- Perspective on the
United States External Position
Since World War lI*

*

During the past generation, the international economic
position of the United States has been transformed.
In the years immediately following World War Il, this
country was perceived as the world’'s most powerful
nation—the center country, the stabilizer of the inter-
national economy. In this role, its initial function was
to provide leadership and vital resources for the
postwar recovery. Thereafter, its task was to maintain
a strong but noninflationary domestic economy as
well as open goods and capital markets. If international
imbalances occurred, it was the task of other countries
to adjust. During the seventies, and particularly after
the breakdown of Bretton Woods, this perception of
the United States as the center country faded. It is
still acknowledged as the world’s largest economy and
still seeks most of the same economic objectives as
before. However, it no longer dominates the world
economy and must, like other countries, participate
in the international adjustment process. This greatly
complicates the function of stabilization which—if it
is to be performed at all—must be shared among a
group of major countries, of which the United States
is only one.

This shift in the position of the United States has
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been closely associated with a corresponding change
in the international role of the dollar. For twenty-five
years after the war, the stability of the American
currency was widely regarded as essential to world
prosperity. For most countries, an increase in official
claims on the United States was viewed as a sign of
success in economic policy. The dollar's stability in
terms of gold was aimost unquestioned. It was the nth
currency in terms of which other currencies would
adjust.

In practice, the setting of the exchange rate of the
dollar by foreign countries involved two distinct but
related asymmetries. One involved a devaluation bias
against the American currency. Many nations devalued
their currencies against the dollar, but countries
whose currencies were strong normally preferred to
accumulate dollars—sometimes in large amounts—
rather than risk the deterioration in competitive
strength that was expected to result from appreciation.
The other side of the coin was another asymmetry,
seen by some as giving the United States an ‘‘exor-
bitant privilege’ and by others as weakening external
discipline on its economic policy. When foreign cur-
rencies weakened, the countries concerned lost
reserve assets, which signaled the need for measures
to correct the external imbalance. In contrast, the re-
luctance of foreign monetary authorities to accept cur-
rency appreciation and their related willingness to
accumulate dollars meant that the discipline imposed
by losses of reserve assets was felt only infrequently
by the United States.

Along with the fading of the perception of the United
States as the center country came a reappraisal by
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foreign countries of their attitude toward the American
currency. This reappraisal was stimulated, in the most
immediate sense, by the American authorities them-
selves: by the closing of the gold window in August
1971, by the devaluations of the dollar negotiated late
in that year and again in early 1973, and by subsequent
indications that the administrations in Washington
were little disposed to intervene in the exchange mar-
kets in order to defend the external value of the Ameri-
can currency and even hankered, on occasion, for
some further depreciation of the dollar against major
currencies. When such attitudes in Washington were
accompanied by continuing massive increases in foreign
claims against the United States, it was hardly surpris-
ing that monetary authorities abroad began to seek
ways to diversify their international reserves into as-
sets other than the dollar. Toward the close of the
seventies, a few important countries came to see
appreciation as a means of curbing domestic inflation
at about the same time that the United States authori-
ties began to recognize how much dollar depreciation
was adding to America’s inflationary difficulties. Thus,
the willingness of foreign monetary authorities to in-
tervene in support of the dollar declined just as the
Administration became more fully aware of the bene-
fits of such support for the United States.

These changes in the position of the dollar refiected
more fundamental developments here and abroad
that may be viewed from several angles. From the
narrow perspective of this country’s balance of pay-
ments, the weakening of the doilar can be attributed
to a growing disequilibrium between other countries’
demand for the American currency and the supply of
that currency flowing into foreign markets. Especially
in the 1970s, the total of dollars that foreigners desired
both to pay for net imports of goods and services from
the United States and to increase their official reserves
tended to fall well below net financial outflows from the
United States.! The causes of this disequilibrium are
numerous and not fully understood but clearly lie
in both financial and goods markets. On the financial
side, it has long been accepted that a wealthy econ-
omy is likely to be a supplier of capital, on balance, to
the rest of the world. This has, in fact, been true of the
United States throughout the postwar period. During
the 1970s, however, these financial outflows became
exceptionally large by historical standards. The expan-
sion was associated with a variety of developments,
including the depreciation of the dollar against other
major currencies and increased borrowing by nonoil-

1 Financial outflows are defined hereafter as remittances, direct in-
vestments, official and private grants and loans, and the statistical
discrepancy in the balance-of-payments accounts
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producing countries. These countries, being faced with
sharply nising import costs, turned to dollar markets
here and abroad to finance payments deficits (espe-
cially for oil) as well as to increase their international
reserves.

But, while the world continued to rely heavily on
dollar financing, the relative economic position of the
United States was changing fundamentally from what
it had been in the earlier postwar years. With growth
abroad more rapid than in this country, the United
States share of world production dropped from about
two fifths in 1950 to only a little over one fifth at the
close of the seventies. Abroad, high levels of savings
and investment expanded productive capacity and
narrowed the technological lead that had previously
been enjoyed by American industry. Increasingly,
technologies and managerial methods employed by
foreign firms became equal to, or even surpassed,
those employed by their United States competitors.
At the same time that the industrial lead of the United
States was narrowing, its dependence on foreign
sources for primary commodities, particularly petro-
leum, was increasing. This tendency reached back
into the fifties and sixties but became a matter for
broad public concern only after 1973 when the sharp
rise in oil prices began.

The upshot of these various developments was that,
for sustained periods during the seventies, dollar trans-
fers from the United States for imports of goods and
services and financing exceeded—sometimes by
substantial amounts—the total that foreigners spent on
purchases of goods and services from this country and
desired to add to their dollar assets. This disequili-
brium resulted, of course, in downward pressure on
dollar exchange rates which raised questions about
the advisability of continuing to hold existing stocks
of dollars. Bearishness about the dollar thus tended
at times to become self-aggravating and cumulative.

These difficulties could, in theory, have been han-
dled by appropriate international adjustments. How-
ever, throughout most of the sixties and seventies,
the adjustments that were in fact achieved—although
sometimes substantial—nevertheless fell far short of
those required to restore and to maintain equilibrium
between the United States and the rest of the world.
The causes of this shortfall are complex and many of
the explanations are controversial. However, two long-
term causes are generally accepted. In the United
States, economic policy has provided inadequate in-
centives for saving and productive investment. This
lack has had adverse effects on both the financial and
goods sides of the balance of payments. On the finan-
cial side, the weaker incentives to invest in the United
States than abroad led to larger private capital outflows



than would have occurred with more appropriate
economic policies. In the goods market, the interna-
tional competitive strength of the United States has
been impaired because the growth of productivity has
been far lower here than in most other major coun-
tries. The other long-term obstacle to the improve-
ment of this country’s balance on goods and services
has been the various tanff and other barriers to im-
ports maintained by Japan, most developing coun-
tries, and—as regards agricultural products—the Euro-
pean Community (EC) In attempting to persuade other
countries to reduce such barriers, American negotia-
tors have been handicapped because special interests
here—ranging from dairy producers to steel makers—
have themselves obtained various degrees of protec-
tion against foreign competitors. Although several
rounds of multilateral trade negotiations made pro-
gress in reducing them, such barriers were still creating
significant difficulties for international adjustment at
the close of the seventies.

At various times, other difficulties also worsened the
international economic problems of the United States.
A majority of economists would probably agree that
international adjustment was complicated prior to
1971 by the rigidity of the exchange rate structure and,
particularly, by the reluctance of such surplus coun-
tries as Germany and Japan to appreciate their curren-
cies against the dollar. Most observers would also
agree that the inflationary financing of the Vietnam war
contributed significantly to the weakening of the dollar.
After the breakdown of Bretton Woods, the United
States authorities failed, more often than not, to
accompany dollar depreciations with policies designed
to release domestic production in order to strengthen
the trade balance. Major countries abroad also played
a role in the adjustment difficulties. Giving high priority
to curbing inflation, they were reluctant to adopt
expansionary policies either when this would have
been appropriate because of the appreciation of their
currencies or when they were urged to follow the lead
of the United States during the recovery from the
1974-75 recession.

