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Monetary Policy and the Balance of Payments

By A lfred  H ayes*

President, Federal Reserve Bank of New York

I confess to a feeling of acute nostalgia as I participate 
in this National Foreign Trade Convention and recall all 
the earlier conventions I have attended— not in those days 
as a central banker but as an active practitioner in inter
national commercial banking. In fact, for many years I 
had the honor of sitting as a member of this very panel 
and trying to answer searching questions, some of which 
might have worried an oracle. My role today is a good 
deal easier, for you have graciously allowed me to talk 
on a subject of my own choosing. Searching for a suitable 
subject for this audience of men and women well versed 
in all phases of international economics, I decided that 
the United States balance of payments is of such signifi
cance now that it can hardly be given too much con
sideration. And while it has had wide coverage in 
recent speeches and press reports, I thought you might 
like to have the point of view of a central banker. It 
seems to me clear that an effective solution of this balance- 
of-payments problem meshes closely with the domestic 
aims of sound monetary policy.

First, a word or two on the background of the problem. 
As has been said so often, this country has, in the past 
two years, faced an entirely new set of international eco
nomic conditions. The postwar era, the era of the dollar 
gap, is gone— and its disappearance is a most dramatic 
proof of the success of the Marshall Plan and our related 
efforts over the years to restore viability to the economies 
that had been severely damaged by the war. Our gold 
outflow and the rapid build-up of foreign-owned dollar 
balances have been the counterpart of a tremendous in
crease in the monetary reserves of foreign central banks 
and private holdings of dollars, especially in Europe— a 
development which helped to pave the way for the restora
tion of external convertibility for so many currencies at 
the end of last year. So I think we are warranted in a 
feeling of considerable satisfaction in having contributed 
to a better international financial structure. But naturally 
we must think also of what this outflow of gold and build
up of foreign-owned dollar balances have meant for our 
own economy and what they would mean if allowed to 
continue indefinitely.

# An address by Mr. Hayes before the Forty-sixth National Foreign 
Trade Convention, New York City, November 16, 1959.

In 1958 our adverse balance of payments amounted 
to about $3.4 billion. This year it is running at the rate 
of about $4 billion. Last year some two thirds of the 
balance took the form of a gold outflow, while this pro
portion may drop to about one third in 1959. Our mone
tary gold stock, at its present level of over $19 billion, 
approximately half of the Free World’s monetary gold, still 
represents a very sizable cushion. But no objective ob
server would argue from this that we can face with 
equanimity anything like a $4 billion adverse balance 
continuing for an indefinite period. For one thing, there 
is always a possibility that the share of the balance taking 
the form of a gold flow might rise. Liquid dollar assets 
owned by foreign countries are now estimated at $17Vi 
billion and will have risen in 1959 by well over $2 billion. 
Granted that a good part of this total represents working 
balances that will be required to finance international 
transactions, it is apparent that dollar balances of this 
magnitude indicate that we must conduct our affairs in 
such a way as to preserve a feeling of complete confidence 
in the dollar. Fundamentally, this means confidence in 
the dollar’s ability to purchase goods and services at 
competitive prices.

In essence, this country’s adverse balance represents 
the sizable difference between a reduced but still sub
stantial favorable balance on private current account and 
a much larger net outflow of United States capital and 
government payments (including private capital, foreign 
aid, and military outlays abroad). Were it not for these 
heavy commitments for the defense and economic de
velopment of the Free World, we might be reasonably 
well satisfied with the present favorable balance for goods 
and services. But faced as we are with so large an outflow 
of capital, and of military and economic aid funds-—even 
though it may be possible to reduce it over a period of 
years— we must perforce search for ways of enlarging 
much further the present favorable balance on current 
account. And this means above all keeping close control 
over our cost and price structure. It is here, of course, that 
monetary policy can have a significant influence; but it 
may also, as I shall suggest in a moment, have some effect 
in tempering the capital outflow.

