true that since August of 1971 the increase in our cost of living
has been less than that of any other one of the 20 members of the
OECD. But the performance of our wholesale price index, which is
moro relovant to our international trade, wag not equally good and, of
course, we wore greatly disappointed by the increases in our price
~-indexes during the first quarter of the year, Yet I think there is justifi-
able confldence that the basic measures which I have outlined will
increasingly be reflected in lower rates of price increase. Moreover, I
have seen no evidence of hesitation within the administration to take
additional basic measures if it should become clear that they are
needed. On the other hand, it is necessary to bear in mind that there
is a timelng between decision and results, and there would be no wis-
dom in overturning the boat in the other direction,

In our international trade the improving trend is apparent to all,
Over the first part of this year the improvement was in large part a
reflection of our higher level of agricultural sales, It is (}uite possible
these sales will not be at the same high level in the coming quarters.
Yet the marked improvement which provided a $106 million trade
surplus last month in contrast to the deficit of the previous month
depended onlr in small part on an increase in agricultural sales. It
seems to me that as n result of the basic improvement of our competi-
tive position there is a strong likelihood that in the first half of next
year our trade balance will be markedly stronger than in the first
half of this year, stronger even if agricultural sales are not quite so
high, rga“d stronger despite the forecast continuing growth in our oil
imports.

E"he real cost of a barrel of imported oil is rising and will probabl
continue to rise, and we shall be importing more barrels, The total dol-
lar costs rose from $2.7 billion in 1960 to $5.1 billion last year. And
there are many projections that the figure will reach $18 billion Yer
year well before 1980. Yet no confidence can be placed in the precision
of such long-range estimates. Necessarily they tend to be based pri-
marilr on extrapolation of past trends and cannot yet have taken ade-
quately into account the results to be achieved from the President’s
new energy program designed to increase groductxon of all forms of
energy in the United States and designed to use that energy with
greater care and efficiency.

T realizo that there have been concerns expressed that the large in-
come of some small producing countries will endanger international -
monetary stability in the future. On the other hand, I am also aware
that these countries will have large needs for imports to meet their
developmental and their defense nceds, They will be seeking secure
and productive investments to replace their assets from the ground,
They know that their reserves of oil will not last forever and that an
important part of their income must be invested wisely in order that
it may provide income for the time when their production is declining
and newly developed alternative sources of energy have reduced the
dependence of the industrialized world on their supplies. Further-
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more, large as their assets may be compared to their holdings today,
their combined assets will not comprise any large fraction of the
capital assets of the world as a whole,

he large income of these countries will represent a real cost to
the importers, but they represent no reason to forecast a weakening
of the dollar relative to the currencies of Kurope and Japan, These
countries taken together will be increasing their imports in absolute
terms by far more than the United States, They, too, will be competing
with us to provide exports to the oil producers and to offer them at-
tractive investment opportunitics. In such competition we expect the
I}Ilnit(clsd States to be competitive, and the dollar could well come out
nhead.

In the short run, of course, we are all familiar with the recent
declines in the value of the dollar in the foreign exchange markets.
We have watched the decline in the value of shaves on the U.S, stock
exchanges, Fears have been expressed that these developments will
drive away prospective foreign investors, and it is true that at any
moment in time, n prospeetive investor may choose to wait so long as
he expects those trends to continue, On the other hand, the prospective
buyer must be careful not ot hold out too long when a bargain is
available but not guaranteed to last, There are large sums in the hands
todny of foreigners who are definitely prospective buyers, and I ex-
pect they will not fail to notice that the value of the dollar has been
increaging in terms of 1.8, shares, I do not have any reports
on net trading in the last few weeks, There was probably no great in-
flow, But I do know that in the first quarter of this year the net flow of
foreign private portfolio investment into the "nited States was at an
all-time record rate. I would expect it to be at an even higher rate in
the coming months,

I do not have the skill—or the temerity—to attempt to predict ex-
change rates precisely in the coming weeks, My own judgment is, how-
ever, that the foreign exchange market has probably misjudged the
extent to which basic fundamentals will be reinforcing in the near
future the improvement of our trade bulance and enhancing the attrac-
tiveness of investment in U.S, dollar assets, On balance, therefore, 1
would expect the dollar to strengthen, Fundamentally, however, I
think what is important is not what changes may tnke place from day
to day in the market valuation of the dollar. What is important is that
we appear now to have in place a system which can accommodate
changes without disrupting the fabric of international trade, invest-
ment and cooperation. Meanwhile work on long-term reform continues.

Thank you.

Senator Byrn, Thank you, Mr. Secretary.

I suggest the committee follow the 10-minute rule on the q&estioning.

First, let me snf' that I think the President, President Nixon, and
Secretary Connally took a very im?ortant and desirable step in Au-
gust of 1971, I agree with you, with what you say in regard to that
matter, but now we come to 1073, Let me ask you this, How can-you
account for the erosion of confidence in the American dollar?

Mr., Bennerr. Mr, Chairman, in the September of 1971 period, Sec-
retary Connally at the Annual Internationnl Monetary Fund Con-
ference suggested to the other Governors that they stop intervening to
hold up the price of the dollar and that for an interim period they let
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the market move the dollar to a realistic level. The other governments
would not agree. They limited the movement of the dollar. And finally,
after hard ne%?tmtions, in December of 1971, we struck a deal at the
Smithsonian that we would take off our 10-percent import surcharge
and that they would make more substantial moves in the points at
which they were intervening and allow the dollar to decline.

We argued for a greater change, We thought more was needed, but
ultimately wo struck a deal to get the changes we did get, and—-

Senator Bynro, Mr, Secretary, I don’t want to interrupt you, but
that was not my question, My question was, How do you account for
the erosion of confidence in tho American dollar?

Mr, Bennerr. I am attempting to explain that as best I can.

At that time we wanted a larger change but we accepted what we got
knowing that no one could be confident as to what was needed, As it
turned out, over the following year it appeared that we had been right ;
that our trade bill did not show n large improvement. In fact, in the
latter part of 1972, it was going the wrong way. That was the basic
cause for the lnck of confidence that led to changes in early 1978,

Senator Byrp. In other words, it was a heavy adverse trade balance
and balance of payments that led to the lack of confidence or the
deterioration in the confidence of the dollar?

Mr, Bennerr, That was true with respect to the further exchange
rate changes early in this year.

To put it more broadly, however, I think you can say that those
changes in February completed the elimination of the large back-
log of need for a c}mnge in the U.S, exchange rate that had built u
over the sixties. We finally got that out of the system early this
year. ' .

Senator Bymp. Yesterday Secretary Shultz told the Ways and
Means Committee that he was somewhat puzzled over the weakness of
the dollar, This morning you tell us there is not a crisis. I am some-
what puzzled myself.

How you do reconcile your position with that of Secretary Shultz{

Mr. Bennwrr, There are factors that I can understand as to why

the changes in more recent days arose. I mentioned several of them.
Yet I am somewhat puzzled, Mr, Chairman, I haye the feeling that
the reaction may have exceeded the justification. In that sense I am
nlso puzzled,
_ On the other hand, it has led to no crisis in the sense that trad-
ing is difficult. It has led to no crisis in the sense that it is difficult
to mako foroign exchange transactions or to carry out trade. The
changes have taken place in the market gradually.

There has been no need for monetary officials to go jetting off to
~ hurriedly called meotings or to close the forcign exchange markets,

Scnator Bynn. Do you feel that the United States has a responsibility
to defend the dollar or to allow it to be continuously devalued by the
go-called free market ? . .

Mr. Bennerr. As you know, I do not expect a continued devaluation.
In fact, on balance I expect the dollar will be moving in the other
direction in the coming months.

Senator Byro, Iet me phrase my question this way, William Me-
Chesney Martin in testifying last week said he felt that the U.S.
governmen?t should vigorously defend the dollar. Do you agree with

hat or not
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Mr. Bennerr. I do not agree with it. I think there is perhaps a
basic difference, and I have never had the pleasure of working with
the chairman in the relative weight that he puts, and I would put, on
the domestic economy and the international exchange rate, There is
a difference. To the extent it facilitates international business and we
want stability in the international exchange rate, but ouwr primary
coxlxgqrn is to insure that we are following t\he appropriate domestic
policies,

Senator Byrn, Well, now, that is the point that concerns me: are we
following the appropriate domestic policies?

Mr. Bennerr, At the moment T believe we are, With hindsight one
could say it is too bad we weren't tighter late last year beenuse ob-
viously the growth rate was too rapid in the first part of this year,

At the moment I believe we are following them,

Senator Bynn. T assume you arve speaking about fiseal policies?

Mr, Ben~err. I am speaking about fiscal policies,

Senator Byrn. What about monetary policies?

Mr, Bennerr. To the best of my ability, to the best of my under-
standing, I ngree with the monetary policies,

Senator Byrn, I am sorry, T didn’t understand that,

Mr, Bennern I said, T have the snme feeling with respect to our
monetary policies,

Senator Bynn. Well, now, our fiseal policies are in a rather devastat-
ing state: ave they not !

Mr. Ben~err. Our fiseal policies at the moment ave in surplus and
the surplus will be increasing on a full employment basis,

Senator Byrp. You said that our fiscal situation is in surplus?

Mr. Bennerr. On a full employment basis, yes.

Senator Byro. Let's get down to actual figures. Let's get down to
figures on the Federal funds budget.

Now, for fiscal 1073, which ends at the end of this month, what will
be the surplus?

Yousaid a surplus?

Mr, Ben~rerr. There will be no surplus,

Senator Byrn., Or what will be the deficit in the Federal funds

budget ?

Lﬁ Benngrr, For the fiscal year just ended the unified deficit will
be $17.8 billion and the Federal funds deficit is larger. I don’t have
the exact number in mind here, It is larger.

Senator Byn. It is considerably larger?

Mr, Bennerr. Yes, sir, but with respect to the performance of the
€conomy-—— .

Senator Byro. Now, wait, let's stick with this one question until we
get this settled.

So that on a unified basis, which means that after you use your sur-
plus from the trust funds, you will still have a deficit of $18 billion; is
that correct ? -

Mr, BENNETT. Yeos, sir,

Senator Bynp. All right, now you don’t have the figure for the
Federal funds?

Mr. Bennerr. Yes, sir, Lhave it,

Senator Bynp. What is that?

Mr. Bennerr. $27.9 billion for the fiscal year 1973,
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Senator Bysp, So you will have a deficit then by your own figures
of $28 billion ; a Federal funds deficit of $28 billion, and yet you assert
that we will have a surplus.

Mr. Bennerr. I said that for the coming fiscal year we will have a
surplus on a full emploi;ment basis, which is most relevant to the
effect of that budget on the performance of the economy.

Senator Byrp, If it is most relevant to the effect of that budget, why
has Secretary Shultz before Ways and Means Committee asked for an
zln%rei%se in the debt limit? The debt is based on the Federal funds

eficit.

Mr, Bennerr. The increase in that ceiling is required in order that
the executive branch may be permitted to allow the trust funds to
invest in U.8. Treasury obligations. .

Senator Byrp, There would be no need for an increase in the debt
ceiling—and correct me if I'm wrong—there would be no need for an
increase in the debt ceiling if wo had a surplus in the Federal funds
budget, would there?

r. Bennerr. That is ri’ght. -

Senator Bynrp, Now, let’s get to fiscal year 1974, What are your pro-
jections now as to the unified budget surplus or defieit?
b“l}'.fr. Bennert. The unified forecast for fiscal 1074 is a deficit of $2.7

ion,

Senator Byrp. What is the forecast for the Federal funds defieit ?

Mr. Bennerr. $18.8 billion,

Senatar Bynn. So that even with this great improvement that you
cite, thore will be a deficit of $19 billion in the Federal funds budget
for fiscal 1974 is that correct!? :

Mr. BennNErT. Yes,sir, -

Senator Byro. And there will be n deficit of $28 billion this year?

Mr, BenNErT, Yeos, sir,

Senator Bynrp, Now that $28 billion deficit for the current fiscal
year is almost identical with the highest deficit the country has had
prior to 1971, which was the Johnson deficit of $28.4 billion,

Now, candidate Nixon in 1068 strongly and vigorously condemned
that deficit. The Senator from Virginia strongly and vigorously con-
domned that Johnson deficit of $28 billion. Now, I am just wondering
why it is such a terrible thing, which I think it is, to have a $28 billion
defleit under Lyndon Johnson but such a fine thing to have a $28
billion deficit under Richard Nixon?

Mr. BenNerr, In my view, Senator, it depends on the circumstances,
Earlier in this fiscal year we were not at the state of production the
economy has reached late in this fiscal year, Early in the fiscal year
just ending there was some need for stimulus for our economy.

Now there isn't, and now we are providing no stimulus through a
budget deficit.

Senator Byro. Now, the record shows clearly all through here for
anyone who wants to look at the figures that never in the history of
the country have we run such smashing deficits except during World
War II when we had 12 million men under arms and were fighting a
war on two fronts,

. Never before has anything approached this, more than $100 billion
in 4 years; are you concerned about that?
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Mr. BennerT. I am also aware that over those recent years we have
moved from a low or negative level of growth to a high level of growth
in our economy, Senator.

Senator Byrp. Am I to take that to mean that you are not concerned
about these deficits?

Mr. Ben~err, At the moment 1 feel our budgetary policy is correct
and in that sense I am not concerned.

Senator Byro. You are not concerned about $100 billion accumu-
lated Federal funds deficit in 4 years?

If that isthe case, I don't have any further questions at the moment.

I yield to the gentleman from Delaware,

Senator Rorin I have just one question, Mr. Chairman,

Last week the chairman of the Ways and Means €ommittee, Mr,
Mills, proposed that there be n 00-day froeze, Ie suggested he thought
this was desirable from the standpoint of building confidence in the
economy both from a standpoint of the international situation as well
as here at home with the housewife, .

Now, he admits this doesn’t correct the situation, but this would

ive time to take whatever monetary actions that are necessary. 1 won.
der if you would care to comment on the proposal of Mr. Milla?

My, Ben~erre, Senator, I am personally skeptical of the desirability
of that move, but I think it p(-rfmps wise to recognize the Deputy Un-
der Secretary for Monetary Affairs is not the spokesman for the Gov.
ernment on ‘the Cost of Living Council's work or the comparable
policies—

Senator Rorn. Thank you, I don't have any more questions.

Senator Byro. Senator Haskell ? -

Senator Haskern, I just hnve one question, Mr, Chairman.

Docs it bother you. Mr, Secrotury, from the monetary viewpoint
that since January the consumer price index has visen on an annualized
basis of 9.6 percent? Further, and more importantly from my view-
point, the industrinl commodities index has risen i-1.8 percent on a
seagonally adjusted basis, Does this coneern you ns n monetary expert?

Mr, BenNerr, Yos, sir,

Senator Hasxenn, What would you do about it?

Mr., Benyerr, Unfortunately 1T eannot do anything now about a
prior period and can only address myself to the period ahead,

For the period nhenad T'think we nre doing the right things. We are
moving into a budgetary surplus. As 1 say, we ure probably there, We
are having a restrietive monetary policy and we are trying to do
those basic things that will improve the productivity of the economy.
That is what T would like to do.

Senator Byro. Would the Senator yield !

I want the record to show you nre not moving ahead to a budge-
tary surplus if you figure that surplus on either the Federal funds
basis or the unified budget concept busis.

Mr. Bexyerr I agree with you, Senator, but I think for the pur-
pose of fghting inflation—imperfect as all of these measures are—
the full employment basis is probably the best husis——-

Senator I&\'nn. Well. excuse me. but that is something entirely new
and completely nebulous. No one knows what a full employment budget
is. You don’t even expect to have full employment.

I am sorry for the interruption Senator Haskell.
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Senator HaskrLL. Well, I gather, then, Mr. Secretary, that you
feel that using only monetary controls you can change these adverse
circumstances as measured bfv these two indices?

Mr. Bennerr. There are already indications that that may be hap-
pening, yes.

Senatgr Haskern, Thank you.

I have no further questions,

Senator Byro. Senator Fannin{

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

Secretary Bennett, I wish T could share your optimism and confi-
dence in the future of our economy. Let's just take a simple assump-
tion. Qur great problem with the dollar is more and more the busi-
ness of dollars continunlly leaving this country due to our imbalance.
of trade, brought about by our inability to compete; isn't that correct ?

Mr. Benyerr, That was true until last month, yes,

Senator Fannin, Well, T certainly disagree that it has been changed
to any great extent. We may have some circumstances that wonld
bring about a temporary change. but as far as our ability to compete,
it certainly husn’t improved to any considerable degree,

Mr. Ben~ern T think we may have monthly deficits again later
this year and n lot of them perhaps, but 1 think our competitive
position has markedly improved.

Senator Fanwyin, If we are to recover from our present position
which I think is almost devastating, we must have increased produe-
tivity if we are going to recover, do you agree?

Mr. Bexygrr, We must have it if we are going to stop those price
increases, yes.

Senator Faxyiy, Well, of course we must be competitive if we are
ﬁoing to continue having any chance nt a surplus of trade, and if we

on't have a surplus of trade, of course, I don't see how we can possibly
ever have a surplus balance of payments.

Mr. Bex~ere, I agree,

Senator Faxniy, We could work on that for years,

My, Bexyerr, Tagree,

Senator Faxyiy, Now the confidence in gold—you said you felt that
it is going to change but it is more in evidence from each passing day.
T don’t see how you ean assume that it is going to change.

Mr. Bexxerr, What?

Senator Fanyix. The confidence in gold. Tn other words, the dol-
lar price of gold has increased nguin yesterday and they are trying to
get tid of the dollars and got gol(t -

Of course, they ean get a return on the dollar and they can’t get a
;'etm-n on the gold unless it inereases in price so they must feel it will
NCICARE—mmm

_Mpr. Ben~err, Senator, it was also true a few years ago there were

comparable rapid increnses in the price of silver when were in the
f)mces('ls of phasing out silver. Unfortunately, many investors got
urned.

Senator Faxxiy, Well, I certainly hope that is true as far as gold
is concerned, not that I want them to get burned, but I just hope it is
true because it is terribly serious that the price has increased to the
extent it has in the past few months,

97.331 0-173 .9
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Now, one of our very serious problems is our trade imbalance with
Japan, Do you believe we have any chance to expect a surplus balance
of trade with Japan in the foresceable future? ,

Mr. BenNETT, Not this year,

Senator FANNIN, Well, in the next 2 or 8 years?

Mr. Bennert, Yes, sir,

Senator Fanniy., Well, I don’t know how it is going to be brought
about. Do you feel we will have bilateral u%reements with Japan, or
how do you think that could be accomplished )

Mr. Bennerr. We have, as n result of bilateral negotintions, have had
changes in their import restraints. We have had the change in the rela-
tive value of the dollar in excess of 85 percent. That is making a
difference.

Senator Fanwin, Of course, we still have a problem that their steel
conts less even “vith all of those changes that have come about and
their productivity is greater than ours as far as man-hour cost of steel,
for a ton of steel. So we can’t pay two or three times the wages that
Japan pays and expect to compete when their productivity is higher
than ours: isn't that true? '

My, Bennrrr, Tt {8 true but they have a higher rate of inflation than
we do. There has been this change in the exchange rate. Qur people are
in the ball game of competition agnin, )

Senator Fannin. Of course they ean stand a lu?ho.r rate of infla-
tion for a long, long time and still not have us cateh up with them,
That is my concern,

You talk about the imbalance of trade of #4 billion in 1972—not that
you have mentioned it, but that is the figure that has been used con-
tinuously, Now according to the reports we have had, if you take it
on the CTF basis, it may have been as much as #6 billion or more.

Do you see that we can turn that around and still have the cars com-
ing in at 8 percent, and yet we can't ship cars into their country with
the nontariff barriers and the tariff barriers at more than 40 or 60
percent ; can we change that around ?

Mr, Benyerr. T expeet improvement this year, T believe the Japa-
nese Government should take further steps, but—-

Senator Fannin, Well, I know they are concerned. They don't want
us to go bankrupt because we are a great market for them,

We are taking 35 or 40 percent of their exports right now, So they
do have a concern with our economy. They ave coming over and puttin
tremendous assets into this country. Are you in favor of tha
continuing?

My, BeNNETT. T believe that this year there will be a noticeable
improvement in our trade balance with Japan and they also of course

are investing heavily. -~ .

Senator Fan~1n. Do you feel they will eventually buy out Ameri-
cans; buy control of this country ? Between the Japanese and the Per-
ginn Gulf countries, it is not too unrenlistic to see the day when they
would have the ability to practically do so if we take into considera-
tion the figures,

I just don’t think we'll ever get into that position because we would
be bankrupt before we reached’it, but if we talk about 1mportjmctl $26
billion to $30 billion of petroleum products, anywhere in the world but
mostly from the Persian Gulf countries, thig isn’t too unrealistic. I
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understand by 1985 their total reserves would be more than all of the
other countries combined in the world and, if they did get into that
position, they could practically buy up America?

Mr. BennEerT. There are a number of estimates. One figure was that
these countries might have as much as $100 billion of reserves by 1980,
Now, I suspect that is high, but that is pretty small, a pretty small
number, compared to the annual new sales of stocks and bonds in the
developing world,

Senator FAnNIN, Woell, that may be true, but what are the reserves
of the United States today ¢

Mr. Bennerr, The reserves of the United States today are negative if

ou take into account our liabilities, us well as our assets, If you ignore
he liabilities, they are in the range of $13 billion,

Senator Fannin, But it is pretty hard to ignore the linbilities when
you come right down to it,

Mr, BENNETT, Yes, sir,

Senator FaNNIN, I am wondering what we can do when we start
talking about paying for the importation of oil and consider just what
is involved because unless this country has the fortitude and unless the
people of this country and the Congress really face reality, we just
can’t work out this trouble.

Wae can’t solve this—don’t you agree--unless we increase our pro-
ductiomrof our own energy materials?

Mr, Bennidr, T strongly support measures to malke possible an in-
crease in our own energy production,

Senator Fannin, In other words, that is our hope of survival—
is it not—that we can develop our resources in this country and get in
the position where we will'have exports that will be able to offset these
imports, And without that, do we have any future?

r. Bennerr, Without that the dollar will be worth less in the
future, I think we will develop the exports, though, .

Senator FanNIN, Well, I certainly wish I could share your opti-
mism, T don’t know. ‘

Now, what steps have we taken? You mentioned a few steps have
been taken, but in reality when we talk about the Japanese—-and we
have discussed what they are doing and how they are opening up new
markets—but still the electronics people tell me they can’t get their
products into Japan; color TV’s and items of that nature,

The Zenith Corp.. for instance, repeatedly reports that they can-
not get into the markets of the Japanese, So, what has really changed
that is of any great consequence a8 far as the Jnsmnese are concerned ?

Mr. Bennerr, There have been reductions in their restraints in elec-
tronies imports, They have not been as large as we think are appro-
priate unilaterally, and of course, we anticipate that Japan should
make further reductions in the course of the negotiations which start
in Tokyo in September.

Senator Fanzin, Wello T pay a ly,n'ont tribute to our agricultural
industry in this country, I was in Japan not too long ago and they
said we should do what we can do best in exporting goods, and they
will do what they can do best, They said that they can manufacture
chen}mr than we can. so we should go back to an agrarian economy.™
- T looked into that and found if we even produced at the highest

rate that would be possible, that we could probably have another $5
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billion of exs)orts of agricultural commodities and then we would prob-
ably suffer in this country from lack of sufficient food to furnish
our own people.

Have you looked into what you think is possible as far as agricul-
tural products?{

Mr. BexNerT. I'm sure that our agricultural exports could increase
further, but there is no thought that we can balance our payments po-
sition purely by reliance on agriculture,

Our industrial machines must nlso be competitive,

Senator FaAnNiN, Woell, I have heard reports that even with the best
of weather, even with the highest crop production that we woul
lucky if we could increase by an amount of $5 billion, 8o I think we
must take that fact into consideration,

I just can’t see at the present time how we can expect the adjustment
in the dollar to take care of our position competitively because here at
home as that dollar decreases in purchasing power, then our people
natusally need more to take care of their own needs, and so then we
have the vicious circle of increased wages, We haven’t been able to
tie that down to increased s)rmluctivity. Until we do so, until we in-
croaso the productivity per dollar of wages, we are going to have a very
difficult time and I think that is what we should start concentrating on.

Thank you, Mr, Chairman,

Mr, Bennerr. I think you stated it very well, that the solution of
the international value of the dollar is not some gimmick, but it is stop-
ping inflation and increasing the &)roducti\'ity of our economy.

Senator Byrn. Senator Bentsen

Senator BentseN, Thank you, Mr, Chairman,

Mr. Secretary, I am not as o‘ptimistic as you are about this Middle
East and Persian Gulf situation, I look at 73 percent of the free
world’s su[iply, outside of the United States, estimated to be in those
countries. I look at Mr. Aiken's article in Foreign Affnirs for this
quarter in which he states that if you took the anticipated income in-
crease of the Persian Gulf nations, the Arab Persian Gulf nations
from 1073 to 1980 and then you took their budgets and compounded
those at a 20-percent annual compounded basis, that they would still
have in excess of $100 billion by 1980, .

You take countries like Kuwait and some of the other Arabian coun-
tries—they already have some of the highest capital incomes in the
world, and just what are they going to do with those excess funds?
It is o matter of deep concern to me. I know in Kuwait, at their last
meeting they talked about flonting those %100 billion around from
country to country and using it to influence foreign affairs of countries
they felt were not friendly to them.

T certainly doubt they will have the full $100 billion to do that, but
they do have a sum of excess monies that we have not seen before in
such small undeveloped s})arsel y settled nations.

You take the nation of Iran, for examfp]e, it has some things it can
do with its funds, but that is not true of some of these other Persian
Gulf countries and I think it is something we do have to direct our
attention to and do much more than we have done thus far.

I take no great comfort in the fact they are going to invest that
money in our markets to buy our companies. I think the thing is fur-
ther complicated by another indicia and that is the stock market. The

-
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Dow-Jones is not indicative at all of what is happening in the stock
market in this country. If you excluded the top 50 companies, I don't
know what the number would be.

I am sure you would get it around 700 or 750,

Now, who has been hurt by it? It has been the little investor who
has been hurt, You have scen the distortion in the stock market by the
large institutions who have come in there and said the only companies
they will buy are probably the top 50 becnuse they look to liquidity
and they want to get. in and out——

Mr, Bexswrr Senator, of course the—

Senator Bentsen. Then look at the equity funding situation where
the little investors found out much too lnte what was going on and
by the time he received the information the big investors aud large
institutions had heen able to get out of it. Then you look at the comn-
panies; many, many of our good, solid com!mnies in this country
whose stock is selling at four and five times enrnings.

Look at the Italinn stock market going up beeause there is confldence
in that market, but not confidence in our cconomie situntion,

Took at the Japanese and the excess funds they have, If they come
in and start buying up our compnnies—and at four or five times earn-
ings—we will have an extremely serious situntion on our hands and I
take no comfort in this.

Do you care to comment on that !

My, Ben~err. Of course the Japanese, Senator, ure investing heavily
in various parts of the world at the moment. It is not that we have
concern they may invest here. We are trying to attract them to invest
here, And foreign investments are not ulways solely in the top 50, as
you have referred to them.

We are aware of more innovative investments than that, And—-—

Senator Benrsen. Fxcuse me, They are going to put those in the
four and five minutes earnings, but we have had a distortion of our
market by lnrge institutions, and I think that should be of concern to
the Treasury Department and I think we are gioinfx to have to have
some remedinl legislation in that regard because I think they are in the
process of seriously hurting the stock market in this country, They are

oing to deny the stock market to the small investor, and when you do
hat, creating capital for this country is going to be seviously hindered.