At the beginning of the 1980s, a new perception of the
international economic role of the United States was
coming into focus. It was no longer the center coun-
try but only one—albeit still the largest—of a growing
number of industrial countries. The change was sym-
bolized by the reduced willingness of foreign coun-
tries to add to their balances of American currency
as well as by the related need for the American au-
thorities to borrow key foreign currencies in overseas
bond markets in order to reinforce their ability to sup-
port the exchange rate of the dollar Throughout the
postwar years, other countries had defended their

currencies pnmarily by drawing down their foreign
exchange reserves. Now, the same was becoming true
for the United States, although still on a relatively
small scale.

These borrowings to strengthen its international re-
serves reflected a growing recognition in the United
States of the importance of exchange stability in
national stabilization policy. Bitter experience had
forced many countries abroad to see the link between
exchange depreciation and domestic inflation and to
adopt stabilization policies that sought—not always
successfully—external as well as domestic objectives.
In the United States, the experience of the 1970s
underlined the interdependence of these two aspects
of stabilization policy: not only did the outcome of
Government programs to reduce inflation partly de-
pend on the avoidance of exchange depreciation, but
the success of official intervention in the exchange
markets rested in large measure on the adoption of
sound domestic economic policies. Thus, the final
years of the 1970s saw Federal Reserve policy influ-
enced more than at any previous time since the war
by the need to support the dollar in the exchange
markets. Other policies were also being influenced
increasingly by external considerations. For example,
changes in tax policy aimed to strengthen the interna-
tional competitiveness of United States industry by
providing greater incentives to invest while energy
policy sought to reduce dependence on imported pe-
troleum. In these and other ways the United States was
attempting to strengthen its external position and to
adjust to the ever-changing international economy.

In the pages that follow, the developments that have
contributed to the change in the international economic
position of the United States are analyzed in greater
detail. The analysis begins with a brief survey of de-
velopments in the overall balance of payments of the
United States since 1950. The growth and cyclical
pattern of the financial outflows as well as the various
factors that have influenced the balance on goods and
services are then reviewed. The large role of cyclical
and other temporary factors in the strengthening of
the United States balance of payments during 1879 is
underlined. Against this background, the conclusion
emphasizes that this improvement, while welcome, did
not diminish the urgent need for policies designed to
provide more enduring strength to this country’s ex-
ternal position.

United States balance of payments, 1950-79

Net financial outflows from the United States exceeded
net exports of goods and services by $168 billion dur-
ing the years 1950-79 inclusive (Table 1). Such ex-
cesses—reflected in reserve transactions—occurred in
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R . 4
Table 1
- Balance of Payments of the Umted States 1950 79
Annual averages in bithons of dollars
Component 1950-57 1958-64 1965-69 1970-74 1975-76 1977-78 1979
Goods and services . ... ... ... ...l Seen 3.6 5.5 5.4 53 16.3 — 89 - 53
of which "' :
Merchandise trade balance .... .................... 31 45 28 — 21 — 01 —323 —294
Investment income. .......... ..ol 27 40 55 99 14 4 198 323
Financlal transfers .......... e —-45 —8.0 © —5.5 —18.6 —26.7° —26.5 9.8
Unilateral transfers (excluding military) ....... ...... —28 —25 - —30 — 44 — 48 — 49 ‘=~ 56
United States Government (excluding reserve assets) ... —0.3 —11 —20 — 15 — 38 — 42 — 38
United States banks, net ....... ....... fereenaeaes 01 —02 35" — 41 —116 =104 66 -
United States claims reported by United States banks .. —03 —11 —01 — 66 —175 —222 —-261
United States habilities reported by United States banks 04 09 . 36 25 58 118 327
Other United States private assets ...... ..... PR —23 41 —69 ~114 —225 —222 —324
Other foreign private assets in United States ..... NN 05 05 31 61 79 102 16 4
Errors and OMISSIONS .vvvvtieeeerenennnrnaninins 03 —05 =02 — 32 81 49 . 287
Allocation of special drawing rights ... . ..... — — - 05 — —_ 1
Allocation of SDRs plus total- nnancial transfers ...... —4.5 —8.0 —5.5 —18.1 —26.7 —26.5 11.0
Reserve transactions, total ........................ 0.9 2:5 B 704 12.9 10.5 354 —16.3
"United States reserve assets (+ = decline) ......... 01 12 0 07 — 17 02 — 11
Claims of foreign monetary authorities
_ on'United States, (- = increase) . ................ a7 13 02 122 122 7 .352 —152
“of which changes in habilities, reported
by United S(ates banks . ... .. L. Lol . 06 . 05 06 21 — 06 31: 66
Because of rounding, figures may not add to totals
Sources: United States Depariment ot Commerce, Survey of Current Business, various Issues. Data_for 1950-59 are from the -
October 1972 Survey, 1960-78 from the -June 1979 issue, and 1979 from the March 1980 1ssue Bankmg flows and
changes in claims of foreign monetary authonties on the United States for 1950-59 are partly estimated Shart-term
- habilities 1o foreign monetary authorities reported by Unitéd States banks for 1950-59 are from the Board of Governors
of the Federal Reserve System, Banking and Monetary Statistics, 1941-70, page 932

twenty-four of the twenty-nine years ended 1979—the
five exceptions being years of monetary stringency in
the United States (Chart 1) Until 1979, the excesses
tended to increase, not only in current doliar terms,
but also relative to United States gross national prod-
uct (GNP) (Table 2).2 The transfer gap—as it may be
called—between financial outflows and the surplus on
goods and services averaged about Y2 percent of
United States GNP in the fifties and sixties but well
over 1 percent in 1970-78. In 1979, the transfer gap
was reversed as financial movements shifted to heavy
inflows while the balance on goods and services
strengthened.

The growth of the transfer gap, until last year, was

.

2The general approach to the analysis of the balance of payments
follows Fritz Machlup’s paper on ‘“The Transfer Gap of the
United States”, Banca Nazionale del Lavoro Quarterly Review
(September 1968)
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reflected principally in increased claims on the United
States by foreign monetary authorities. Only about one
twentieth was settled by United States reserve assets,
primarily gold sold by the Treasury during the late
fifties and during the sixties before the breakdown of
Bretton Woods. In contrast, foreign official claims on
the United States, which were reported at less than
$3 billion at the end of 1949, amounted to $31 billion
in mid-1971, before the closing of the gold window,
and to $143 billion in December 1979.3 Including an
additional $61 billion of balances of central banks
in the Euromarkets, the total of official dollar assets
comprised 63 percent of reported foreign exchange
reserves at the end of 1979, compared with only 27
percent thirty years earlier.

3 Includes Bank for International Settiements and European Fund
United States Treasury Bulletin (May 1980, Table IFS-3), page 91
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The great bulk of these foreign official dollar gains
reflect financial outflows from the United States. In
only three years—1972, 1977, and 1978—did deficits
on goods and services contribute to such foreign of-
ficial gains. Over the rest of the period, net sales of
goods and services absorbed dollars from abroad.
Although total financial outflows have expanded great-
ly in current dollar terms, in relation to United States
GNP they have shown remarkable stability. Measuring
them over full business cycles, as Is done in Table 2,
the outflows have fluctuated in the neighborhood of
1-1%4 percent of GNP, except in 1970-74, when the
breakdown of the Bretton Woods arrangements doubt-
less explains most of the rise to 16 percent Within
each cycle, striking shifts have occurred. Outflows have
surged in periods of monetary ease but have subse-
quently declined sharply—sometimes changing to in-
flows—under monetary stringency. lllustrative are the
large outflows in the recession years 1970 and 1975
and the virtual drying-up of such flows in 1969, when

Table 2

Major Components of the United States
Balance of Payments
In percent of gross national product