Monetary policy in this country must of course be
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geared primarily to our own domestic needs. The achieve
ment of economic growth at a sustainable rate, which in 
turn depends upon price stability, has been and remains 
our chief objective. I suppose it is conceivable that under 
certain circumstances this domestic objective might con
flict with international considerations. There have been 
times in the past when restrictive credit measures in this 
country have been attacked abroad as placing undue pres
sure on foreign monetary reserves. But in the period we 
are considering— the past eighteen months— it seems clear 
that monetary policy has been serving both our domestic 
and our international needs.

Let’s review briefly what monetary policy has done 
and what it has not done in this eighteen-month period 
since the bottom of the recession. First, “tight” money 
has not meant a scarcity of credit or capital to meet the 
needs of growing business. Business loans of commercial 
banks have risen at almost a record rate, while at the 
same time consumer and real estate loans have also been 
growing apace. New corporate bond offerings have been 
only moderately lower than in the record period of early 
1958. New mortgages have been placed at an annual rate 
of $18 billion. And all this has occurred while the 
Treasury was financing a record-breaking peacetime deficit 
of $12.5 billion in fiscal 1959 plus a seasonal deficit of 
$7 billion in the first half of fiscal 1960.

Second, the tremendous growth of bank loans has not 
been reflected in any equivalent rise in the money supply. 
While loans were increasing at an annual rate of 10 per 
cent, the money supply was rising at an annual rate of 
about 3 per cent— a rate which may be considered reason
ably in line with the normal long-term growth of the 
economy. The explanation lies in the consistent ability of 
the commercial banks, right up to the present time, and 
in the face of the heavy Government deficit, to be net 
sellers of Government securities, disposing of a good part 
of their large holdings accumulated in the easy-money 
first half of 1958. But this would not have happened 
unless the Federal Reserve had been exerting pressure on 
bank reserves, and the banks would not have found pur
chasers unless interest rates had risen to levels considered 
attractive by those purchasers. Thus, the upward trend 
of interest rates has been an essential element in an 
orderly and noninflationary financing of a rapid business 
recovery accompanied by a record peacetime budget 
deficit. And it is worth noting that even at their present 
level interest rates are not particularly high either in 
relation to the long-term historical record in this country 
or in relation to rates recently prevailing in other leading 
industrial nations.

Now this rise in interest rates has played some correc

tive role in connection with our balance-of-payments 
deficit and the gold outflow. The net outward movement 
of private United States short-term capital, which had 
reached sizable proportions in 1958, was reversed during 
the first half of 1959. Tighter conditions in our capital 
markets, moreover, also slowed offerings in the United 
States of foreign issues which are now running about 45 
per cent below 1958 levels. At the same time, the rise 
in short-term and long-term interest rates here has stimu
lated efforts by American financial institutions to attract 
and retain in the American market the dollar balances 
accruing to foreign holders, thereby perhaps helping 
through the action of market forces to slow down the 
conversion of dollars into gold.

While it is less easy to demonstrate that our firm credit 
policy has helped our trade balance, I think there is no 
doubt that if, in an effort to keep interest rates down, we 
had added materially more than we did to bank reserves 
and thus had supported a materially greater increase in the 
money supply, we might well have .experienced a rising 
cost and price trend which would have made American 
goods just that much less competitive in world markets. 
It is my hope that our firm credit policy has induced, and 
will continue to induce, greater caution on the part of the 
participants in industrial wage negotiations.

