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The Business Situation

The adverse effects on the economy of the strikes in 
steel and other metals industries increased further in 
October. Even if all the struck steel mills reopen in early 
November, which is still uncertain at this writing, curtail
ment of production by steel-consuming industries is likely 
to grow through the end of the month and perhaps on into 
December, since several weeks will be required to put 
iron- and steel-making equipment in good shape and to 
refill steel distribution channels. It is therefore still much 
too soon to assess the full effects on the economy of the 
nation’s longest steel strike. The heavy accumulation of 
inventories prior to the strike provided a sizable stockpile 
of steel, and it is only in recent weeks that steel-using firms 
have had to cut back activities sharply. Meanwhile other 
sectors of the economy have continued to operate at a high 
level. Despite the uncertainties arising from the strike, 
there has been little indication of a weakening in under
lying business and consumer confidence. A rapid resump
tion of activity in strike-affected industries seems the most 
likely prospect when steel again becomes available.

T H E  S T R IK E S  A N D  E C O N O M IC  A C T IV IT Y

In September, most economic indicators continued to 
decline from the generally high levels of midyear. The 
movements in industrial production, employment, and per
sonal income, however, were somewhat milder than in 
August (see Chart I). The figures for August, which was 
the first full month of the steel strike, reflected the immedi
ate direct impact of the strike on the steel industry itself 
and on steel-servicing industries such as mining and trans
portation. In September there was little further direct 
effect on these industries, while steel-consuming industries 
were able, in response to continuing high demand, to 
maintain or even increase production by living off the 
large steel inventories built up in anticipation of the strike.
During the course of October, however, the pinch of 
steel shortages and unbalanced inventories became much 
sharper, leading to rapidly increasing curtailment of pro
duction and employment. Indeed, layoffs of workers in 
steel-using industries are expected to continue well into 
November, even if steel production is resumed early in 
the month. Copper shortages resulting from the strike in 
the copper industry, which started in August, also were 
beginning to appear in October, and by the end of the 
month isolated instances of curtailment of production by 
copper users were being reported.
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The liquidation of metals inventories during the third 
quarter of 1959 brought a substantial drop in the rate of 
accumulation of total business inventories and a small de
cline in the economy’s total output of goods and services 
(see Chart II). Beginning in the second quarter of 1958 
there had been a decline in the rate of inventory liquida
tion, which had reached its recession peak in the first 
quarter. And from late 1958 through the first half of 
1959 there had been an increasing rate of inventory accu-
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mulation. This trend had culminated in a seasonally 
adjusted annual rate of $10.4 billion in the April-June 
quarter, when the figure was swollen by pre-strike accu
mulations of steel. In the third quarter, the rate of invest
ment in inventories was estimated at only $1.0 billion. At 
the same time, total demand by consumers, business, 
government, and the foreign sector for services and for 
goods other than inventories continued rising—but more 
slowly than earlier. An advance of about $6 billion in final 
demand in the third quarter compared with increases of 
nearly $8 billion in the first quarter of the year and $10 
billion in the second quarter. In combination, the drop in 
the rate of inventory accumulation and the slower growth 
in final demand led to an estimated $3.5 billion decline in 
the gross national product from the all-time high of $484.5 
billion (seasonally adjusted annual rate) reached in the 
second quarter.

In September, the last month of the third quarter, the 
Federal Reserve index of industrial production, shown in 
Chart I, edged down by one percentage point, after a 
four-point drop in August. This brought the index to a 
level 4Vi per cent below the June 1959 peak. Production 
of durable goods, which had also dropped 4 points in 
August, was—like total production—off another point in 
September, ascribable partly to the decline in the output 
of nonferrous metals resulting from the strike in the copper 
industry. By the latter part of October, however, steel

Chart II
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shortages were obviously having a sharper effect on the 
production of durables than had been the case in Septem
ber or even early October. The nondurables index was 
also down one poiflt in September, after having remained 
unchanged in August at the July peak.

As with industrial production, the ramifying influences 
of the metals strikes on employment were less pronounced 
in September than in August, but to all appearances be
came more marked again in October. From mid-August to 
mid-September, the number of people idled in steel-using 
and steel-servicing industries rose by about 35,000, bring
ing the total to approximately 160,000. However, as steel 
shortages increased, the rate of layoffs accelerated, and 
by the end of October secondary layoffs may have totaled 
close to 500,000. These figures do not include the ap
proximately half million workers who were on strike. Total 
unemployment (excluding those on strike unless they were 
looking for other work) was estimated by the Census 
Bureau at 3.2 million persons in mid-September, compared 
with 3.4 million in mid-August. This represented a less- 
than-usual August-to-September decline, and the season
ally adjusted rate of unemployment moved up slightly from 
5.5 to 5.6 per cent of the civilian labor force—significantly 
above the post-recession low of 4.9 per cent reached in 
May and June of this year. The limited information avail
able on unemployment subsequent to mid-September sug
gests that a further rise in the ratio occurred in October.