Balance on

goods and Financial Reserve
Period services transfers* transactions*
1950-57 ..... 095 —122 028
1958-60 ..... 065 —127 062
1961-69 .... . 094 —112 018
1970-74 . . . 043 —1 61 114
1975-78 ...... 029 * —149 1.20
1975-79 . 028 -1 1 082
1979 ..., 022 042 —069

>

The penods selecled generally cover full business cycles
as measured by the National Bureau of Economic Research
The first year of each pernod 1s that in which the trough
occurs, the final one Includes the peak or, in the case of 1979,
the most recent data However, the 1950-57 pernod covers
virtually all of the two cycles of which the first trough 1s
dated October 1949

* Allocations of SDRs (special drawing nghts) are included
in reserve transactions but excluded from financial transfers,
this inclusion has negligible effects on the ratio of reserve
transactions to GNP, reducing it by 004 percent in 1870-74
and Increasing it by a similar amount in 1979

monetary conditions were tight. Although other fac-
tors played a role, the successive moves toward in-
creased monetary restraint, made in late 1978 and
during 1979, were essential in bringing about the
dramatic reversal of financial flows last year

In contrast to the general stability over the cycle
of financia! outflows, the average annual surplus on
goods and services declined to only 03 percent
of United States GNP in 1975-79 from almost 1
percent in the fifties and sixties. Within the total of
goods and services, the two most important compo-
nents are the merchandise trade balance and income
on account of foreign investments (Table 1) The latter
has shown a rising surplus throughout the period under
review, reflecting earnings on the large placements
abroad of American capital* On the other hand, the

4 Only part of the income from foreign investments Is repatnated
to the United States, the rest being plowed back into foreign
economies The reinvestment abroad of such earnings 1s taken into
account as an increase In United States private assets abroad, /e,
as a financial outflow from the United States Under an earlier
presentation of the United States balance-of-payments statistics,
reinvested earnings were omitted from both the balance on goods
and services and the capital account The change in the presenta-
tion of the balance of payments does not, of course, affect the size
of the gap between financial outflows and the surplus on goods
and services
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merchandise trade balance has tended to weaken.
Showing expected cyclical fluctuations, the surplus
peaked in 1964 at almost $7 billion, then declined,
shifting to a deficit in 1971 for the first time since 1893.
After recovering to a record surplus of $9 billion in the
recession year 1975, the balance again shifted to
heavy deficit as the United States economy moved
back to full capacity in 1977 and 1978, while the re-
covery in other industrial countries lagged. Despite the
depreciation of the dollar and a reversal of cyclical
pressures, the deficit—though smaller than in the two
previous years—remained substantial in 1979 The
problems behind the weakness in the United States
merchandise trade balance occupy the bulk of this
paper, following a discussion of financial outflows.

Financial outflows from the United States

Financial outflows from the United States over the past
twenty-five to thirty years are explicable in terms of
this country’s wealth relative to the rest of the world,
the commitment of successive United States adminis-
trations to the principles of a market economy, the
rapid recovery and growth of most major countries
abroad and many smaller ones, and the reluctance of
most of these countries to go very far in dismantling
restrictions on capital outflows. The upsurge in out-
flows during the seventies was, at times, associated
with private portfolio shifts out of the depreciating
dollar into assets denominated in currencies that were
expected to appreciate’® as well as with increased bor-
rowing by foreigners to finance payments deficits, par-
ticularly with the Organization of Petroleum Exporting

SH R Heller, International Reserves and World-Wide Inflation,
International Monetary Fund Staff Papers (1976), pages 68-70

Countries (OPEC), and desired increases in interna-
tional reserves.

Despite the wealth of the United States, the private
markets here were slow in beginning to supply re-
sources to the rest of the world after World War |l
(Table 3). Many financial institutions still held bonds
and other claims on which foreigners had defaulted
during the depression of the 1930s. The American
banking system, chastened by the unhappy experi-
ences of the interwar years, had retreated from the
foreign field.

With recovery among the war-torn countries and
impressive growth elsewhere, the attractions of foreign
markets increased. Dollar financing, funneled through
official grants and loans both from the United States
Government and international institutions, was support-
ing expansion in the world economy. Closely related
to United States financial support, American policy
was committed to reducing the barriers to trade and
payments that had sprung up during the depression
and the war. As international prospects improved,
United States companies increasingly ventured abroad.
Often they established manufacturing subsidiaries
overseas to avoid barriers such as the external tariff of
the EC as well as to benefit from relatively favorable
labor market conditions in host countries. Keeping
pace with the growing international activity of Amer-
ican manufacturing firms, United States commercial
banks increasingly established branches and offices
abroad, strengthening their links with foreign financial
markets. Foreign banks followed suit by setting up
numerous offices in the United States. At the same
time, the New York bond market—with resources
several times greater than those of the largest foreign
competitor—gradually reopened to foreign borrowers.

Table 3

Composition of Private Capital Flows, 1950-79
Annual averages as percentage of gross national product

Direct Banking Other recorded
mvestment flows nonofficial Total recorded Statistical
Period (net) (net) capial (net) private flows discrepancy - Tota!
1950-57 . iiviierineninanan, —043 002 —003 —044 009 —036
1958-60 .......ccviiiiiannn —045 003 —017 —059 —002 —061
1961-69 .. ..iieiiieniniiann —054 019 —004 —039 —008 —047
1970-74 ..ttt —057 —038 012 —083 —029 —112
1975-79 ... Liit cieienen. —058 —0 44 —016 —118 053 —064
1979 .. ool cieeiel. . —072 028 004 —040 121 081

" Totals may not add because of rounding

as descnibed in the note to Table 2

The sources are the same as 1n Table 1 and the periods selected are for full business cycles
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The reinvolvement of our financial markets with the
rest of the world has not always been regarded as
an unmixed blessing. The expansion of United States
private lending abroad in 1958-60 came at a time when
this country’s merchandise trade balance was showing
distinct signs of weakness. Having rebuilt their hold-
ings of dollars, some major central banks abroad be-
gan to convert continued inflows of dollars into gold.
Some $5 billion of the metal was bought from the
Treasury in the three years ended December 1960.
Although 1ts gold stock still totaled almost $18 biliion,
greatly exceeding the holdings of any other country,
the continued rise in United States liquid liabilities to
foreign monetary authorities raised questions about
the future stability of the dollar. As part of a program
to calm these fears, the United States authorities insti-
tuted various restrictions on capital outflows, begin-
ning in 1963 with a tax that discriminated against bor-
rowings by most of the industrial countrnies. This tax
was subsequently reinforced by so-called voluntary
controls on specified lending abroad by commercial
banks and by large nonbank corporations. Finally, in
a classic example of the tendency of controls to
spread, mandatory restrictions were imposed in 1968
on a wide range of United States direct investments
abroad.

Whether these controls did more than divert financial
flows into uncontrolled channels has been much de-
bated. What does seem clear is that monetary condi-
tions in the United States continued to have the pre-
dominant influence on private capital flows (Chart 2).¢
Such outflows contracted sharply during the 1966
credit crunch and, after recovering somewhat the fol-
lowing year, changed into substantial inflows under
the pull of taut monetary conditions in 1968 and 1969.
Thereafter, when the boom gave way to recession in
1970, the flows were again reversed, becoming heavily
outward. This, combined with a shift of the United
States trade balance into deficit and the breakdown
of the par value system, led to the explosion of private
capital outflows in 1971. After the closing of the gold
window, the collapse of Bretton Woods, and the float-
ing of the major currencies removed the original basis
for the attempts to restrict capital outflows from the
United States, the controls were lifted in early 1974.
From then on, the flows responded freely to the in-
creased demands of foreigners for financing as well
as to changes in relative monetary conditions and
exchange rate expectations. Outflows in the recession
year 1975 were ‘almost as large as during the 1971

6 Private capital flows exclude private remittances and Government
grants and loans which are counted in the broader category of
financial flows considered above

-1
Chart 2
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“Private capital flows"” are the total of changes in the
United States private assets abroad, net (line 47), other
foreign assets in the United States, net (line 64), and

the statistical discrepancy (line 75) from Table 1 of the
“United States International Transactions’, published in the
Department of Commerce, Survey_of Current Business
(March 1980 and earlier 1ssues) "Domestic investment”
1s gross private fixed nonresidential investment as given
in the Economic Report of the President, January 1980,
page 219 Data for 1978 have been updated

Shaded areas represent periods of recession, as defined
by the National Bureau of Economic Research
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Table 4
Role of the Dollar in International Finance

3

International claims

1974 1975 1976 1977 1978 1979

(1) Increase in gross external claims* as reported by banks in major

financial markets (billions of dollars)t ............ Crereeenas PN 90 140 117 156 256 278

of which.