That is where I think you are going to have to propose some reme-
dial legislation,

Tt me get to one other point that concerns me, and I don’t see that
the administration has nm(llo. the headway T holwed it would, and that
is the problem of the balance of payments with Furope. That is the
problem of our troops in Europe, We had mmethin{r in excess of 300,
000 troops there, Kven if you tuke the eredits from the German nation,
wo still have n balance-of-payments deficit that approaches $1.2 bil-
lion. und that is before the last devaluation of the dollar so it would
prolmbl?' mml{mmd the expense of keeping those troops abroad,

I chair the NATO Subcommittee of the parliamentary group, and
wo met the other day in Brussels to discuss this problem, When I ta)ked:
to them about our spending 634 percent of our GNP for defense then
I turned around and looked at the Germans who are right there under
the gun of the Russians who are spending only 514 percent of their
GNP. I looked at the Knglish spending just 5 percent and the Nor-
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wegians spending 814 percent. And it disturbs me that they don’t seem

to have as much concern for their safety as the United States does.
And then when I talked to some of the representatives, and they say
well, this is o politically difficult thing for us to accomplish, Wha
makes them think it is politically easy in this country to spend 634 per-
cent of our GNP for defense?

Mr. Bennerr, Senator, I share your concern on this exact point.

Senator BrnTseN, Here is where I think we have to get tough in our
negotiations with our Eur%ponn partners, They are going to have to

ick up more of this tab, You have a grave consumer situation over
here in European Common Market, but the situation has changed from
what it was at the end of World War II when they were devastated
nations and their industries were gone. Today, they are strong and
viable and last venr they had a surplus of trade of approximately
#2314 billion in the European Common Market,

e showed a deficit of %7 billion but if you put it on the FOB
basis—and if you took out the soft credit shares—we would be closer
to 14 billion. These are the things that have to be brought home
to those nations,

Mr, Benyerr I agree,

Senator Bentsen, And this is making n major contribution to the
run on the dollar, This exact situation, and it has to be corrected.

Mr, Bennerr, Tagree,

Senator BexTseN, What are we doing in that regard?

Mr. Bennerr. There are efforts now to impress upon the Europeans
the analysis you have just put forth, T agree that it is a matter that
wo need to take with extreme seriousness, What the outcome will be
I eannot tell you,

Senator BentstN, IHave we reached the position that we must with-
(tlirm;' some of our troops to show that we are serious about the situa-

on

Will that get their attention? I don’t want to see us totally with-
(It‘l:mlv o:]n- troops. I don't want to see Western Europe become another

inland,

I recognize the strength of NATO and that it has helped contrib.
ute to a generation of peace, but what kind of a partner are we if
we ruin our own economy? What strength can we give to Europe if
:m' economy is gone? This i3 what we must transmit to them, it scems

o me,

Mr. BexNerr. 1 would be happy to convey your message to the
other end of town, Senator,

Senator Bextsen, Thank you, Mr. Chairman,

Senator Byno. Senator Mondale.

Senator MoNparLe. Thank you, Mr, Chairman,

Mr. Secretary. T have asked Mr, Flanigan and one of the Governors
at the Federal Reserve Board, and 1 would like to ask you this to-
day, whether there are studies available which would help us under-
stand who was involved in the currency swapping that led or helped

" to lead to the two devaluations? ;

Mr, Bennerr. As T mentioned earlier, Senator, we do not know
that. We do know that about half of the $10 billion flows that took
place in February and the first few days of March were reflected in
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the accounts of banks in the United States; both.U.S. banks and
foreign banks,

Senator Mo~NpaLe. About half of it ?

Mr, BENNETT. About half. A large part of that moved on the basis
of instructions from forcign depositors or foreign borrowers who drew
down previously existing lines of credit and—

Seenutm' Monbark, But do we know what kinds of foreign borrow-
ers

Mr. Bennerr, T do not have a geographic breakdown,

Senator Moxbark, The interests, for example, were who? Was it
the oil intorests?

My, Bennerr, Well, we do have some roports—as I also mentioned
earlier—some of the major oil-producing countries, that in fact they
did not make any large shifts of funds,

Senator Moxpark, That they did not?

Mr, Bexnerr. Did not during that period. I do not have reports
for all of them, though.

Senator MoxpaALE, You mean out.of the 11,8, banks?

Mr, BExNerT. That they did not make any large shifts of funds
out of dollars into other currencies during thut period, Senator,

Senator Moxvark. You mean, you are saying, your studies satiafy
you that none of the oil interests in the world were involved in any
signifieant way in the dollar swap?

Mr. Benxerr, No, sir: T would have to be more modest. I said, a
number of important ones have reported that, but some others, we do
not have reports from,

Senator Moxnare, Do you mean 7.8, owned corporations?

Mr. Bex~yerr. No: 1 wasspeaking of governments, of oil-producing
governments,

Senator Moxpare, So it is your impression then that oil interests
were not substantiully involved in the devaluation and the money

swap !

I\g'. Bex~NETr. When you refer to oil interests, T have spoken thus
far only of the governments of oil-producing companies. Now, with
respeet to U7.S, corporations and U.S, individuals, and T.S. nondirect
investors, nonbank sellers and creditors, the reports have come in in
the last few weeks, and are now being compiled. and we will have our
first statistical reports later this month as to how the other $5 billion
is broken down: how much is direct investment, how much is ex-
port eredit, how much is errors and omissions.

Senator Moxnare. Are you conducting that study?

Mr. Bexverr, The Treasury and the Department of Commerce

- collected this information,

Some comes to us and some goes to the Commeree,

Senator Monpare. T think it would be helpful, Mr. Chairman, if
we could have as much of that study as you feel you could release for
this hearing record,

T think it would be very helpful.

Senator Bynrn, Mr. Seeretary, would you provide that for the record -

Mr. BENNETT. Yes, sir.

* Senator Bynn. Thank you,

{;I‘]ho following material was subsequently submitted by Mr. Ben-

nett,
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Derury UNDER SECRETARY OF THE TREASURY, -
Washington, D.C.,July 20, 1978,
Hon. Harry F, Byrp, Jr.,

U.8. Senate, -
Washington, D.C.

Dear SEnxaTor Byrp: During my appearance before your subcom-
mittee on International Finance and Resources on June 5 T was asked
to provide more information on capital flows from the United States
during the first quarter of this yenr when we were further along in our
statistical studies of that period. Ifurther work remains to be done,
but the members of the committee may find of interest a report on the
information we now have.

As indicated in the summary table below and in more detail in the
table attached, a net outflow of $5,780 million in recorded private

“capital transactions was a major contributor to the official defigit in

that period, Moreover, errors’ and omissions—which were probably
Inrgely capital flows—contributed another $3.650 million to the deficit.

I'.K, balance of paymenta not scasonally adjusted, Ist quarter of 1073
[ Millions of dollars)

Current transactions, excluding income on direct (nvestments, net...... -3, 280
Income on direct INVestments, Net. oo evenmccccnccnncameannn- eawan 2,200
Government capital flow. .. .. .. s moac e aaan mm e amn w41
PPIVALE COPIER] (JOWR e e e v e e eee e mcdcwmmcan e macemcamm - - T80
Irrors and ominslonf. ... ... e emEmemre e e uaa =8, 000
. b —————“—

Offielal reserve teansactions balanee. ... e mmwmeue e canae =0, (K0

(‘The data in the table nre derived primavily from those published
by the Department of Commerce in the June 1973 issue of the Survey
of Current Business, However, the data for those corporate eapital
transactions which nre not related to direet investments have been
rovigéd to include statistienl informmntion that is collected by the
Treasury but was not uvailable in time to be used in the Department
of Commerce compilations, The data on these corporate transactions
will be publighed on a countey by country basis in the August issue
of the Treasury Bulletin, Further revisions of the data for the fivat
quarter will be published by the Department of (ommeree in the
NSeptember 1973 issue of the Survey of Current Business,)

The breakdown of the recorded private eapital transactions in the
fivst. quarter is given in the following summary table, (More detail

A48 provided in an attachment.) It can be seen in the first. columin that

bank transactions reflected the largest part of the outflows. Net cor-
porate ontflows were large, but not greatly different from the compar-
able period a year eavlier, while securities portfolio transnctions made
il alml)stm\t.inl and increasing positive contribution to the payments
mlance.
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~— PRIVATE CAPITAL TRANSACTIONS IN THE U.S. BALANCE OF PAYMENTS NOT SEASONALLY ADJUSTED
{In millions of dollars}

Change frome
Istquarter st quarter Ath qu
7 S b 1574
Transactions of agencios and branches of foreign banks in the United .
(Yo sy 0 Sranchas o Tore) 47 Datka n e Tnitee. I ]
Transactions of U.S, banks in the United States. . .. ,3 -2,0 -2, 3
Subtotal, bank transactions. . ..................... ~4, 400 -4,300
” Pt A et bl i
,8. direct investment abroad........ . . - -2,2
o‘mn direct investment in the United Stat g
Othet corporate transactions.............. - -
Subtote), corporate transactions.... ..., POV e -2, - -3,
Transactions in mmtm and brokers funds, . ....... ... .. ... 1333 1,828 133
—— L FTATRALN R L3 RIS & R MR SN Y
Total privato capital... ...t iiiin i -5,780 ~3,820 -7,80

Within the banking entegory the table indicates that the net outflow
in the first quarter was about evenly split between transactions by US
banks in the United States and transnctions by branches and ngencies
of foreign banks in the United States. The US banks in the United
States are cooperating in limiting outflows of their funds on the
basis of a specifie set of guidelines agreed with the Federal Reserve,
and the US branches and agencies of foreign banks have been re-
?uost(-d to ubide by the spirit of the same guidelines. On July 10 the

Sonrd amended its guidelines to make them as specific for these
agencies and branches'as those applying to US banks, Such guidelines
do not, however, apply to export eredit and do not vesteain the out-
flow of foreign funds deposited in the United States, In the short run,
morcover, the guidelines may be exceeded when there is n sudden con-
centrated call by foreign borrowers on their existing unused credit
lines, All of these specinl factors were probably present in the banking
flows of the first quarter.

Within the corporate category. the principal outflow resulted from
net transfers to llZS direet investment operations abroad, These out-
flows of $2,040 million were lnrge in ubsolute terms, However, in re-
cent. years direct investment outflows have normally been high in the
first quarter, presumably as u result of incentives created by the work-
ing of the controls administered by the Officeof Foreign Direct In-
vestment, The incrense in 1973 from a year earlier was thus significant,
but not the principal “swing" item as compared to the banking flows,

During the first quarter of this year there was also an outflow of
$260 million in other corporate cupital outflows, for example through
deposits in foreign banks. repayment of foreign borrowings, and eredit
on_trade transactions with unaflilinted foreign enterprise,

In all probubility some direet investment and other corporate out-
flows in the first quarter were caused—or accelerated—by the wide-
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spread expectation of exchange rate changes at times Qurin%the quar-
ter. Nevertheless, the excess of all these outflows during that period
over the same period in the previous year of $1.1 billion suggests that
the US corporate reaction to the expected exchang: rate changes was
not the major component of the flows which led to the worsening of
the US {mymente balance in that period. And during the same })e od,
despite the exchange rate expectations, there was an increase in foreign
direct investment in the United States. .

During the first quarter portfolio transactions also strengthened the
US payments position, and the major component of these flows was
foreign purchases of US securities,

In order to gain as complete covernge as possible of corporate capi-
tal flows during the first quarter letters were sent by the Secretary
of the Commerce and the Secretary of Treasury to the chief execu-
tive officers of 1,600 US corporations to request their personal atten-
tion to their reports to the Government for this period. In addition,
visits have been made by a tenm of experta from Commerce, the Fed-
eral Reserve, and the Treasury to a number of representative com-
panies to review procedures in detail. These reviews have uncovered
somo omissiona from provious reports, but probably not in a magni-
tude to alter the trends rovealed by the reported figures. Under the
circumstances we are led to the conclusion that the bulk of the un-
ro;l)orted transactions revealed by the errors and omissions of $3,850
million in the first quarter were undertnken by US residents other
than the major US business corporations, which are well covered by
the present statistical rcport.in‘z gystem.

I hope this information will be of value to your Committee,

incerely yours,
Jack F, BENNETT.
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PRIVATE CAPITAL TRANSACTIONS IN THE BALANCE OF PAYMENTS, 1372 AND IST QUARTER OF 1903

tillions of doltars]
Not seasonally adjasted, 1972 o
Quastesty
average [ | 1 m w 9731 1 n ] w 8731t
U.S. corporations:
Dicsctinvestmest_ __ ____ __ _ . ______ . __ 851 ~1,652 -398 —1,658 256 2,59 —L -1 —1148 -m -2,139
Other assats. ——— - -3 —247 —160 ~198 - - -1 -1 —118 -2 -1 —658
Liabilities. ol 24 L@ 523 958 465 2 1,081 626 e d 513
otal —— -373 -1, 635 513 -3 42 -2.79 -~1192 7% -1 -272 —-2,280
Foreign direct investment in the United States__ _ .. ~N —3%1 13 178 168 2a -6l 15 s 168 2q
Total corp transactions. —_ -333 2,056 696 -555 5% —2.552 —-1,553 965 -633 -112 -2,037
Banks:
US assets, totad . oo 8% —966 133 74 —-1,954 -2,8% ~La 106 -84 —L37 —3,346
- Of which US. ageacies and branches of
ign basks_ (—4r5) (—376) (—126) (-318) (-1028) (—13%) - -
U.S. Kabilities, totat_ * - L2321 729 2,212 19 L6 —~1.68¢ e L&® k7 2,437 -1,750
M I & @m am @ G un
Net fow of funds x5 -1 2,410 535 -8 -4 =) 1.5% —s5 L12 5,86
WM U.S. agencies and branches of foreign
m - —_ aes) L aem) (-2 (-8 (-220)
Forsign  sacurities. -158 —437 -36 2 -8 Q- -7 —36 . —8 a
US. secatities (excleding mew issves by
578 %2 198 181 L1 134 »2 98 m L1723 L34
Net__ 28 35 156 3% L1333 LN 25 —156 390 .13 LI
Brokers fuads, et -7 -5t k4 -3 ] -7 -8 b/4 -3 3 -
Total privats capital -1,9%9 2.9 -73 L4588 -5 —1,9%6 2,32 ~816 2,166 5.7
tProliminary. Note: Figures in parentheses denole debils.

BEST AVAILABLE COPY
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Senator Monpare, What is your opinion about the advisability of
returning to a tougher incomes policy of wage and price, profit, and
interest controls to try to take some of the heat out of what I regard
to ble tgn msolemblc inflationary period of phenomenn, Does that ap-
pea ou

Mz, Bex~err, Well, as T mentioned earlier, the Deputy Under Secre-
tary for Monetary Affairs is not the administration spokesman on in-
comes policy. I do not agree with you when you say, take the heat out,
because in my judgment an incomes policy in the sense of restraints
does not take the heat out,

What takes the heat out is budgetary policy and monetary policy.

Senator Monvark, Well, if I understand your answer, you are not
going to comment on the question of whether we need wage-and-price
controls beeause that is not in your field ?

Mr. Bennerr, I wonld be happy to give you my personal judgment,
but T didn’t think you wanted that,

Senator MoNpALE. Let's huve that,

Mr, Ben~err, My answer is no. I do not beliove it would,

Senator MonpaLE. It doesn't help at all?

M, Bexnerr, No, sir,

Senator Moxpare. Well, when we had phase I, as I reeall, the level
of inflation was half of what it has been under phase ITI; does that af-
fect your judgment at all?

Mr, Benyerr, Well, I would make two comments with respect to
that, When we went from phase IT to phase ITI, we did not remove the
existing controls in the food sector and in faet we tightened them, yet
one of the largest contributions to the price inerease in phase ITI was in
food and that was not as n result of the move from phase IT 6 phase
ITI, Furthermore, when you say it was lower in phase IT, I always won-
dfr ho}si much of the move in phase TTT might have been left over from
phase IT,

It had to come out sometime. So those are two factors that weigh
heavily, in my judgment. I also am concerned about the effect of these
income policies in reducing the productivity of the 1.8, economy. As
I said earlier, T feel that incrensing of the productivity is the rea] cure,

Senator Monpark, Do you see any evidence that there is a substan-
tial inerease in foreign investments in the United States as a result
of the two devaluations?

Mr, Benxerr. There are two kinds of evidence; the s)ort.folio in- .
vestment here in the first quarter of this year was at the highest. level
in history and—

Senator Monparr, Would you say that again?

Mr. Bennerr, The flow of foreign portfolio investment to the
iITx;iy(*tcl States in the first quarter of this year was at the highest level
n history,

I 3youf£ln‘t be surprised if it has been lower in the last few days, but
I expect it is going to be high in the coming monthes, :

Second, when I' go to Iiurope I meet with government officials and
with industrialists, The industrialists are concerned and feel that
plants in the United States are more competitive than plants in their
country and they are concerned about the competitive position of their
plants there, ,

That is the change that is encouraging.
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Senator MonpaLe. Well, do you anticipate an expanded flow of for-
eign capital into the United States, partly as n result of these deval-
uations

Mr. BennNETT. Yes, sir,

Senator Monpare, And how do you think that will show up? Will
tllmt bo? in terms of foreign ownership of 1.8, plants or creation of new

ants
P What will its characteristics be? Investment. stocks, do you think

What will—

Mr. Ben~err. Senator, it will be in the direet. investment flow and in
the portfolio purchase of 7.8, stocks,

Senator MoNpaLE. You think that is happening now?

Mr, Bennerr, Yos, sir,

Senator MonpaLk, Do you see any evidence that, sny, the Japanese
and European multinationnls ave considering cstablishing plants in
the United States us we have done in, say. the Common Market {

Mr. Benngrr. Yes, sir,

Senator MoNparLy, Are there annonnced examples of this?

Mr. Besxnwrr, There have been a number of announcements since
February.

Senator Monnare. Could you give me just n few examples?

My, Bennerr, There have been some South Carolina examples,

Senator Monpars, That was n Gorman plant in South Carolina?

Mr. Bennerr, Yes.

Senator Mo~NpavLg, That is some months old. though, .

Mr. Bennerr, Well, there have been a number of them. It is my un.
derstanding—if you would like, I will try to nccumulnte more specifics
and send them to you—

Senator Monpare. The German investment was |]n‘odiuted. I have
been watching the newspapers about this closely, and 1 was just won-
dering whether you are seeing some of this investment going on?

Mr. Bennerr, I think you might also have noticed the other day,
there was o large unnouncement, I believe, of an expansion of a re-
finery here by a company that is in large part. a subsidiary of a foreign
company, That again is a8 a result of new policies.

We will get the investment. here rather than in some offshore island
or some other part of the world,

Senator MoNpark, Well, thank you, Mr, Chairman.

Senator Byrn. Thank you, Senator Mondale,

[Mr, Bennett subsequently submitted the following information :]

SELECTION OF RECENT DIRECT INVESTMENTR IN THE UNITED STATES BY
EUROPEAN AND JAPANESE DIRECT INVERTORS

Libby McNeill & Libby (Nestle Alimentana, N.A,, Switzerland). Majority con.
trol acquired. (March, 1078)

Stouffer Foods Inc. (Nestle Alimentana, 8.A,, Switzerland), Acquired for $100
milllon from 1Atton Industries, (March, 1078)

Cadbury Corp. (Cadbury-Schweppes, Ltd, United Kingdom), Company ane
ng\mced it will build a $10 miition plant in Hagzelton, Pennsylvania, (March 15,

1078)

Robert Bosch A.G., Germany, announced the bullding of a fuel injector as-
sembly plant in Dorchester County, 8outh Carolina, (May 81, 1978)

Klockner Moeller A.G., Germany, announced the huilding of a $1 million elec-
trical switchgear }nnnt in Rhode Island. (June 7, 1978)

Hitachi Metals Ltd., Japan, announced a partnership arrangement with General
Blectrie to bulld a specialty steels plant in the United States. (March, 1978)
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Nippon Seiko, Japan, announced a joint venture with Hoover Ball and Bear-
ing Corp. of Ann Arbor, Michigan, to build a $10 million anti-friction bearings

plant at Ann Arbor. (March, 1978)
Mitsubishi International Corp. (Mitsubishi, Japan), announced the buflding
of a $10 million plant to produce synthetic uppers for the shoe industry. (Febru.

ary 22, 1978) -

'1‘0)‘(,) Bearing Manufacturing Co., Japan, announced the building of a $1 mil.
lion specialty ball bearing plant in Chicago. (April, 1973)

Sony (Japan), announced the bullding of a $15 million plant in San Diego to

produce color T'V sets, (April, 1978) -
Marubeni Corp., Japan, announced the construction of a $5 million textile plant

in S8outh Carolina. (May 81, 1973)
Melwa Gravure Chemical Co,, Ltd., Japan, announced the building of a $4 mil.
lon plant in Charleston, South Carolina, for the production of plastic houaehold

articles. (June 1, 1678)
Kikkoman Foods, Japan, announced the construction of a $6 million plant in

Wisconsin, (February 18, 1978)
Yolkswagen Werk A.(i,, Germany, has announced that It is actively considering
the establishment of several assembly plants in the United States, (March 15,
)

Kuwait Investment Co., Kuwait, is reportedly making real estate investments
in the United States amounting to $&4 million, (April 19, 1978)

Farbwerke Hoechst, Germany, {8 undertaking a $80 mi'lion expansion of two
U.8. chemical plants already owned by the company. (April, 1078)

Source: Unofficial information available from the Department of Commerce and on the
basis of reports in commercial and financial publications.

Senator Byrp, Mr, Sceretary, I must say that I am shocked at the
lack of concern that the Treasury Department shows in these huge and
continuously expanding Government deficits,

It is shocking that your comment in reply to my question a little
while ago was that you are not concerned about these deficits. I don’t
see how we are going to get our problems under control until the per-
sons responsible regard them as a problem, '

Here is a 4-year 1l)eriod. from fiseal 1971 through fiscal 1974, the
accumulated Federal funds deficit will equal $108 billion. We had a
$30 billion Federal funds deficit in 1971; $29 billion in 1972; and $28
billion for this current. fiseal year, and you project a $19 billion deficit
for next year. Yet one.of the top people in the Treasury Department
says that he has no concern.

et me ask you this, What is the amount the Treasury Department
seeks in the current budget to pay the interest on the national debt?

I will give you the answer, Tt is $26.1 billion,

Mr. BENNETT. Yes, $20 billion something.

Senator Byro. $26.1 billion,

Mr. BenNETT. Yes, sir.

Senator Byrn. That has doubled in 8 years. In 1987 the interest
charges were $13.4 billion. They are now $26.1 billion.

Who pays that interest, the guy who goes out and works in the plants
and factories and earns a living, pays it.

Seventeen cents of every personal and corporate income tax dollar
paid into the Federal Treasury goes for that one purpose, namely, to
pay the interest on the debt and the Treasury Department is not con-
cerned about this problem.

Now, let me ask you this, I will assume you will agree that we are in
a period of inflation ¢

r. BENNETT. Yes, sir,
Senator Byro. You do agree to that ?
Mr. BENNETT, Yes, sir.

N\
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Senator Byrp. What, in your judgment, is the major cause of the
inflation we are experiencing . ,

Mr. Bennerr. With hindsight, it is quite possible to say three things:
Over the years, the budget deficits were too high, that over the past
g:ziod, with hindsight, perhaps our monetary policies should have

n tighter, and certainly over the periods past we did not take suffi-
ciently strong measures to remove the impediments to the productivity
of our economy. '

Senator Bynp. William McChesney Martin testified last week that
while there were various reasons for the inflation—and you have cited
some of them—that the major reason in his judgment are these con-
tinued huge Government deflcits,

I take it that you don’t regard that as a major reason, though

Mr. BennNerr. I would like to distinguish as best I can from the
accumulated past and the exact present moment. In other words, at the
moment I do not think we have cause for serious concern about the

“state of our budgetary outlook. -

- Senator Byrp, Well, if you are right about that—and I don’t think
you are—there isn’t much reason for us in the Congress to take the
political heat, so to speak, and vote to sustain the President’s veto on
many of these bills. I voted to sustain his veto because I think we are-in
a very desperate situation financially.

Mr, BENNETT. Senator, I would agree with you that if this restraint
were not exercised, if you did not continue to show responsibility, we
would be in trouble.—-

Senator Byrp. Continue to show? We haven't even begun to show
restraint, and the figures show that. Again I cite: we had a $30 billion
deficit in 19713 we had a $29 billion deficit in 1972; and we have a $28
billion deficit in 1973—you might say we are improvin;\z and I suppose
that is some improvement—and you project a $19 bi fion deficit for
next year, which may or may not be accurate because the-Treasury
forecasts have not been very accurate in recent years, and I think you
will admit that for whatever the reason.

Mr. Bexvyerr. Yes, sir,

Senator Byrn. Now, in your testimony you say that you feel that
it is a considerable overstatement to describe the present situation as a
monetary crisis,

Mur. Bennerr, Yes, sir,

Senator Byrp. On Friday, William McChesney Martin told the sub-
committee, and I quote, “I think it is good that your committee is
taking a look at this international financial erisis"—and I am quot-
inghfrom a transcript—“because I think in this instance crisis is the

ight word, given the $10.2 billion 1pn ments deficit in the first quarter,
the huge speculation against the dollar abroad, a current annual rate
of inflation of 9.2 percent of the consumer prices, and a drop of more
than 100 points in the stock market during the past 5 months.’

How would you characterize the present situation {

Mr. BennNerr. One thing I would point out, that we are at the
moment having a balance-of-payments surplus and not a deficit. We
have had that since the first week in March.

Senator Bynrp, Did we not have a balance-of-payments deficit of
$10.2 billion for the first quarter of this year?

Mr. BEnnert. Yes; we did but since the first week in March we have
had a surplus.
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thSenau;r Bryro. Do you expect that surplus to continue to the end of
e year
r. BENNETT. I expect we may have overall deficits in some of the

coming periods, but over the next several years, we will have on
balance surpluses.

Senator Byrp. Several years, I heard you say

Mr. BENNETT. Yes; we have a sh‘r[lylus now and we will have sur-
pluses over that period, but there will be perhaps periods inbetween
when we have deficits.

Senator Byro. Even if you don’t use the word, “crises,” Mr, Martin
feels it is appropriate. How do you characterize the present situation,

rogy?

lei't‘. BenNETT. As far as the international area is concerned, I would
say that we have been rewarded in that the system gut in place in
February and March has showed its resilience; it has showed its
strength and its viability.

Senator Byrp. Do you think devaluation is a solution {

Mr. BennerT. As 1 said earlier, I do not expect this Congress to be
asked again to change the par value of the dollar.

Senator Monpare. Would you yield there?

As.a matter of fact, devaluation is going on right now. It isn’t a
formal devaluation, of course, but what would you call it?

Mr, Benyerr. In the marketg)lnce the dollar has reduced in value.
You can use the word “devalued.”

Senator Monpare. Sure, because that is what it is, What is a devalu-
ation? It is the relationship of, say, the dollar to the German mark;
is;;’t it?? And hasn’t it devalued further since the two official devalus
ations

‘Mr. BEnNeTT. Devaluation, as you say, is n word of many meanin
and sometimes it is used to refer to that thing which has happened in
February and then agaimr in December of 1971, which was a formal
ghaé\ge. In the marketplace the dollar can devalue or appreciate day

ay.
ySena,tor Mox~pare, Which way has it been going?

Mr. Bennerr. I hope you got a copy of my chart that shows it
has been going in one direction the last couple of days——

Senator MonpaLE. Which way ¢

Mr. Bennerr, The dollar has been weakening relative to the Euro-

n currency, or to put it another way, they have been increasing
relative to the dollar.

Senator Byrp. Do you expect a balance-of-payments surplus for the
second quarter?

Mr. Bexnrrr. Yes, sir.

Senator Byrp, As an expert, would you tell a nonexpert, what does
the rise of price of gold mean?

Mr. Bennerr, It means gold has become too valuable to waste on
money. e

Senﬁ'xtor Byrn. Would it be equally accurate to say that mostly the
trndin‘g has been in American dollars and the American dollars are
re(hr( ed as less valuable than the gold?

r. BENNeTT, Well, there has been some decline in the dollar in
recent days relative to other currencies, but it has been a small frac-

01-331 0 - 78 - 10
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tion of the decline in all currencies vis-a-vis gold. I mean, the large
change in gold has been against currencies in general and not just
against the dollar.