Along with employment, personal income also receded 
in September, although here, too, the net drop of $400 
million in the seasonally adjusted annual rate was only a 
fraction of the August decline of $3.4 billion. As a con
sequence of both the decrease in personal income and un
seasonably warm weather in some parts of the country, 
retail sales continued to slip in September from the July 
peak, declining to a seasonally adjusted annual rate of 
$213 billion, or 3 per cent less than in July. Partial 
data on department store sales in October indicated some 
further weakening in demand early in the month but a 
marked strengthening thereafter; sales over the month as 
a whole may have equaled or bettered September’s show
ing, after seasonal adjustment. New car sales got off 
to a good start in October, bettering the comparable 
September and year-ago periods by wide margins and 
suggesting good initial response to 1960 models.

The impact of the steel strike was evident in a decline 
in construction outlays. Total outlays in September fell 
for the fourth consecutive month, and at a much more 
rapid rate than previously. The 3.5 per cent decline from 
August to a seasonally adjusted annual rate of $53.0 bil
lion brought construction expenditures to a level 6 per 
cent below the May peak. The September drop comprised
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virtually all categories of construction, including private 
nonresidential construction which had been moving gen
erally upward since last November. A special survey by 
the Department of Commerce revealed that the steel short
age impeded construction activity in September on projects 
for which contracts had already been awarded, and that 
uncertainty about future steel deliveries had interfered 
with the awarding of contracts in recent months.

On the other hand, manufacturers’ new orders, a rather 
volatile series, advanced again in September after having 
moved downward during the first two months of the strike. 
In August, new orders had amounted to a seasonally ad
justed annual rate of $348 billion, 8 per cent below the 
post-recession high of $377 billion reached in June. In 
September the index rose to $367 billion, possibly in an
ticipation of an imminent resumption of work in steel mills.

P R IC E  D E V E L O P M E N T S  D U R IN G  R E C O V E R Y

An important question raised by the steel and other 
strikes is whether the resultant interruption in production 
may generate upward pressures on the price level. The 
terms of the settlement that emerge from the steel dispute, 
as well as the duration of the strike, will of course be 
especially relevant in this regard. While these factors re
main in doubt, it may be useful as part of the essential 
background for any current appraisal of price prospects 
to review broad price developments since the start of 
the business expansion that began about a year and a 
half ago.

It is noteworthy, first of all, that average wholesale 
prices of all commodities, shown in Chart III, stood in 
September at exactly the same level as in June, before 
the metals strikes began. While some increases, such as 
those for fabricated steel in “gray markets”, may not have 
been reflected in the official index, it is doubtful that their 
inclusion would have had much effect on the broad aggre
gates. The total index in September was, moreover, only 
0.3 per cent higher than it had been seventeen months 
earlier in April 1958, when the economy turned from 
recession to recovery. It can be seen from the chart that 
the wholesale price index had remained similarly steady 
for an almost comparable period in 1954-55, although 
moving upward thereafter.

In both recovery periods, the prices of farm products 
and processed foods declined, helping to maintain over-all 
price stability by offsetting increases in other lines. In 
both cases a record output of livestock and other farm 
products against a background of comparatively steady 
demand contributed to the price declines. The subsequent 
upturn in prices in 1956 came about mainly because pro
duction of hogs and several important farm crops was re

duced. Increased demand, especially abroad, and strength
ened government support measures also helped to bolster 
prices.

Wholesale prices of goods other than farm and food 
products also followed somewhat similar paths in the two 
periods—moving up, however, rather than down. In the 
current period the rise has been much smaller than in the 
former; indeed, since April 1959 the index has held virtu
ally unchanged, after having risen a little more than 2 
per cent within the preceding eleven months. During the 
earlier recovery, on the other hand, there was a moderate 
rise in the first six months, followed by a half year of 
stability, then a sharp upward push (beginning in July 
1955). Seventeen months after the start of the earlier 
expansion, prices were already 5 per cent above the 
August 1954 level. The rise continued strong over the 
next year.