Percentage denominated in dollars ..............c0even e 78 79 . 77 54 59 63
(2) Gross international bond issues (billions of dollars)t .........c...... 7 20 33 34 34 41

of which

Petcentage denominated in dollars ..........ovvvinnnnnn Ceereeeas 63 51 61 56 38 42
(3) Total (1) + (2) (bilhons of dollars)§. ........... [ 97 160 150 190 290 319

of which.

Percentage dehominated in dollars .. .........eviiiiiiinineennns 77 76 73 55 57 61

Ireland are included in 1877 and thereafter.

are for refinancing purposes and those that provide new money

* Includes claims both in domestic currency on nonresidents and also n foreign currency on residents and nonresidents

1 Includes Belgium-Luxembourg, France, Germany, Italy, the Netherlands, Sweden, Switzerland, United Kingdom, Canada, Japan, and the
United States plus the United States offshore centers in the Bahamas and Cayman Islands for the entire period. Austria, Denmark, and

1 Includes Eurobond issues as well as issues on behalf of nonresidents in the major national markets

§ Increases in gross external claims and in gross international bond i1ssues are not strictly comparable because refinancing is treated
differently. Refinancing of bank-reported external claims leaves the total of such claims unchanged As regard the bond series,
comprehensive data on maturities and refinancing are not available It is therefore not possible to distinguish between 1ssues that

crisis. The outflows then receded as the economy re-
covered during the following three years. Within the
generally declining trend, however, there were outward
surges in the final quarters of 1977 and 1978, when
pessimism about the outlook for the dollar became
pronounced. The change in market sentiment after the
November 1, 1978 measures, as already noted, shifted
the financial movements to heavy inflows in 1979.

Standing back from short-term fluctuations, two
points are worth noting. In contrast to the previously
observed stability of total financial flows, recorded
private capital outflows have tended to increase in re-
lation to United States GNP over the five business
cycles covered in this study (Table 3). The tendency is
gradual for net direct investment abroad but is pro-
nounced for bank flows which were generally inward
during the fifties and sixties, subsequently shifting to
substantial outflows in the seventies. However, the
rising tendency of recorded private outflows was
checked by the shift in the statistical discrepancy—
believed to reflect primarily unrecorded capital move-
ments—from outflows in the troubled period around
the breakdown of Bretton Woods to substantial inflows
in the latter half of the seventies.

The second striking feature is the continued heavy
dependence of the world economy on dollar financing,
not only from the United States, but also from the
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Euromarkets. Despite the shift in the United States
international economic position, two thirds of interna-
tional lending was still denominated in dollars in
1974-79 (Table 4). True, the dollar proportion showed
a declining trend during those years. Part of this de-
cline was doubtless structural, in the sense that it
reflected the desire of lenders to diversify at the mar-
gin into assets denominated in such currencies as the
Deutsche mark and the Swiss franc. But another signifi-
cant part of the decline was almost certainly a cyclical
phenomenon, associated with the tightening of United
States monetary conditions relative to those in other
major financial centers. To the extent that it was
cyclical in origin, the recent decline in the dollar pro-
portion of international financing is likely to be re-
versed when the balance of monetary pressures moves
against the United States.

Although the high proportion of dollar financing was
to be expected in the early postwar years, the extent
of the continued dependence seems somewhat anoma-
lous now. In the early years, major countries abroad
were still reconstructing their economies. Almost uni-
versally, controls were maintained to channel national
savings into the building of domestic productive capac-
ity. By so doing and by attracting capital (mainly in
the form of dollars) from abroad, foreign countries
strengthened their economies to the point where sev-




eral of them now vie in per capita wealth with the
United States. Yet, until the recent abolition of ex-
change controls in the United Kingdom, few were
willing to go as far as the United States in opening
their financial markets to international pressures. Even
those countries which were most devoted to market
principles still maintained informal controls over for-
eign access to their financial markets. Where devotion
to such principles was less strong, the authorities
severely restricted foreign borrowing, not only from
their bond markets, but also from their commercial
banks. Experience suggests, it is true, that such con-
trols rarely succeed in attaining their full objectives.
Nevertheless, they probably did divert a significant
proportion of the demand for international capital to
the huge and freely accessible dollar markets. Al-
though restrictions on capital flows have now been
significantly reduced by Britain’s recent move, foreign
reliance on dollar financing is likely to remain exces-
sive until other major countries follow suit.

Weakness of merchandise trade balance

While one aspect of the expanding transfer gap has
involved large financial outflows from the United
States, another concerns, as previously noted, the
weakness of this country’s merchandise trade balance.
This weakness has resulted from numerous related
factors:

(1) More rapid growth and technological ad-
vance abroad;

(2) An exchange rate structure that, until the
depreciation of the dollar in the early seven-
ties, gave a strong competitive advantage to
foreign countries;

(3) The adverse shift in the terms of trade of the
United States since 1969, i.e., prices of im-
ports increased more rapidly than those of
exports;

(4) The increased dependence of the United
States on imported raw materials, particu-
larly petroleum;

(5) The prevailing domestic orientation of United
States firms resulting in general lack of in-
terest in export markets, in contrast to com-
petitors in other countries, more dependent
on international trade, and

(6) Foreign barners against some products in
which the United States has a significant
competitive advantage.

All these factors have had a bearing on the weakness
of the merchandise trade balance at one time or an-
other since World War Il, but their influence has varied.

The following analysis will discuss them separately and
suggest how, in successive periods, each interacted
with the others.

More rapid growth and technological advance abroad
More rapid advance in many foreign countries than in
the United States tended to weaken this country’s mer-
chandise trade balance. This result was the outcome
of opposing tendencies. While certain tendencies
strengthened America’s external position, others—yet
more powerful—impaired it.

The strengthening tendencies are clear. In the early
postwar years, the United States was the world’s
economic colossus, accounting for almost 40 percent
of global GNP. Its undamaged and highly produc-
tive economy was the source from which the rest
of the world sought the materials, plant and equip-
ment, and above all the advanced technology with
which to repair the damage of hostilities and to lift
living standards, often from poverty levels. In this
period, recovery abroad improved the merchandise
trade balance of the United States—huge foreign de-
mand for our products was circumscribed only be-
cause financing was limited. Even after the worst
shortages of the early postwar years had been relieved,
relative demand pressures continued to favor the trade
balance of the United States because the economic
growth of many foreign countries was more rapid than
here. Although the 3.8 percent average annual increase
in the real GDP (gross domestic product) of the United
States in 1950-73 was in line with this country's histori-
cal performance, its growth rate was less than three
quarters the corresponding weighted average expan-
sion in the thirteen other principal industrial countries.

However, such favorable influences from the de-
mand side were countered by opposite pressures from
the side of supply. The view that more rapid growth
abroad favors the trade balance of the slow-growing
country assumes that productive capacity, technology,
and product design are not changing in the competing
economies or are everywhere changing at the same
rate. As regards economic behavior since the war,
such an assumption is erroneous. For many foreign
countries, the wealth and prosperity of the United
States established a standard toward which economic
policy was directed; their aim was to narrow the gap
in productivity and technology that lay between them
and the American colossus. A related aim, encouraged
by the United States especially in the Marshall Plan
years, was the restoration of external economic
strength to bring an end to dependence on American
aid. Thus, rapid growth abroad involved, above all, the
expansion of capacity that embodied advanced tech-
nology and the designing of superior products that
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would penetrate foreign markets, particularly those of
the United States. For these purposes, governments
abroad encouraged saving and productive investment
which absorbed, in many countries, a substantially
larger proportion of GDP than in the United States, the
contrast with Japan being especially striking (Table 5).
For this as well as other reasons, productivity per man-
hour in manufacturing grew substantially more rapidly

in major foreign countries than here,’ thus helping
strengthen their competitiveness in relation to the
United States (Table 6). .