Senator Byrp. In other words, a great many buyers would rather
put their assets in gold than to put it into paper currencies?

Mr. BenNerr. You say a great many, I think it is a pretty small
market, but enough have made that decision to push up the price,

es. ——
y Senator Byrp. Now, the President. stated in December of 1971 that
the Smithsonian Agreement was “the greatest monetary agreement in
the history of the world" and yet your statement. seems to make clear
that the Smithsonian Agreement was not a solution to our monetary
problems and that the second devaluation therefore was necessary?

Mr. Bennerr. The Smithsonian was a great agreement. It got to-
gether at one time for the first time in history a large proportion of
the monetary powers, and they agreed on a change. fthumed out the
change wasn’t big enough, though.

Senator Byrp, Formé? Chairman Martin feels that there should be
another international monetary conference called at an early date;
do you agree with that?

r. BENNETT. In one sense I have to because there are a lot of them
already scheduled, but if you mean do I want another one scheduled
in addition to the ones already scheduled. no.

Senator Byrn, Well, the ones already scheduled, are they of a
major nature?

r. BENNETT, Yes, sir.

Senator Byrp, What are scheduled ?

Mr. Benngrr. Well, in the coming weeks there are meetings of the
Committee of Deputies—the Paul Volckers of this world—of the Com-
mittee of Twenty.

There may be another meeting of the Ministers of the Committee
of Twenty this summer. In any event, there will be a meeting of the
Ministers in September and o meeting of the Governors from all 126
members of the International Monetary Fund in September, in addi-
tion to which, meanwhile. there will be many other meetings of the
Central Bank Governors and of experts in the QOECD—- -

Senator Byrn. T can’t find it in your statement at. the moment, but
didn’t you say somewhere in your statement that you did not favor
another monetary conference?

Mr. Bexnert. I do not favor another Bretton Woods,

Senator Byrp. Do you mean another major conference? _

Mr. Bennerr. Well, I don’t favor another meeting patterned on
that one in which it was expected to get everybody together for 2
weeks and solve the world’s problems, )

Senator Byrn. The Morgan Guaranty Trust Co.'s latest world cur-
rency survey forecasts many improvements in the basic balance-of-

ayments deficit in the United States this year. You feel they are
naccurate and incorrect?

Mr. BENNETT. T feel there will be a marked improvement this
year, Senator. N

Senator Byrp. How much improvement in the trade balance thus far
was due to the Soviet agricultural sales?
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Mr. Bennerr, The total of Soviet agricultural sales was between
$1 billion and $114 billion, I believe, so it is of some magnitude, but
some of that might have been sold elsewhere.

Senator Byrp. So the Soviet grain sale had an impact of about
$1 billion or $114 billion? -

Mr. Bennerr. Well, $1 billion to $114 billion, yes.

Senator Byro, Is it your feeling that the Nation as a whole benefited
from the Russian grain sale?

Mr, Bennerr. I wish we had sold it at a higher price, I do think
we_benefited.

Senator Byrp. Would you give me the figure on the current—well
we will take March 31, our current gold holdings as of that time,I an
our total assets and our total reserve of assets, and our total liabilities
to foreigners ns of March 317

Mr, Ben~err. Our gold, as I reeall, was about $10.4 billion as of
March 31 and our liabilities to foreigners, official institutions—I have
that somewhere—the total to foreigners was $88 billion,

Senator Byro, Now, the Federal Reserve’s representative, Governor
Daane, the other day gave a figure of $90.9 billion,

Mr. Ben~NETT. Ho was talking about—oh, wait a minute. I am sorry.
I jixvmped a line.

ou are right, It is $90.9 billion. Tt was $90.9 billion for March 31.
There is a line missing here.

Senator Byrp. What is our total reserve assets{

Mr, BENNETT. Qur total reserve assets?

Senator Byro. Yes,

Mr. BENNETT. Let me get it exactly, if I may.

Senator Byrp. For March 31,

Mr. Benxerr. It was $10.4 billion of gold. I think in addition to
that we had about $1.9 billion of special drawing rights, so all together
wae had about $13 billion, -

Senator Byro. So, putting that $00.9 billion in perspective, we'll
say $91 billion was the figure us of December 31; just 8 months prior
to that the liquid liabilities to foreigners was totaled at $79 billion,

Mr. BEnxerr. Well the number comparable to the $90.8 billion as
of the end of December was $83 billion,

Senator Byrp. The $79 billion then would be to the institutions only ¢

Mr. Bennerr. Well, T am just not sure where that number came
lfrﬁm At the end of December the official institutions figure was $61.5
sillion, _

Senator Byrp. Your figure shows $83 billion for the end of Decem-
ber for the total liquid liabilities?

Mr. BENNETT. Yes, sir,

Senator Byrp. Now, g‘ust one further question. Why should not
private citizens in the United States be permitted to own gold?{

That is the first question. The second question is: Is it not correct
that citizens in most countries, virtually all countries, have the right
to own gold?

Mr. Bennerr. Well, if I may take your second question first, Sen-
ator, the majority of the citizens of the world and the majority, of the
countries of the world are not permitted to hold gold.

Senator Byro. Are what!

Mr. Bennerr. The majority of the citizens of the world and the
majority of the countries do not permit it. However, the variations
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are many. The Canadians are allowed to, but the British citizens
are not; Japanese are allowed to, but Australians are not; Norwegians
and Danish are not allowed to, but French and Italians are, so it varies
as far as being allowed to.

Senator Byrp. Why should an American citizen not be permitted to?

Mr. Bennerr. Well, the prohibition, as you know. was put in
place in 1933 and the conditions are now markedly different so it is a
subject that ought to be reviewed, but I think that there are conditions
and appropriate reasons today why that action of removing the pro-
hibitions should not be taken. We are not long out of that period in
February of market instability, If we were today to allow citizens
to hold fzold or announce that we would allow them to hold it soon,
that could lead to a worsening of our balance of payments in the short
run and it would lead to a further move in the price of gold.

To the extent that had some reflected impact on the currency mar-
kets, it would be unfortunate.

I think the time should come and will come when we can treat gold
just like any other commodity, but T don't think it ought to be this
week and I don't think it would be wise to legislate that it would be
changed as of December of this year.

course, American producers of gold can sell their gold at the
market price and anyone in America needing gold for artistic or
industrial purposes can buy gold.

Senator llh'm). Well, thank you very much, Mr. Secretary.

Senator Haskrnr., Mr. Chairman?

Senator Byrp. Yes; I will yield to Senator Haskell.

Senator Haskerr. May I ask just one question?

Mr, Secretary, as I view it, onr country's tax policy provides induce-
ments for our capital to be invested oversens. and then to accumulate
and to leave the profits overseas.

peaking as a member of the Treasury I)ol)urtmmm do you agree
with that policy ? Do you think that is a wise policy?

Mr. Bex~err. I don't agree with your characterization of the tax
law as providing inducements, There are circumstances which could
zu'atrif a change and, in fact, the Treasury has recently proposed cer-
ain changes in the tax treatment of foreign income.

There are circumstances when foreign governments attempt to use
tax policy to attract American capital. but basically in taxing a U8,
investment abroad our law tries to recognize that theve is a need to bal-
ance competitiveness relative to a plant in America and the competi-
tiveness relative to a foreign-owned plant. It does us no good if there
is a business opportunity in East Africa and we impose a tax on top of
the local tax so that an American company couldn’t compete for that
business, but a French company could take it,

On the other hand, we don’t want our tax policy to give any induce-
ment for the American company to put the plant in East Africa and
not in South Carolina. But those two factors have to be balanced. But
we do earn a great deal from investment abroad. One of the strongest
elements of our balance of payments is the earnings of our foreign
investments,

Senator HaskerL. As I understand it, the great bulk of those earn-
i&gs is not repatriated for very obvious reasons due to our tax policy.

ould you agree with that?
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Mr. Bennert. No, sir. I think that the great bulk—over half—are
repatriated. First of all, the earnings of all branches abroad are taxed
currently, and the earnings of the subsidiaries, since they are already
taxed abroad—for example, the oil companies are almost universally
tﬁ%ed tel"ngher t;‘l;)road than here-—can be brought back without any great

. . x a y.

In fact, in many cases, no U.S. tax is paid since they have already
paid so much abroad.

. Senator HaskeLi, Let me put it this way. Assuming there were a
situation where it would be more advantageous financially to invest
abroad due to our tax policy, would you consider that a wise Treasury
policy ¢

Mr. Bexnerr. To prevent exactly that possibility the new tax pack-
age, which has been sent here, provides for three changes to reduce the
possibility of that happening, Senator.

Senator Haskern. Well, I will be glad to examine those three
changes.

Thank you, Mr, Secretary.

Mr. Bennerr. Thank you.

Senator Byro, Thank you, Senator Haskell.

Just one ?uest.ion. Do you feel that the 8.3-percent expansion of the
money supply in 1972 was perhaps somewhat heavy ¢

Mr. Bennerr. As I said earlier, in retrospect we did something
wrong if we had that rate of price inflation in the first quarter, in the
first 4 months of this year.

Senator Byro, Well, thank you, Mr. Secretary.

[The prepared statement of Mr. Bennett follows ]

PREPARED STATEMENT oF HoON. JACK F. BenNETT, DEPUTY UNDER SECRETARY
OF THE 1.8, TREABURY

Mr. Chairman, I am flattered b{ your Invitation for me to present the Admin.
fstration's thinking on current international monetary developments. I shall
present a viewpoint which differs substantially from those of several of the
witnesses who appeared before you last week. They spoke-—as does the blue
briefing book prepared by your staff—of an International Monetary Crisis, There
are changes underway In the world but in my view it is a considerable over-
statement to refer to them asa crisis,

Current developments indicate that we have great responsibilities before us
in the management of our domestic economic affairs and great opportunities
for negotiating further improvements in international monetary arrdngements.
But, while recognizing these responsibilities and opportunities, we should rec-
ognize that current international monetary arrangements have performed well
in recent weeks, far better than would have been likely It earlier arrangements
were still in place. The market exchange rates hetween currencies have moved,
but the movements have not been disorderly. The price of gold has moved in 1a
Jumps in the private markets not only against the dollar but also against all
other currencles as well. That experlence has further underlined the unsuitability
of gold as a base for money, but, despite the still lingering forma!l links between
gold and the international monetary system, the instability of the private gold
price has not caused serfous disruption of currency markets,

We have been living through a difficult period in terms of an unexpected and
unaccertable rate of price inflation and in terms of foreign questions about the
rellability of our governmental processes, but the outlook is strong for the basic
determinants of our international payments position. There has been no falter-
ing In the economte policy procedures of our Government. Prices will be rising at
a lower rate in the coming months. Our trade balance has been movln%atrongly
in the right direction, and foreigners have increasingly recognized the oppor-
tuhitles for attractive investment in the U.8, economy,
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Looking backward a few years it may be helpful to recall that the dollar and
our balance of payments weakened sharply in the 1930's and 1060's, not because
of a poor relative record on inflation—the U.8. performed better than most
countries—but because of abnormally rapid increases in productivity elsewhere
as Japan and Europe were “catching up” with us after World War 1I. This
major structural change in the world economy was not matched by comparable
changes in exchange rates—under the Bretton Woods system there was a certain
inertia If not rigidity in exchange rates, The result was a progressively growing
upward pressure on the currencles of Europe and Japan and downward pressure
on the dollar.

By 1071 it was apparent that a fundamental mal-alignment of exchange rates
had been allowed to develop. The actions taken since the President's initiatives
in August, 1071, have now removed that fundamental mal-alignment from the
system. The fact that it took a year and a half to accomplish the necessary
changes can serve to remind us that a market exchange rate is a relationship
between two currencies, a relationship which the governments of either or bot
issuing countries may try to influence.

In August, 1971, the U.8. Government stopped trying to peg the {nternational
value of the U.8, dollar, and at the International Monetary Fund annual meeting
in September Secretary Connally suggested that for a transitional period other
countries also stop intervening to held up the value of the dollar relative to thefr
currencies, He suggested that the market be allowed to determine a new and
realistic value for the doHar, The others would not agree and during the fall of
1971 modified thelr points of intervention to allow only varying degrees of small
change in the relationship between the dollar and thelr currencles, After hard
negotiation an agreement was reached in December at the 8mithsonian that the
U.8. would remove its 109 import surcharge and that other major countries
would make more substantial changes in their Intervention points, permitting a
greater decline in the dollar relative to thelr currencles.

We argued for greater changes. We felt that more was needed, but in the end
a deal was struck to get at least the changes which were made, and in the realiza-
tion that no one could forecast with high degree of certalnty the |l)roclse effect of
substantial exchange rate changes in such circumstances, The deal was in a sense
lmﬁlemented by a formal change in the par value of the dollar in terms of gold,
a change which has been accurately referred to as a change in the price at which
we did not trade In gold. But the real implementation took place in the market
place as a result of the actions of the other governments in moving the points at
which they were Intervening in the exchange markets. ‘ !

The resulting changes in exchange rates were probably helpful to the U.8. pay-
ments position, but a year later a consensus began to develop among traders
around the world that the U.8K. projections had probably been right, that larger
changes in market rates were needed. No clear trend of improvement in the U.8,
trade balance had appeared, and indeed the trend-at the time seemed to be toward
a worsening of the U.8. trade deficit.

Increasingly private businessmen and bankers and the officlals of the central
banks of the smaller nations around the world began to base their decislons on
thelr judgment that the atithorities of some ot the major countries in Europe and
of Japan would not continue their intervention to hold down the value of their
currencies relative to the dollar at the current levels, Accordingly, deapite increas.
ing controls, foreign holdings of obligations expressed in the currencies of those
countries began to increase markedly, and as a counterpart the central banks of
those countrles acquired increased holdings of U.8. dollar-denominated assets,
principally U.8. Treasury bills. .-

The question i sometimes asked, “Why was this development of concern to the
U.8.7" “8ince the U.8, was receiving more goods in import than it was having
to export, wasn't this helping us to combat inflation in the U.B,?" The anawer is
that the U.8, fight against inflation probably was strengthened in the short run
by the import surplus, And the U.8., Government wasn't borrowing any more
just because some foreign governments were buying U.8. Treasury bills; in
effect some U8, citizens were finding it better to sell than to hold U.8B. Treasury
obligations at the high prices the foreigners were offering. Yet these factors were
more than offset by other considerations. For one thing the unreasonable exchange
rates were unfalr to large segments of our economy forced to compete under a
great handicap with goods produced abroad, The U.8, could—and was--providing
an adequate level of total demand-in the U.8,, but that was not adequate con-
golation for those whose livelihood was lost or threatened by foreign competitors
benefitting from an unfair rate of exchange. Moreover, we could not reasonably
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expect foreign countries to continue to 'hilp more to us than they received as a
result of their government's actions to hold up the price of the dollar by buying
low-interest-rate U.8, Treasury bflls. Sooner—rather later—this imbalance was

- sure to be brought to a halt, probably with great recriminations, probably with
new forms of government trade and investment controls abroad, probably with a
suddenness which would cause larger economic dislocations the longer the correc-
tion was delayed.

It was in these circumstances that the U.S. Government again took the ini.
tiative to gain the agreement of the major foreign governments to modify their
intervention in the markets thus allowing a further chantfe in the relationship
between the dollar and their currencles. After several days of negotiation a
change was agreed on. Again, as at the Smithsonian, the U.8, agreed to propose
a change in the price at which it doesn’t trade in gold, and a number of other
major countries moved their intervention points.

In subsequent weeks, however, the markets effectively expressed their dis-
belief in these newly declared intervention points, and foreigners continued to
acquire the currencies of some of the Intervening countries, particularly Ger-
many. After a few weeks these governments abandoned thelr announced inten.
tions of regularly intervening in the market between their currencies and the
dollar, and in mid-March an agreement in principle was announced in Paris
among the principal countries and the U.8, that in future “official intervention
in exchange markets may Le useful at appropriate times to facilitate the main-
tenance of orderly conditions...”

8ince that time, as you can see in the illustrative chart attached to my table,
market rates have varied but no large-scale intervention has been necessary to
maintain orderlf conditions. The rates are free to move but there is a difference
from the situation for the year and a half after mid-1971. During that period
there was a large backlog of needed adjustment—all in the same direction—
which some governments were reluctant to allow. Now there may be changes, but
they are likely to be largely as a result of new developments of the future—
and no one knows from one day to the next what those developments will be and
whether they will push the dollar up or down in value, The adjuatment for the
backlog has been accompished, and I see no justification for the statement in
your blue book that the present situation is “inherently unstable,”

A lttle later I would like to list some of the reasons why 1 suspect the dollar
will be worth more on the exchange markets relative to other currencies three
months and twelve months from now, but whatever the change I would expect it
to be brought about gradually. I am convinced that when the Congress completes
action shortly on the ar Value Modification Act now before it there will not be
another occasion when the Congress will be asked to devalue the dollar by lower-
ing its official price in terms of gold.

Many questions have been asked about who were the speculators who brought
about the exchange rate changes in February and March, And we are sometimes
asked what can be done about such destabilizing speculations. Before com-
menting on what facts we do have at this time, however, I would like to add to the
lat of questions, Has there been an irrational degree of em&)hasle on the word
speculation? 1s there really any good reason to attempt to delve into an individ-
nal's motives to try to determine whether he was hedging or speculating, that is
whether his lack of bellef in some government's official line was exp! through”
changing the timing of a foreign exchange transaction which would have been
made In any event at some time or was expressed through a transaction which
would not have taken place if there had not been the lack of bellef? Is there any
reason to consider it unpatriotic for an American to doubt that a foreign govern-
ment would be successtul in its effort to subsidize exports through intervention in
f‘m‘»‘ ex?cbanxe market to hold down the value of its currency relative to the

ollar

These questions should be borne in mind I think when studying the chart
attached to the statement, Certainly a case can be made that those movements of
funds which led to the change in the basic level of the dollar value of the mark
and the Swiss franc from, say, late January to late March were not irrational
and destabilizing. They could be considered a final part of the suppressed need
for adjustment which had built up over quite a few years,

The smaller changes more recently could be different. They are for one thing
not the sudden result of breaking through-a level of governmental o, ftion to
change. The rates have been free to move on a dally basis since mid-March, And
there have been developments which private traders and investors might judge
to be likely to lead to some decline in the foreign exchange value of the dollar.



148

While these judgments are understandable, I wouldn't be surprised if it turns out
that they give undue weight to some of the adverse factors. Yet I mention them to
explain why it would seem wrong to me to consider the recent exchange rate
moves in the market place totalay irrational, Probably there were irrational ele-
ments, but our rate of price inflation in the first quarter was higher than ex.
pected, and this was not a favorable development for our trade balance, Germany
did introduce severe anti-inflationary measures and did increase its interest rates,
The Senate did pass legislation to permit private U.8. citizens to hold gold for
investment and speculative purposes starting at the end of this year, and such
permission, if finally enacted into law, could well, not only increase the cost of our
substantial level of imports of gold for industrial and artistic purposes, but also
lead to a large additional import burden. It is for that reason that it is my hoge
that the Senate-House conference committee on this legislaiton will adopt the
House version, which defers the move to private ownership until such time as the
P'resident determines that sufficlent reform of the monetary system and sufficient
demonstrated improvement of our payments position have been accomplished to
permit the change to be made In an orderly fashion,

I mention these considerations in part to explain my belief that the exchange
rate changes In recent weeks were not the result simply of some spontaneous
instability in current exchange arrangements.

In recent weeks, ag you know, the exchange rates rather than the levels of
exchange reserver have reflected the market's changing viewpoints on various
currencles. One can never be sure but my own guess i that if we had tried the
reverse, {f governments has cousistently intervened to attempt to hold the ex«
change rates unchanged while absorbing the currency flows in reserve changes,

then we could well have generated an old-fashioned moietary crisis with markets .

closed abroad and financial officials fiying off to emergency meetings,

That, of course, was what happened in February and March. During that
period the reserve holdings of dollar assets of the foreign countries increased by
about ten billlon dollars, From reports which have been made public already, it
n})penru that about a half of the accumulation was reflected in transactions of
U.8. banks {n the U.8, and of the branches and agencies in the U.8, of foreign .
banks. Some of the transactions took the form of reductions in privately held
deposits in the U.8, Some took the form of new loans from the offices in the
U.8, elther in the form of new credit approvals or-~in most cases probably—in
the form of drawdown of already existing lines of credit, What we don’t know
in any precire numerical way {8 to what extent the initlative for the transac.
tions came from within the United Statex and to what extent from instruetions
- recelved from abroad. In a qualitative way the banks have reported that the
preponderance of the initlatives came from abroad,

Apart from the reported bank transactions there were probably about five
Milion dollars of other transactions which increased the dollar asset holdings
of the foreign central banks. Later this month we'll get our first statistleal re-
ports for the first quarter showing a breakdown of thix outflow among the cur-
rent nccounts and the direct investment flows of UK, corporations, the credits
of U.& non-bank corporations, and errors and omissions. The company reports
from which the Government's stutistical reports are prepared were received in
recent weeks by the Treasury and the Commerce Departments and are now belng
compiled and analyzed. To insure the accuracy and comprehensive coverage of
these reports to the Government, n joint letter wna sent by the Secretary of
Commerce and the Secretary of the Treasury to the heads of 800 reporting com-
panter axking these men to give thelr personal attention to insuring the quality
of the reports submitted, More-recently the two secretaries have sent another
letter to about twenty selected companies fn vartons parts of the country re-
queating the companies to recelve a joint Commerce, Federnl Reserve, Treasury
team of experts which hopes to discuss these companies transactions ih detafl
to Insure that present forms and procedures are not missing any significant types
of transactions involving the U.8. companies,

As you can see, there is still n great deal we do not know about the trans.
actions in the firat quarter. The lack of the knowledge was not a handieap at the
time, since for any operations we might have wished to undertake there was
ample prompt knowledge of the magnitude and directlon of the flows taking
place even though the purpose of the flows was not known. Later thls\nonth we
will know more, but to the extent that the movements were originated by for-
elgners, for oxample by forelgn trading companies and foreign central banks
reducing thelr deposits in the U.8., we will never know the full story, As a point
of interest to you, however, I should mention that we have had reports from a
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number of important oil producing countries indicating that they had not
originated large movements during the first quarter.

ou might also be interested in a contrast which I have observed between the
periods, such as that early this year, when official reserves were absorbing
changes in international monetary conditions and the more recent period. In
those earlier periods whenever I went to one of the recurrent meetings of inter-
national monetary officials I observed these officials frequently and nervously
arranging to obtain reports as to what was going on in the foreign exchange
markets, On the other hand, week before last, when the C-20 deputies and their

. advisors met here for five days, there seemed to be no particular interest as to

what was going on in the exchange markets on an hourly or even dally basis,

1 mention this observation as just one indication of the fact that the interim
monetary arrangements which have been put in place have provided a favorable
climate in which the negotiations on longer-term international monetary reform
can proceed. Of course I cannot guarantee that there will not be renewed dis.
turbances in the exchange markets at some future time,

1 do belleve that the present monetary arrangementa represent a sub-
stantial improvement over the recent past, and that with international co-
operation, these arrangements are serviceable and sustainable for the period
required to negotiate and introduce needed further reforms. But the present sys«
tem is far from perfect, and the U.8. I8 committed to the effort to build a better
system. We helped launch the Committee of Twenty, and last September the
President and Secretary Shultz presented a comprehensive outline of U.8. views
on reform, Subsequently we have presented various papers filling out details of
the U.8., monetary proposals and we have pressed the Committee of Twenty to
examine the broad rules related to trade and Investment,

Our view is that a reformed monetary and tmdlnf system must:

a) Be equitable in its application to all partielpants;

b) Effectively and equitably promote adjustment of payments imbalances,
by both surplus and deficit countries ;
| ct) ln:roduce enough exchange rate flexibility_to facilitiate needed ad-
ustment ;

d) Promote fair and liberal practices regarding trade and investment ; and

e) Leave countries adequite xcope for policy flexibility.

In essence, our proposals are for an open and equitable international economy,
free from rellance on controls but with effective means to prevent development
of large and persistent payments disequilibria whether surplus or deficit.

At this level of generality there is little disagreement. But swe have not
yet reached agreement on specifics—for example, on the rules and procedures
which should be introduced to assure that countries do eliminate their balance
of ({myments surpluses and deficits, on the means for determining the amount
and types of reserve assets in the system, on the way in which gold will be
phased out of Its central position in the system. On that last point there I8 not
yet agreement on the most practical route to the objective. Various of the
alternative routes which change existing agreements so that monetary author-
itles could sell gold into private markets at the market price, but there are
differences as to whether and when, {f ever, monetary authorities wotld be

“permitted to buy gold from the private markets.

In addition to these questions your Subcommittee has two other specific
uestions on the reform: first, should the short-term labilities of the U.8. be
unded ; and second, I8 a new monetary conference similar to Bretton Woods
needed to reshape the international economic order.

The first question, on the possible desirability for funding or exchanging
some or all of the §70 billlon held by forelgn official institutions, has been the
subject of much discussion, But funding these dollar holdings I8 no magle solu.
tion to monetary reform. The large dollar holdings of foreign central banks
are more the result of past instabilities in the system than a source of present
danger. It would be useless or even harmful to the system to fund or otherwise
tie up these dollar balances without at the same time changing other elements
of the system so that continuing Instabilities would not simpily lead to new
accumulations of dollar balances or other currency balances replacing those
which were funded. We need, in short, a system which will promote prompt
and equitable adjustment of payments imbalances. With effective adjustment
arrangements and other elements of a reformed system, possibilities for fund.
ing or exchanging part of existing dollar holdings into SDR obligations warrant
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careful consideration. We have stated our willingness to give them careful
consideration.,

The second question, the possible need for a Bretton Woods conference, has
been considered more than once. Our feeling is that such a move would not
be helpful at the present time. At the time of Bretton Wocds, conditions were
quite different from today—a wartime period, when travel was diffcult and
communications llmited, and a relatively few volces were involved in the major
negotiations, Also we did not have, as we now have, annual meetings of the
IMF Governors, where the financlal leaders of 125 members states can regularly
convene, It has seemed to us that a better way to proceed was with perlodic
meetings of the Committee of Twenty, and regular meetings of the IMF, without
the fanfare and potential for market disturbance of a special conference like
a new Bretton Woods.

Several meetings of the C-20 have been held, at both Ministers and Deputles
levels, with considerable progress toward understanding of respective positions
and definition of critical issues. Another meeting of the Deputies {8 scheduled
for early next month. There is the possibility of another meeting of the min.
isters before they are scheduled to meet again at the time of the annual
meeting of the IMF Governors in Nalrobl, Kenya, in September. We, and
others have expressed the hope that the main outlines of a new monetary system
can be agreed upon by the time of the annuunl meeting of the IMF Governors'
axle%tlnglin Nairobl in September 1973. The U.8. will do all it can to meet

at goal,

Meanwhile, of course, as these reform discussions continue, International
business goes on, and you have asked three basic questions about the period
Just ahead. What steps can be taken to strengthen the dollar?-How can the
U.8, deficit be cut? And how can speculation be reduced? In practice I suspect
those three questions are just three ways of asking the same question. At any
rate it seems to me that the right answer {8 the same to all three questions:
take care of the fundamentals. We must insure that we follow the appropriate
budgetary and monetary policies, that we remove impediments to the full
productivity of the U.8. economy, and that our businessmen are not handicapped
by unfair International conditions of trade,

With respect to the budget, you have, of course, just recelved the mid-ses-
gion review Indleating that on a full employment basis there will be a surplus
of $5 billlon in the fiseal year starting at the end of this month. In faet, I
would guess that the economy has already moved into a posture of surplus.
With respect to monetary policy, Governor Daane has already reviewed for
you in detafl the gradual and persistent tightening which the Federal Reserve
System has introduced over the past year,

For the release of the full productivity of the U.8, economy you have had
reports of the short-run mensures which have been taken and those that have
been proposed, including the release of forty plux mililon acres of land into
production and the planned reduction of our material stockpiles to more appro-
priate levels, For the long run you are aware, for example, of the decisions
that have been taken to amend the oll import prograin to make it possible in
the future to bulld oll refineries in this country rather than to have to rely
on new construction abroad, and you have received the President’s recommen-
dations for the deregulation of newly produced gas to encourage expanded ex-
ploration and production in this country.