As shown in the chart, the rise in 1954-55 was espe
cially sharp for machinery and other producer finished 
goods. In the more recent recovery, the price pressures 
on such goods have been much less severe. Although the 
prices of these goods have nonetheless shown the largest 
rise of any important group in the recent recovery, they 
started upward only after a half-year lag, and by Septem
ber 1959 were 2.5 per cent above the April 1958 level. 
This contrasts with a 7 per cent rise in the first seventeen 
months of the previous recovery. The very steep price rise 
for producer goods in the earlier period was associated with

Chart III
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an exceptionally rapid rise in demand for producer goods 
beginning in early 1955, which pressed hard against capac
ity in many lines. While such demand has also risen sharply 
in the recent period, output generally appears to have been 
well within capacity limits.

Wholesale prices of consumer finished goods drifted 
gently downward during the first year and a half of both 
recovery periods, moving in a direction opposite to those 
of producer goods. The mildness of the decline reflected 
the fact that the strong downward pull of food prices, men
tioned above, was largely offset by stability or increases 
in some other lines.

Average prices paid by consumers for all items, shown 
in Chart IV, were steady for a year after the recent upturn 
began in April 1958, but there has been a moderate rise in 
the past several months. In the earlier period, a marked 
rise began after about twenty months of relative stability. 
In both recoveries, the initial interval of stability cloaked 
significant divergent price trends for particular groups of 
commodities.

The principal price increases during the recent recovery 
have occurred in services and in consumer durables, each 
series showing a 3 per cent rise. In the earlier recovery, 
services had risen almost as much over a comparable 
period—both movements being segments of a longer term 
upward trend that carried through without interruption 
during the intervening recession. The rise reflected con
tinuing increases in rents and the pressures of rising wage 
and other costs in service industries. Productivity gains, 
which could help offset rising costs, appear to be typically 
small in service industries, although it is especially difficult 
to measure productivity in such industries.

The rise in 1958-59 in prices of consumer durables was 
in sharp contrast to a decline for an almost equal length 
of time in the earlier recovery, and largely reflected in
creased prices of automobiles. (It is worth noting, how
ever, that the price tags on most of the 1960 automobile 
models that were introduced in October were about the 
same as on 1959 models.) The downtrend during the 
earlier period had been the result of intensive price com
petition in the marketing of both automobiles and various 
household durables. In the case of the latter, the spread 
of “discount houses” was a particularly important factor.

Prices of consumer nondurables other than food have 
also moved up during the recent recovery period, although 
to a lesser extent than the prices of durables and services; 
in September the index was more than 2 per cent 
higher than it had been at the cyclical turn. In the pre-

Chart IV
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ceding recovery, the prices of this group of consumer 
goods had at first softened slightly, starting to rise only 
after about a year. Food has been the only large group 
of consumer goods to move downward during the recent 
recovery, in contrast to the previous period when durables 
also declined. Even so, there has been some net increase 
in food prices since the spring, but this has been pri
marily seasonal.

It is impossible at this juncture to foresee the further 
course of prices. If over-all indexes of wholesale and con
sumer prices were to parallel the developments in the later 
stages of the 1955-57 expansion, a period of rather sharply 
rising prices would be in prospect. However, pressures on 
productive capacity and on wage costs do not yet appear 
to be particularly strong. Increased competition from im
ports is another element in today’s picture that may tend 
to keep prices from rising. On the other hand, it is pos
sible that a pattern of wages could emerge from the settle
ment of the steel industry dispute that would contribute to 
a generalized advance in costs and prices. Moreover, the 
backlog in unsatisfied demand that has resulted from the 
interruption of the production of many kinds of goods 
because of the steel strike may well be building up price 
pressures which had no exact equivalent in the recovery 
period after 1954.
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Money Market in October

A generally tight atmosphere continued to characterize 
the money market in October, with only occasional and 
brief tendencies toward ease during the period. Member 
bank reserve positions remained under pressure throughout 
most of the month, as net borrowed reserves averaged 
almost $500 million and average borrowing from the 
Federal Reserve remained at somewhat over $900 million. 
The effective rate for Federal funds generally held firmly 
at the 4 per cent ceiling on most days, with demand often 
exceeding the supply, although some trading occurred 
below the ceiling toward the close of each statement week. 
Dealer loan rates posted by the major New York City 
banks remained within a range of AVi -AVa per cent during 
the first half of the month, but some funds were available 
at 4V4 per cent later in the month, while rates of 4Vi-5 
per cent were posted on the final two days of the month.

