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. Ex-Austrians and post-Keynesi: econometricians ar
~ tionalists, all agree on the wa iagnosis. They are

Unanimous as to ther lowever. Some of them want, as th 6
‘break the power of the "lab onopolied'; others prefer to institute w
and possibly also price controls. L g '

Unfortunately, like so many things every economist kno
diagnosis is wrong. ‘First, a continuing wage-price spiral woul
impair the competitive position of our industries and thus stea
exports end enlarge imports. But at least for the last four yea:
since our balance-of-pasyments surplus caused the dollar-shortaze scare
1957 -- our exports have not been declining in relation to output, even
after deducting those exports that are financed by public or private capit.
flows; and our imports have not been rising in relation to national incc

Second, for the last four years we have not had any price
(as measured by the level of wholesale prices) of either the cost-pu
the demand-pull variety.

Third, those price increases which have occurred in recernt
generally cennot be blamed on an inecrease in wages of urdion labor
country, the only well-orgenized labor group in manufacturing i
that of production workers. Payrolls of these workers have risen .
than ocutput ever since the early fifties, when the productivity of
labor was so much greater than that of our competitors that (as eve

economist knew) a permanent doller shortage appeared-inevitable.“’,,"L
costs per unit of output also have been declining since 1957

I Peper presentcd at a seminar meeting of the staff of the Board o
on November 21, 1961, ¢



4 £ 7 i,,countny, such as th
; ,v"Any desirable therapy would alsofhave,to eliminate or reduce the B
- Continental Burope.

Obviously, the task of eliminating our deficit would be
if the surplus countries themselves took measures to reduce thei
Needless to say, the United States should try to convince surplu
to increase thelr contributlons to military expenditures and for[

'that minimize destabllizing capital movenments, Perhaps, if the
countries did everything to keep their own house in order, very 1it
renain for us to do.

economic or international polltical goals of U. S.‘poliey. I th1
only choice, the cutlook would be dismal 1ndeed. For we must re:

rucﬁive polleies of our own. It 80 happens that the pol
' also seem: likely to reduce ‘the surplus of C”




thet we are trylng to apply at present.»- T
promote exports, particularly by means of government credits~
and insurance; and to keep wage increases within the bounds
in productivity, and thus, with the aid of anti-inflationary
monetary measures, to preserve price stability, while waiting for ou
competitors to fall into the sbyss of inflation.

These policies should indeed be continued, and they might we
be supplemented by -attemptsat curbing, through appropriate fiscal measu
other factors that tend to push up costs and prices. In particular, i
should be within our power to find methods of taxation that bear
on profits gained by Veblenian behavior (price increases or exces r
and less heavily on those gained by Schumpeterian behavior (1mpro em nt
preducts or productiv1ty, accompanied by 1ower prlces) We co

p051tion of our exporters in the short run.

- Short-term capital



asen, cooperation<of central banks, de31gned to av01&
ur ing actions) largeior sudden converglons o;_reserve cur

funds, For historical reason :
States was the only country with a "hard" 1nterna,ional currency,,
usually disregard, in the calculation of our balance of payments,
in our liquid claims on foreigners (apart from- changes in our == r
small -~ official holdings of foreign convertible currencies) I
this practice is outdated. If we treat our claims on foreigners

in the same wey as our liasbilities to foreigners, it becomes cle %
short-term capital flows, resulting in variations in our short-term 1i
ties exactly offset by corresponding variations in our liquid clai
as 1little statistical influence on our belance of payments as conve
of foreign officlal reserves from dollars into gold. :

Obviously, the economic meaning of the effects of short-ter
caplital flows on our international position does not depend on the”
we use for calculatlng our oalance of payments.

vieW'of domestic policies,

Manipulations of interest rates may not be very effective
case as recent experience suggests that large movements of private

interest differentiale themselves. Also, funds that are highly ‘se sit
to yield differentials may be as much in search of capital gains as
higher current returns. An inecrease in interest rates reduces the
outstanding securities and thus may repel instead of attracting fun
for capital gains. i

Moreover, for reasons to be explained presently, a rapid ex 1
of our economy is mere important for equilibrium in our 1nternat10nal P
ments than the behavior of short-term funds; any remedy that nght
with recovery and growth in our domestic economy would probably 1
deterioration rather than to an improvement in our international po it




;&omestic economy and 0

- vhich is not represente,, Vg

- contrast to the incidence of f

- ment that exists in most other i4<wﬁtrial countries.