These basic mensures are the proper response to inflation at home, It is true
that in the past yvear the increase in our cost of living was less than that of
any other one of the 20 members of the OECD. But the performance of our
wholesale price index, shich ls more relevant to our international trade was
not equally good and, of course, we were grently disappointed by the increases
in our price Indices during the first quarter of this year, Yet I think there is
justifiable confidence that the basic measures which I have outlined will in-
creasingly be reflected in lower rates of price increase. Moreover, 1 have no
evidence of hesitation within the Administration to take additional basic meas.
ures If it should be decided that they are needed, always bearing in mind that
there I8 a time lag between decision and results and there would be no wisdom
in overturning the boat in the other direction.

In our international trade the improving trend is apparent to all. Over the
first part of this year the improvement is of course in large part a reflection
of our higher level of agricultural sales. It is quite possible these sales will
not be at the same high level in the coming quarters. Yet the marked im.
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provement which provided a $106 million trade surplus last month, in con-
trast to the deficit of the previous month, depended only in small part on an
increase In agricultural sales. It seems to me there would be a strong likell.
hood that the first half of next year our trade balance will be markedly
stronger than in the first half of this year even with lower agricultural
sales and with the forecast continuing growth in our ofl imports,

The real costs of a barrel of imported ol is rising and will robably con-
tinue to rise.-The total dollar costs rose from $2.7 billion in 1 to $5.1 bil-
Hon last year. And there are many projections that the figure will reach
$15 billlon per year well before 1980. Yet no confidence can be placed in the
precision of such long range forecasts necessarily they tend to based pri-
marily on extrapolation of past trends and cannot yet have taken adequate-
ly into account the results of be achieved from the President’s new energy
program designed to increase production of all forms of energy in the United
States and designed to use that energy with greater care and efficlency.

I realize that there have been concerns expressed that the large income
of some amall producing countrles will endanger international monetary stability
in the future. On the other hand, I am aware that these countries will have large
needs for imports to meet their developmental and their defense needs. I am
aware that they will be seeking secure and productive Investments to replace their
assets from the ground, They know that their reserves of oll will not lasi forever
and that an important part of their income must be invested wisely in order
that it may provide income for the time when thelr production is declining and
newly developed alternative sources of energy have reduced the dependence of
the industrialized world on thefr supplies, Furthermore, large as their assets may
be compared to thelr lioldings today, their combined assets will not comprise
any large fraction of the capital assets of the world as a whole,

The large income of these countries will represent a real cost to the importers
but they represent no reason to forecust a weakening of the dollar relative to the
currencles of Europe and Japan. These countries taken together will be increasing
their imports {n absolute terms by far more than the United States. They too
will be competing with us to provide exports to the ofl producers and to offer
them attractive investment c:ipportunluea. In such competition we expect United
States to be competitive, and the dollar could well come out ahead.

In the short runm, of course, we are all familiar with the recent declines In
the value of the dollar in the foreign exchange markets and in the value of
shares on the U.8, stock exchanges. Fears have been expressed that these de-
velopments will drive away prospective foreign investors, and it 18 true that an
investor may choose to wait so long as he expects that trend to continue. It 18
probably sise to recall that one's reaction to a decline in the effective price of
A U.Sr stock may depend upon whether one is a prospective seller or a prospec-
tive buyer in the near future, There are large sums in the hands today of
forelgners who are definitely prospective buyers and I expect they will not fail
to notice that the value of the dollar has been increasing in terms of United~—--
States shares. I do not have any reports on net trading In the last few weeks but
I do know that in the first quarter of this year the net flow foreign portfolio
investment into the United States was at an all-time record rate. T would expect
it to be at an even higher rate in the coming quarters.

I do not have the skill—or the temerity—to attempt to predict exchange
rates precisely in the coming weeks. My own judgment is that foreign cxchange.
market has probably misjudged the extent to which basic fundamentals will
in the near future be reinforcing the improvement in our trade balance and
enhancing the attractiveness of investment {n United States dollar assets. On
balance, therefore, I would expect the dollar to strengthen. Fundamentally, how-
ever I think what i important Is not what changes may take place from dey
to day in the market valuation of the dollar. What Is important {s that we appear
now to have in place a system which has demonstrated-its capacity for accom-
modating such changes without disrupting the fabric of international trade
Investment and cooperation,
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Senator Byro. The next witness will be Mr. Edwin L. Dale, Jr.,
international economic writer for the New York Times. _

Mr. Dale has had many years of experience analyzing international
economic affairs, and presenting the issues with clarity and precision.
The committee feols fortunate today to have Mr. Dale as a-witness be-
fore the committee, We welcome you, Mr. Dale.

You may proceed as you wish.

STATEMENT OF EDWIN L. DALE, JR,, INTERNATIONAL
ECONOMIC WRITER, NEW YORK TIMES

Mr. Dave. Thank you, Mr. Chairman.

It is a genuine honor to be asked to testify before your committee,
I would like to begin this statement by suggesting that we should all be
a bit humble in assessing this most unusual and unfamiliar interna-
tional monetary situation, accompanied by a distressing inflation at
home. If I may say so, I do not feel a sense of impending crisis which
can be fairly defined as follows: 51) Stagnation of business at home—
major recession if you like—with unemployment rising to 8 percent
or more; (2) an inflation rate of the Latin- American type—10 percent
or more lasting for at least a year; (3) inability to buy with my dollars
French francs or German marks or Japanese yen at any price; or (4)
a drying up of world trade.

But having tried to shy away from the semantics of crisis, I certainly
do not claim that things are good. The inflation rate in this country 18
almost without precedent in peacetime, Internationally, the world of
finance is going through a period of great uncertainty, particularly
about the relative values of currencies, with a spillover into the gold
market, This, in hindsight, is a clear consequence of the end of the 25-
year role of a fixed-rate dollar as the anchor of the whole system.

When a normal and familiar way of doing business chan when
a Swede used to quota in dollars when he sold to Japan, and this now
raises problems—you can expect turmoil. You can expect dire
prophesies. Above all, you can expect, jumpy reactions: In the London
gold market, in the Chicago soybean market, in the Frankfurt foreign
exchange market, and in the New York stock market. To repeat, I am
not persuaded that jumpy reactions to an unfamiliar situantion mean
crisis, though calm is obviously preferable.

I shall touch on two matters and make no proposals. So much new
is at work that I respectfully suggest that this is a time for suspension
of judgment by Congress for the time being, rather than action for
action’s sake,

THE TWO-PHASE DEVALUATION OF THE DOLLAR

There is no doubt, Mr. Chairman, that the shattering end of the old,
familiar monetary system has had all the bad results for confidence, at
home and abroad, that have been described at these hearings. But it
had to happen. The reasons for it are not all to do with the fact that
we were sinners at home by permitting too much inflation, though we
were definitely sinners in part of the period starting in 1966, including
the 1971-72 period, by running overlarge budget deficits. <
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In brief, the fetal flow of the old system anchored on one currency-—
the dollar—was that the dollar’s exchange rate could never change,
Given the catching up Eeriod of mechanization and technology and
high productivity growth in Europe and J a%an in the 195570 period.
I am convinced that the dollar would have become out of line—over-
valued—by 1970 even if we had been as virtuous in controlling infla-
tion as you, Mr. Chairman, rightly insist that we should have been,
including a smaller budget deficit. for much of the time. )

In any case, the dollar’s exchange rate has now changed by a signifi-
cant amount—n change that brought down the system but that had to
happen. Nobody, experts included, knows how much this will ac-
complish in balancing first our foreign trade and then our overall bal-
anco of payments. Most economists think it will do a great deal. Man
labor leaders, Members of Congress and businessmen are doubtful,
With a bet of one devalued dollar, I side with the economists. And I
say this despite the inexorable growth of our oil imports. They are not

- all that big—year-by-year growth in the short run—set against the

likely growth of our exports. As for the long run—1980 or 1985—I
shall not say with Keynes that in the long run_we shall all be dead,
but only that I have no faith in longrun projections, We could well be
running a big trade surplus in 1980 even with much larger oil imports.

For what it is worth, I have a feeling that the Smithsonian devalua-
tion of late 1971 was not enongh to correct the overvaluation of the
dollar that had built up for so long, and that the second close early this
year was necessary to get the dollar’s exchange rate—and therefore
‘American competitiveness—roughly right. Regardless of whether this
feeling is correct. there is no dispute that the second devaluation added
greatly to loss of confidence and the present sense of uncertainty in
the world. )

FLOATING EXCHANGE RATES

Here is the really new thing in the world. These hearings have not
touched much as yet on this subject. The innovation could be of deci-
sive—and constructive—importance. ’

Let mo begin with a slightly irreverent point——a point made, how-
ever, by Senator Mondale a moment ago. While members of this com-
mitteo last week were, quite properly. asking whether there might be
a third devaluation of tiw dollar, it was in fact being devalued in the
newly free foreign exchange market by about 5 percent—against the
cluster of European currencies, though not against the yen t hig time—
as compared with the values of early May. This can fairly be called
the Watergate flurry, and is a good example of jumpiness; I do not
welcome it, but the fact is that it ham;ened. As long as the floating
gystem lasts—which could be for a very long time—the question of the
U.S. Government. devaluing the dollar does not arise. The markets.
devalue or upvalue the dollar. And the dollar might very well go up in
the period ahead. .

The second point may seem technical, but it is crucial to the subject
of these hearings. To state it slightly dramatically : You could abolish
the Eurodollar market tomorrow, and also the overhang of some $70
billion held in foreign central banks, and there would be as much

otential for speculation against the dollar as before—or in favor of it.
here can be runs on currencies in the modern world even if you
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- somehow wipe out all the dollars that are supposedly sloshing around

abroad, This is a fact not widely realized, Consider only leads and lags.
There is now more than $1 billion of export-import business—not to
mention other international business such as travel and investment—
being done in the world every day of the year, including weekends
and holidays. If German im%rbers simply decide to delay their pay-
ments for goods they have bought because they think the value of
the mark might rise, that can swamp the dollar-mark exchange rate
even if every speculator in the world were in 2ai1 and every multi-
national corporation were out of business. And this is true of Ameri-
can importers, too, and other American citizens and companies. There
is a literally infinite capacity for a run on the dollar by Americans
alone, in the sense of bu{ing foreign currencies, with no Eurodollar
market at all. I respectfully suggest, Mr. Chairman, that you will not
find it fruitful to search for scrapegoats.

. The key new element is that a system of floating exchange rates
introduces some risk. A man or a company no longer has a sure bet,
as he did in a fixed-exchange rate system with currency values clearly
out of line, now if he switches, for example, out of dollars and into
marks or guilders. The mark can go down as well as up. We shall
have to wait and see how it works out—1I return to my original hu-
mility—but I believe that the system of floating rates has far more
promise for ending currency crises than a painful and perhaps futile
effort to mop up the dollars held abroad. They are not the real problem,
Neither are speculators. The problem was the fixed-exchange rate
system itself.

To conclude, Mr, Chairman, we are all going through a new and
ungettling—but quite possibly promising—experience. I _don’t hon-
estly think that anyone in this country, mystified by headlines about
record-high gold prices, need fear a calamity, mass unemployment or
runaway inflation. Nor do I believe that the real essence of the world

_ money. s¥stem, the ability to change one currency for another, is in

danger, Thanks to the ingenuity of private dealers in goods and money,
world trade goes on, That is what matters.

Senator Byrp. Thank you very much. That is a very interesting
resentation and I think that it tends to put this whole problem in
ocus, I certainly agree with you, all of us should be a bit humble in

this regara. I am more than a bit humble; I am quite humble, I cer-
tainly agree with you also when you say you have no faith in long-term
projections,

I find it very difficult to have much faith in short-term projections
these days.

Let me ask you this, the Soviet grain deal, how do you size up the
impact of that deal on the American economy

r, DaLe. I think it had both plusses and minuses. It definitely
added with one big wallop to the demand in our agricultural sector,
which has, as you know, resulted in a recordbreaking rate of increases
n} grices. It obviously helped our balance of payments in this period
of timei— —

I think Jack Bennett was right in saying, in hindsight I wish we
sold it to them at higher prices. However, they bought it at relatively
low prices. So it had an effect in both directions. The exports helped
but the prices didn’t.
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If I may add, there, I happened to be working on a story last week
about the rise in our farm prices, that is, the prices received by farmers,
and that figure is really quite staggering. In the year 1971 the index
used for that—well, this was for 1967, taken as 100, it was running at
111 or 112 all year long. Last month it was 166, so you can see—-—

Senator Byrn, It has increased. And take a specific commodity like
soybeans, just as an example——

Mr. DaLe. Theilare out of sight; absolutely out of sight. :

Senator Byro. How much of that is the result from our own weather
problems here, though?

Mr. Dark. T am sure some of it—and T am not an expert in soy-
beans—but some of it is simply transportation problems, There is an.
absolute shortage of soybeans, Tf you look at the futures market, they
are only one-third to one-half of the present spot market for July.

Soln.nt?or Byrn. But the Russians purchases had a significant impact
on tnis

Mr. Dare. I cannot be so sure about the soybeans, Senator, I think so,
but not a massive effect, Qur weather definitely was the major effect.

Senator Byno. I will at this point yield to the distinguished chair-
man of the Finance Committee, Senator Long.

The Ciamrman. I think the chairman is certainly doing a fine
job. You go right on ahead, Senator

Senator Byro, Thank you.

I vield to Senator Haskell,

Senator Haskerrn, Mr, Dale, T really have only one question. I am
glad you avoided using the word crisis. On the other hand, I don’t
suppose it is henlthy to have the dollar continuing to go down in rela-
tion to other countries’ currencies. How would you prevent a continued
decline of the dollar?

Mr. DaLe. Well, it is a very good question and T don’t have a very
ood answer. T am of the school which is not used to the floating world.
his is an unfamiliar situation to me, as to all of us, because we have

not lived in a floating world. o

T am of the school that we should stand pat and do nothing with
the caveat, of course. that we have to continue to get our own
budget into better control. T would love to have a dialog with the
chairman on that. At the moment, we must continue to have a mone-
tary policy roughly as we are doing and wait and see. T think the
people who have been selling dollars these last 4 or 5 days may lose
money berause the underlying payments flowing in and out every-
day—the tourists and investment and trade—goes on and, if T am
correct that the dollar's exchange rate is now roughly right, then
the dollar is going to have to go back up.

Again, this is the formal exchange rates. which would be 2,81
mm'ﬁs instend of 2.61 yesterday. So T think_doing nothing and let-
ting it float is the right Polioy. . .

g@nator Haskerl, You would advise the use of certain domestic .
policies? = . .

Mr. Dark. Oh, ves: that is, a longrun business of checking our in-
flation. What T would advise against—unlike Bill Martin, for whom
T have the highest respect—I would not advise intervention in the
foreign exchange markets in order to fix the dollar at any given rate,

The CriatrMay. Since you brought that up, let me ask you one ques.

»
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tion. Is it not true that quite a bit of this unfavorable balance of
anments that we have been experiencing over a long geriod of time
ad to do with the fact that the dollar was overvalued

Mr. DaLe. That is right.

The Cramman. Now, if the dollar is overvalued, the only way you
a_rehgt?)mg to get your house back in order is to ('ievalue; isn’t that
ri

r. Dare. That is right. The only thing at issue here is whether
the rates that were ﬁxo«fin mid-March were or were not enough. The
markets are saying this week that was not enough, but I am not
sure that is a permanent condition and——

The Cramryay. But the thing that occurs to me, Mr. Dale, if T was
some foreign nation that is counting on selling into the U.S, market,
I would persuade the United States it should (ﬁ) business on the tradi-
tional free trade concept and then any time T have more production
than T could sell into a market, all T would have to do is just value
my currency-low compared to the dollar and ship all of my economic
problems to Uncle Sam and let it be his worry: If T had a problem
with unemployment, T wouldn’t have it any more because I would
just ship it over to Uncle Sam and then it is his problem, Now, the
only way we will ever overcome that and get back into line is for
us to make it clear that we have the power to devalue the dollar com-
pared to the other country’s currency.

Mr. Dark. T thoroughly agree, Senator, However, T think your de-
seription applied much more to the period up to the late 1971 than
it applies now. The Japanese were the most atrocious sinners in this
regard with an undervalved currency. That currency is now 35 per-
cent higher against the dollar than it was in May 1971 and that is
an enormous change in exchanges rates,

I am sorry Senator Fannin isn't here because I happen to believe—
although we only have sketchy evidence so far on this——but there is
already in process a very major swing in our trade balance with Japan
solely because of the devaluation and not because of some measures
they have taken in grapefruit and so on. beeause they have liberalized
but it hasn't been significant, Their advance figures on imports show
a very sharp increase and their export advance indicators show some
decrease. So I think, frankly. that we may be pleasantly surprised,
particularly in our trade vis-a-vis Japan by the results of this devalu-
ation, )

The CuairMAN. Are yon aware of the point T have been making for
a long time to the effect that these official trade figures are funda-
mentally fraudulent because they fail to take into account the freight
on the imports which, in view of the fact in the overwhelming major-
ity of the cases. the exports are brought in the other fellow's ships so
it really means when you add the freight to it, many of those years
that were given to us as bein sm-{)hls years turned into deficit years,

We had 5 years in a row when they were reporting a rosy favorable
trade surplus but actually, if you took into account the freight and

ou discounted the foreign giveaways you didn’t have a favorable
alance.

Mr. DaLE. Yes,

The Cuairman, I think there was a 5-vear period where each year
they gave us the good news announcement that we had a favorable

97-381 0-18 - 1}
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trade—each quarter—and they said the favorable balance was at X
figure and then again at ¥ figure, but actually it was an unfavorable
balance. I mean, here we had good news announcements everg uarter
for 5 long years, totaling up to a favorable trade balance o 314 bil-
lion; but, if you took out the giveaways and you took into account
the freight, which is something anybody has to pay if he ships, then
it tumeﬁ out to be not a $14 billion favorable trade, but a $12 billion
unfavorable trade, a minus. We lost money every year: every quarter,
but they were giving us the figures all that time for 20 long quarters
to the effect that we were making money all of that time.

Do you have any comment ?

Mr. DavLe. [ am aware of that, Senator. and I am also aware of the
long debate among the statisticians about which is the better figure, I
won’t dispute your view of it. I will add. however. which T am sure
you are familiar with, that it does distort the trade figures but it does
not distort the balance-of-payments figures because they do report the
freight and record the foreign aid for what it is, so that the basic
balance-of-payments figure, which is the crucial one, is still correct.

The Cuairman. But it distorts what the real trade situation is.
They distort what they want to for policy reasons, For example, we
had a great big military program that is costing us a_lot of money
to keep these troops abroad and give foreign military aid. Now, these
people try to make all of that look as though it wasn't costing a frac-
tion as much as it really was. And even m{(ht now, we have tremen-
dous arguments as to what it is costing to have these troops in West.
(fermany.

I talked to some West Germans a few days ago and they were con-
tending that they are paying 90 percent of that cost and 1t is costing
us practically nothing. They are even considering paying us—so they
8nid—100 percent. Well, now. if they calculate that mg percent the
same way they caleulate that 90 percent. that is not going to do us
too much good. That is the way I look at it.

We had Pierre Renfret here, Here is a man who has been advising
on this for this Government. I asked him how much did he think that
was costing us and he said that his guess was about $4 billion a year.
And here are the West Germans telling us it is costing us around $300
million. Qur people are trying to give us an honest calculation and
they reached the conclusion it is costing us around $4 billion.

Mr. Dare. Senator, I think that applies to all Europe, of which,
of course, the bulk is Germany.

The Cuairyman., And it applies to the dependents as well as the
servicemen, and all of that. I know that. But they can really throw
dust in our eyes when we have a situation where it is costing us $4
billion and the West. Germans are telling us it is only costing us $300
million, T guess it is just a small item that they hope to wipe out
sometime soon.

Mr. Davre. I don’t think so.

The Cuarman. But this is pretty serious when fyou look at the fact
they have been deceiving the American public for 5 long years by
saying that we had a favorable balance when, in fact, we had an un-
favorable balance. When you consider that we are losing money on
military aid and-losing money on maintaining troops overseas, then
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the only way we can do things of this sort is to have a favorable trade
balance, but we don't.

. The only way we can continue this aid and doing things of this sort
is to have a favorable trade balance. So, according to these figures
theoretically you are making about $3 biflion a year and we are told
we must do a lot more of this, But the fact is we are not making $3
billion, but are losing $2 billion, and to do more means you will
lose $5 billion and—— -

Mr. Dare, Senator, if I could say, if we lose $12 billion, which
was your calculation in 1972, it is surely a lot better to lose only $3
billion this year.

The CHarmaN. Right, but it is better not to lose any.

The point about it is this: if we must earn a favorable balance of
trade in order to afford all of these troops overseas and all of this
military commitments that have been made in our name, then the
least that we can do is give the American people an honest set of
books that tells them whether they are making money or losing money
on this account and if we must change our way of doing business—ns
I ain positive we have to do sooner or later—then the sooner we give
the American people the facts, the better off we are all going to be,

But as I was saying. the answer is not to say that we must expand
what we are doing now in the trade area-—because we have an unfavor-
able balance of trade—but the unswer is that in that area we must
change our way of doing business in order to wipe out this deficit
with Jnfmn. for exnmple. That is one of the first things we should do.

And let the record show your head is nodding to all of this—

Mr. DALk, Senator, yes; I would just repeat my point that I think
the 36-percent change in the values of the two currencies is going to
@o a long way toward doin'g that,

The Citamyan. Right. Now, we are doing some of the things that
must be done and T think that is very important and T think that is
very fine, but it is well to point out that to solve this problem we are

oing to need to have some honest trade figures, as well as some
onest figures in other areas.

Part of this whole problem is how they handle Public Law 480
sales, If you are giving away $400 million and you put that down as
a minus against the farmers, as thongh that was something that we
were subsidizing them for, then the farmer is billed for that, He is
not required to accept less for his quantities than he would have had
otherwise because he is charged with the $400 million of the grain they
gave away.

Then tﬁey take the ATD program and on that one they enter it
on the books as a zero on the theory that this was surplus commodities
and if we hadn’t given it away. we would have had to (lun%]:’ it in
the ocean, so that it really cost nothing to the ATD program. So, that
just gets a zero.

Then they take the trade program and put that down as a plus $400
million. We made $400 milﬁion on that one because by adding it on
the trade figures, it would appear that this Government made a
grent big profit because $100 million worth of quantities were shipped

rom here over to India somewhere to somebody who has no intention
whatever of paying us and we have no expectation of receiving any-
thing for it. Y}ut that is just put down as a plus,

-
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Now, for instance, (a) I don’t think it is fair to charge all of that
against the poor old farmer; and (b) I think it is completely errone-
ous to put any of that down as a favorable trade balance. Do youn
agree with that? )

Mr. Darr. Oh, yes, I think you have a better point. there on the way
we treat our giveaways, That is, this is distorting the figures even more
than you do on the FOB problem. Of course, this is not anything I
can do anything about except as I write stories but——

The Cuatryan. Well, you could do something about it by putting
the record straight.

Mr. Dare. Yes.

The Cuamyan. Tt seems to me the ATD program ought to carry
at least some of that burden.

In trading with the Soviet Union, we could get gold for the grain
if need be. Now, if we put part of the burden for that, or at least a
major portion of it, on the AID f)mm-nm. then you wouldn’t have to
slug the poor farmer with the whole $400 million: you could just let
him carry half of it. or even n lesser portion. depending upon what
you thought that stuff would have been worth if you actually sold it.

Mr, Dare. T am wondering, though, if we are going to have any more
Public Law 480 to give away.

The Cruamramax. That is another problem,

Well, thank you very much. T appreciate your very wise answers
or-that subject. Mr, Dale, and I am positive that they are wise and
well informed because T agree with them.

Senator Byrp. Senator Roth?

Senator Rorit. Could 1 pass for the moment, Mr. Chairman?

Senator Byro. Mr. Dale, your views seem to me to be very well.
balanced ones and, as T understand it, vou feel the second devaluation
of the dollar did add much to the loss of the confidence in the dollar?

Mr. Dark. And in currency exchange rates generally.

Senator Byro. And I think what you said appears to me also as being
very logical that the dollar fluctuates up and down so that you will get
fluctuations in the dollar as the days go by, but at the moment it has
not been a subject of formal devaluation since the second devaluation,
But there has been a devaluation ingofar as the dollar compares to the
European currencies.

Mr. DaLk. Yes; in the markets.

Senator Byro. In the markets, ves: without a formal devaluation.

Mr. Dave. That is correct.

S(;nator Byro. And that does not apply, as I recollect to the Japanese
yen?

Mr. Darrk. No: and I would like to explain that if T may, Mr, Chair-
man. In April, there was a large outflow of dollars from Japan, which
was supposedly floating the yen. They did not let the yen drift down,
though. They acted liﬁo good soldiers and supported the yen at its
new higher rate, which was a very gentlemanly thing to do. They are
not running a clean float. :

In the latest flurry—and T don't know for a fact—but I wouldn’t
be surprised if the Japanese were intervening and taking in dollars
again to keep the yen just at about 265 to the dollar. So they are dirty
floaters, or managed floaters, but the others are all clean,
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Senator Byrv. Do we get much gentlemanly conduct in the inter-
national financial scheme of thin %

Mr. Dare. It is a little hard to g:ﬁno. Governments in the past have
not been gentleman like in this area but there is a very real spirit of
cooperation that began with Bretton Woods and has continued through
all of these crises and we have not gotten back into the famous condi-
tion of the thirties called “Beggar thy neighbor.” So we have not yet
gotten there, There is always the potential for that in a floating world
:lf people intervene to manipulate the value of their currency up or

own.

So far, though, I think })oople are being gentleman-like in the short
run. I can’t guarantee the future though.

Senator Byrp. It seems to me it is not advantageous for any coun-
try for other countries to be in serious difficulty with their currencies.

Mr. Darr. Correct, and that is the new awareness in the world. This
is a most significant change in that in this committee of 20 that is
negotiating. world monetary reform, there has finally been acceptance,
Mr. Chairman, by the other countries that a persistent U.S. deficit is
not good for them.

Senator By, I should think it would be very bad for them in the
long run,

Mpr. Dark, Well. they have finally realized it, .

Senator Byrn, And I think if the British pound or the German mark
or the Japanese yen get in serious difficulty, it would be disadvanta-
geous to us in the long run?

Mr. Davrk. That is right. And the whole thrust of the American plan
in the reform negotiations--and it is a plan which is the working
document—is that the future system mast accomplish one thing.above
all and that is nobody should ever have persistent deficits or surpluses
and that there should be a recognized mechanism or mechanisms in
place to foree nations to do what has to be done to remedy this, in-
cluding changing the exchange rate but not limited to that.

lJapun even agrees that they no longer want to run persistent sur-
uses.
b Senator Bynn. It gets back to—how shall we say it—to a country
im&osing discipline on itself?
r. DaLE. Yes.

Senator Byrn. And if so. how do you do that?

Mr. Dace. Right and, if I may., would like to make a little mention of
your concern about the budget.

First. Senator. to adjust a balance-of-payments deficit, one method is
more discipline at home, which can be defined simply as less inflation,
and that is an accepted method. Sometimes, however, if a currency’s
exchange rate is too far out of line. you have to add to it a devaluation
of the currency.

Now, going back to our situation, there is no doubt in my mind—as
I said in my statement—that we had insufficient discipline for much of
the period since 1966-—though, by no means, all. As for right now, I
believe, sir, that you have overlooked, whichever budget figures you
want to use, a very significant improvement.