The improvement in the tone of the Government securi
ties market that had begun to appear in late September 
became more pronounced throughout most of October. 
In part, this appeared to reflect the increasingly pervasive 
effects of the steel strike, and the apparent impasse reached 
in negotiations, which led to some tempering of expecta
tions regarding further expansion in credit demands. The 
highly successful $4 billion Treasury cash financing in the 
earlier part of the month also contributed to the better 
atmosphere in the securities markets. The upward move
ment of prices that accompanied this improvement was 
reversed in the market for notes and bonds toward the 
latter part of the month, as prospects for an early settle
ment of the dispute in the steel industry were alternately 
optimistic and pessimistic and as the market awaited the 
terms of the Treasury’s $8.9 billion November refunding. 
The announcement of the terms of the refunding on Octo
ber 29 met with a generally favorable initial market 
reception.

M E M B E R  B A N K  R E S E R V E S

Net borrowed reserves of all member banks averaged 
about $480 million over the four statement weeks in 
October, as excess reserves remained unchanged at $437 
million and net average borrowings from the Federal 
Reserve declined $16 million to $916 million. While the 
level of net borrowed reserves over the period was thus 
little changed from the $495 million average for the 
five statement weeks ended in September, there were some 
fairly pronounced fluctuations on a week-to-week basis.

Regular market factors on balance absorbed reserves 
during the first two statement weeks, as reserve losses from 
an increase in currency in circulation and a decline in float 
more than offset the reserve gains that resulted from a 
decline in Treasury balances at the Federal Reserve and a 
reduction in average required reserves. Reserve availa
bility increased rather sharply in the third week, when an 
unexpectedly pronounced midmonth increase in float com
bined with net reserve gains through other market factors 
to considerably more than offset a rise in required reserves. 
Reserves were absorbed again in the last week, however, 
as float declined sharply and required reserves increased 
further.

System open market operations during the month had 
the effect of moderating the impact on the money market 
of these changes in regular market factors; thus, operations 
provided some reserves during the first two statement 
weeks and absorbed reserves in the final two weeks. Sys-

Changes in Factors Tending to Kncrease or Decrease Member 
Bank Reserves, October 1959

In millions of dollars; ( -f-) denotes increase,
(— ) decrease in excess reserves

Daily averages—week ended
Net

Factor
Oct.

7
Oct.
14

Oct.
21

Oct.
28

changes

Operating transactions
Treasury operations*.................................... +  153 +  60 -  45 -  13 +  155
Federal Reserve float................................... -  93 -  49 +  461 -  268 +  51
Currency in circulation................................ -  124 -  163 +  70 +  153 -  64
Gold and foreign account............................. -1- 8 -  28 +  31 -  5 -f- 6
Other deposits, etc........................................ -  15 -  47 +  124 +  66 +  128

Total.......................................... -  71 -  228 +  642 -  68 +  275

Direct Federal Reserve credit transactions
Government securities:

Direct market purchases or sales............. -  161 -  38 -  199
Held under repurchase agreements......... +  28 +  46 -  74 +  21 +  21

Loans, discounts, and advances:
Member bank borrowings........................ -f 285 +  42 -  229 -  29 +  69

Bankers’ acceptances:
Bought outright................. ......................

— +  2 +  2 +  2 +  6
_ +  1 _ +  1 +  2

Under repurchase agreements.................. — +  2 -  2 — —

Total.......................................... -f 313 +  93 -  464 -  43 -  101

■f 242 -  135 -h 178 -  I l l +  174
Effect of change in required reserves f ........... -  3 -f 117 -  164 -  89 -  139

Excess reserves!.............................................. +  239 -  18 +  14 -  200 -f 35

Daily average level of member bank: 
Borrowings from Reserve Banks................. 1,006 1,048 819 790 916 J
Excess reserves!........................................... 493 475 489 289 4371
Net borrowed reserves!............................... 513 573 330 501 479 %

Note: Because of rounding, figures do not necessarily add to totals. 
* Includes changes in Treasury currency and cash, 
t These figures are estimated, 
t Average for four weeks ended October 28, 1959.
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tem securities holdings declined by $199 million from 
September 30 to October 28, entirely as a result of a 
decline of that amount in outright holdings of Government 
securities.

G O V E R N M E N T  S E C U R IT IE S  M A R K E T

The Treasury’s cash financing operations in October 
consisted of an issue of somewhat over $2 billion of 5 per 
cent, four-year ten-month notes, maturing August 15, 
1964 and an issue of $2 billion June 22, 1960 tax antici
pation bills. Subscription books for the 5 per cent note 
were open on October 6, while the “TAB” issue was sold at 
auction on October 14. Both issues could be paid for by 
commercial banks, for their customers as well as for their 
own accounts, through credits to Treasury Tax and Loan 
Accounts.