Policies to stimulate saving, investment, and tech-
nological advance bore fruit across a wide spectrum

7 Angus Maddison, Long Run Dynamics of Productivity Growth,
Banca Nationale Del Lavoro Quarterly Review (March 1979).

Table 5

Gross Domestic investment in Selected Countries
As percentage of gross domestic product '

< >

Country 1960 1976 1977

Industrial countries: ‘
Frante ..... c.cve viiuicen cuen 24 23 24

Germany ...c..oveeresvisonissas 27 24 22
Tltaly e e e e 24 18 21
dapan ... i i 34 33 32
United Kingdom ................ 19 17 19
United States .................. 18 16 18
Developing countries:
Braztl .......... e 22 26 22
Egypt . ...... R 13 24 24
India .« oo e 17 19 21
. Korea, Republic of ,......cv.un. 11 25 26
Mexico .. ... .t 20 26 20
Philippines . . . ..., ..., e 16 31 30
Spain .... .. e e e 21 - 24 23
TAWAN . . e e 20 28 27

Source The World Bank, World Development Report, 1978,
pages 84-85, and 1979, pages 134-35

Table 7

Selected years; annual averages in billions of dollars

Table 6

Output per Man-hour in Manufacturing,
Selected Countries
Average annual growth rates

—

Country 1960-72 1973-78 1979
United States .............. 32 18 1.6
Japan ...... Cesesaraneras . 104 48 83
Germany .....cccieienneens 59 52 52
France ........c.ccevnes .o 59 49 54
United Kingdom ........... 4.0 1.1 2.2
Italy ........ heriseraaaes 6.2 43 87
Canada ..... hrereraens . 42 3.2 0.8

Source United States Department of Labor, Bureau of
Labor Statistics, International Comparisons of Manufacturing
Productivity and Labor Costs

United States Balances of Trade in Technologically Intensive Manufactures*

c

Area 1962 1970 1971-74 1975-76 1977-78 1979
Western Europe ........cviivnnnns 16 24 16 40 18 2.9
- ¢ 7 T T 0.3 -1.0 —3.1 —5.4 —-117 —14.1
Total, all countries ............... . 6.6 72

160 22.0 153 199

December 1978, and December 1979).

* Technologically intensive manufactures include chemicals, nonelectrical and electrical machinery
and equipment, transportation equipment, ordinance, and instruments and controls

Sources' Peter G. Psterson, United States in the Changing World Economy, Vol. 2+(United States
"Government Printing Office, 1971), Charts 30 and 32, United States Department of Commerce,
Bureau of the Census, "Highlights of U.S. Export and Import Trade", FT 990 (December 1977,
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of countries, from the older industrial ones to others
like Brazil, South Korea, the Philippines, and Taiwan
that previously had little or no industrial base. Many
lines of production, for which the United States was
the only, or one of the few, suppliers in the early
postwar years, were replicated abroad. With a view to
capturing export markets, foreigners not infrequently
manufactured products incorporating more advanced
design and technology than those of their American
competitors. Indeed, the rapid rise in exports was a
major force behind the faster growth of foreign coun-
tries than of the United States. The counterpart of the
growing share of foreign countries in world GNP was,
therefore, a decline in the share of the United States
in world exports of shoes, steel, automobiles, motor-
cycles, tools, and various types of machinery. Even in
the field of technologically intensive manufactures,
where its lead has been the greatest, the United States
trade balance, while remaining strong overall, has
weakened sharply in relation to Japan (Table 7). In-
creasingly, therefore, the United States has become
only one—albeit still the largest—of a number of in-
dustrial economies competing for a share of the world
market.

Structure of exchange rates

The recovery and expansion of the rest of the world
was fostered by the exchange rate structure that
characterized the twenty to twenty-five years immedi-
ately following World War Il. Particularly after the
devaluation of sterling and numerous other currencies
in September 1949, prices—measured in dollars—in
major countries abroad were substantially lower than
in the United States. How large this disparity was is
open to debate, but the evidence suggests that the
gap remained significant until the United States closed
the gold window and the dollar depreciated on the
exchanges in the early 1970s.

Evidence of this disparity in prices—while far from
complete—relates, not only to particular manufactures,
but also to traded goods generally. Dollar prices of
iron and steel products averaged 15-27 percent less
in Germany than in the United States in 1953-64, 8-24
percent less in the United Kingdom, and 25-30 percent
less in Japan, for which available data cover only
1961-64. Somewhat smaller but still significant dispari-
ties existed for machinery and transportation equip-
ment.? For traded goods generally, estimated prices in
1970 were 7-17 percent lower in major foreign coun-
tries than in the United States (Table 8). An exception

8 Irving B Kravis and Robert E Lipsey, Price Competitiveness in
World Trade (New York National Bureau of Economic Research,
1971) and “Export Prices and the Transmission of Inflation”,
The American Economic Review (February 1977), pages 156-57

was Germany which had eliminated the estimated dis-
panty by means of an 85 percent appreciation of its
currency against the dollar in the fall of 1969. No
comparable figures for traded goods are available
for earlier years, but the rise in the general price level
shown in Table 9 suggests that the disparities are
likely to have been significantly larger in the early
fifties, particularly in the cases of Germany and Japan.®

The disparity in prices between the United States
and its major competitors was only one of the several
key elements in a policy environment that favored the
recovery and growth of countries abroad. In the early
postwar years and, for many observers, even in the six-
ties, it was unthinkable that the gold value of the dollar
would change. Accordingly, entrepreneurs in foreign
countries could feel assured that their competitive
positions In dollar markets would not be impaired by
devaluation of the United States currency. This, com-
bined with the commitment of successive American
administrations to the reduction of tariffs and other
barriers to trade, gave foreigners strong encourage-
ment to invest in capacity designed to produce not
only for their domestic markets but also for export.
Thus, the advantageous structure of prices along with
expectations about stability in the gold value of the
dollar and about commercial policy all created an inter-
national environment that facilitated rapid economic
advance abroad. At the same time, this environment
probably also contributed to the relatively low rate of
business investment in the United States as well as to
the attractiveness for United States corporations of
direct investments abroad.

Although, in retrospect, the competitive advantage
that the price structure of the fifties gave to countries
abroad seems clear, it was less so to contemporaries.

9 in a perceptive note appended to a study of the United States
balance of payments published in 1960, Theodore O Yntema wrote
“'On the basis of fragmentary evidence, 1t seems to me that our
exchange rates are incompatible with the fundamental relation
between costs of production here and abroad The effects on our
balance of payments resulting from the disparities 1n costs here and
abroad are hmited now by market imperfections—by lack of knowl-
edge, inadequale procurement arrangements abroad by U S
purchasers, and inadequate distribution systems here for foreign
producers In the future the effects of these disparities tn costs
will be felt increasingly as foreign capacities expand, as economies
of scale In production and distribution of foreign products increase,
as more U S know-how is exported, as U S procurement abroad
becomes more efficient (and more extensive) and as distribution
systems for foreign products inthe U S improve

“The balance-of-payments problem we have now results mainly
from the phenomenal recovery and the great forward surge In
productivity in the economies of Western Europe and Japan This i1s
cause for rejoicing We should not be ashamed or afraid to make a
readjustment in our exchange rates when it i1s necessitated by such
good fortune Price fixing (even in exchange rates) cannot long
ignore the realities of costs " Committee for Economic Develop-
ment, National Objectives and the Balance of Payments Problem
(February 1960), pages 3-4
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Table 8

Relative Prices of Traded and Nontraded Goods for
Selected Countries, 1970 and 1973

Leilel ‘of United States prices = 100

T -

Traded goods* Nontraded goods*
Country 1970 1973 1970 1973
Japan .....7i...h.. 83 112 52 75
Germany .......onen 100 139 63 N
France ........... 93 119 65 82
RRaly .......... [ 93 110 53 64
United Kingdom ..... 86 97 58 69

" * Traded goods are defined to cover all commodities Construc-
tion and all services are included under nontraded goods.