I would like to use the unified budget. There was a $25 billion deficit
in fiscal 1972, and the latest estimate is now down to between $17 billion
and $18 billion in the current year, which is not much of an improve-
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ment but it does drop down to 2.7 in 1972 if the line on expenditures is
held, that is an improvement. Now that may be still too much of a
deficit, but it is an improvement.

Senator Byrp. That is sort of in the nature of a long-range forecast
80 even though it is only a year off because the Treasury isn’t too
accurate in its estimates——

Mr. Dave. There has been some very poor estimating, but it is sim;:ly
o natural consequence of an inflationary boom; our revenues are going
up very, very fast and that is the cause of the improvement.

Senator Byrp. The whole fact that business is good

Mr. DaLe. That the corporate tax take will be substantial; yes.

Senator Byro. But, after all, the bulk of the money comes from the
individuals rather than from the corporations; correct

Mr. DaLe. And they are up, too, Senator.

Senator Byrp. They are up also but I doubt to the same extent.

Mr. Darr. As I recall, there is an estimated increase—as compared
with lagt January in the receiFts side—there is an estimated improve-
ment of exactly $10 billion, of which a little more than half is in the
individual tax.

Senator Byro. Is this for 1974 ¢

Mr. DaLe. Yes, for 1974. But in any case, Mr. Chairman, I would
estimate that the budget posture for 1974—again, also assuming that
expenditures can be held to 269—is sufficient to accomplish the purpose,
namely, to slow this economy down, Others may disagree. You may
still think it is a little bit too stimulative, but my estimate is it will do
the job and that job is simply described to slow the economy down from
an 8-plus growth rate to a 4-percent growth rate, in which case, if
:&ything remains true in this world, the inflation rate should decline,

. Senator Byro. I admit that my view is a minority view, particularly
in the Congress, I think it is accurate to say that the vast majority of
my colleagues do not agree with me in my deep concern as to the long-
range effect of these continued heavy deficits.

_Mr. DaLe: Well, if I may, Mr. Chairman, 1 would like to register a
dissent from your emphasis on the Federal funds, hut I know that is
an hesoteric argument and we perhaps don't want to get into that
right now.

enator Byrp. Well, the reason I feel the Federal funds is the budget
figure you need to take—certainly, one of the reasons—is that based on
that You can decide whether you must increase or decrease your na-
tional debt.

Mr."Dare. That is right, sir, but don't forﬁet, of that $25 billion
worth of interest that you included in your dialog with Jack Ben-
nett that $10 billion or a little more is interest paid to the trust funds;
that is, it is just shuffled inside the Treasury. The reason the unified
budgﬁ. is more useful, I believe, sir, is that it tells how much mone;
the Government, in total, is pumping into the economy and how muc
it is taking out.

Senator Byrp. Yes; from that point of view I certainly agree with
ou, But the reason I object to using the trust fund surplus in figuring
ow we stand internally is because you are usin%‘the surplus from &

trust fund which surplus can only be used, or rather which funds can
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only be used, for a specific purpose and not for the general operation
of government. :

Mr. DaLk. That is right.

Senator Byrp. I agree with you if you are looking at it from the
broad economic impact.

Mr. Dark. Yes.

Senator Byrn. But it is a little different from the way I was looking
at it; from the point of view I was looking at it——

My, Dark. Yoes; Mr, Chairman,

Senator Byrp. Well, Senator Roth?

Senator Rorin. Mr., Dale, do you feel it would be desirable to impose
t 90-day wage-price freeze!

Mr. Dang, .\ new frecze?

Senator Rerir, Yes, 1 wonder if vou would care to comment,

My, Dare. T don't want to sound more convineed or like T had more
confidence in this than in fact I have, but my answer is negative, I
believe that n freeze at a time of very tight capacity in many indus-
tries—in short, excess demand—very” probably would be counterpro-
ductive. The time a freeze works is when you have slack-ns we had in
August of 1971, We had plenty of slack then,

This economy is now taut and up against capacity, Even though
Senator Proxmire continues to state we are only operating at 80 per-
cent of capacity, the university of Pennsylvanin Wharton School
which I believe has a very sophistieated method for measuring of
manufacturing capacity utilization, has come up with 94 percent right
now and over 100 percent in at least half a dozen industries, With
those circumstances, a price freeze is, in my view, not likely to work.

Senator Rori, Would you explain why ? .

Me, Darg, Yes, If 1 am a paper manufacturer and T am operating
flat out and a freeze comes, then I would just simply refuse to serve
customers or else I wonld sell under the table and increase the price
and make the guy who can pay the illegal price pay it to get the paper.
It is the black market situation, Senator, It is what happened in {Vorld
War IT with meat.

I am not 100 percent sure we would get to that if we imposed a
freeze now, but I don’t think the risk is worth running. Lot me make
one more point. I said that because T happen to share the Government’s
very cautious optimism that the worst of the inflation is now behind
us and that the figures will look better for the rest of this year.

Senator Roru. I noticed in your statement you made some reference
to the fact the dollar could go up as well as down, Now, are you talk-
ing just generally or are there any specific factors that make you
optimistic? .

Mr, Dark. Well, yes. The answer is my judgment, based on a guess
that the exchange rate of the dollar as established last February and
March was about right and. therefore, if the flow of payments gener-
ated b¥ that exchange rate balances. the dollar will go up. There
will be more demand by German manufacturers for American goods
and with the mark at 2.61 yesterday and at 2.82 on May 7, it will
self-correct by the flow of transactions if this individual exchange rate
was about right.
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If, on the other hand, we sit here 6 months from now and the dollar
is still at 2.61 marks instead of 2.81, then we will realize a further
devaluation is probably appropriate.

Senator Rorit. T guess the thing that is confusing to someone like
myself is that we have a number of distinguished economists before
us and their answers vary widerly on this issue.

Mr. DavLe. Yes.

Senator Roris, It is hard to know who is right.

Mr. DaLe. Senator Roth, I remember. for example, Mr. Rinfret
was convinced the dollar's exchange rate would decline further, Maybe
I could make a bet with him on that. It is one of those things nobody
could be 100 percent sure of, If the new exchange rate of the dollar
has made our foreign trade position really massively better, then the
normal flow of transactions in the market will push_the dollar back up
again,

Senator Rori, T take it that you don’t see the international corpora-
tions as the badmen in the situation?

Mr. Davrr. Yes, sir: that is correet. T hope T made it clear that the old
fixed rate system made anybody a fool who did not join the rush and
the multinational corporations did join the rush. When, for whatever
reason, a big flow of funds began to go into Germany and the mark
rose to its old ceiling position, which it now has not got, then anybody
who didn't. buy marks was out of his mind beeause it could only move
one way, which was up.

Eventually the BundesBank got swamped with $6814 billion on one
day and they had no recourse hut to close the market and ecither float
or revalue the mark. And if T were the president of a multinational
corporation and my treasurer did not buy marks at least for payments
he knew he was going to have to make, I would fire him.

Senator Rorn. T wonder. is there any action that you think the Con-
gress should take at this time?

Mr. Dave. Well T said explicitly, no, with the one exception—and, if
T may, let me repeat the cliche—of holding the spending to 269,

Senator Rorit. Do we really provide too much or too little incentive
to business to invest abroad /

Mr. Dave. Oh, yes. ‘That is an awfully difficult question, I have read
about this a good deal and have read both sides of the issue of taxation
of foreign source income. T don't have any firm, clear-cut conclusions
with the exception that T am sure that it would be a bad mistake to
repeal the tax credit against taxes paid to the foreign governments,
which was in the Burke-Hartke bill,

The other issue of taxation of the earnings. as earned. instead of only
after they are sent back to this country, is a closer question, I do not
regard, however, our tax system as ranking higher than seventh as a
cause for the huge explosion of investment abroad by American firms.
There are other reasons that are far more important,

Finally, it is interesting to note this—and T think Senator Haskell
has had his facts a little wrong on this—the repatriation of earnings is
now in excess of $9 billion a year as a plus in our balance of payments,
If we were to tax all foreign earnings as earned, the official revenue
estimate is only $300 million, so I think maybe it is a bit of a mountain
being made out of a mole hill. Of course, the multinationals don’t want
it at all, but whether they exaggerate the damage to their competitive-
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ness, I don’t know. They may be overarguing their case just on the
repatriation.

would just conclude, Senator, by emphasizing that all of the studies
that have been done are unanimous in finding 51% our tax system is
not the reason they have gone abroad. -

Senator Rori. And then on the other side, do you see any need to
liberalize?

Mr. Daie. No.

Senator Roru. Then T guess the status quo is pretty satisfactory?

Mr. Dark. Yes; I think so. I would definitely adopt the administra-
tion's {)roposals. modified, to tax the earnings as earned of any plant
abroad that ships as much as 25 percent of its goods back to the United
States. This is the exceptional situation, though. This is not the rule,

Senator Roru. That would be exporting jobs, presumably ?

Mr. Darr. Yes: in other cases, you normally are not.

Senator Rorn. Well, I want to thank you for appearing here. Your
statement is very interesting,

Mr. Davr, Thank you.

Senator Roru. Thank you, Mr. Chairman,

Senator-Byno. Thank yon, Senator Roth,

Mr. Dale, I assume from your overall discussion that you probably
do not agree with former Chairman Martin that we are headed for a
moderate recession !

Mr. Dark. No: I would amend that, if T may. because I think a mod-
erate recession in 1974 is a 40-60 probability. I tried to make clear

*~—in my statement what I don't see and I don't see a calamity with an

8-percent unemployment, but a modest recession in 1974 is possible.
Now, the forecasters are divided on this. Serious forecasters in the
banks and in the insurance companies and in the universities are more
divided than they have ever been in my memory as to the outlook of this
economy and whether the GNP will still be growing in 1974 or would

show a mild decline. There is no such thing as a standard forecast

and this is quite unusual.

Senator Byrn. You are not as pessimistic as Chairman Martin then?

Mr. Dark. No; 1 think not. T believe that we have a fairly good
chance of achieving this miracle ealled a safe entry or a soft landing,
which is to reduce the growth from over 8 percent in the first quarter
to around 4; 3 to 4. and stay there, Now. that would be consistent with
the unemployment remaining about where it is. I think, frankly, we
have practically full employment right now,

Senator Byrp. That is the way it looks to me. as a practical matter,
I get around Virginia a great deal and most places T go the complaint
is that the plants or the stores, or what have you, need help and they
are not able to obtain it.

Let me ask you a question I asked all of the other witnesses, or most
of them: I assume tllmt even though we will have reduced our rate of
inflation, we will still have inflation. How does the average citizen pro-
tect himself or herself?

Mr. Dave. The answer has to depend first on whether we are talking
about a world of 8 or 9 percent inflation or a world of 3 to 4 percent
inflation. I am, myself, still confident that this Nation has enough disci-
pline to get back to 3 to 4 percent inflationand I imagine you are not
totally pessimistic about that possibility. If you have a 3 to 4 percent
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inflation, you can buy corporate bonds at 714 percent and come out
ahead ; if you are at a reasonably good tax brncf(ot. you can buy muniei-
pal bonds and get an effective yield of 10 to 12 percent. and come out
ahead; and even with a savings account you will get 5 percent or a
certificate, you will get 6 percent.

And then if you want to play that sophisticated crap game known as
the stock market, over a long period of time it has seen growth with
the economy of the country. I think this Nation can live all right with
3 to 4 pereent inflation nltf’mu sh T have to confess if you asked me that

uestion 15 years ago, 1 would have thought 3 to 4 percent inflation,
chronic inflation, as being terrible, Now, I would think it would be
rather wonderful.

Let me say, if T may. Senator. in this cluster of differing forecasts
nearly all are foreseeing a significant reduction of our recent rate of
inflation. There have been a lot of temporary factors in that.

Senator Bymp. T just want to thank you. Mr, Dale, for being here
today. I think your oral presentation shows much good common sense.
You suggest that the committee consider as one of the alternatives sus-
pending judgment and T think that certainly would be a wise alter-
native for the committee to consider. T think it is important that the
focus, that the attention be focused on the problem which we have here
in regard to our fiscal monetary problems. And 1 am not prepared to
say today, however, that we ought to recommend specifie steps,

I think the suggestion that you hase made has a great deal of merit
to it to suspend judgment. It is an immensely complicated and com-
plex problem. even for many of us who are not professional cconomists.

Mr. Darg. And for me. too.

Senator Byrn, Well. I am glad to hear that, It makes me feel better.

[Whereupon, at 12:15 p.m., the subcommittee recessed. to recon-
vene subject to the call of the Cluir, ]
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THE INTERNATIONAL MONETARY CRISIS
L Introduction

-Speculation against the dollar has risen to a fever pitch. The price of gold
on the Paris Bourse hit $126 an ounce on May 15 and $111 in London on
May 16. Currency speculation and the rush to gold may be irrational, but
it is having a severe effect on the U.S. stock market and on the balance of
payments. Between January 2, 1973 and May 25, the U.S. stock market
dropped over 100 points. The bear market cannot be explained by the
performance of the U.S. economy which was growing at the extraordinary
rate of 14.3 percent in the first quarter. The degree to which market confi-
dence is dependent upon a strong U.S. international position is reflected in
the 29 point increase in the Dow-Jones industrial average on May 24 when
the U.S. announced a significant improvement in its trade performance

which, apparently over shadowed the news that several large banksincreased

[ —

their prime lending rates.

" Mainly as a result of speculation against the dollar in January and
February, the U.S. balance of payments deficit in the first quarter of 1973
reached the phenomenal height of $10.2 billion. As those figures were
published, a new round of speculation against the dollar ensued which will
undoubtedly make the second quarter’s balance of payments look bad.

There appears to be a broad loss of confidence in the dollar and a rush to
gold. The panic buying of gold may be viewed either as an irrational act
which should be left alone, or as an attack against the American dollar

- which should be fought.

In response to the question: “Is. there anything that the United States
should or could do at the present time to calm the situation in the currency
markets?”’, Under Secretary of the Treasury Paul Volcker recently stated:
“The most fundamental thing we can do and the only thing really effective
in the long run, is to deal with this inflationary problem at home and to deal
with the balance of payments problem. I think we’re working as hard as we
can on those problems. . . . There is no financial legerdemain that I know
of or sleight of hand that solves this problem unless we are dealing with those
fundamentals.”

Foreign holders of dollars as well as Ameicans are looking for tangible
signs that the United States will get a grip on itself and “put its financial
house in order.” Under these circumstances, it would appear that the benign
neglect philosophy in a crisis situation is more risky than a positive action
program to fight the speculation. N

The United States is not a helpless giant: there are measures we could
take unilaterally and in concert with our allies to shore up the confidence
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in the American dollar which has been severely eroded by two devalua-

tions in 18 months, a continuing large balance of payments deficit and

attacks against the American dollar from certain countries and sources.
Thus, some of the key issues which this hearing should illuminate are:

(1) Can the United States afford to stand stitl and permit the gold price
to hit ridiculously high levels, even if the speculation is irrational?

(2) If so, are we not going to witness a “‘double mirror effect” on our
balance of payments—one large balance of payments deficit caused mainly by
speculation will tead to a chain reaction causing other large balance of payments
deficits?

(3) What are the alternatives?

(@) gold sales by the U.S.?

(b) a monetary conference?

(c) fund excess dollars by issuing long-term attractively priced se-
curities?

(d) a special issue of IMF Special Drawing Rights?

(%) How long will it take before the two dollar devaluations bring about
a significant tmprovement in the basic U.S. batance of payments deficit? Can
we afford to wait? ‘

(5) Where is the speculation against the dollar coming from—oil producing
countries, banks, multinational corporations? Is there sufficient information on
this?

(6) What will be the effect of growing dependence by western countries on
Middle East oil as far as the international monetary system is concerned?

(7) What progress is being made in the long-term reform of the monetary
system? o

II. U.S. Balance of Payments Deficits

Unquestionably, fundamental reforms in the institutional arrangements
governing monetary and trade affairs between nations are urgently needed.
However, no reform will insure international monetary stability unless
the balance of payments deficits of the United States come to an end.
These deficits have lasted too long, have risen to extraordinary heights,
and have undermined confidence, not only in the dollar but also in paper
currencies generally,

The first order of business, it would appear, is for a positive program to
eliminate U.S. balance of payments deficits. Two devaluations of the dollar
in the past 18 months should, over a period of time, significantly improve the
balance of payments position. Undoubtedly, the devaluations will increase
the price of imports, help make American exports more competitive, attract
foreign investment to the United States and make it more expensive to in-
vest abroad. However, it also will increase the cost of imports which are con-
sidered.inelastic, such as oil, and increase the cost of maintaining military
bases and supporting operations in foreign countries. No one can say with
any assurance that the two devaluations will restore equilibrium to the U.S.
balance of payments and, if so, in what time frame? Given the present specu-
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lative fever, can the United States afford to wait until the devaluations have
hopefully brought about the kinds of adjustment that are necessary? This is
a crucial question.

There is no “scientific way” of assessing a ‘““true_value” of any currency;
indeed the “true value” will change regularly, which is why some flexibility
in exchange rates is nceded. Psychology as well as underlying economic
realities play a role in setting exchange rates, just as they do in setting stock
prices. But can the currency of the largest country of the Western world,
which also still serves as the world’s reserve currency, be buffeted back and
forth by speculators, without creating severe strains on the world’s monetary
and trading structure?

The dollar still serves as the world’s reserve currency. That role will
diminish over time through agreement, and if the United States eliminates
its balance of payments deficits. The deficits have created international
reserves for others. For the U.S. they are reflected in an increase in liquid
liabilities to foreigners. At the end of February, 1973, liquid liabilities to all
foreigners totaled $87.9 billion; liquid liabilities to foreign official agencies
(mainly central banks) were $68.5 billion. Against this, the United States
had reserve assets of only $12.9 billion, the gold portion of which $10,5
billion has been nonconvertible since August of 1971. (See tables 1, 2, and
3 in appendix B.)

QOur liabilities to foreign official institutions constitute a significant portion
of their reserve assets. 1he European Community held $57.3 billion in
international reserves (including gold, Special Drawing Rights, reserve
positions in IMF, and foreign exchange), while Japan had $16.5 billion.
U.S. liquid and other liabilitics to Western European official institutions
totaled $40.8 billion in February and $17.9 billion to official institutions in
Asia.

It is an inherently unstable situation to have a major portion of the
world’s international reserves held in a currency which is unstable, and not
convertible. This is now the position of the United States dollar.

By history and circumstance, the dollar has been the world’s currency,
and that makes the United States, in effect, the world’s banker. But when
the creditors of a bank begin to lose confidence, they withdraw their..
deposits._ Demand deposits of foreigners in U.S. banks have declined from
$20.5 billion in 1965 to $7.8 billion in February, 1973. Foreigners have
chosen to hold Treasury bills and have, in effect, financed about $31 billion
of the Federal budget and balance of payments deficits since 1969 by bill
purchases,

The question has arisen whether it would be useful to fund the short-
term liabilities of the United States into long term assets—either in the
form of attractively priced long-term security issues or special issues of the
International Monetary Fund’s special drawing rights (SDR’s), as a short-
term device to sop up excess liquidity abroad. Given the liquidity preference
of foreigners this may not be feasible without at least a gold content
guarantee. Is it worth it?
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Another measure which should be considered seriously is gold sales by the
United States in short, quick bursts to fight the speculation against the
dollar which may be as much politically motivated as it is economic. The
speculators could be burned if the United States either alone, or in con-
cert with other countries, intervened actively in the gold and foreign ex-
change markets to smash speculation whenever it got out of hand. Up
until now, profits have been a fairly sure bet for speculators. It was clear
that the deutschemark and the yen would be appreciated and the dollar
devalued with the last round of speculation. Only by making speculation
a losable proposition can governments cffectively deal with it. Among
other things flexible exchange rates are needed to increase the risk of loss
in speculation.

Beating back the speculators is onc thing. Ending the chronic balance
of payments deficits is another. For longer term stability we nced an
equilibrium in our balance of payments problem. But, after 20 years of
deficits, equilibrium is obviously an elusive phenomenon. The devaluations
should help, but we still have to examine our trade account in detail to
determine where we arc losing competitiveness, what might be done about
it, and how to meet import competition on a sector-by-sector basis. In-
dustry, government and labor will have to come together to develop an
industrial strategy to mect foreign competition. It may not be a question
of more subsidies but more cflort and coordination. There are markets
out there! And the two devaluations, the DISC legislation and the in-
vestment tax credit are aimed at making U.S. industries competitive in
world markets.

All the other accounts will have to be cxamined in detail, including the
government accounts. It seems ludicrous that surplus countries should not
pay their fair share of the foreign exchange costs of NATO or other security
arrangements. Our aid programs also appear in need of a thorough over-
haul. The catch-all euphemism of “less developed countries” is not only
denigrating but inaccurate.

Some “less developed countries” like Brazil, Mexico, South Korea,
Taiwan, and Hong Kong have had phenomenal growth records. And, the
international reserves of “less developed countries” increased from $10.9
billion in 1960 to $35.8 billion in September, 1972, presently accounting for
24 percent of the world’s reserve assets compared with 18 percent in 1960,
The United States had basic balance of payments deficits with less developed-
countrics of over $2 billion in each of the years 1971 and 1972, with govern-
ment to government aid programs the largest contributor. The U.S. had a
trade deficit with “less developed countries” of $0.9 billion in 1972, which
would be much larger if aid-financed exports were cxcluded. This is not
to suggest “less developed countries” are undeserving of aid, but that the
catchall description may be inappropriate for policy guidance.
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IIL. Oil and the Monetary Crisis

Some ““less developed countries” have enormous raw material resources
which will earn for them billions of dollars of foreign exchange reserves
over the next decade. Several Arab oil producing countries will earn more
money than they can usefully employ for their own.development. These
countries will certainly have the potential for moving billions of dollars
from one money market to another for economic or political reasons.

It has been reported that Arab governments did not speculate against the
dollar last January and February but took a $300 million loss on their dollar
holdings, while certain rich Arab individuals, who in some cases are reputed
to have more money than their governments, might have made windfall
profits. But however reliable the source, this is sheer hearsay. Beyond doubt
is the fact that oil producing states, and wealthy individuals within those
states, have a vast potential for speculation. By the end of the year four
major oil producing states in the Arabian peninsula—Saudi Arabia,
Kuwait, the Union of Arab Emirates and Quatar—will have accumulated
reserves—mainly dollars—of about $9 billion. It is estimated that by the
1980's the figure could surpass $100 billion.

White House cnergy specialist James E. Akins cstimated in a recent
issuc of Forcign Affairs the cumulative income of the Arab OPEC countries
from 1973 through 1980 at over $210 billion. Assuming a 20 percent
compounded growth in their expenditures for the same period, Arab
budgetary expenditures would total less than $100 billion, leaving a balance
of unspent reserves of over $100 billion by 1980. “What will be done with
this money will be a matter of crucial importance to the world.” writes
Akins. “The first place for its use must certainly be in their own countries;
the second must be the Arab world, which will not, as a whole, be capital-
rich.” ' The fact is, no onc really knows how they will spend their money,
or whether they will have so much they will stop or slow down oil produc-
tion from time to time. In a recent mecting in Kuwait it was suggested
that Arabs float their riches from country to country, depending on how
cach country reacts to Arab problems.

The budgets of many of these states will be in substantial surplus because
of the energy needs of the western consuming nations and the rising ptice
of oil. For example, this ycar the Saudis are unlikely to be able to spend
more than 60 percent of their $3.2 billion budget. By 1980, the Saudi
monetary reserve position is estimated to be close to $50 billion. The same
basic situation exists with respect to Kuwait, Ahu Dhabi and Quatar.
The following table presents a range of estimates on projected monetary
reserves. They might be conservative as the higher figure represents maxi-
mum projected production levels at a price tag (tax plus royalties) of
$3.50 a barrel, which may well be too low. .

tJames E. Akins, “The Oil Crisis: This Time The Wolf Is Here" Foreign Affairs, April, 1978, p. 481.
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PROJECTED STATE MONETARY RESERVES OF THE FOUR MAJOR
~ PRODUCING STATES OF THE ARABIAN PENINSULA

Billions of dollars

1973 1980

Saudi Arabia................ ... ... . ... 500  30.0-75.0+

Kuwait. ................. ... ... 3.50 7.0-10.04

AbuDhabi......................o 0.27 5.0- 8.04

Quatar.................00. 0 " Senn. 0.46 2.0- 2.54
otals.........................000000 9.23 44,0-95.5

The lower figure for 1980 represents the minimum projected production levels
sold at the price scales laid down by the 1971 Teheran agreement. The higher
figure represents the maximum projected production levels at a price tag (tax
plus royalties) of $3.50 a barrel.

Mr. Akins*estimates of oil production and revenues in a large group of
Middle East and North African countries are shown on the next page for
1975 and 1980. These data are based on taxes and royalties in effect prior to
the dollar devaluation in February, 1973. If the 1972 Geneva agreements on
currency revaluation appfy, the income figures should be increased by 8.5
percent. The revenue figures are annual and do not represent the cumula-
tive income, which, as stated, Mr. Akins estimates at $210 billion between
1973 and 1980. .
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ESTIMATED PRODUCTION AND REVENUE, 1975 AND 1980

[Stated m thousands of barrels per day; billions of dollars
annually]

Production Revenue
1975 1980 1975 1980

M:ddlé’East:

PAN . oo 7,300 10,000 4.7 12.8
Saudi Arabia................ 8,500 20,000 5.4 25.8
Kuwant ..................... 3,500 4,000 2.2 5,

......................... 1,900 5,000 1.2 6.4
Abu Dhabi................... 2,300 4,000 1.6 5.0
Other Persian Gulf.......... 1, /800 2,000 1.0 3.2
Subtotal................... ﬂ25,300 45,000 16.0— 58.0
North Africa:
Libya........................ 2,200 2,000 2.0 3.1
Algeria...................... 1,200 1,500 1.1 2.3
Subtotal................... MS,_t}OO ) 3._?00 3.1 5.4
Total...................... 28, 700 48,500 19.1 63.4
T

Source: James Akins, op. cit. pp. 479-480.

The Arab governments profess their interest in contributing to interna-
tional monetary stability. A prominent Kuwaiti banker recently stated:

It is not in our interests to have currency crises. We know we cannot live without the
rest of the world. But we are not going to accept any monetary :olullon l/xal is short
of partnership.” ?

The Committee of Twenty, an IMF group established to work out the
reform of the international monetary system, has only one Arab member.
The Arab States feel they are under-represented.

1 The Economist, May 5, 1973, p. 39.
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A key figure in the world petroleum scene is Saudi Arabian Petroleum
Minister Sheikh Almad Zaki Yamani, one of his country’s most influential
leaders. Sheikh Yamani has suggested that Saudi Arabia, by far the
world’s largest oil reservoir, may be willing to increase production to 20
million barrels a day by 1980 (from 7.2 million today) but only if the United
Sltates creates “the right political atmosphere’’ However, he has also stated
that Saudi Arabia is already getting more money from oil than its small
economy can absorb. “If we consider only local interests,”’ he said, *then we
shouldn’t produce more, maybe even less.” 3

Oil as a weapon

What it all adds up to is that there is a sellers market for oil and, at this
time in history, oil producing states are in a very strong bargaining position
with the West, whose dependency on Middle East oil is growing daily.
There have.already been limited export boycotts, If the West is concerned
about the extent of Arab oil producing states with respect to how they will
use their money, it is understandable in the light of vitriolic anti-American
press which keeps talking about using ‘il as a weapon” in the battle against
imperialism. Several Arab leaders have expressed their view. Kuwaiti
ruler Shaykh Sabah as-Salim as Sabah has declared that “kis country will
use oil as an effective weapon in the battle when the zero hour comes.”” Cairo news-
paper Al-Jumhuryah recently called for ‘‘using the huge Arab funds deposited
in European and U.S. banks as an effective weapon in the battle of the Arab destiny.”
The use of these deposits, it said, “would be as effective as the oil weapon.”