The 5 per cent note met with an immediate and most 
enthusiastic response from the market generally and small 
investors in particular. Total subscriptions amounted to 
$11.1 billion, including $941 million for amounts of 
$25,000 or less, which were allotted in full under the terms 
of the offering. Allotments on larger subscriptions were 
45 per cent for savings-type investors, 8 per cent for com
mercial banks, and 5 per cent for all other investors. The 
total amount allotted to the public was $2.2 billion and an 
additional $100 million was allotted to Government in
vestment accounts. A good demand for the new notes 
developed in the secondary market while selling was gen
erally limited. Prices rose to as high as 101%, despite 
some talk of a subsequent reopening of the issue, and 
closed the month at 1003%2.

The notable success of the offering and the subsequent 
strong performance of the new issue helped to impart 
strength to the entire list of notes and bonds. It reinforced 
the feeling of mild confidence in the current rate structure 
that had already begun to emerge, as market expectations 
regarding prospective economic expansion over the im
mediate future were tempered by the prolongation of the 
steel strike. The success of the issue also gave rise to a 
feeling in the market that the Treasury was unlikely to 
meet undue difficulties in carrying out its forthcoming 
refinancing operations or in obtaining what additional cash 
it may require until it achieves its expected seasonal cash 
surplus early next year. The market, moreover, was favor
ably impressed by what it regarded as the apparent deter
mination of the Treasury to lengthen the maturity of the 
debt to the extent possible under existing legislation, and 
its willingness to pay the going market rate to do so.

Although the volume of trading in the note and bond 
market generally remained light, there was some demand 
on “swaps” associated in part with investors’ efforts to

lengthen their portfolios, while offerings generally re
mained limited. Dealer short-covering helped absorb some 
savings bank selling related to withdrawals of savings 
deposits to finance subscriptions to the new 5 per cent 
notes, while the shorter issues available on swap found a 
ready market with corporate and other nonbank investors. 
Prices rose with only an occasional interruption over most 
of the month and, despite a downward movement in the 
final week, most issues increased over the month by 2%2 
to 12%2 points. By the close of the period, average yields 
on long-term bonds had declined by 12 basis points to 
4.10 per cent—about the level prevailing in mid-July.

The reversal of the upward trend of prices that devel
oped in the last week of the month reflected steel strike 
developments that gave rise to some hopes of an early settle
ment and the fact that the market awaited the terms of 
the Treasury’s $8.9 billion November refunding. However, 
the announcement of the terms on October 29 met with 
a favorable initial market reception. The offering is to 
consist of 4% per cent one-year certificates, to mature 
November 15, 1960, and 4% per cent four-year notes 
to mature November 15, 1963, in exchange for $7,711 
million 3 Vs per cent certificates maturing November 15, 
1959 and $1,184 million 3 Vi per cent notes matur
ing November 15, 1959. In addition, $2 billion of 4 per 
cent notes, maturing August 15, 1962, will be eligible for 
exchange into the new four-year notes only. (These notes, 
the “2Vi by 5’s” also are redeemable for cash at the 
holders’ option on February 15, 1960, if three months’ 
notice is given.) All exchanges will be made at par, and no 
cash subscriptions will be received. Subscription books 
for these issues will be open November 2 through Novem
ber 4.

A firm tone prevailed in the Treasury bill market 
throughout most of the month, partly resulting from the 
favorable market reaction to the Treasury’s decision to 
raise a substantial part of its current cash needs through 
a note issue rather than attempt to meet most of its require
ments through the sale of additional bills. Although there 
was a limited amount of bank selling as bank reserves 
continued under pressure, it was readily absorbed by 
demand from nonbank sources, with rates on most issues 
declining by 20 to 55 basis points over the period. The 
decline in rates became particularly marked following the 
completion of the second phase of the Treasury’s cash 
financing operation, the auction of $2 billion of June 22 
tax anticipation bills on October 14. The average issuing 
rate for the bills was 4.783 per cent. Subsequently, the 
market rate on these bills declined sharply, closing the 
period some 30 basis points lower at 4.50 per cent. In the 
regular weekly bill auctions, the average issuing rate for
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91-day bills rose sharply to a new high of 4.262 per cent in 
the October 9 auction (held on Friday because of the 
Columbus Day holiday on Monday) but declined in each 
of the following two auctions to 4.022 per cent on Octo
ber 26, compared with 4.194 per cent on September 28. 
The average issuing rates on 182-day bills were generally 
lower than in September, with a 4.499 per cent rate in the 
October 26 auction as compared with a rate of 4.895 per 
cent in the September 28 auction.