The best way to reduce the impact of foreign aid on our b anc
of peyments is therefore to tighten the “tyinb of our aid to export
U.S. goods and services. Such tying is not inconsistent with libe
trade pclicies, nor does it unduly burden aid recipients.

The policy is consistent with free trade because it does
impinge upon the freedom of our customers to buy goods and service
they find them most economical., If they want to buy goods end ser
that are cheaper in other countries, they are free to do so provided
they can get these other countries to finance their own exports. f
not unfair restraint of trade for the United States to cease to su
by grants or soft loans, exports from other countries.

Moreover, by tylng its aid, the United States is enabled'“c
extend much more assistance than it could otherwise do. ecause
this effect and because it stimulates grants of aid by other indus
countries, "tying" of ald increases rather than decreases the amount of
resl goods and services available to undeveloped countries. '

It has been estimated that about $800 million of our aid st
is spent on goods and services of other industrial countries., If we cut
that spending in helf; we could thus expect to improve our balance of ay;”'
ments by $400 million., . =

Since this reasoning applies only to a situation in whié el
fcoexists with domestic unemployment, tying should be-discontlnued as so
:as either of these two conditions is no longer fulfilled.



the long-run prospects of our - st c~ébon6my for the sake of sh
advantages for our balance of ‘paymentss

Once the international financial community realizes that
of sustainable rapid growth, justifying expectations of high“ d
capital gains on equities and direct investments, are as g

States as in other developed countries, no special- effort

to combat an excessive outflow of investment funds. olicdi

speed domestic growth -- like those designed to improve our
competitive position -~ would work too slowly, however, to brlngg
relief to our balance of payments at this critical moment.

In the mea.ntime, we shall be obliged to find other ey




UdSe capital not only'bec
econonmy, - ‘but also because of d , r
Cormon Market treaties; because of
because of g“ea ter toleratlon‘of,m

comparable to those borne,by the United tes in :
the free world, from reermament end foreign aid t argo
our common enemies, It would be both rationsl and fair for t

States to use fiscsal nenalties and 1nducements to offget suchﬂ,

in natara; resources, capital, or labox.

Continental Eurcpean countries usually are, by the %
but happy sbout the massive inflow of U.S. capital, Thusg, t
danger that a U.S. tex program of the kind here proposed wou
with unity and friendship among the developed ccuntries of t
For the same reason, there would be little dangzer of retali:
apart from the fasct that (again in sharp contrast: “trade
the inflow of foreign long-term capital into the U.S. is very,
than the outflow of U.S. capital.

More serious 1s tne obgectlon that such a program

investmenu. In my zudgment, hewever, its adVantages

-~ payments of today aml incidentally for the level of Qur,domes

would more than offset any possible future impact.



~ end conclusions

To sum up: measur
art from the reduc :
1 than economic
not give the
ures designed to m
- unless accompanied by
therefore, curtail ou : '
‘the public sector by tightening tying of a 2
- services, and in the private sector tting down portfolio an
investments in foreign developed untries. This last proposal i
quantitatively the most important but at the same time pclitically th
most difficult part of the program as it threatens the interests of
powerful pressure groups.

The total improvement in our balance of peyments resulti
the reduction in our military erpenditures abroad, the increased
our foreign aid, and the reductiou in our private long-term capit
would reach at least $1.6 billion annually, This sum would be no
sufficient to equilibrate our basic balance of payments in the ave
& cyclical period, but it would give us breathing space until our
therapies begin to show results.

There would be a basic surplus of $1-2 billion in cyeclic
favorable years, and a deficit of $2-3 billion in unfavorable yec
The resulting average annual deficit of perhaps $500 million woul
bearsble for quite some time, It would raise foreign dollar holdi
by not much more than the additional amounts foreigners would presumab:
want to hold in view of the needs of an expanding world economy; and
even a gald loss of that magnitude would probably not create alarm,

Putting our basic balance in order would, in my opinion,

automatically solve the problem of short-term capital”movements; - These
moverments would egain vary from one direction to another over the cy

15 suggestion to my colleague, Robert L. Sammons.