The United States has a number of policy dilemmas it must face up to
in this area, which are not a proper subject of this paper. But the key point
is that unless cooperative solutions are found reasonably soon with respect
to the reform of the international monetary system and to the Middle East
boiling pot, the United States and the Westerr: world may not only find
themselves with an energy shortage, but with continuous monetary crises.

Before discussing the postwar evolution of the monetary system it appears
useful to review some of the le sons of history which are quite relevant to
the present situation. -

IV. The Lessons of History

In the system as it has evolved, gold has become a pillar of stability and
faith in the dollar is on the wane. There are some voices who would have
us return to a gold standard. This is unfortunate as the “disciplines” of the
gold standard could never be appreciated by the workingman who must
undergo most of the disciplining. Historically, gold has been used as money,
either for trading purposes or as a reserve asset. The United States wants
to move away from gold as the core of the international monetary system

“based on reserves and par values. But it is extremely difficult to Tonvince

§ Washington Post, April 19, 1078, p. 25.
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creditors that another structure should be built based on managed currencies
or SDR’s, when the “managers” are mismanaging.

Some foreign countries, such as France, are insisting that the United
States restore convertibility into gold before beginning serious trade nego-
tiations. They perhaps do not appreciate that ‘‘disciplining” the United
States by gold purchases is unacceptable to the American people if it
means growing unemployment. There is no magic alchemy in gold. Under --
the gold standard as it existed before 1914, countries in deficit were forced
to deflate, while surplus countries were not under the same compulsion to
inflate. It was a brutal way to achieve international balance.

Disquieting Similarities.—In a widely discussed commencement address at
Columbia University on June 1, 1965, The Honorable William McChesney
Martin, then Chairman of the Board of Governors of the Federal Reserve
System, spoke of “disquieting similaritics” between today’s monetary
crisis and those of the twenties and thirties. The entire speech is worth
rereading and is reprinted as Appendix A

Viewing the twenties from today’s vantage point, one can see that drastic
measures would have had to be taken to avert disaster. At the time, this was
not cvident to anyone, In the buoyant twenties depressions were considered
a thing of the past. Speculation was rampant, Surplus countries (at that
time the United States was in surplus) did not allow the expansion of
income and prices but pursued a monetary restraint program and tariff
increases which caused gold to pour in. The payments surplus countries,
mainly the United States and France, tended to hoard gold and forced
severe adjustments on countries like England where unemployment ranged
from 10 to 17 percent throughout the twenties. In France, gold was largely
sterilized in the Central Bank, and in the United States credit expansion
was restrained by the Federal Reserve maintenance of a level of gold
reserves approximately twice the legal limit.

Today, the U.S. balance of payments crisis revolves around the growth
of short-term liabilities relative to U.S. gold reserves. The immediate
problem is how to get rid of the overhang of indebtedness. In the critical
early thirties, European central banks were holding, as today, large balances
of foreign exchange which had accumulated over a considerable period.
The total of short-term international indebtedness had reached about $10
billion by the end of 1930. But under the impact of the depression, sweeping
withdrawals of short-term credits put terrific pressure upon the central banks.
There was no IMF upon which central banks could fall back upon for
credit. Large holders of foreign exchange were converting their balances
into gold. Central banks sought emergency credits from the Bank for
International Settlements (BIS). Although its resources were msuﬂicient,
certain credits were arranged with a gold-exchange guarantee.
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1931 was a fateful year in the history of international finances. In May
of that year, the Austrian Credit-Anstalt collapsed. In June President
Hoover called for a one-year moratorium on intergovernmental debt
payments. In July an international conference was called which met in
London, but the acute financial crisis could not be stayed. In September,
1931, sterling fell and this led almost immediately to the suspension of
gold. By the end of 1931, sixteen countries had either abandoned gold or
introduced rigorous exchange controls. Foreign exchange was allocated
for the necessary imports of raw materials and import quotas were imposed
on specific goods. Countries made bilateral clearing arrangements to help
balance trade between two countries.

Private hoarding of gold became widespread. Central banks also inten-
sified their hoardings. In the first six months of 1932, European central™
banks converted $700 million of their dollar holdings into gold. The third
‘Annual Réport of the BIS in 1933 said:

“Central banks should combat any conception that gold is properly em-
ployable as a store of wealth, or that its primary object is to assure internal
convertibility of notes so that all who witt may hoard gold coin on demand,
lo the detriment of the pubiic good and the general economic welfare.”

That statement would fit perfectly in an annual report of the Inter-
national Monetary Fund for 1973.

Foreign exchange holdings declined drastically after the fall of sterling.
In 1929-30 aggregate official foreign cxchange holdings amounted to
about $11 billion. By the end of 1932, they-had dwindled to about $1
billion, while the aggregate gold stock was ncarly $12 billion.

By the end of 1931, only cight countries were still on the gold standard,
ten were operating on a controlled flexible exchange rate basis and the
rest introduced exchange controls. - X

The United States abandoned gold in April, 1933, but under the Gold
Reserve Act of 1934, the dollar was again linked to gold and devalued.
In July, 1933, the “gold bloc” was formed with six countriecs—France,
Belgium, Holland, Italy, Poland and Switzerland—declaring firm adher-
ence to the gold standard. The world was then fragmented into blocs. The
players were differcnt then, but the effect was the same. Shortly thereafter,
the British Commonwealth countries issued a declaration calling for inter-
national action to reduce interest rates, undertake capital expenditures
- and raise wholesale prices.

In July, 1933, the famous London Monetary and Economic Conference
was held with 64 countries represented. The Conference report contained
five resolutions calling for:

(1) Currency stabilization;
(2) Gold to be re-established as the means of exchange value;
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(3) Economy of gold by keeping yold out of circulation and reducmg
gold minimum ratios to 25 percent; -

(4) Central banks collaboration, and

(5) International cooperation to stabilize cyclical fluctuations.
Should a monetary conference be held in 1973, one would expect points,
(1), (2), and (5) to be agreeable to the United States and most other
countries with an emphasis on a reduced role of gold, and paper currency
reserves and increased use of SDR’s and IMF credit facilities. But the
London Conference did not end the crisis nor did it end the “blocism”
that had developed.

The gold bloc countries suffered gold losses intermittently beginning in
1933, and by 1936 they devalued. The French devaluation was welcomed
by the United States and the United Kingdom and both countries agreed
beforchand that they would take no countermeasures. The three countries
declared they would support the exchanges so as to forestall any speculative
short-term capital flows. The other countries joined this tripartite monetary
agreement and, six countries (France, the United States, United Kingdom,
Belgium, Holland and Switzerland) cooperated to support the new rate
structure. This close collaboration in monetary policy represents a highily
significant development, but not all the players joined.

Germany became the leading proponent of bilateral bargaining and
clearing agreements. The “Schachtian bilateral system,” named after the
German Finance Minister Dr. H. Schacht was aimed at achieving balance.
However, it led to a most complicated system of exchange controls, Ger-
many’s economy however grew stronger while its neighbors, still laboting
under the discipline of the gold exchange standard, continued to stagnate in
depression.

Lessons from the Thirties,—During the thirties, countries were basically in
retreat. They were attempting to protect their gold holdings by various
restrictive devices. They were distrustful of foreign exchange, and at-
tempted to get out from under their short-term liabilities. Surplus countries
protected their surpluses while deficit countries, fighting deficits and in-
flation, failed to inflate their economics through expansionary-measures.
The result as we all know was economic misery on a world-wide scale.

History should not repeat itself. There is a commitment to full employ-
ment and a knowledge of how to get the economies off dead center. The
more difficult problem appears to be controlling inflationary pressures in
advanced countries and achieving steady, even growth. The danger of
severe recession or depression appears remote for the United States, but less
remote for countries who depend more heavily on foreign trade in an en-
vironment in which currencies are gyrating. It was this latter concern which
motivated the founding fathers of Bretton Woods to opt for a fixed exchange
rate system, ) ' -

1




181

V. The Post-War Monetary System

Fixed exchange rates provide certainty and stability so that international
traders and investors will know in advance just what a transaction will be
worth. However, there are serious disadvantages in such a system which
will be discussed.

Bretton Woods System.—The international monetary system which evolved
after the Bretton Woods Conference in 1944, was essentially a par value,
reserve oriented system, with the dollar playing a crucial role as the center
of the system. The main features of the system were:

(1) Fixed par values, adjustable only when absolutely necessary or
forced by speculation;

(2) The use of currencies, particularly the dollar as reserve assets;

(3) Convertibility of official dollar holdings into gold.

Gold was the comman denominator of all currencies, although they were
directly tied to the U.S. dollar.

There was a bias in the Bretton Woods system against letting the exchange
rates adjust in small but frequent quantities. Deficit countries were faced
with an inordinate degree of responsibility to eliminate deficits while surplus
countrics were under no such compulsion. The United States dollar was so
central to the system that this country felt a moral obligation not to devalue
the dollar, Thus, we were put in the intolerable dilemma of having to cor-
rect a balance of payments deficit without devaluing the dollar or deflating
the economy, while maintaining a *‘leadership” position in world affairs.
Adjustment was a one-sided affair. Trcasury Secretary Shuliz said in his
September, 1972, IMF speech:

““Reststance of surplus countries to loss of their surpluses defeats the objective.
of monetary order as surely as failure of deficit countries to atlack the sources of
their deficits. Any effort to develop a balanced and equitable monetary system must
recognize that simple fact: effective and symmetrical incentives for adjustment are
essential to a lasting system.”

The President’s International Economic Report of March, 1973, pointed
out that:

““One of the ironies of the Bretton Woods system is that the exchange rigidities
whick were built into the system to avoid the political and economic problems
encountered in the postwar period created political and economic problems of
their own.”

Domestic deflationary policies for balance of payments reasons, and a loss of
competitiveness in industries in countries maintaining an overvalued cur-
rency, were among the serious economic and political problems resulting
from the biases of the Bretton Woods system.

New Economic Program.—The rules of the-game under the Bretton Woods
system were changed when President Nixon announced his New Economic
Program on August 15, 1971,
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The President’s program had two interrelated objectives in mind: (1)
to correct the overvaluation of the dollar to reestablish the competitiveness
of U.S. products in world markets, and (2) to reform the international
monetary system to ease the continuing burdens on the United States and
to serve better the economic needs of the entire world.

In order to obtain these objectives, the President:

(1) Suspended the convertibility of the dollar into gold, special
drawing rights, or other reserve assets and allowed the dollar to “float”
in exchange markets;

(2) Imposed a 10 percent import surcharge on all dutiable imports;

(3) Excluded foreign capital equipment from the proposed tax
credit for investment;

(4) Proposed the Domestic International Sales Corporation (DISC)
to stimulate U.S. exports;

(5) Asked Congress to reduce foreign aid appropriations by 10
percent,

VL. Reform of the International Monetary System

Since August 15, 1971, we have had two official dollar devaluations,
currencies are still floating and dollar-gold convertibility remains
“suspended.”

The world is now on a floating dollar standard. Currencies are still tied
to the dollar but in a more flexible way.

The key issue now is ‘“where do we go from here”? At present thcrc are no
internationally-agreed upon ground rules. The Group of Twenty experts
.are trying to establish a new framework. Clearly we cannot return to the
Bretton Woods system. As a practical matter we probably.could not main«
tain rigidly fixed exchange rates even if we wanted to, with all the speculative
capital crossing national frontiers. It has been estimated that multinational
corporations hold many billions of short-term dollar assets, as do foreign
branches of U.S. banks. The Arab oil producing countries, as noted, are also
large dollar holders and are capable of triggering off massive speculation.

In a very real sense the international monetary system (and the trading
system) is at a critical juncture. There are, as previously stated, no agreed-
upon rules governing the world’s finances. There is no longer a dominating
central power keeping the system afloat. Confidence, that precious com-
modity that can only be achieved through proven performance, is lacking.
The performance of major countries in the system does not engender
confidence.

Restoring Confidence.—It would appear that the first priority for monetary
authorities is to act boldly and decisively to restore confidence in paper
currencies. An agreement by major countries to commit themselves to
eliminate entrenched deficits and surpluses may be called for. Cooperative
measures to intervene in the exchange markets and to fight gold speculators
may also be helpful. Controlling and attacking the underlying causes of

13
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domestic inflation is obviously of paramount importance in restoring
confidence in a nation’s ability to discipline itself. In that respect, the
United States seems to be going downhill in 1973 as the wholesale price
index in the first quarter increased by the phenomenal annual rate of
21.1 percent!

Governments must also commit themselves to long-term reform of the
international monetary system. More flexibility in the exchange rates
between currencies and a gradual increase in the role of Special Drawing
Rights are key ingredients as well as reformed trading rules to assist in
the balance of payments adjustment process are needed. Surplus countries
must surely recognize th :t persistent surpluses will certainly contribute to
a collapse of the monectary system as will persistent deficits. It is in their
self interest to avoid this by unilateral liberalization of imports if necessary.
A trade negotiation cannot be divorced from the goals of the monetary
system., :

If the United States succeeds in eliminating its chronic balance of pay-
ments deficits confidence in the dollar will improve as will the prospect
for lasting reform in the monetary system. In the meantime, however, some
funding of short-term U.S. liquid liabilities may be in order.

There is a general consensus among private experts on the broad outlines
of international monetary reform. The impasse appears to exist at the
government level. The U.S. has made a proposal (See Appendix C).
Europe however appears to be concentrating on its own “monetary union”
and Japan on trade and investment issues. There is a possibility that all
major economic issues—trade, investment and monetary—may be com-
bined in a major negotiation. Such a negotiation may prove unwieldy at
best unless the three major world centers—the U.S., the European Com-
munity, and Japan agree beforehand on general principles.

Principles of a New International Monetary Order: The Economists View.——
Private experts from these countries met in Washington to consider long-
range issues. The report ¢ suggested the following guidelines:

A reconstruction of the system should provide for adjustments in par values in
smaller and more frequent steps and in accordance with agreed rules. These rules,
whatever form they take, should bear equally on surplus couniries in upvaluing their
currency and on deficit countries in devaluing theirs. The rules should be framed so as
to make clear beyond all doubt that the level of employment—that is, the number of
Jobs available—must be governed by domestic economic policy and not by the manipu-
lation of exchange rates, )

The reconstructed system would provide for a resumption of convertibility of the
dollar and would deal with the problem of the existing overhang of dollars. If this
were not done, there could be no guarantee that exchange rate adjustments could take
place in small steps. Par values would be established in terms of IMFE units, no
matter how convertibility of the dollar and other currencies was assured.

¢ Reshaping the Interrational Economic Order: A tripartite Report by twelve economists
from North America, thc European Community and Japan, Washington, The Brook-
ings Institution, 1972.
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Provision should be made for the funding of the existing holdings of reserve cur-
rencies, including sterling. There are several ways in which this could be done, all of
them involving exchange for claims against the IMF or reserve positions with the Fund.
There might, for example, be a fresh issue of SDRs to the depositors of reserve cur-
rencies with the Fund. Another method would be an exchange into deposit liabilities
with the Fund. Under this arrangement, the deposits of dollars by the monelary author-
ities would create deposit liabilities of the Fund expressed in IMF units, The Fund
would exchange the received liquid dollars into long-term obligations of the United
States, also expressed in Fund units. The deposits with the Fund would carry interest
at a rate similar to that provided for the SDRs (which, however, might be increased
above the present 1.5 percent a year), and the U.S. obligations held by the Fund would
carry tnlerest close to the current market rate.

One further question to be decided is whether conversion should be voluntary or
mandatory. It may be preferable to remove the dollars with one clean sweep; on the
other hand, freedom of choice is not a bad principle if it can be upheld without danger.
But any dollars from existing official balances that are not funded when the oppor-
tuntly is off ered may have to remain inconvertible and without exchange-value guaraniee.

For the appropriate degree of flexibility of exchange rates, 2 variety of techniques
may be used. The main principle is that exchange rates are matters of international
concern, and that such concern may relate not only to proposed changes in par values
but also to failures of countries to make adjustments when they may be internationally
helpful. This implies that the initiative for adjustments of par values may sometimes
have to come from trading partners and from international organizations and that

se———=tizre should be a presumption of slow and orderly change rather than of prolonged

wr

-

rigidity.
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DOES MONETARY HISTORY REPEAT ITSELF?

Address of Wm. McC. Martin, Jr., Chairman, Board of Governors
of the Federal Reserve System

[ ]
When economic prospects are at their brightest, the dangers of com-

placency and recklessness are greatest. As our prosperity proceeds on its -

record-breaking path, it behooves every one of us to scan the horizon of
our national and international economy for danger signals so as to be
ready for any storm.

Some eminent observers have recently compared the present with the
period preceding the breakdown of the interwar economy, and have
warned us of the threats of another Great Depression. We should take
these warnings seriously enough to inquire into their merits and to try to
profit in the future from the lessons of the past.

And indeed, we find disquieting similarities between our present pros-
perity and the fabulous twenties.

Then, as now, there had been virtually uninterrupted progress for
seven years. And if we disregard some relatively short though severe
fluctuations, expansion had been underway for more than a generation—
the two longest stretches of that kind since the advent of the industrial
age; and each period had been distorted in its passage by an inflationary
war and postwar boom.

Then, as now, prosperity had been concentrated in the fully developed
countries, and within most of these countries, in the industrialized sectors
of the economy.

Then, as now, there was a large increase in private domestic debt; in
fact, the expansion in consumer debt arising out of both residential
mortgages and installment purchases has recently been much faster than
in the twenties.

Then, as now, the supply of money and bank credit #nd the turnover
of demand deposits had been continuously growing; and while in the late
twenties this growth had occurred with little overall change in gold re-
serves, this time monetary expansion has been superimposed upon a dwin-
dling gold reserve.

~Then, as now, the Federal Reserve had been accused of lack of flexibility
in its monetary policy: of insufficient case in times of economic weakness
and of insufficient firmness in times of economic strength.

Then, as now, the world had recovered from the wartime disruption
of international trade and finance, and convertibility of the major world
currencies at fixed par values had been restored for a number of years.

(19)
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Then, as now, international indebtedness had risen as fast as domestic
debt; recently, in fact, American bank credits to foreigners and foreign
holdings of short-term dollar asscts have increased faster than in the closing
years of the earlier period.

Then, as now, the payments position of the main reserve center—Britain
then and the United States now—was uncasy, to say the least; but again,
our recent cumulative payments deficits have far exceeded Britain’s deficits
of the late twenties.

“Then, as now, some countries had large and persistent payments surpluses
and used their net receipts to increase their short-term reserves rather than
to invest in foreign countries.

Then, as now, the most important surplus country, France, had just
decided to convert its official holdings of foreign exchange into gold, regard-
less of the effects of its actions on international liquidity. )

Then, as now, there were serious doubts about the appropriate levels of
some existing exchange rate relationships, leading periodically to spec-
ulative movements of volatile short-term funds.

And most importantly, then as now, many government officials, scholars,
and businessmen were convinced that a new ‘economic era had opened, an
era in which business fluctuations had become a thing of the past, in which
poverty was about to be abolished, and in which perennial economic prog-
ress and expansion were assured.

If some of these likenesses scem menacing, we may take comfort in im-
portant differences between the present and the interwar situation,

The distribution of our national income now shows less disparity than in
the earlier period; in particular, personal incomes, and especially wages and
salaries, have kept pace with corporate profits, and this has reduced the
danger of investment expanding in excéss of consumption needs.

Perhaps related to that better balance, the increase in stock market
credit now has been much smaller.

Instead of a gradual decline in wholesale prices and stability in consumer
prices, there has now been stability in wholesale prices though consumer
prices have been creeping up.

The worst defects in the structure of commercial and investment banking
and of business scem to have been corrected—altholigh we are time and
again reminded of our failure to eliminate all abuses.

The potentialities of monetary and fiscal policies are, we hope, better
understood—although the rise in government expenditures even in times of
advancing prosperity threatens to make it difficult to be still more expansion-
ary should a serious decline in private business activity require it.

In spite of the rise in the international flow of public and private credit
and investment, business abroad appears in general to be less dependent
upon American funds. The recent restraint on the outflow of U.S. capital
has had little effect on business activity abroad, in contrast to the paralyz-
ing effect of the cessation of U.S. capital outflows in the late twenties,

.
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~ While the cold war makes for sources of friction absent in the twenties,
we are no longer suffering from the cancer of reparations and war debts,

We have learned the lessons taught by the failure of trade and exchange
restrictions, and of beggar-my-neighbor policies in general, although the
temptation to backslide is ever present.

We have become aware of our responsibility for helping those less de-
veloped countries that seem willing and able to develop their economies—
although the poor countries still are not becoming rich as fast as the rich
countries are becoming richer.

The International Monetary Fund has proved to be a valuable aid to a
better working of the international payments system.

A network of international, regional, and bilateral institutions and ar-
rangements has reduced the danger of lack of international financial
communication.

And finally, the experience of the twenties has strengthened the resolu-
tion of all responsible leaders, businessmen and statesmen alike, never again
to permit a repetition of the disasters of the Great Depression.

But while the spirit is willing, the flesh, in the form of concrete policies,
has remained weak. With the best intentions, some experts scem resolved
to ignore the lessons of the past.

Economic and political scientists still argue about the factors that con-
verted a stock-exchange crash into the worst depression in our history. But
on one point they are agreed : the disastrous impact of the destruction of the
international payments system that followed the British decision to devalue
sterling in September 1931. At that time, sterling was the kingpin of the
world payments system, exactly as the dollar is today. While changes in the
par values of other peripheral currencies affected mainly or solely the
devaluing countries themselves, the fate of sterling shook the entire world.

This is not wisdom of hindsight. Only a few wecks before the fateful
decision was taken, the most eminent economist of the day stated that “for
a country in the special circumstances of Great Britain the disadvantages
(of devaluation) would greatly outweigh the advantages” and he concurred
with his colleagues in rejecting the idea. His name was John Maynard
Keynes,

And soon afterwards, another great British economist, Lionel Robbins,
declared that “no really impartial observer of world events can do other
than regard the abandonment of the Gold Standard by Great Britain as a
catastrophe of the first order of magnitude.” This was long before the final
consequences of that step had become apparent—the political weakening
of the West which followed its cconomic breakdown and which contributed
to the success of the Nazi revolution in Germany, and thus eventually to
the outbreak of the Second World War and to the emergence of Commu-
nism as an imminent threat to world order.,

As if neither Keynes, the founder of the anti-classical school of eco-
nomics, nor Robbins, the leader of the neo-classical school, ever had spoken, -
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some Keynesian and neo-classicist —economists—fortunately with little
support at home but with encouragement from a few foreign observers—
are urging us to follow the British example of 1931 and to act once more
in a way that would destroy a payments system based on the fixed gold
value of the world’s leading currency. In doing so, they not only show
that they have not learned from monetary history; they also impute to
our generation even less wisdom than was shown in the interwar period.

The British Government in 1931, and the U.S. Administration in 1933,
can rightly be accused of underestimating the adverse international effects
of the devaluation of the pound and ‘.. dollar. But at least they had some
plausible domestic grounds for then .:ctions. They were confronted with
a degree of unemployment that has hardly ever been experienced either
before or after. They were confronted with disastrously falling prices,
which made all fixed-interest obligations an intolerable burden on domestic
and international commerce. They were confronted with a decline in
international liquidity, which seemed to make recovery impossible.

Neither Keynes nor Robbins have denied that, from a purely domestic
point of view, there was some sense in devaluation. In the United States
of 1933, one worker out of four was unemployed; industrial production
was little more than half of normal; farm prices had fallen to less than
half of their 1929 level; exports and imports stood at one-third of their
1929 value; capital issues had practically ceased. In such a situation, any
remedy, however questionable, seemed better than inaction.

In the Britain of 1931, things were not quite as bleak as in the United
States of 1933; but fundamentally, the economic problems were similar.
Ever since 1925, the British economy had failed to grow, and by 1931, one
out of five workers had become unemployed, exports—far more important
for the British economy than for our own-—had declined by nearly one-half,
and most observers believed that over-valuation of the British pound was
largely responsible for all these ills. Can anybody in good faith find any
similarity between our position of today and our position of 1933, or even
the British position of 1931? .

In 1931 and 1933, an increase in the price of gold was recommended in
order to raise commodity prices. Today, a gold price increase is recom-.

mended as a means to provide the monetary support for world price stability

In 1931 and 1933, an increase in the price of gold was recommended in
order to combat deflation; today it is recommended in effect as a means to
combat inflation. In 1931 and 1933, an increase in the price of gold was
recommended as a desperate cure for national ills regardless of its disinte-
grating effect on world commerce; today it is recommended as a means to
improve integration of international trade and finance. Can there be worse
confusion?

True, most advocates of an increase in the price of gold today would pre-
fer action by some international agency or conference to unilateral action
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of individual_countries, But no international agency or conference could
prevent gold hoarders from getting windfall profits; could prevent those-
who hold a devalued currency from suffering corresponding losses; could
prevent central banks from feeling defrauded if they had trusted in the
repeated declarations of the President of the United States and of the

. spokesmen of U.S. monetary authorities and kept their reserves in dollars

rather than in gold. To this day, the French, Belgian, and Netherlands cen-
tral banks have not forgotten that the 1931 devaluation of sterling wiped out
their capital; and much of the antagonism of those countries against the
use of the dollar as an international reserve asset should be traced to the
experience of 1931 rather than to anti-American feelings or mere adherence
to outdated monetary theories.

But most importantly, no international agency or conference could pre-
vent a sudden large increase in the gold price from having inflationary
consequences for those countries that hoarded gold, and deflationary
consequences for those that did not. And the gold holding countries are
precisely those whose economies are least in need of an inflationary stimulus
since they are most prosperous—not prosperous because they are holding
gold, but holding gold because they are prosperous; in contrast, those
that do not hold gold are most in need of further expansion. Hence the
inflationary and deflationary effects of an increase in the price of gold would
be most inequitably and most uneconomically distributed among nations,

If we were to accept another sort of advice given by some experts, we
might repeat not the mistakes of 1931-33 but those of earlier years. We are
told that a repetition of the disaster of the Great Depression could be averted
only, or at least best, by returning to the principles of the so-called classical
gold standard. Not only should all settlements in international transactions
between central banks be made in gold; but also the domestic monetary
policy of central banks should be oriented exclusively to the payments
balance, which means to changes in gold reserves. Whenever gold flows
out, monetary policy should be tightened; whenever it flows in, it should
be eased. .

This is not the place to discuss whether this pure form of gold standard
theory has ever been tramslated into practice. I doubt that any central
bank has ever completely neglected domestic considerations in its monetary
policy. And conversely, we do not need to adhere to an idealized version of
the gold standard in order to agree that considerations of international
payments balance need to play a large role in monetary policy decisions.
But even strict adherence to gold standard principles would not guarantee
international payments equilibrium. As a great American economist,
John H. Williams, put it in4937:

“For capital movements, the gold standard is not a reliable corrective
mechanism. . . . With capital the most volatile item in the balance
of payments, it is apt to dominate and to nullify any corrective effects
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which might otherwise result from the gold standard process of adjust-
ment. . . . Itissurely not a coincidence that most booms and depres-
sions, in the nineteenth century as well as in the twentieth, had inter-
national capital movements as one of their most prominent features.”

Even countries that advocate a return to gold standard practices do not
practice what they preach. Gold reserves of some Continental European
countries have been rising stronigly and continuously for many years, and
according to the rules, these countries should follow a clearly expansionary
policy. But in order to offset inflationary pressures, they have done exactly
the opposite—and who is there to blame a country that wishes to assure
domestic financial stability even at the expense of endangering equilibrium
in international payments? -

But obviously, if we permit one country to violate the rules of the gold
standard in order to avert domestic inflation, we must also permit another
country to violate those rules in order to avert domestic deflation and
unemployment. In other words, we must agree that a country may be
justified in avoiding or at least modifying a tightening of monetary policy
even though:' its gold reserves are declining, if otherwise it were to risk
precipitating or magnifying a business recession.