The market for obligations of Government agencies 
remained firm during most of the period despite the 
unusually large volume of new issues. Such new issues, 
which totaled $733 million, were generally well received 
at rates ranging from 5 per cent to 5.20 per cent.

O T H E R  S E C U R IT IE S  M A R K E T S

The improved atmosphere in the Government securi
ties market was reflected in the corporate and municipal 
bond markets, where a firm tone prevailed throughout 
most of the month. The average yield on seasoned Aaa- 
rated corporate bonds declined to 4.56 per cent from 
4.58 per cent over the month, while that on similarly rated 
municipals declined to 3.52 per cent from 3.64 per cent.

New corporate issues amounted to $298 million during

the period, compared with $228 million in September and 
$285 million in October 1958. The new offerings gener
ally met with an excellent reception, although an issue of 
$50 million electric power company 30-year 5 per cent 
bonds (Aaa-rated), reoffered to yield 4.93 per cent, 
moved slowly and the syndicate was terminated with a 
substantial amount undistributed. On the other hand, a 
$70 million 35-year bond issue, similarly rated but bear
ing a 5lA  per cent coupon interest and reoffered to yield 
5.35 per cent, sold out immediately. New municipal offer
ings during October totaled $529 million, as against $437 
million in September and $361 million in October 1958. 
The new tax-exempt issues generally met with favorable 
receptions. The largest offering, a $102 million Aaa-rated 
issue, awarded at an average interest cost of 3.861 per 
cent, maturing 1960-2000 and reoffered to yield 2.75- 
3.93 per cent, sold out immediately.

Rates on directly placed finance company paper were 
reduced for the shorter maturities on October 16 and 
again on October 27 for a total of lA  to 3A  per cent, 
making the new offered rate on 60- to 89-day paper 4 
per cent. Commercial paper rates were cut Vs of 1 per 
cent on October 28, bringing the offered rate on prime 
4- to 6-month paper to 4% per cent.

International Developments

IN T E R N A T IO N A L  D E V E L O P M E N T  A S S O C IA T IO N

The governors of the International Bank for Recon
struction and Development (IBRD), meeting in Washing
ton at the end of September, unanimously adopted a 
resolution requesting the Bank’s executive directors to 
draw up articles of agreement for a new lending agency 
to be known as the International Development Association 
(IDA). These articles are then to be submitted to the 
Bank’s member governments for approval and ratification. 
The adoption of the resolution, which was introduced by 
the United States, underlines the Free World’s recognition 
of the urgent need to expand the flow of economic devel
opment assistance and broaden the channels through 
which this aid is supplied. The general support given the 
proposal also reflects the remarkable increase in the eco
nomic strength and vitality of the major foreign industrial 
countries, which makes it possible for them to share more 
fully in promoting the economic advance of the world’s 
less developed regions.

The purpose of the proposed IDA is to finance “sound 
projects of high priority” that cannot fully meet the strict 
lending standards of the International Bank. The intent 
is to launch an institution which, although closely asso
ciated with the Bank, will be in a position to extend 
development loans on flexible terms, possibly including 
repayment in whole or in part in the currency of the 
borrower. The basic rationale on which the concept of 
the IDA rests was summed up by United States Under 
Secretary of State Dillon, when he told the governors of 
the International Bank and Fund that, “if [the under
developed] countries are to be successful in their [develop
ment] efforts, they must have access to capital from the 
industrialized nations over and above that which can be 
safely lent to them on normal banking terms or provided 
by private enterprise”.

The idea of the IDA is not new. The establishment of 
such an organization was recommended in 1951 in a re
port to President Truman by the International Develop
ment Advisory Board. Although the proposal was widely
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debated, no concrete action was taken until February 
1958, when Senator Monroney of Oklahoma called for an 
International Development Association to supplement the 
activities of the International Bank. His proposal, which 
forms the basis of the present one, reflected the increas
ing sense of urgency with which the problem of economic 
development had come to be regarded. It was also linked 
to a desire to put aid on a multilateral basis, and thereby 
also provide an additional means of employing, for devel
opment purposes, the “local” currencies (i.e., currencies of 
limited international usability) accumulated by the United 
States Government through its sales of surplus agricultural 
commodities and its other aid programs.