Source Irving B. Kravis, et al, International Comparisons of
Real Products and Purchasing Power (published for the World
Bank by the Johns Hopkins University Press, 1978), page 126.

Table 8

Dollar Cost of Representative Baskets of Goods in
Selected Foreign Countries
Cost of basket of goods in United States = 100

¢

Country 1950 1955 1970 1973 1977 1978
Japan ............ 50 * 67 94 103 127
Germany ......... 72 70 82 116 121 135
France ........... 74 95 80 101 103 114
Itély [ 67 69 73 87 84 92
United Kingdom ... 70 77 72 84 85 96

These estimates represent for each country the local currency
cost, converted into dollars at the exchange rate of the rele-
vant year, of representative baskets of goods that would cost
$100 in the United States. The baskets reflect the whole range
of goods and services In each country's gross domestic
product

* Not available

Sources Milton Gilbert, et a/, Comparative National Product
and Price Levels (Paris, Organization for Economic Coopera-
tion and Development, 1958) pages 29-31, 1s source for 1950
and 1955 estimates for European countnes, Michael Boretsky
of the United States Department of Commerce provided the
figure for Japan in 1950, Irving B. Kravis, et al, /nternational
Comparisons of Gross Product and Purchasing Power (Johns
Hopkins University Press, 1978), page 21, provided the esti-
mates for all countries for 1970 and 1973, for other years the
estimates are based on the Kravis figures which are adjusted
for changes in GDP deflators (from the Organization for Eco-
nomic Cooperation and Development, Main Economic Indica-
tors) and in exchange rates (from the Annual Statistical
Digest of the Board of Governors of the Federal Reserve
System)
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In the early postwar years, indeed, the opposite im-
pression prevailed. The competitive strength of the
United States was regarded as unassailable; many
expected that 1t would continue indefinitely as a
chronic problem for other countries. Such impressions
had some basis in fact. While reconstruction abroad
was progressing, many countries still suffered severe
shortages of coal, certain types of steel, and other
industrial materials.” Many foreign firms still lagged
far behind their United States competitors in technol-
ogy and design. Basic materials and advanced Ameri-
can products were frequently bought almost regard-
less of price.” Consequently, quantitative restrictions
were required abroad throughout the early postwar
years to prevent dollar imports from exceeding the
limits established by reconstruction and development
programs and by foreign authorities’ desire to rebuild
their international reserves.

With the rapid recovery of economies abroad, the
shortages and bottlenecks of the early postwar years
gradually disappeared. By the midfifties, the industrial
countries had removed most quantitative restrictions
against imports of nonagricultural products from dol-
lar sources. Their competitive strength justified them in
doing so. True, prices in the United States generally
rose more slowly in the decade ended 1963 than in
the other industrial countries However, although the
price advantage enjoyed by foreigners was smaller
than 1t had been in the early fifties, it was still signifi-
cant in the midsixties. Thereafter, rising inflationary
pressures growing out of the Vietnam war combined
with devaluations by other countries—notably Britain
in 1967 and France in 1969—shifted the relative price
advantage further against the United States. Thus, on
the eve of the breakdown of Bretton Woods, prices
measured in dollars among most of our major com-
petitors were still substantially lower than in the United
States, although not so much as they had been twenty
years before.

This disparity in prices between the United States
and abroad was generally removed by the realignment of
exchange rates during the seventies. In some cases,
indeed, the opposite disparity developed, giving rise—
as many American tourists have discovered—to sub-
stantially higher prices in such countries as Germany,
Switzerland, and Japan than in the United States.

The question whether the exchange rate crises of
the early seventies could have been avoided or, at
least, mitigated is of course surrounded by contro-

1 Hal B Lary, Problems of the United States as World Trader and
Banker (National Bureau of Economic Research, 1963), page 52

1 Geoffrey Crowther, Balances and Imbalances of Payments (Harvard
Graduate School! of Business Administration, 1957), page 46



versy. With major countries abroad catching up with
the United States in capacity to produce technological-
ly advanced goods, international monetary arrange-
ments that had been appropriate in the early postwar
years inevitably required modification Even so, the
necessary adjustments might have been achieved
within the basic framework of the Bretton Woods ar-
rangements had the major countries followed more
appropriate policies. If, for example, the authorities
had succeeded in maintaining inflation in the United
States below that in other countries and also in pro-
viding greater stimulus to productive investment in
American industry, the strengthening of this country’s
trade balance that occurred in the early sixties might
not have been aborted. Likewise, if surplus countries
such as Germany and Japan had been more willing to
accept imports and/or to appreciate their exchange
rates, the essentials of the par value system estab-
lished at Bretton Woods might have survived. At least
the adjustment crisis, when it came, would probably
have been less severe and disruptive. In the absence
of appropriate stabilization policies, however, a sharp
depreciation of the dollar was probably the only prac-
ticable aiternative by which to restore the external
competitive position of the United States. But this gain
came at the cost of an aggravation of inflation which,
itself, added to the economic uncertainties and dis-
turbances experienced later in the seventies.

Worsening terms of trade

Since 1969, increases in the dollar prices of United
States imports have been substantially greater than
those of exports, reversing the tendencies that pre-
valled during most of the fifties and sixties Although
this broad conclusion seems clear, measurement of
the changes is more than usually imprecise because it
depends on unit value indexes whose deficiencies are
well known Judging by these indexes, export prices
were 151 percent higher in 1979 than they were a
decade earlier, while import prices were up no less
than 230 percent (Chart 3). The rise In import prices
was primarily attributable to the devaluation of the
dollar, to the huge jumps in oil prices, and to smaller,
yet significant, increases in the cost of coffee, cocoa,
and various other imported foods and raw materials
Since the volume of United States imports was about
75 percent larger last year than in 1969, our export
volume would have had to rise 135 percent to achieve
a merchandise trade surplus comparable to that of
a decade earlier. In fact, the volume of United States
exports increased some 93 percent over the period.
Although this was no small accomplishment, the short-
fall amounted to $33 billion, somewhat more than the
merchandise trade deficit in 1979.

Increased dependence on imported oil

Increased dependence on imported oill was by far the
largest single element in the worsening of the mer-
chandise trade balance of the United States during
the seventies. This increase went a long way toward
setting the stage for the quadrupling of oil prices by
OPEC in 1973 and for the previously noted deteriora-
tion of our terms of trade since that time. With rises
both in the physical volume of oil imports and in
prices, the value of the oil obtained from abroad in
1979 was $50 billion higher than it had been six years
before, greatly exceeding the improvement in our bal-
ance of trade in other commodities over the same
period.

Although oil became a subject of broad public con-
cern only in 1973, the increase in United States
dependence on imports of that commodity began
a generation before. Early in the postwar period,
the United States changed from a net exporter of oil
to a net importer Although domestic oil production
rose in the fifties and sixties, domestic consumption
grew even faster (Chart 4). Yet in 1970, when it peaked,
domestic output still met 77 percent of United States
consumption. Thereafter, however, the gap between
domestic production and consumption widened dra-
matically

A small part of this widening was attributable to
declining production. Domestic petroleum supplies that
could be exploited profitably at existing market prices
were diminishing and even such exploitation was dis-
couraged by Government price controls. Consequently,
domestic oil production stopped rising in 1970, then
declined until 1976, recovering only part of the drop
when output from the North Slope of Alaska began
to flow in 1977.

The bulk of the increase in net oil imports stemmed
from rising domestic demand which, despite rising
prices, was 25 percent higher in volume at the end
of the seventies than at the beginning (Chart 4). By
the close of the decade, almost half of United States
consumption of petroleum was being met from abroad,
compared with 23 percent in 1970 and only 11 percent
in the early fifties.