True, this deviation from gold-standard rules could be carried too far.
Domestic developments might be taken as a pretext to avoid an unpopular
monetary move, although the payn.ents situation would seem to demand it
and although the action would be unlikely to be damaging to the domestic
economy. But the possibility of abuse and error is inherent in all human
decision, and just as no sane observer would ascribe infallibility to the deci-
sions of central bankers, neither should he ascribe infallibility to a set of
rules. Few experts today would want to argue that it was right for the
German Reichsbank in 1931, in the middle of the greatest depression that
ever hit Germany, to follow the gold standard rules by raising its discount
rate to 7 percent merely in order to stem an outflow of gold; or that it was
right for our own Federal Reserve to take similar restrictive action for the
same reason, in the fall of 1931, A

And just as the success of monetary policy cannot be guaranteed by an
abdication of discretion in favor of preconceived gold-standard rules, it can-
not be guaranteed by following the advice of those who would shift the focus
of policy from national agencies to an international institution. Surely,
international cooperation should be encouraged and improved whenever
possible. And the functions of the International Monetary Fund might well
be enlarged so as to reinforce its ability to act as an international lender of
last resort and as an arbiter of international good behavior.

But no institutional change can exclude the possibility of conflicts between
national and international interests in specific circumstances. Moreover,
there is no reason to believe that such conflicts would necessarily be resolved
more wisely, more speedily, and with less rancor and dissent if they were
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fought out in the governing body of some supra-national bank of issue rather
than by discussion and negotiation among national authorities.

It is true that such discussion and negotiation may prove fruitless and that
inconsistent decisions may be taken on the national level. But similarly, lack
of consensus within a supra-national agency may result in a paralysis of its
functions, and the effects of such paralysis could well be worse than those of
inconsistent national actions.

If then we doubt the wisdom of the three most fashionable recent pro-
posals-—to increase the dollar price of gold, to return to pure gold-standard
principles, or to delegate monetary policy to an international agency—what
should be our position? And what is the outlook for solving present and
future difficulties in international monetary relations, and thus for avoiding
a repetition of the disasters-of 1929-33?

In my judgment, it is less fruitful to look for institutional changes or for-

. a semi-automatic mechanism that would guarantee. perennial prosperity

than to draw from interwar experience some simplc lessons that could save’
us from repeating our worst mistakes.

First, most observers agree that to a large extent the disaster of 1929-33
was a consequence of maladjustments born of the boom of the twenties.
Hence, we must continuously be on the alert to prevent a recurrence of
maladjustments—even at the risk of being falsely accused of failing to
realize the benefits of unbounded expansion. Actually, those of us who
warn against speculative and inflationary dangers should return the charge:
our common goals of maximum production, employment, and purchasing
power can be realized only if we are willing and able to prevent orderly
expansion from turning into disorderly boom. '

Second, most observers agree that the severity of the Great Depression
was largely due to the absence of prompt antirecession measures. In part,
the necessary tools for this were not then available nor were their poten-
tialities fully understood. Today it is easy to understand where observers
went wrong 35 years ago. But it is less easy to avoid a repetition of the same
mistake; we always prefer to believe what we want to be true rather than
what we should know to be true. Here again, we need most of all eternal

- vigilance. But we must also be ready to admit errors in past judgments

and forecasts, and have the courage to express dissenting even though
unpopular views, and to advocate necessary remedies.

Third, and most importantly, most observers agree that the severity
of the Great Depression was due largely to the lack of understanding of
the international implications of national events and policies. Even today,
we are more apt to judge and condemn the worldwide implications of
nationalistic actions taken by others than to apply the same criteria to
our own decisions.

Recognition of the close ties among the individual economiés of the free
world leads to recognition of the need to maintain freedom of international
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commerce. This means not only that we must avoid the direct controls of
trade and exchange that were characteristic of the time of the Great
Depression. It means also that we must avoid any impairment of the value
and status of the dollar, which today acts—just as sterling did until its
devaluation in 1931—as a universal means of international payment
between central banks as well as among individual merchants, bankers,
and investors.

If the dollar is to continue to play its role in international commerce,
world confidence in its stability must be fully maintained; the world must
be convinced that we are resolved to eliminate the long-persistent deficit
in our balance of international payments. The measures taken in accordance
with the President’s program of February 10, 1965, have so far been highly .
successful. But some of these measures are of a temporary character, and
these include the efforts of the financial community to restrain voluntarily -
the expansion of credit to foreigners. We should not permit the initial
success of these efforts to blind us against the nced for permanent cure.

Some observers believe that our responsibility for maintaining the inter-
national function of the dollar puts an intolerably heavy burden on our
monetary policy; that this responsibility prevents us from taking monetary
measures which might bc considered appropriate for solving domestic
problems. I happen to disagree with that view. I believe that the interests
of our national economy are in harmony with those of the international
community. A stable dollar is indeed the keystone of international .trade
and finance; but it is also, in my judgment, the keystonc of economic
growth and prosperity at home.

Yet cven if I were wrong in this judgment, and if indeed an occasion

arose when we could preserve the international role of the dollar only at
the expense of modifying our favored domestic policies—even then we
would need to pay attention to the international repercussions of our actions.
We must consider these international effects not because of devotion to the
ideal of human brotherhood, not because we value the well-being of our
neighbors more than our own. We must do so because any harm that would
come to international commerce and hence to the rest of the world as a
result of the displacement of the dollar would fall back on our own heads.
In the present stage of economic development.we could not preserve our
own prosperity if the rest of the world were caught in the web of depression.
Recognition of this inter-dependence gave rise to the Marshall Plan—in
my judgment the greatest achievement of our postwar economic policy.

It should not have taken the Great Depression to bring these simple -.
truths home to us. Today, as we approach the goal of the “Great Society’’—
to make each of our citizens a self-reliant and productive member of a
healthy and progresSive economic system—we can disregard these truths
even less than we could a generation ago. By heeding them instead, we will
have a good chance to avoid another such disaster. If monetary history were
to repeat itself, it would be nobody’s fault but our own.
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1963....... —1,150 —-3,357 —1,292 $—-968 . . —455 9-2,713 *779 -1,934 1,557 377 16,843

1964. ... .. —1,342 —4,470 -4 1642 .. . —1,048 —2,696 1,162 -—-1,5534 1,363 171 16,672
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1965. . —1,532 —4,577 —1,846 —154 —-476 2,477 1,188 —1,289 67 1,222 15,450
1966 —1,469 —2,555 1,744 —104 —302 -2,151 2370 219 —787 568 14,882
1967 . —2,424 -2912 —3,280 —522 —881 —4,683 1.265 3,418 3.366 52 14,830
1968. . . -2,159 1,198 -—1,444 230 . —3%99 -1.610 3.251 1,641 —-761 -880 15,710
1969 .. . —1,926 -50 —3,011 —640 . —2,470 —6,122 8224 2702 —1,515 —1,187 1016.964
1970 .. —2,018 —-1,398 —3,059 —482 867 —1,174 —3.851 -5988 —9.839 7.362 2477 14,487
1971.. ... —2,378 —4,079 —9,304 —2,386 717 —11.031 —22,002 —7.763 —29,765 27,417 2,348 112167
19722 . —959 —632 -10,243 —611 710 —2,951 —13,093 1.461 -11,632 11,441 191 13,150

¢ Excludes military grants. .

2 Adjusted from Census data for dif‘erences in tirm ng and coverage.

3 Includes fees and royalties from U.S. direct investments abroad or from
foreign direct investments in the United States.

¢ Exciudes habilities to foreign otficial reserve agencies.
_ 3 Prnivate foreigners >xclude the International Monetary Fund (IMF), but
include other internaticnal and regional organizations.

¢ Includes liabilities to foreign official agencies reported by U.S. Govern-
ment and U.S. banks and U.S. liabilities to the IMF arising from reversible
gold sales to, and gold deposits with, the United States. i

" Official reserve assets include gold, special drawing rights, convertible
currencies, and the U.S. gold tranchs position in the IMF,

! Not availab!e separately.

* Coverage of liquid banking claims for 1560-63 and of nonliquid nonbank-
ng claims for 1960-62 1s limited to foreign currency deposits only: other

hlquxd items are not available separately and are included with nonhiquid
clarms.

“Includes gain of $67 multion resuiting from revatuation of the German
mark in October 1969.

** Includes $28 milhion increase in dollar value of foreign currencies re-
valued to reflect market exchange rates as of December 31, 1971,

i+ First 3 quarters on a seasonaily adjusted annuatl rates basis (except
reserve assets are ena of December).

2 Includes increase of $1.016 miiiton resutting from change in par value
of the U.S. dollar on May 8, 1972.

Sources: Department of Commerce (Bureau of Economic Analysis) and
Treasury Department.
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TABLE 2.—U.S. RESERVE ASSETS, 1946-72
{Millions of dollars]

Reserve

osition

Conver- n Inter-

tible national

Total Gold stock ! Special  foreign._ Mone-

End of year or reserve drawing curren- tary
month assets Total ? Treasury rights? cles ¢ Fund?
1946.. . ... ... . .. 20,706 20,706 20,529 . ... ... L .
1947 .. .. ... . 24,021 22,868 22,754 .. ... ... ... 1,153
1948. . ... 25,758 24,399 24,244 . 1,359
1949.. . .. 26,024 24,563 24,427 o 1,461
1950 ... .. ‘ 24,265 22,820 22,706 .. . . . .. ... 1,445
1951 ... ... .. 24,299 22,873 22,695 . .. .. . .. .. 1,426
1962..... . . . 24,714 23,252 23,187 e 1,462
1953. ... 23,458 22,001 22,030 ... ... 1,367
1954, .. . 22,978 21,793 - 1,713 e 1,185
1955... .. .. S 22,797 21,753 21,690 . ...... ... ......... 1,044
1956.......... ... 23,666 22,058 21949 ... ... .. ... 1,608
1957... ..... ... 24,832 22,857 22,781 .- ... ... ... 1,975
1958... .. ... .. 22,540 20,582 20534 ... . ... ... 1,958
1969... ... ....... 21,504 19,507 19,456 .. ... . .......... 1,997
1960... . ... ... 19,359 17,804 17,767 ... . . ... 1,565
1961........ .. .. 18,753 16,947 16,889 ... .. ... 116 1,690
1962.............. 17,220 16,057 15,978 .. ... .. 99 1,064
1963.. .. S 16,843 15,596 15,513 ....... ... 212 1,035
1964....... .. e 16,672 15,471 15,388 ... ....... 432 769
1965....... .. 15,450 613,806 413,733 ....... ... 781 ¢ 863
1966....... S 14,882 13,235 13,159 . ... 1,321 326
1967.. ..... ... .. 14,830 12,065 11,982 . ... .. 2,345 420
1968.............. 15,710 10,892 10,367 .. ... ... 3,528 1,290
1969....... ... ... 116,964 11,859 10,367 ...... ... 12,781 2,324
1970........ ..... 14,487 11,072 10,732 851 629 1,935
1971 ... ...... ... 812,167 10,206 10,132 1,100 8276 585
1972.............. 13,150 10,487 10,410 1,958 241 464

1 From 1956 through January 1972, includes goid sold to the United States by the Interna-
tional Monetary Fund (IMF) with the right of repurchase, and beginning 1965 also includes
?o|d deposited by the IMF to mmgate the impact on the U.S. goid stock of purchases by
oreign countries for gold subscriptions on increased |MF quotas.

tIncludes gold in Exchange Stabilization Fund,

1 Includes initial allocation on January 1, 1970 of $867 million, second allocation on
January 1, 1971 of $717 million, and third allocation on January 1, 1972 of $710 million of
sp‘eicia; ?mév[')?;g rights (SDR) in the Special Drawing Account in the IMF, plus or minus trans-
actions in .

¢ Includes holdings of Treasury and Federal Reseryve System, -

$ The United States has the rl?ht to purchase foreign currencles equivalent to its reserve
positicn in the Fund automatically if needed, Under a{:prospriate conditions the United States
could purchase additional amounts eaua! to the United States 1uola.

¢ Reserve position inciudes, and goid stock excludes, $259 million gold subscription to the
Fund in June 1965 for a U.S, quota increase which became effective on February 23, 1966.
In figures pubtished by the Fund from June 1965 through January 1966, this gold subscrip-
tion was included in the U.S, gold stock and excluded from the reserve position.

! lncludes‘,aain of $67 million resulting from revaluation of German mark in October 1969,
of which $173 million represents gain on mark holdings at time of revaluation,

tincludes $28 million increase in dollar value of foreign currencies revalued to reflect
market exchange rates as of December 31, 1971,

Note.—Gold held under earmark at Faderal Reserve Banks for foreign and international
accounts is not included in the gold stock of the United States.

Sources: Treasury Department and Board of Governors of the Federal Reserve System,
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TABLE 3.—U.S. LIQUID AND OTHER LIABILITIES TO FOREIGN OFFICIAL INSTITUTIONS, AND

FOREIGNERS

(In millions of dollars)

LIQUID LIABILITIES TO ALL OTHER

Liabilities to foreign countries

Official institutions *

Liquid liabilities to
other foreigners

Liquid Liqud

liabili-

Short- ties to

Liquid term Nonmar- Nonmar- Short- non-

Labili- liabili- ketable, ketabte, term mone-

ties to ties re- Market- con-  noncon- Liquid liabiti- Market- tary

IMF ported able vertible vertible Other liabifi- ties re- able interna-

arising by u. u.Ss. u.s. readily ties ported u.s. tional

from ' banks Treasury Treasury Treasury market- tocom- by banks Treasu and re-

gold in bonds bonds bonds able mercial n bonds gional

trans- United and and and liabili- banks United and organi-

End of period Total actions? Total States notes 3 notes notes ¢ tiess abroad* Total States notes3? zations®
1959. ... ... 19,428 500 10,120 9,154 966 4,678 2,940 2,399 541 1,190
1960 % {20.994 800 11,078 10,212 866 . . ... 4818 2,773 2,230 543 1,525
"""" 21,027 800 11,088 10,212 876 4818 2,780 2,230 550 1,541

1961 * {22.853 800 11,830 10,940 890 .. . 5,404 2,871 2,355 516 1,948
"""" 22,936 800 11,830 10,940 830 . . . 5484 2873 2357 516 1,949

1962 ¢ {24.268 800 12,948 11,997 751 . . 200 . . 5,346 3,013 2,565 448 2,161
"""" 24,268 800 12914 11,963 751 . . 200 .. 346 3,013 2,565 448 2,195
19639 {26.433 800 14,459 12,467 1,217 703 63 9 5817 3397 3046 351 1,960
"""" 26,394 800 14,425 12,467 1,183 702 63 9 5817 3,387 3,046 341 1,965

1964 ¢ {29.313 800 15,790 13,224 1,125 1,079 204 158  7.271 3,730 3,354 376 1,722
"""" 29,364 800 15,786 13,220 1,125 1,079 204 158 7,303 3,753 3,377 376 1,722
1965......... 29,569 834 15,826 13,066 1,105 1,201 334 120 7,419 4,059 3,587 472 1,431

See footnotes at end of table.
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TABLE 3.—U.S. LIQUID AND OTHER LIABILITIES TO FOREIGN OFFICIAL INSTITUTIONS, AND LIQUID LIABILITIES TO ALL OTHER

FOREIGNERS—Continued

(in millions of doliars)

Liabilities to foreign countries

Official institutions 2

Liquid liabilities to

other foreigners

Liquid Liquid
liabili-
Short- ties to
Liquid term Nonmar- Nonmar- non-
liabili- liabili- ketable, ketable, . mone-
ties to ties re-  Market- con- noncon- Liquid Market- tary
IMF ported able vertible vertible Other liabati- able interna-
arising by u.s. u.Ss. u.s. readily ties u.s. tionai
from banks Treasury Treasury Treasury market- to com- Treasury and re-
goid in bonds bonds bonds able mercial bonds gional

trans- United and and and liabih- banks and organi
End of period Total actions! Total States notes 3 notes notes ¢ tiess aoroad* Total notes 37 zations~
1966 {31.145 1,011 14,841 12,484 860 256 328 913 10.116 4,271 528 906
"""" 31,020 1,011 14,896 12,539 860 256 328 913 9,936 4,272 528 905

1967 ¢ 35,819 1,033 18,201 14,034 908 711 741 1,807 11,209 4,685 558 691
"""" 35,667 1,033 18,194 14,027 908 711 741 1,807 11,085 4,678 558 677
1968 * {38.687 1,030 17,407 11,318 529 701 2,518 2,341 14,472 5,053 609 725
"""" 38,473 1,030 17,340 11,318 462 701 2,518 2,341 14,472 4,909 465 722
1969 ¢ {45.755 1,019 15975 11,054 346 w555 12515 1,505 23,638 4,464 525 659
"""" 45,914 1,019 15,998 11,077 346 555 2,515 1,505 23,645 4.589 525 663
1970—Dec.? {47.009 566 23,786 19,333 306 429 3,023 695 17,137 4,676 647 844
- 146,960 566 23,775 19,333 295 429 3,023 695 17,169 4,604 565 846
1971—Dec 1t {67.681 544 51,209 39,679 1,955 6,060 3,371 144 10,262 4,138 447 1,528
- 167,810 544 50,651 39,018 1,955 6,093 3,441 144 10,950 4,141 447 1,524
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1972—Feb.... 69,998 ... ..... 52,799 40,679 2,399 6,094 3,441 186 11,373 4,204 3,812 392 1,622
Mar... 71,013 .. 53,806 40,980 2,644 6,094 3,723 365 11,464 4,194 3818 376 1,549
Apr.... 72,215 .. .. . 54,093 38,723 2,668 8,594 3,723 385 12,433 4,242 3,853 389 1,447
May-.. 72,115 .. ... ... 53,579 37,850 3,018 8,594 3,723 394 12,822 4,285 3,890 395 1,429
Juner.. 74,001 ... .. 54,604 ,603 3,292 8,594 3,723 392 13,444 4475 4,103 372 1,478
Julyr.. 77,465 .. . . . 59,416 39,777 3,516 12,094 3,647 382 12,128 4,493 4,123 370 1,428
Aug.”.. 79,454 .. .. . . 60,601 40,611 3,881 12,094 3,647 368 12911 4,419 4,041 378 1,523
Sept... 79,731 .. ... ... 60,070 39,628 4,117 12,095 3,804 426 13,585 4,630 4,241 389 1,446
Oct.... 81,422 ... .. .. 60,926 40,261 4,457 12,097 3,651 460 14,180 4,823 4,417 406 1,493
Nov.... 82373 . . ... 61,122 40,080 4,834 12,098 3,651 499 14,781 4,745 4,322 423 1,725
Dec.... 82,902 . .. . 61,503 39976 5,236 12,108 3,639 544 14,821 4,951 4,526 425 1,627

1973—Jan.». 82,093 . . . . 60,779 38,516 5,798 12,110 3,780 575 14,824 4,897 4,472 425 1,593
Feb.».. 87873 ... .. ... 68,455 45395 6,377 12,110 3,627 946 12,791 5,006 4,634 372 1,621

! Includes (a) liability on gold deposited b{ the IMF to mitigate the impact
on the U.S. gold stock of foreign purchases for gold subscriptions to the IMF
under quota increases, and (b) U.S. Treasury obligations at cost value and
funds awaiting investment obtained from proceeds of sales of gold by the
IMF to the United States to acquire income-earning assets.

2 includes BiS and European Fund.

3 Derived by applying reported transactions to benchmark data; breakdown
of transactions gy type of holder estimated 1959-63.

+ Excludes notes issued to foreign official nonreserve agencies.

¢ Includes long-term liabilities reported by banks in the United States and
debt securities of U.S. federally sponsored agencies and U.S. corporations.

¢ Includes short-term liabilities payable in dollars to commercial banks
abroad and short-term liabilities payable in foreign currencies to commerciai
banks abroad and to *‘other foreigners.”

? Includes marketable U.S. Treasury bonds and notes held by ¢ cial

the preceding date; figures on second line are comparabie with those shown
for the following date.

® Includes $101 million increase in dollar value of foreign currency lia-
bilities resuiting from revaluation of the German mark in October 1969 as
follows: iiquid, %l7 million, and nonliquid, $84 million.

!! Data on the second line differ from those on first line because certain
accounts previously classified as “‘official institutions’ are included with
“‘banks”; a number of reporting banks are included in the series for the first
time; and U.S. Treasury securities payable in foreign currencies issued to
official institutions of foreign countries have been increased in value to
reflect market exchange rates as of December 31, 1971,

Note: Based on Treasury Department data and on data reported to the
Treasu?v Department by banks and brokers in the United States. Data cor-
resp generally to statistics following in this section, except for the exciu-

banks abroad. )

! Principally the International Bank for Reconstruction and Development
and the Inter-American and Asian Development Banks. From December 1957
through January 1972 includes difference between cost value and face value
of securities in IMF gold investment account.

? Data on the two lines shown for this date differ because of changes in
reporting coverage. Figures on first line are comparable with those shown for

sion of nonmarketable, nonconvertible U.S. Treasury notes issued to foreign
official nonreserve agencies, th2 inclusion of investments by foreign official
reserve agencies in debt securities of U.S. federally sponsored agencies and

_S. corporations, and minor rounding differences. Table exciudes IMF
“*holdings of dollars,”” and holdings of U.S. Treasury letters of credit and non-
negotiable, non-interest-bearing special U.S. notes held by other interna-
tional and regionatl organizations.
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TABLE 4.—GOLD PRODUCTION

(In millions of dollars; valued at $35 per fine ounce through 1971 and at $38 per fine ounce thereafter)

World Africa North and South America Asia Other
progv‘.’xo Sout! United Nica- Colom- Philip- Aus- All
Period tion ! Africa Ghana Zaire States Canada Mexico ragua bia India Japan pines tralia other .
1966... ... ... 1,445.0 1,080.8 24 5.6 63.1 1136 75 5.2 9.8 4.2 19.4 15.8 32.1 62.9
1967. ... ... 1,470.0 1,068.7 26. 5.4 534 103.7 5.8 5.2 9.0 34 23.7 17.2 28.4 59.4
1968........... 1,420.0 1,088.0 25. 5.9 53.9 94.1 6.2 49 8.4 40 215 18.5 27.6 61.6
1969........... 1,420.0 1,090.7 24 6.0 60.1 89.1 6.3 3.7 7.7 3.4 23.7 20.0 245 60.0
1970........... 1,450.0 1,128.0 4.6 6.2 63.5 843 6.9 40 7.1 3.7 248 21.1 21.7 54.1
1971 » 1,098.7 4.4 6.0 523 79.1 5.3 3.7 6.6 4.1 27.0 22.2 235 .........
1972 .. ... 11,1088 ... ... ... 54.3 77.2 . ... . . R e

1972—January........._. 953 ... 6.5 4 7 4 26 .. 33 ........
February.......... 88.2 ... 6.4 4 6 3 25 25 ...
March... ... ... ... 918 ....... 212 ... 6.6 .5 S 3 26 . 20 . .......
April.............. 93.2 ... . 75 ... . .6 .3 2.4 24 . ... ..

¥02
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May . .. .. . 944 . 6.8 6 4 24 23

June. .. . . . . . 943 = 21.0 6.2 . 7 3 25 25

July .. R 944 . . 6.4 5 4 28 2.6 .

August .. . 94.1 59 6 3 28 S

Septem-
ber . . . 939 . . 6.3 .6 .3

October... 94.2 . . . 6.3 5 |

Novem- g
ber.. . 915 . . . 6.0 R

Decem-
ber.. . . . 84.3 . 6.3

1973—January.... .. . 82.2 6.2

! Estimated; excludes U.S.S.R., other Eastern European countries, China
Mainland, and North Korea.

2 Quarterly data.
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Table 5. - London Gold Price at P.M. Fixing, Jan.-May, 1973, Biweckly

(In U.S dollars)

Jan. 20 oo
Jan 15, oo
Feb. L.

Feb. 15...... ... ... ... ... ... ...
Mar. | ...... .. ... .. T

Mar. 15 .. .
Apr. 2. ... L 0L oo

Apr. 16.... ... ... .. o
May I........ S
May 15...... o

Botirce: Board of Governors of the Federal Reserve System,
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TABLE 6.—APPROXIMATE PRIVATE GOLD SALES IN ALL INTERNATIONAL MARKETS

{In millions of U.S. pape

1963 1964 1965
January.... ... .. $165 $240 $510
February.. . .. A .. 200 220 525
March. ... . ... . . L 240 300 490
April .. 210 365 370
May. .. ... . S 220 325 325
June.. .. L 260 290 315
July .. .o 275 235 475
August. ... ... . 255 260 380
September. ... .. . oo 300 310 290
October..... .. .. . S 285 340 375
November. ... . = S 325 400 315
December.. .. . ... = . . 310 415 325

Total

_________________ .. 3045 3,700 4,695

1966

$380
350
250
310
280
260
360
390
420
405
375
410

4,230

r dollars at end of month]

1967

$380
345
350
375
445
510
445
410
370
420
550
985

5,725

10,600

1969

$520
310
290
230
275
205
340
325
310
330
280

i3

3.630

$170
220

265
315
270
230
320
475
460
425

3,730

6,580

710
985

510
560
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TABLE 7.—COMPARISON OF FEDERAL BUDGET ESTIMATES ORIGINALLY SUBMITTED TO CONGRESS AND FINAL RESULTS, UNDER THE
KENNEDY, JOHNSON, AND NiXON ADMINISTRATIONS--WITH PERCENT CHANGES IN PRICE INDEXCS

[Dollars in billions]

Fiscal year

Administrative budget:

1963—Kennedy. .. ...... . ... .. .

1964—Kennedy. ... .. .. . ... .

1965—Johnson....... ... .. ....

1966—Johnson ... . R
1967—Johnson... .. ... .. . .

1968—Johnson...... .

! Percent

Percent changes

Administration original budget changes in Whoie-
estimates submitted Actual budget resuits in Con- sale
sumer Price

Surplus Surplus Price !ndexes

or or indexes (ali

deficit deficit (all commod-

Receipts Outlays (—) Receipts Outlays (—) Calendar year ii~ms) ities)
$93.0 $925 $0.5 $86.4 $92.6 —$6.2 1963 1.6 —-0.1
86.9 988 -11.9 89.5 97.7 —8.2 1964 1.2 4
93.0 97.9 —49 393.1 96.5 —3.4 1965 19 34
94.4 99.7 —-53 104.7 107.0 -2.3 1966 34 1.7
111.0 1128 —1.8 1158 125.7 —9.9 1967 . 3.0 1.0
126.9 135.0 —8.1 114.7 143.1 -—28.4 1968 4.7 28
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Federal funds budget:
1969—Johnson ... .
1970—Johnson ..
1971—Nixon

1972—Nixon . .
1973—Nixon _ .
1974—Nixon. . .

Total recommended budget deficts,
compared to actual resulits:
Kennedy administration, fisca
year 1963-64
Average yearly
Johnson administration,
year 1965-70.
Average yearly
Nixon admumstratlon fiscal year

fisca!}

1971-74
Average yearly
! First quarter lly adjusted,

* Fiscal year 1971-73.

lized rate of increase.