Administration officials expressed interest in the “Mon
roney Plan”, but pointed out that the success of the pro
posed IDA would require the contribution of substantial 
amounts of hard currencies, since the local currencies held 
by the United States were generally those of under
developed countries which would not currently be ex
pected to provide real resources for development in other 
countries.1 After further consultation between legislators 
and administrators, the Senate on July 12, 1958 passed 
a resolution requesting the National Advisory Council to 
give “prompt study . . .  to the establishment of an Inter
national Development Association as an affiliate of the 
International Bank for Reconstruction and Development”. 
As a result of this study, which included informal discus
sions with foreign governments, the National Advisory 
Council concluded that the IDA “would form a valuable 
adjunct to the International Bank and would effectively 
extend the field of operations of the latter”. The United 
States then drew up specific proposals, which were sub
mitted to other governments prior to this year’s Interna
tional Bank meeting.

Under the United States proposals—which were not 
made a part of the general resolution approved by the 
governors of the IBRD—the new institution would be an 
autonomous financial entity staffed by International Bank 
personnel. Of its proposed capital of $1 billion, the United 
States would contribute about $320 million, or the same 
proportion as its subscription to the International Bank. If 
all Bank members should contribute on that basis, indus
trialized countries other than the United States would 
subscribe $410 million and the underdeveloped countries 
$270 million.

In order to ease the financial burden of the capital sub
scription, members would be expected to pay only half 
immediately, the remainder being due in five equal annual

1 Report on the Proposed International Development Association, 
National Advisory Council on International Monetary and Financial 
Problems, August 1959.

instalments. Only 20 per cent of each payment would 
have to be in gold or freely convertible currencies, the 
balance being payable in the member’s own currency. 
However, an additional 30 per cent of each member’s 
total contribution would be required to be freely con
vertible for IDA use, except in the case of underdeveloped 
countries for whom this obligation might be waived. The 
remaining 50 per cent of each subscription would become 
fully convertible only at the option of the contributor.

While the IDA would have authority to borrow from 
member governments or other sources, it would not be 
expected to raise funds in private capital markets. The 
United States plan also calls for consideration, at least 
every five years, of the desirability of increasing the IDA’s 
capital. Moreover, it would permit the IDA to receive from 
each member—over and above the member’s subscription 
to the regular capital of IDA—the currency of another 
member in exchange for “special development certificates”. 
These certificates would “carry a right of recovery of any 
such currency remaining upon liquidation of IDA [and 
would entitle] holders of certificates . . .  to receive half 
of net operating profits derived from use of the resources 
provided”.

In general, the United States proposal outlining the 
structure and functioning of the IDA was supported by 
the Bank’s governors. The need for an international insti
tution to extend aid on more flexible terms than are avail
able through the Bank was not questioned, and the staffing 
of the IDA by Bank personnel was widely approved, both 
because of the staff’s experience and competence and be
cause it would promote the coordination of the IDA’s 
lending activities with those of the Bank. During the dis
cussions, emphasis was placed upon the need to assure 
that the IDA would, in fact, supplement International 
Bank lending rather than turn into an alternative source 
of funds.

Governors from several of the less developed countries, 
and also from some of the economically more advanced 
ones, suggested that the proposed initial capital of the IDA 
was too small. The institution would begin operations 
with funds totaling $500 million, of which only about $200 
million would be spendable without restriction unless, as 
was proposed by several countries including the United 
Kingdom and West Germany, the entire contributions of 
the industrial countries were made fully convertible from 
the start. This would raise the unrestricted portion of 
initial contributions to nearly $400 million.

The countries most in need of development aid gen
erally regarded it as impractical that they be required to 
contribute real resources to other countries, via either 
hard-currency subscriptions or unrequited exports. The
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United Kingdom suggested that only a token amount of 
the subscriptions of these less developed countries be 
paid in, the remainder being subject to call.

Objections were also raised to the United States sug
gestion that governments be permitted to transfer to the 
IDA their holdings of other members’ currencies. The 
Dutch governor, for example, expressed concern “about 
the inflationary consequences of the utilization of [local] 
currencies accumulated in the past, and about the distor
tion of international trade that [might] result from the 
limited usability of inconvertible local currencies if made 
available for foreign payments”.

The chief problem facing the executive directors in 
drafting the articles of agreement appears to be that of 
determining the precise terms and conditions on which the 
IDA would extend aid. The United States proposal con
tains no specific suggestion as to appropriate lending and 
repayment terms. Many of the governors, particularly 
those from the industrial countries, expressed serious 
doubts about the wisdom of making loans in hard curren
cies that would be repayable in the currency of the bor
rower, a type of loan which has been widely discussed in 
connection with the IDA. These doubts rested on essen
tially the same grounds as the objections to the transfer of 
local currencies to the IDA. Several alternative ways to 
minimize the burden of repayment were suggested. One 
recommendation was to extend the repayment period, and 
possibly provide lengthy grace periods prior to the start of 
interest charges and repayment. Another was to make 
loans at reduced rates of interest. There was also some 
support for outright grants or gifts, to cover some kinds 
of needs, in cases where definite arrangements for repay
ment appeared likely to inject unusual complications into 
a recipient’s over-all development program.