I think I should add that not only has monetary policy 
been having some effect on the balance of payments, but 
also the balance of payments has had some effect on 
monetary policy. Of course there is no immediate and 
automatic effect in the sense that a given payments deficit 
brings an automatic and equivalent tightening in credit 
conditions pr credit policy. For one thing, to the extent 
that the deficit results in a piling-up of additional dollar 
balances or other dollar assets owned by foreign central 
banks or other foreign holders, the ownership of these 
balances or assets is merely shifted from domestic to 
foreign holders. Bank reserves— the base for the money 
supply— are not affected. Also, the change of ownership 
does not necessarily bring any great change in money 
velocity, And even to the extent that the payments deficit 
shows up , in an outflow of gold, this is regarded by the 
Federal Reserve System, on a short-run basis at least, as 
only one of the many factors affecting member bank re
serves; and if the net effect on bank reserves produced by 
all these factors taken together is not fully in accord with 
monetary policy, we can and do compensate through off
setting open market operations. In a smaller country, 
vitally dependent on foreign trade, it would be much 
harder to refuse to let a gold outflow affect domestic 
credit conditions— for the result might well be an accelera
tion of the loss of gold and a sharp shrinkage in the re
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serve base. Fortunately for the United States, the magni
tudes involved in our gross national product, our money 
supply, and our reserve base are still relatively large in 
relation to the balance-of-payments components. In effect, 
we do not let the gold outflow automatically tighten credit 
by reducing bank reserves and the money supply. This, 
however, is very different from saying that the Federal 
Reserve can or does blandly ignore the balance-of- 
payments deficit. We recognize it not only as a cause 
of drain on our reserves which cannot be allowed to go 
on indefinitely, but also as a highly useful indication of 
symptoms in our domestic economy that call for treatment.

Monetary policy is a necessary but by no means suffi
cient remedy for the weaknesses in our economy leading 
to a balance-of-payments deficit. Fiscal policy and debt 
management are of great importance. The vast improve
ment in the Federal budget in prospect for this fiscal year 
as compared with the last is making a most significant 
contribution to keeping our prices on a competitive basis. 
The same thing can be said of efforts to extend a larger 
portion of the Federal debt, which is admittedly lopsided 
in the direction of short maturities. The Treasury has been 
attacking this problem with courage and telling effect, and 
I fervently hope that we may soon see the end of artificial 
legislative restrictions on such debt extension— restrictions 
based on the mistaken belief that interest rate levels cap 
be set by government fiat.

To be fully effective, monetary and fiscal policy must 
of course be accompanied by recognition on the part of 
both management and labor that they can no longer con
tinue along the old path of inflationary wage settlements 
followed by sizable price increases. In the case of the 
steel industry, for example, it can hardly have escaped 
notice that foreign steel has been growing more and more 
competitive with our own both here and abroad. In many 
other segments of the economy, labor as well as manage
ment are perhaps becoming increasingly aware of this 
problem of foreign competition and its unavoidable im
plications for wage contracts and price policies.

In meeting foreign competition we have even more than 
cost and price relationships to consider. There is increas
ing need to tailor our products more effectively to the 
particular conditions, tastes, and quality preferences pre
vailing in foreign markets; this calls for the best we have 
in techniques of design and merchandising. And if effec
tive competition price-wise is to be buttressed by effective 
competition product-wise, we have to have fuller knowl
edge of the needs and potentialities of foreign markets, 
as well as to exert a continuing and imaginative effort to 
sell and to stimulate new demand.

So far we have been discussing measures which we in

the United States can take in certain areas to correct the 
balance-of-payments deficit. Before passing on to a brief 
review of other lines of corrective measures, I might 
merely mention certain “automatic” forces now in opera
tion which will reinforce these deliberate efforts. The 
rapid accrual of reserves abroad permitted an easing of 
monetary conditions and thus helped set the stage for the 
industrial recovery and expansion now proceeding apace 
in most of Europe. This business boom should logically 
stimulate American exports to Europe. There are some 
signs that this is happening, although it is too early to 
say whether the better export level (after seasonal adjust
ment) of the third quarter marks the beginning of a susr 
tained trend. On the other hand, interest rates in Europe 
have begun to rise and European authorities have begun 
to tighten credit policy in response to booming business 
conditions, and this may weaken the corrective influence 
on the payments deficit which has been exerted by the 
tendency for rates to move higher here while monetary 
conditions abroad have remained comparatively easy.