The international economic position of the United
States was adversely affected, not only by increased
dependence on imported oil, but also because this
country was perceived to be dealing less successfully
with the oil problem than other major countries. It is
true that, in the late seventies, most major countries
abroad remained dependent on imported oil for a
larger proportion of their energy needs than the United
States (Table 10). Consequently, such countries as
France, Germany, ltaly, and Japan were more exposed
to the uncertainties of the international oil market For
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Chart 3

Prices of Exports and Imports of the
United States
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Table 10
Dependence on Net Petroleum Imports* of Major Countries, 1973-79

[=

———

Percentage of total

Ratio to real GNPt

Millions of barrels per day energy requirements (1973 = 100)
Country 1973 1978 1979 ‘ 1973 1978 1978 1979
United States ........coeeereiunnnnnn 6.0 8.0 78 17 22 118 112
JapaN L. iie el eie e, 55 53 56 83 73 80 80
France ........ 26 2.2 24 . 71 59 .73 . 77
Germany ........... eeeas bevesanane .29 27 2.8 55 53 B84 84
taly ........... Ceeerareeereaaan . 21 19 20% 79 69 81 81
United Kingdom 16

e 23 09

04 52 20 87

[«

* Net imports of petroleum and petroleum products.
1 GDP for France, Italy, and United Kingdom.
1 January-September - .

Sources Central Intelligence Agency, International Energy Statistical Rervew, Apnl 23, 1980, pages 9-11,
International Energy Agency, Energy Balances of OECD Countries, 1974/1978, pages 149-50; and
International Monetary Fund, /nternational Financial Statistics.
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this reason, perhaps, the pressure to reduce depen-
dence was felt more keenly abroad than here. In any
event, dependence on imported oil declined signif-
icantly in most of the major countries abroad in the
five years following the OPEC shock. In contrast,
despite last year’s dip in domestic demand, United
States dependence on imported petroleum was sub-
stantially greater at the close of the decade than in
1973.

The failure to deal successfully with its oil problem
undermined the United States international economic
position in several ways. At the most basic level,
America’'s voracious appetite for petroleum was, as
already noted, the largest force expanding imports. In
addition, it pushed up oil prices not only for the United
States but for the world at large. Such upward pres-
sure on prices was tolerable for a time because the
process of adopting an effective energy program in-
evitably involved prolonged debates, negotiations, and
compromises within the political arena. By the late
seventies, however, the time for decisive action was
long past. By then, the failure to adopt an energy pro-
gram designed substantially to reduce dependence
on imported ol suggested that America had not
faced the realities of the country’s vulnerability to
shocks from unstable foreign sources of petroleum.
Viewed from abroad, America was perceived, not as a
leader in dealing with the international oil problem but
as unwilling or incapable of responding to the chal-
lenge from OPEC. Resistance to the adoption of effec-
tive energy policies thus undermined the Government’s
efforts both to reduce the trade deficit as well as to
enlist the cooperation of other major countries in deal-
ing with a variety of other international concerns.

Two illustrations may be given of the way in which
the international economic position of the United States
was injured by the inadequacies of cooperation. De-
spite the declared intentions of the major countries to
curb ol imports,” the prospect of inadequate supplies
and of rising prices in 1979 induced buyers to build up
oil inventories, in some cases to the limits of storage
capacity. Such precautionary buying, undertaken by
many countries, drove up oil prices In the spot mar-
kets and so contributed to the enlargement of the
United States deficit. In addition, the inflation of oil
prices complicated the efforts of the United States
authorities to support the dollar in the exchange mar-
kets, not only because of the widening of the trade
deficit but also because market participants feared that
other countries might pursue exchange market policies
incompatible with our own. More specifically, foreign

12 Declaration of June 29, 1979 at the Economic Summit in Tokyo,
United States Department of State Bullet:in (August 1979). page 8

countries, faced with increases in the dollar price of
oil, might better resist inflation in their economies if
their exchange rates were allowed to appreciate
against the dollar. Indeed, such tendencies added to
other domestic and international pressures that in-
duced the United States monetary authorities to play a
relatively enlarged role during 1979 in the conduct of
official intervention in dollar exchange markets.

The continental economy of the United States

The continental market is a mixed blessing for the
international economic strength of the United States.
It is advantageous because it provides American firms
with huge potential demand for their output. Long
production runs and economies of scale are there-
fore possible. However, these very advantages are in
some ways a handicap in international trade. Although
there are notable exceptions, many American firms
feel little incentive to venture into uncertain foreign
fields because their capabilities are adequately, and
frequently fully, occupied in the domestic market. In
contrast, firms in many foreign countries—especially
the smaller ones—can secure long production runs
and economies of scale only by exporting to world
markets. Such firms are therefore more willing than
their potential American competitors to seek out for-
eign customers aggressively, to learn their languages,
to tailor their products to foreign tastes, and to provide
after-sales service.

This gap between the performance of American and
foreign firms was especially wide in the early postwar
years when the prestige of the United States products
was unsurpassed—when, indeed, some were virtually
the only ones of their kind available. American firms
had no need to search foreign markets for customers;
buyers came to America. However, the complacency
of many American firms tended to outlast their com-
petitive strength. The recovery and growth of countries
abroad was based on rising sales, not only in domestic
but also In foreign markets. In capturing such markets,
these countries frequently had the advantages of cur-
rencies that were undervalued against the dollar, at
least until 1973. Although this advantage receded dur-
ing the seventies and the United States was exporting
a greater proportion of its output, most American firms
still have a long way to go before they match the ef-
forts of their foreign competitors in world markets.

Barriers to trade

Trade barriers are a long-standing problem for Amer-
ican exporters. They consist not only of tariffs and
quantitative restrictions but also of various other de-
vices, including Government regulations designed
ostensibly to protect the health and safety of buyers.
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Table 11

Annual or annual averages

Ratios of Imports of Manufactured Goods to Gross National Product

e}

. United : United
Year . States Germany Japan Canada Kingdom France
1960 ...viviirevienrorsnnnocaaninnnanes 13 58 2.3 10.1 5.5 39
1966-72  ........ et earesenesese e 25 8.4 24 133 84 73
) 1973-79 it i it ittt et 4.0 108 2.5 160 145 10.3*
* 1973-78.

Source United Stalesioepartment of Commerce, International Economic Indicators

The incidence of all these barriers was most severe in
the early postwar years, when most foreign countries
were attempting to employ their limited dollar resourc-
es for priority purposes, including the rebuilding of
their international reserves. As foreign countries gained
in economic strength, many barriers were removed or
reduced, particularly as the result of successive
rounds of multilateral trade negotiations. However,
some of the gains were offset by the erection of other
barriers, notably the external tariff of the EC which
discriminates against imports from nonmember coun-
tries and in favor of the products of certain ex-colonial
countries. EC restrictions against agricultural im-
ports—where the competitive strength of the United
States 1s great—are especially severe Elsewhere,
protective devices, established on infant industry
grounds by developing countries and by Japan, have
remained n effect long after the infants became
hardy young giants. The case of Japan is especially
notable because of the difficulty that American firms
have experienced in penetrating its market The prob-
lem is illustrated by Table 11 which shows the ratio
of imports of manufactured goods to GNP in the
major countries. This ratio Increased significantly
during the sixties and seventies in all major coun-
tries except Japan, where it stayed virtually flat.
It remains to be seen whether the reduction of barriers
achieved under the recently concluded multilateral
trade negotiations will increase the accessibility of the
Japanese market to foreign products.

Conclusion

Just as the problems of the United States balance of
payments arose from developments both in this coun-
try and abroad, so the correction of these problems
involves the adoption of appropriate policies here and
in other major countries. Inevitably, the prime respon-
sibility falls on the United States. The task is formida-
ble but probably not more so than a number of earlier
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payments adjustments successfully accomplished by
other major countries. In some of these earlier in-
stances, once vigorous corrective measures were
adopted, the shift from external weakness to strength
came with dramatic rapidity.