135.6
1478
147.6

153.7
150.6
171.3

147.4
154.7
1549

176.9
186.8

199.1

-11.8
-5.8
—-7.3

—23.1
—362

—27.8

—114
—-5.7
—38.7

—6.5
—94.4

—23.6

143.3 148.8 —5.5 1969
143.2 156.3 —13.1 1970
1338 163.7 —-299 1971
148.8 1780 —-29.1 1972
154.3 1884 —74.1 1973
NA NA NA 1974

~14.4

—-7.2

—62.6

~10.4

1-933

:-31.0

Source: Reoorx of the Joint Stucy Commuttee cvcn. seludget Control Tabte

i: Economic * ~port of the President, Tables C-50,

602
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TABLE 8.—CONSUMER PRICE INDEXES IN THE UNITED STATES AND OTHER
MAJOR INDUSTRIAL COUNTRIES, 1957-72

[1963=100)
nlt;i
United Ger- Nether King-
Per.od States Canada  Japan France many tand om
1957 919 917 79.3 69.6 88.1 83.2 88.0 86.9
1958 944 941 789  80.1 90.0 855 90.0 89.5
1959 95.2  95.1 798 850 909 85.1 91.0 90.0
1960 96.7 96.2 826 88.1 92.1 87.1 93.0 90.9
1961 97.7 97.1 87.0 91.0 94.3 88.9 95.0 94.0
1962 98.8 98.3 93.0 95.4 97.1 93.1 97.0 98.0
1963 100.0 100.0 100.0 100.0 1000 100.0 100.0 100.0
1964 101.3 1018 1039 1034 1023 1059 1060 103.3
1965 1031 1043 1107 1060 1058 1107 1110 108.2
1966 106.0 1082 116.4 1089 109, 1133 1174 112.4
1967 109.1 112.0 121.0 1118 111.1 1169 1214 115.2
1968 1136 1166 1275 1169 113.1 1185 1269 120.6
1969 1197 122.0 1341 1244 1161 1216 1353 127.2
1970 1268 126.0 1445 131.2 1205 127.6 1413 135.3
1971 1323 129.6 1533 138.6 1267 1339 152.0 148.0
19721 136.6 1352 159.6 1458 133.3 1406 1629 157.5

t For United States, 12-month average; fo- all uther countries, January-October average.

Sources Departiment ¢! Labor and Orgamzation for k¢ imic Cooperation and Develop:-
ment,

42
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TABLE 9.—PERCENT APPRECIATION (+) OR DEPRECIATION (—)
AGAINST THE DOLLAR'!

Pre-
Apr. 30, February Apr. 30,
1971 to 1973 to 1971 to
Dec. 18, May 18, May 18,
1971:¢ 19733 973

Currency of—

v Australia......... ... ... +8.6 +11.0 +26.3
Austria. ............ .. ... +11.6 +12.8 +25.8
Belgium-Luxembourg. . ... +11.6 +14.4 +27.7
Canada.............. ... . +.8 —.1 +.8
Denmark...... ........... +7.5 +11.8 +20.1
Finland............. ....... +2.4 +5.7 +8.2
France.................... +8.6 +15.2 +25.0
Germany............... ... +13.6 +15.9 +31.6
Greece.................... 0 0 0
lceland........... ... ... 0 +8.3 -3.3
freland.................... +8.6 +8.6 +6.4
Raly....................... +7.5 -1.2 +6.2
Japan.... ........ ... .. +16.9 +16.5 +36.2
Netherlands............ ... +11.6 +12.7 +25.7
Norway........ ........... +7.5 +12.7 +21.1
Portugal........ . ... . ... +5.5 +7.9 +13.84
Spain...................... +8.6 +10.9 +20.4
Sweden................... +7.5 +6.7 +14.7
Switzerland. . .......... ... +13.9 +421.9 +38.8
Turkey.................... +7.1 0 +7.1
United Kingdom. .. ... ... +8.6 +-8.6 +6.4

See notes to table 10.
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TABLE 10.—WEIGHTED AVERAGE APPRECIATION AGAINST THE

DOLLAR!
Pre-
Apr. 30, February A r. 30,
1971, to 1973 to 1971, to
Dec. 18, Mag Mag
1971°¢ 733 19734
OECD currencies.............. 8.0 8.2 16.5
OECD currencies excluding

Canada...................... 119 12.7 25.0

! Calculated on basis of U.S. cents per foreign currency unit. Averages are

wei hted on basis of U.S. bilateral trade pattern in 1970.

alculated on basis of Apr. 30, 1971, par values and, for Dec. 18, 1971, new
par values or central rates following Smnthsonian agreement. Market rates on
Apr. 30 and Dec. 24, 1971, were used for Canada, whose currency was floating.

! Base rates are par values or central rates prevailing in early February 1973,
except for Canada and the U.K., for which base rates of U.S. $1=C$1 and $2.35=1£,
respectively, were taken as an approx«mate average of rates prevailing in the weeks
preceding the FebruaFy market disturbances. Rates for May 18, 1973, are market
rates for most countries, and par values or central rates for a few of the smaller
countries whose rates are not available regularl;

4 Apr. 30, 1971, base rates and May 18, 1973, rates are as described in the
preceding footnotes.
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TABLE 11.—GLOBAL BALANCE OF TRADE AND PAYMENTS OF
THE EUROPEAN COMMUNITY AND JAPAN, 1972

[In millions of dollars]

Merchan-

dise Official
trade Current settle-
Country balance  account ments !
France........................ 1,357 760 1,600
Germany...................... 8,414 543 4,790
taly........................... 923 2,714 —900
Netherlands................... 0 1,086 800
Belgium-Luxembourg........ .. 944 1,439 400
United Kingdom. ... ... ... ... -1,720 63 —3,690
Denmark.. ................... —-716 —109 2
lreland............... o —470 gg 2

Japan....................... .. 8,997 6,6 2,7
Subtotal, EC-6......... ... 11,638 6,542 6,690

Subtotal, EC-6+United King-

dom. .., .. 9,918 6,605 3,000
Total, 9 countries............. 8,733 ® ®*

! Not strictly comparable with U.S. definition.
2 Not available.

Note: Preliminary. Partly estimated by OECD and national authorities. Con-
verted from SDR at central rates or par values prevailing in 1972,

Source: Treasury Department, May 9, 1973.
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THE SECRETARY’S STATEMENT

Statement by the Honorable George P. Shultz
The Secretary of the Treasury
of the United States of America
at the
1972 Annual Meetings
of the
Boards of Governors
of the
International Monetary Fund
and the
International Bank for Reconstruction and Development
and Affiliates
Tuesday, September 26, 1972

NEEDED: A NEW BALANCE
IN INTERNATIONAL ECONOMIC AFFAIRS

Mr. Chairman, Mr. Managing Director, Mr. Presi-
dent, Fellow Governors, Distinguished Guests:

The nations gathered here have it in their power
to strike a new balance in international economic
affairs.

The new balance of which | speak does not con-
fine itself to the concepts of a balance of trade or a
balance of payments.

The world needs a new balance between flexi-
bility and stability in its basic approach to doing
business.

The world needs a new balance between a unity
of purpose and a diversity of execution that will
permit nations to cooperate closely without losing
their indwiduality or sovereignty.

We lack that balance today. Success in the nego-
tiations in which we are engaged will be measured
in terms of how well we are able to achieve that
balance in the future.

| anticipate working closely and intensively with
you to that end, shaping and reshaping the best
of our thinking as we proceed in full recognition
that the legitimate requirements of each nation
must be meshed into a harmonious whole.

In that spirit, President Nixon has asked me to
put certain ideas before you.

In so doing, | must necessarily concentrate my
remarks today on monetary matters. However, |
am deeply conscious that, in approaching this great
task of monetary reform, we cannot neglect the
needs of economic development. | am also con-
scious that the success of our development efforts

will ulumately rest, in large measure, on our ability
to achieve and maintain a monetary and trading
environment in which all nations can prosper and
profit from the flows of goods, services and invest-
ment among us.

The formation of the Committee of Twenty, rep-
resenting the entire membership of the Fund, prop-
erly reflects and symbolizes the fact that we are
dealing with issues of deep interest to all members,
and in particular that the concerns of developing
countries will be fully reflected in discussions of
the reform of the monetary system.

As we enter into negotiations in that group, we
have before us the useful Report of the Executive
Duirectors, identifying and clarifying some of the
basic issues which need to be resolved.

We also look forward to participation by other
international organizations, with each contributing
where it is most qualified to help. The challenge
before us calls for substantial modification of the
institutions and practices over the entire range of
international economic cooperation.

There have already been stimulating contribu-
tions 10 our thinking from a wide variety of other
sources—public and private. | have examined with
particular care the statements made over the past
few months by other Governors individually and
the eight points which emerged from the delibera-
tions of the Finance Ministers of the European
Community.

Drawing from this interchange of views, and
building upon the Smithsonian Agreement, we can
now seek a firm consensus for new monetary ar-
rangements that wifl serve us all in the decades
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ahead Indeed, | believe certain prnciples under-
lying monetary reform already command wide-
spread support.

First 1s our mutual interest in encouraging freer
trade 1n goods and services and the flow of capial
to the places where 1t can contnbute most to
economic growth, We must avoid a breakup of
the world into antagonistic blocs We mus* not
seek a refuge from our problems behind walls of
protectionism

The pursuit of the common welfare through more
open trade 1s threatened by an ancient and recur-
nng fallacy. Surpluses in payments are too often
regarded as a symbol of success and of good man-
agement rather than as a measure of the goods and
services provided from a nation’s output without
current return

We must recognize, of course, that freer trade
must be reconailed with the need for each country
to avord abrupt change involving senious disrup-
tions of production and employment We must
am to expand productive employment in all coun-
tries—and not at one another’s expense.

A second fundamental is the need to develop a
common code of conduct to protect and strengthen
the fabric of a free and open international economic
order

Such basic rules as 'no competitive devaluation”
and “most-favored nation treatment” have served
us well, but they and others need to be reaffirmed,
supplemented and made applicable to today’s con-
ditions Without such rules to guide us, ¢lose and
frutful cooperation on a day-to-day basis would
not be possible

Third. in shaping these rules we must recognize
the need for clear disciplines and standards of
behavior to guide the international adjustment
process--a crucial gap in the Bretton Woods sys-
tem Armid the debate about the contributing causes
of past imbalances and the responsibility for inttia-
tive toward correction, sight has too often been
lost of the fact that adjusment 1s inherently a two-
sided process—that for the world as a whole, every
surplus s matched by a deficit.

Resistance of surplus countries to loss of their
surpluses defeats the objeclive of moneiary order
as surely as failure of defiat countries to attack
the source of their deficits. Any effort to develop
a balanced and equitable monetary system must
recognize that simple fact, effective and symmetn-
cal incentives for adjustment are essential to a
lasting system.,

fourth, while insisting on the need for adiust-
ment, we can and should leave considerable flexi-
bility to national governments in their choice among
adjustment instruments. In a diverse world, equal
responsibility and equal opportunity need not mean
ngid uniformity in particular practices But they
do mean a common commitment to agreed inter-
national obiectives. The belief is widespread~-and
we share it—that the exchange rate system must
he more flexible. However, important as they are,
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exchange rates are not the only instrument of ad-
justment policy available; nor, in specific instances,
will they necessarily be the most desirable.

Fifth, our monetary and trading systems are an
interrelated complex. As we seek to reform mone-
tary rules, we must at the same time seek to build
in incentives for trade liberahzation. Certainly, as
we look ahead, ways must be found to integrate
better the work of the GATT and the IMF. Simul-
taneously we should insure that there are pressures
which move use toward adequate development
assistance and away from controls which stifle the
free flow of investment.

Finafly, and perhaps most fundamental, any stable
and well functioning international monetary system
must rest upon sound policies to promote domestic
growth and price stabiity in the major countries.
These are imperative national goals for my govern-
ment --and for yours. And no matter how well
we design an international system, its prospects
for survival will be doubtful without effective dis-
charge of those responsibilities.

Todayv 15 not the occasion for presenting a de-
taled blueprint for monetary reform. However, |
do want to supplement these general principles
with certain specific and interrelated ideas as to
how to embody these principles in a workable
international agreement. )

These suggestions are designed to provide sta-
bity without ngidity. They take as a point of
departure that most countries will want to operate
within the framework of specified exchange rates.
They would encoaurage these rates to be maintained
within specified ranges so long as this is accom-
phished without distorting the fabric of trade and
payments or domestic economic management. We
aim to encourage freer flows of trade and capital
while  minimizing  distortions from  destabilizing
flows of mobile capital. We would strengthen the
voice of the international community operating
through the 1MF -

| shall organize these ideas under six headings,
recognizing that much wark remains tu be done
to determine the best techmiques 1n each area:

The Exchange Rate Regime

The Reserve Mechanism

The Balance of Payments Adjustment Process

Capital and Other Balance of Payments Controls

Related Negotiations )

Institutional Implications

1. The Exchange Rate Regime

We recognize that most countries want to main-
tain a fixed point of reference for their currencies -
—-in other words, a “central” or “par” value. The
corollary is a willingness to maintain and support
these values by assuring convertibility of their cur-
rencies into other international assets.

A margin for fluctuation for market exchange
rates around such central values will need to be
provided sufficiently wide to dampen incentives for
short-term capital movements and, when changes



in central values are desirable, to ease the transition.
The Smuthsonian Agreement took a major step in
that direction. Building on that approach n the
context of a symmetrical system, the permissible
outer limits of these margins of flucivation for all
currencies—including the dollar~—might be set in
the same range as now permitted for non-dollar
currencies trading against each other.

We also visualize, for example, that countries in
the process of forming a monetary union--with
the higher degree of political and economic inte-
gration that that implies—may want to maintain
narrower bands among themselves, and should be
allowed 10 do so. In addition, an individual nation,
particularly in the developing world, may wish to
seck the agreement of a principal trading partner
to maintain a narrower range of exchange rate
fluctuation between them.

Provision needs also to be made for countries
which decide to float their currencies. However, a
country that refrains from setting a central value,
particularly beyond a brief transitonal perniod,
should be required to observe more stnngent stand-
ards of behavior in other respects to assure the
consistency of its actions with the basic require-
ments of a cooperative order

2. The Reserve Mechanism

We contemplate that the SOR would increase in
importance and become the formal numeraire of
the system. To facilitate its role, that instrument
should be freed of those encumbrances of recon-
stitution obligations, designation procedures, and
holding limits which would be unnecessary in a
reformed system. Changes in the amount of SDR
in the system as a whole will be required perind:-
cally to meet the aggregate need for reserves,

A “central value system” implies some fluctua-
tion 1n officral reserve holdings of indwvidual coun-
tries to meet temporary disturbances in their balance
of payments positions” In addition, countries should
ordinanly remain free to borrow or lend, bilaterally
or multilaterally, through the IMF or otherwise.

At the same time, official foreign currency hold-
ings need be neither generally banned nor en-
couraged. Some countries may find holdings of
foreign currencies provide a useful margin of flexi-
bility in reserve management, and fluctuations in
such holdings can provide some elasticity for the
system as a whole in meeting sudden flows of vola-
tile capital. However, careful study should be given
to proposals for exchanging part of existing reserve
currency holdings into a special issue of SDR, at
the option of the holder.

The suggested provisions for central values and
convertibility do not imply restoration of a gold-
based system. The rigidities of such a system, sub-
ject to the uncertainties of gold production, specu-
lation, and demand for industrial uses, cannot meet
the needs of today.
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I do not expect governmental holdings of gold
to disappear overmght, | do believe orderly pro-
cedures are available 1o facilitate a diminishing role
of gold in international monetary affairs in the
future,

3. The Balance of Payments Adjustment Process

In a system of convertibility and central values,
an effective balance of payments adjustment pro-
cess 15 nextrcably linked to appropriate critena
for changes in central values and the appropriate
level, trend, and distnibution of reserves. Agree-
ment on these matters, and on other elements of
an effecttive and timely adjustment process, is es-
sential to make a system both practical and durable.

There 15, of course, usually a very close relation-
ship between imbalances in payments and fluctua-
tons in reserve positions. Countries expenencing
large deterioration in their reserve positions gener-
ally have had to devalue their currencies or lake
other measures to strengthen their balance of pay-
ments. Surplus countries with disproportionate re-
serve gains have, however, been under much less
pressure to revalue their currencies upward or to
take other policy actions with a similar balance of
payments effect. If the adjustment process is to be
more effective and efficient in a reformed system,
this asymmetry will need to be corrected.

| believe the most promising approach would
be to insure that a surfeit of reserves indicates,
and produces pressure for, adjustment on the sur-
plus side as losses of reserves already do for the
deficit side Supplementary guides and scveral tech-
nical approaches may be feasible and should be
examined Important transitional difficulties  will
need to be overcome. But, in essence, | believe
disproportionate gains or losses in reserves may be
the most equilable and effective single indicator
we have to guide the adjustment process.

As | have already indicated, a variety of policy
responses to affect the balance of payments can
be contemplated. An individual country finding its
reserves falling disproportionately would be ex-
pected 1o initiate corrective actions For example,
small devaluations would be freely permitted such
a country. Under appropriate international surveil-
lance, at some point a country would have a prima
facie case for a larger devaluation.

Whife we must frankly face up to limitation on
the use of domestic monetary, fiscal, or other in-
ternal policies in promoting international adjust-
ments in some circumstances, we should also recog-
nize that the country in deficit might well prefer—
and be in a position to apply—stricter internal
financial disciplines rather than devalue its currency.
Only in exceptional circumstances and for a limited
period, should a country be permitted direct re-
straints and these should be general and nondis-
criminatory. Persistent refusal to take fundamental
adjustment measures could result in withdrawal or
borrowing, SDR allocation, or other privileges.



Conversely, a country permitting its reserves to
rise disproportionately could lose its right to de-
mand conversion, unless it undertook at least
limited revaluation or other acceptable measures
of adjustment. If reserves nonetheless continued
10 rise and were maintained at those higher levels
over an extended period, then more forceful ad-
justment measures would be indicated.

For a surplus as for a deficit country, a change in
the exchange rate need not be the only measure
contemplated. Increasing the provision of conces-
sionary aid on an untied basis, reduction of tariffs
and other' trade barriers, and ehmination of obsta-
cles to outward investment could, in specific cir-
cumstances at the option of the nation concerned,
provided supplementary or alternative means. But,
in the absence of a truly effecive combination of
corrective measures, other countries should ulti-
mately be free to protect their interests by a sur-
charge on the imports from the chronic surplus
country.

For countries moving toward a monetary union,
the guidelines might be applied on a collective
basis, provided the countries were willing to speak
with one voice and to be treated as a unit for
purposes of applying the basic rules of the inter-
national monetary and trading system.

4. Capital and Other Balance of Payments Controls

1t is impliat in what | have said that | believe
that the adjustment process should be directed
toward encouraging freer trade and open capital
markets. If trade controls are permitted temporaniy
in extreme cases on balance of payments grounds,
they should be in the form of surcharges or across-
the-board taxes. Controls on capital flows should
not be allowed to become a means of maintaining
a chronically undervalued currency. No country
should be forced to use controls in heu of other,
more basic, adjustment measures.

5. Related Negotiations

We wetecome the commitments which major na-
lions have already made to start detailed trade
negotiations under the GATT in the coming year
These negotiations, dealing with specific products
and specific restraints need not wait on monetary
reform, nor need monetary reform await the re-
sults of specific trade negotiations.

Those negotiations, and the development of rules
of good behavior in the strictly monetary area,
need to be supplemented by negotiations to achieve
greater equity and uniformity with respect to the
use of subsidies, and fiscal or administrative pres-
sures on trade and investment transactions Im-
proper practices in these areas distort trade and
tvestment relationships as surely as do trade bar-
tiers and currency disequilibrium In some instances,
such as the use of tanff surcharges or capital con-
trols for balance of payments purposes, the link-
age is so close that the Commiltee of Twenty must
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deal with the matter directly. As a supplement to
its work, that group can help launch serious efforts
in other bodies to harmonize countries’ practices
with respect to the taxation of international trade
and nvestment, the granting of export credit, and
the subsidization of international investment flows,

6. Institutional Implications

As | look to the future, it seems to me that there
are several clear-cut institutional requirements of a
sensible reform of the monetary and trading system.

Several umes today, | have stressed the need for
a comprehensive new set of monetary rules. Those
rules will need to be placed under guardianship
of the IMF, which must be prepared to assume an
even more critical role in the world economy.

Given the interrelationships between trade and
payments, that role will not be effectively dis-
charged without harmonizing the rufes of the IMF
and the GATT and achieving a close working rela-
tionship.

Finally, we need to recognize that we are in-
evitably dealing with matters of essential and sensi-
tive national interest to specific countries, Inter-
national decision-making will not be credible or
effective unless 1t 1s carried out by representatives
who clearly carry a high stature and influence in
the councils of their own governments. Our inter-
national institutions will need to reflect that reality,
so that in the years ahead national governments
will be intensively and continuously involved in
their deliberations and processes. Without a com-
mitment by national governments 1o make a new
system work 1n this way, all our other labors may
come to naught.

) am fully aware that the United States as well
as other countries cannot leap into new monetary
and trading arrangements without a transitional
period | can state, however, that after such transi-
tional period the United States would be prepared
to undertake an obligation to convert official foreign
dollar holdings into other reserve assets as a part
of a satsfactory system such as | have suggested—
a system assuring effective and equitable operation
of the adjustment process. That decision will, of
course, need 10 rest on our reaching a demonstrated
capacity during the transitional period to meet the
obligation n terms of our reserve and balance of
payments position.

We fully recogmze that we have not yet reached
the strength we need in our external accounts. In
the end, there can be no substitute for such strength
in providing the underpinning for a stable dollar
and a stable monetary system.

An acceptable monetary system requires a will-
ingness on the part of all of us to contribute to
the common goal of full international equilihrium.
Lacking such equilibrium no system will work. The
equilibrium cannot be achieved by any one country
acting alone.

We engage in discussions on trade and financial
matters with a full realization of the necessity to
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continue our own efforts on a broad front to restore
our balance of payments. | must add, in all candor,
that our efforts to improve our position have, in
more than one instance, been thwarted by the
reluctance of others to give up an unjustified pref-
erential and highly protected market position. Yet,
without success in our endeavor, we cannot main-
tain our desired share in the provision of aid, and
reduce our official debt to foreign monetary
authorities.

We lake considerable pnide in our progress to-
ward price stability, improved productivity and
more rapid growth dunng the past year Sustaned

into the future, as it must be, that record will be
the best possible medicine not only for our domes-
tic prosperity but for the effective functioning of
the international financial system.

My remarks today reflect the large agenda before
us. | have raised difficult, complicated, and contro-
versial issues. | did not shrink from so doing for
a simple reason: | know that you, as we, want to
move ahead on the great task before us.

Let us see if, in Nairobi next year, we can say
that a new balance is in prospect and that the main
outlines of a new system are agreed. We owe our-
selves and each other that effort.
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Howarp S. PiQuer,
Washington, D.C., June 10, 1973.

Hon. Harry F. Byro,

Chairman, Subcommittee on International Finance and Resources,
Committee on Finance, Dirksen Senate Office Building, Wash-
ington, D.C.

DEear Senator Byrp: In response to your announcement of May 23,
1973, I submit herewith answers to your five questions for incorpo-
ration in the record of your proceedings on “I'he International Finan-
cial Crisis.” T submit these views, not because of any personal self-
interest, but from the point of view of the broad national interest.

I might identify myself by pointing out that for over 22 years
(1946-69) T was the Senior Specialist in International Economics of
the (then) Legislative Reference Service of the Library of Congress.
In that capacity T advised committees and Members of both Houses of
Congress on matters pertaining to international trade, the balance of
»ayments, and other international economic matters. Previously, I had

een Chief of the Economics Division of the U.S. Tariff Commission
for over 6 years.
Yourssincerely,
Howarp S. Piquer.

ANSWERS TO QUESTIONS ASKED BY THE SUBCOMMITTEE ON
InTERNATIONAL FINANCE AND RESOURCES

I. What immediate-steps can the United States and other major
trading nations take to strengthen the dollar?

Assurances by Government ofticials that the dollar will not again be
devalued in terms of gold will fall on deaf ears. If a country devalues
its currency once, there is a strong chance that it will do it again, and
even again,

The external value of a currency and its internal value (purchasing
power) tend to equal each other. To strengthen the external value of the
dollar it is necessary to preserve its purchasing power within the
United States. This means that we must apply strong brakes to in-
flation by—

1. Stabilizing the Sll{)[)‘y of mnoney and credit.

2. Moving toward a balanced Federal budget.

3. Increasing taxes enough to show our firm determination to put
the U.S. Government. on an honest pay-as-you-go basis.

As evidence that we mean business, we should invoke a compre-
hensive wage-price freeze, to last at least 90 days without any as-
surance as to when it will be lifted. It should apply to al? prices and to
all wages and salaries, without exception, including Federal Govern-
ment salaries and built-in escalators, such as the 6.1-percent increase
scheduled for Government. pensions on August 1. 1973, It should also
aps)ly to escalation provisions in private wage contracts (existing as
well as future). /t should be a genuine freeze and not a system of
controls.

If the President is unwilling to do this promptly it should be legis-
lated by Congress. )
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I1. What can be done to cut the deficit in the U.S. balance of payments?

As such, the deficit in the T.S. balance of payments is of minor im-
portance. Like a thermometer, which records room temperature, it
merely reflects existing conditions. We should transfer our attention
from the thermometer to a search for the causes of the heat which
have made the temperature rise.

Again, inflation (decline in the value of the dollar primarily be-
cause of over-issue) is the major cause. Rising prices cause imports
to increase and exports to decline.

Also, interest rates must be allowed to rise to a level necessary to
bring savings into line with the demand for veal capital. When we
keep interest rates too low, relative to interest rates abroad. we create
an incentive for funds to leave the country.. -

Because rising prices result in an inflationary psyehology. inducing
people to rush to buy goods in anticipation of further price increases,
even in the absence of a marked inerease in the quantity of money, it
is necessary to take dramatic steps to convince the public that the
government means bhusiness in putting a halt to inflation. This rein-
forces the need for invoking an across-the-hoard wrage-price freeze.

II1. How can speculation in the international money markets be
reduced?

We should abandon the idea of returning to a system of fixed ex-
change rates. Fixed exchange rates represent one of the worst kinds
of price-fixing. They breed speculation of a kind that results in re-
current crises and instability.

Not all speculation is bad. Speculators who take large risks often
perform a useful economic funetion by lifting risks from the shoulders
of producers or others performing useful economic services. Specula-
tion in the grain market, for example, through the process of hedging
on the part of millers and bakers. transfers the risk from changes in
the price of grain to professional risk takers, thereby allowing millers
to operate on the basis of costs and prices that will not-change during
the period of manufacture.

nder a system of freely-fluctuating exchange rates speculators buy
and sell currencies in accordance with changes which they think will
occur. The net result is a tendency for greater stability in the foreign
exchanges than would otherwise obtain because the speculators would
pit their judgments against each other. -

However. under a system of fixed exchange rates, when it is known
that a certain currency is weakening and is probably going to be de-
valued to a lower level, there is great incentive for speculators to move
in the same direction at the same time. Instead of bringing about
stability, such activity aggravates instability and uncertainty.

As far as possible, we should strive to achieve a system of truly flexi-
ble exchange rates. The present “float” of the dollar is proving to be
more workable than most bankers and finance ministers thought
possible.

Even if we do insist on returning to a system of fixed exchange rates
there should be adequate provision for frequent adjustments in ex-
change parities. Although this was provided for in the Bretton Woods
Agreements of 1944 it was not adequately implemented by the Inter-
national Monetary Fund.
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IV. Should the short-term liabilities of the United States be funded
by issuing long-term securities, or by other means?

This does not impress me as being a question of major importance,
but I can see some advantages in issuing U.S. Government bonds in
exchange for some of the dollars being held by foreigners because it
might increase confidence in the strength of the dollar.

t might even be advantageous to issue short-term government
_securities bearing a low rate of interest and ear-marked for the specific
purpose of purchasing U.S. merchandise exports. This might involve
the disadvantage of bearing the stigma of “export subsidy” and neces-
sitate discussions with other Contracting Parties to the General Agree-
ment on Tariffs and Trade.

V. I3 a new monetary confercnce, similar to Bretton Woods, needed to
reshape the international economic order?

The danger of convening a new monetary conference, similar to the
Bretton Woods Conference, is that we might return too quickly to a
system of rigid exchange rates, with inadequate provision for flexi-
bility over short periods of time.

The hope would be that the conference would provide for
strengthening the IMF, moving it at least one step farther toward be-
ing, in fact, a world central bank. It would be a landmark in interna-
tional monetary history if such a conference were to provide for
issuance of an international currency along the lines originally pro-
posed at Bretton Woods for creation of an international currency to
be known as either the “bancor” (as proposed by Lord Keynes) or the
“unitas” (as proposed by some Americans).

Whether such a conference would succeed in doing this would de-
pend upon careful preliminary work on the part of the major powers
in advanee of the conference.

Howarn S. Piquer.
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