Foreign governments also have a role to play in remedy
ing the imbalance by removing most of the remaining 
measures abroad which discriminate against American 
goods and services. As Dr. Jacobsson forcefully pointed 
out in his address to the Fund-Bank meeting, these meas
ures were born in an environment of dollar scarcity which 
no longer exists. I was glad to note at the Washington 
meetings virtual unanimity on the part of the central 
bankers with whom I talked that dollar discrimination 
should be eliminated as rapidly as possibly. Britain and 
France have recently removed many of their discrimina
tory controls and the Fund’s strong statement of a few 
weeks ago on this subject should bring further progress.

As for methods of reducing the net capital outflow from 
this country, Secretary Anderson has called for “a re
orientation of the policies of the earlier postwar period 
and a new determination by all the industrial countries 
to face the common obligation to share in the task of pro
viding capital to the less developed parts of the Free 
World”. Here again I was pleased to find virtually no 
dissent on this basic principle in talks with the central 
bankers of the industrialized nations. Implementing the 
principle, however, is less easy and clear-cut. In the area 
of joint action, the new International Development Asso
ciation offers one promising answer. While differing views 
were expressed at the International Bank meetings as to 
the policies which the Association should follow in its 
lending operations, and some questions were raised about 
its capital structure, the sentiment generally was clearly 
in favor of the Association. The prospect that the Asso
ciation will be under the direction of the International
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Bank would seem to constitute a most promising guaran
tee against unwise policies.

Another step intended to encourage greater sharing of 
the burden of providing foreign capital was the recently 
announced policy under which funds committed hereafter 
by the Development Loan Fund will be available, for the 
most part, only to finance American exports. While this 
move has been attacked as a reversion to a “buy Ameri
can” program, my guess is that most of our friends abroad 
will understand that the purpose of this action was to 
encourage other industrialized countries to provide ade
quate long-term financing for the underdeveloped coun
tries and thereby help to relieve the United States of the 
unduly heavy proportion of the aid burden which it has 
carried for so long. As the provision of long-term capital 
by foreign sources becomes more plentiful, the Free 
World can continue to move, but perhaps more rapidly, 
toward the kind of liberal economy that all of us have been 
trying to develop since the war— where both goods and 
capital should be obtainable in the cheapest markets for 
each. I suspect that many of the industrial countries will 
frankly espouse a policy of taking on a larger share of 
the foreign assistance burden, in order to assure con
tinued progress toward this kind of world.

In the private sphere, as well, it is my hope that we 
shall see a resurgence on a large scale of long-term financ
ing of the capital needs of the underdeveloped countries 
by international financial centers abroad. Over the past 
few years a great deal of thought and effort has been 
given to the problem of stimulating more private American 
investment abroad through special guarantees and tax 
concessions. Now I think we can all agree that we would 
like to see more of the total international flow of capital 
on a private basis and less on a government basis. But 
in the light of our present balance-of-payments position, 
I think there is perhaps less need (except in carefully 
selected cases) for special stimulants to induce private 
American capital to go overseas and more need for en
couraging private capital in other financial centers to play 
an increasingly important role in financing economic 
growth and general progress in the less developed 
countries.

There are two ways of correcting our balance-of- 
payments deficit which I fervently hope will not receive 
public support. One would be to curtail overseas expendi
tures for collective defense and economic development so 
severely as to weaken the defense and progress of the 
Free World. A more balanced sharing with other de
veloped countries of military and development financing 
programs need not diminish the total flow of funds for 
these purposes. In the case of economic development in

particular, the total flow should in fact be enlarged so 
that we can make accelerated progress in raising the living 
standards of the less developed areas. This is a goal which 
merits personal sacrifice on the part of not only all Ameri
cans but also the citizens of the more prosperous nations 
abroad.