Insofar as the responsibility of achieving such a cor-
rection falls on the United States, the broad aims of
policy are simply stated. The transfer gap must be
narrowed to the point where foreign monetary authori-
ties are accumulating no more dollars than they wish.
Conceivably, they might wish, not to increase their dol-
lars, but to run them down. In this case, the United
States would need to absorb official dollars from
abroad by running a surplus on goods and services
that exceeded its financial outflows. However, it seems
likely that, were the United States to adopt a vigorous
and sustained adjustment policy, the appetite of for-
eign monetary authorities for dollars would strengthen.
For purposes of exposition, this analysis takes the
middle position, assuming that adjustment policies
result over the longer term in the elimination of the
transfer gap through some combination of reduced
financial outflows and increased surpluses on goods
and services.

Without going into detail on how to accomplish such
an adjustment, some general pointers for policy are
in order. The adjustment of the United States balance
of payments calls for both medium- and longer term
measures For the medium term, fiscal and monetary
measures are required to restrain domestic spending
and thus make avallable an enlarged proportion of
output for sales abroad. For the longer term, a strength-
ening of policy in at least two major fields 1s required
A great deal remains to be done to conserve energy
use as well as to develop domestic energy supplies
in order to reduce significantly this country’s depen-
dence on foreign sources of petroleum, especially from
the Middle East. In addition, a substantial increase is re-
quired in the proportion of output devoted to productive



investment not only to increase the country’s energy
independence but also to strengthen the competitive-
ness of United States goods in domestic as well as for-
eign markets Since such enlarged investment should
be financed from noninflationary sources, a corre-
sponding increase in the proportion of saving to GNP
is also required In short, policy should be directed
toward reducing the proportion of GNP devoted to
personal consumption and government so that the
proportion allocated to domestic investment and net
exports of goods and services can be increased.

Even if adjustment policies could be precisely speci-
fied, it would, of course, not be possible accurately to
predict their effects on the balance of payments How-
ever, it may be useful, for illustrative purposes, to
compare one hypothetical outcome with the actual
situation In the late seventies. Thus, the transfer gap
might be eliminated through a decline in financial
outflows to 1 percent of GNP, matched by an equiva-
lent surplus on goods and services. This compares with
actual financial outflows averaging 1.3 percent of GNP
in the two years 1977-78 and actual deficits on goods
and services averaging 0.45 percent.

As events developed, the strengthening of United
States external payments in 1979 accomplished almost
half of the hypothesized adjustment for goods and
services and far overshot that for financial flows. The
balance on goods and services swung to a $5.3 billion
surplus, equal to 0.22 percent of GNP, from the sub-
stantial deficits of the two previous years. As already
noted, financial movements shifted from the outflows
that had previously been characteristic to substantial
inflows In 1979—with large inward movements both
in the early months of the year and in the final quar-
ter, partially offset by outflows only during June-
September

Unfortunately, past experience cautions against pre-
mature rejoicing over last year’s strengthening in the
United States external position. The improvement was
based to an uncomfortably large extent on temporary
factors, most notably the substantial depreciation of
the dollar in earlier years, the more rapid growth of
major countries abroad in 1979 than of the United
States, and the relative tightness of monetary condi-
tions here. If shifts from balance-of-payments weak-
ness to strength can occur with surprising rapidity, so
too can shifts in the opposite direction Financial out-
flows virtually disappeared in 1969 under the pressure
of stringent monetary conditions in the United States,
but then ballooned when monetary policy relaxed
during the 1970 recession Similarly, the surplus on
goods and services rose to a record high in the re-
cession year 1975, only to give way to the heavy
deficits of 1977 and 1978. Clearly, these earlier swings,

combined with recognition of the role that temporary
factors played in last year’s improvement in America’s
external position, underline the need for fundamental
measures designed to stimulate saving and productive
investment and to decrease dependence on foreign
energy supplies While some steps in these directions
have already been taken, additional vigorous measures
are required to hold as much as possible of the
ground gained in 1979 and to provide an enduring
foundation for America’s external strength.

Viewed from a longer term perspective, the task that
now confronts the United States is in some ways simi-
lar to that which faced foreign countries in the early
postwar years. The need then, as now, was to re-
direct resources into productive investment in order
to redress the imbalance in the international econ-
omy and to provide the basis for higher standards
of living. In the early postwar years, it was the de-
struction and neglect of hostilities that had to be made
good so that countries abroad could compete on more
equal terms with the United States. Now, the earlier
imbalances have long since been corrected but others
have taken their place. For a generation or more, the
proportion of GNP devoted to productive investment
in major foreign countries has been far above that in
the United States As a result, technology in some
American industries trails that of their foreign rivals
and a growing proportion of many goods consumed
by Americans is produced not in this country but
abroad This penetration of the American market, while
generally beneficial to consumers, has not always
elicited a positive response from producers. Some, like
those in textiles, have revitalized their industries to
meet foreign competition. In contrast, others have
sought various forms of Federal protection. Against
this contingency, foreign firms have sometimes found
it desirable to locate production facilities in the United
States. In doing so, they followed the earlier example
of American firms that established subsidiaries abroad
in order to surmount foreign barriers against imports.
Likewise, the increased competitiveness of American
wages and other attractions seen by foreign firms in
this country’s labor market during the seventies are
reminiscent of similar attractions that induced United
States firms to invest abroad in the fifties and sixties.
The transfer of advanced technology and managerial
know-how has thus become two-way. Benefits that the
rest of the world obtained from international direct in-
vestments in the earlier postwar years are now being
shared by the United States.”

Although the similarities are clear, handling the task

13 See Dorothy B Chnistelow, “International Policies toward Foreign
Direct Investment”, this Quarterly Review (Winter 1979-80),
pages 21-32
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that confronts the United States is in many ways more
difficult than that which faced policymakers abroad
after World War Il. At that time, the penalties for
failure were stark: low living standards, hunger, and
always the threatened loss of political independence.
Now, the penalties for the United States—even when
they are recognized—seem less compelling: a drop
in American living standards below those of the most
advanced industrial countries and declining influence
in the world political arena. Clearly, the motivation
for economic discipline and international cooperation
was far stronger thirty years ago than now. Moreover,
the United States—the dominant economy in the early
postwar years—had a clear view of its role: to stimu-
late and to assist in the reconstruction of a prosperous
and integrated world economy. Today, leadership is
divided among a number of major industrial and oil-
rich countries which—while generally agreeing on the
desirability of an open, stable, and expanding inter-
national economy—frequently differ about the most
desirable means to attain these objectives.

Yet another handicap is that, with most countries
struggling to reduce inflation and to adjust to sharply
rising oil prices, the prospects for economic growth
are far less bright than a generation ago. In the 1950s
and 1960s, shifts from external weakness to strength
were facilitated by widespread and rapid economic
growth as well as by the progressive reduction of trade
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barriers—itself a development that was heavily de-
pendent on the prosperity of the world economy. If
growth does indeed slacken significantly in the 1980s,
the accommodation of a significant and lasting shift
from deficit to surplus in the United States balance on
goods and services may well present difficult problems
to foreign countries. Such difficulties would be likely
to test the ability of the authorities both here and
abroad to work together in handling mutual problems
and to avoid further serious slippage into protection-
Ism.

By the same token, slackening growth, combined
with an increase in the attractiveness of the United
States economy for long-term investors, would further
complicate the financial problems of debtor countries
abroad at a time when their borrowing needs are likely
to be rising. In this area, accommodation of the re-
quired adjustment in the United States external posi-
tion calls for a further loosening of restrictions on
capital outflows from major financial centers abroad
to reduce the excessive dependence of foreign bor-
rowers on dollar markets. Clearly, the accommodation
could also be facilitated by such institutions as the
International Monetary Fund and the World Bank. While
their resources will doubtless be adequate to meet ap-
propriate borrowing needs in the immediate future,
further substantial increases in their lending capacities
are likely to be required in the years ahead.

Stephen V. O. Clarke