Secondly, I would be most unhappy if, as a result of 
the payments deficit, we in the United States who believe 
in a liberal economy should lose ground to the forces of 
protectionism and restrictionism which are always present 
in this country, as in others. I should be greatly disturbed 
to see an attempt to solve the problem by raising tariffs 
or establishing additional import quotas. Not only would 
such an effort probably prove abortive, by giving rise to 
countermeasures abroad which could prove at least as 
effective as our own; but the process of competing to erect 
higher barricades would also mean a major setback in 
the healthy postwar trend, in which American influence 
has been so strong, toward less restricted world trade, 
and would bring a general lowering of living standards 
in all countries. It would indeed be ironical if the United 
States were to adopt such practices at the very moment 
when most other countries— after years of active encour
agement by the United States-—have made significant steps 
toward a freer pattern of international trade and payments.

There is at present a disturbing tendency to revive de
mands in this country for tariffs sufficient to compensate 
for the difference in wage rates here and abroad. Such 
a move overlooks the whole classical theory of inter
national trade— especially the valid principle that mutu
ally advantageous two-way trade can perfectly well take 
place between a high-wage and a low-wage country if the 
comparative advantage of one country in producing some 
products is less than that in producing some other prod
ucts. It also overlooks, as is so often the case, the benefit 
to the American consumer in obtaining a product from 
the cheapest available source. Changes in the flow of 
international trade, as in the flow of our own domestic 
trade, should be allowed to develop naturally with a 
minimum of government interference.

I think there has been a good deal of exaggeration of 
the sudden lack of competitiveness of American products 
in comparison with those produced abroad. Some of the 
commentators speak as if it were a brand-new discovery 
that our wage levels are several times as high as in other 
industrialized countries. This is not a new phenomenon. 
What is new is the degree to which foreign producers have 
improved their competitive standing through more modern 
plant and equipment, more efficient selling methods, and 
prompter delivery. (If we look merely at the trend of 
wage rates here and abroad, we find that it has been rising
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more rapidly abroad than here in the past seven or eight 
years— and this may well continue, given the world-wide 
tendency to try to emulate the American standard of 
living.) While we must keep a very tight rein on costs 
under these circumstances, I see much evidence that 
those continuing advantages which we have in over-all 
productivity can, if we handle our domestic affairs with 
restraint, make it possible to come close to balancing our 
international accounts while continuing to maintain a 
much higher average wage level than countries abroad. 
Is not that the advantage we gain, at the present advanced 
state of our economy, from being able to afford the 
enormous outlay that is made every year in the United 
States on research and development and on highly pro
ductive new equipment?

After viewing this balance-of-payments problem from 
many angles, I cannot escape the conclusion that the first 
line of effective attack is to maintain sound conditions in 
our own economy, including a competitive cost and price 
structure. It seems to me clear that this is what the world 
expects of us, and that such doubts of our policies as have 
been expressed abroad usually have involved questioning

of our determination to pursue realistic and courageous 
policies to this end. The really important point is that 
there has not been and need not be any fundamental con
flict between our international responsibilities and our 
responsibility for maintaining sound conditions in our own 
economy. The two objectives are furthered by the same 
program— and the need to help correct the balance-of- 
payments deficit has provided an added argument in sup
port of policies that are needed in any case for our own 
domestic welfare. To put it another way, by following 
policies aimed at domestic price stability and lasting eco
nomic growth, we are simultaneously strengthening the 
dollar as a key currency in the whole financial structure 
of the Free World, and enabling our economy to con
tribute generously to the economic development of other 
countries. Despite all that has been said about concern 
for the dollar, here and abroad, the fact remains that 
dollar assets constitute a vast segment of international 
monetary reserves. In our efforts to keep the dollar worthy 
of this position, I am sure that we will have the support 
of all of you who are interested in enhancing this nation’s 
leadership in an increasingly prosperous world.
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