At the closing session of the International Bank meet
ings, President Black observed that “there are many differ
ent points of view which need to be reconciled on how the 
IDA should be organized and operated. Yet in view of 
the very general support which has been voiced for the 
IDA concept and objective, I feel confident that the vari

ous issues which have been raised can be satisfactorily 
resolved.” As regards the management of the new institu
tion, Mr. Black pledged that, “Although IDA w ill. . . pro
vide for repayment obligations which impose a lighter 
burden on the borrowing country’s balance of payments 
than do loans by the Bank, IDA will not be a soft lender. 
The supply of development capital is too limited, the need 
for such capital too great, for any of it to be invested with 
less than full effectiveness.”

e x c h a n g e : r a t e s

During early October, pending the outcome of the 
British general elections on October 8, most foreign ex
change markets, including New York, assumed a watch- 
and-wait attitude toward sterling, and the spot quotation 
accordingly declined to as low as $2.8030 on October 6. 
Immediately following news of the Conservative Party’s 
victory, short covering by those who had anticipated buy
ing sterling at lower levels in the event of a Labor victory 
firmed the quotation to $2.8099. Thereafter the rate 
tended to move lower again, and at the month end stood 
at $2.8056. The premiums on three and six months’ de
liveries, which moved erratically until midmonth, leveled 
off at about 47 and 78 points.

The Canadian dollar fluctuated between $1.052%4 and 
$1.05%, a high for the year, with good demand for 
United States dollars in Canada partially offset by demand 
for Canadian dollars in connection with Continental grain 
purchases, a flow of short-term funds from Switzerland to 
Canada, and the placement in New York of a $20 million 
Canadian municipal bond issue. On October 30 the quo
tation was $1.054%4.

A shift of funds from the Swiss franc into sterling, 
United States dollars, and Canadian dollars, which re
flected interest rate differentials, weakened the Swiss franc 
from $0.2310% to $0.2301. The Deutsche mark, after 
holding at about $0.2392V£ during most of the month, 
advanced sharply to $0.2397% following the increase in 
the German central bank’s discount rate to 4 per cent 
from 3 per cent on October 23.

The Deficit in Our Balance of Payments

The United States has incurred a heavy deficit in its $3 billion in the first nine months of 1959 (exclusive of
international balance of payments since the latter part of $1.4 billion transferred to the International Monetary
1957. Financing the deficit has added substantial amounts Fund for this country’s increased quota). During 1958
to the gold and dollar holdings of foreign countries and almost $2.3 billion of the foreign dollar gains was used to
international institutions—$3.4 billion in 1958 and over purchase gold from the United States, and through the
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third quarter of 1959 an additional net amount of $0.6 
billion of gold was sold by the United States Treasury.

This article, after a brief discussion of the nature of 
the balance-of-payments accounts, examines the factors 
which have contributed to the recent large deficits and 
considers some of the implications for the international 
and domestic policies of the United States.

T H E  B A L A N C E -O F -P A Y M E N T S  A C C O U N T S

The “balance of payments” is a shorthand way of refer
ring to the statistical record of a country’s economic 
transactions with the rest of the world. In concept, it is a 
system of double entry accounts in which all receipts from, 
and all payments to, foreign countries and international 
institutions are entered. As in any accounting system of 
this sort, total receipts conceptually equal total payments, 
if all transactions are taken into account. In practice, of 
course, there are always statistical discrepancies arising 
from errors and omissions.

It is useful to segregate some of the items in the balance- 
of-payments accounts so that meaningful statements can 
be made as to whether the accounts show a surplus or 
deficit. For the United States balance of payments it is 
a common practice to draw the line so as to exclude 
changes in United States gold holdings and in foreign hold
ings of liquid dollar assets. These items can be viewed as 
the means by which a deficit or surplus in the balance of 
all other transactions is settled. If payments by others to 
us exceed our payments to them for all the other com
ponents of the balance of payments, then in settling the 
difference there will be a net transfer of gold or dollars 
to this country. On the other hand, if others pay us less 
than we pay out, the United States incurs what is collo
quially called a balance-of-payments deficit and foreigners 
accumulate dollars or acquire gold from this country.

The main categories of the balance-of-payments accounts 
are shown in the accompanying table, which presents fig
ures through the first half of 1959 (the latest period for 
which complete official data are available). Starting with 
the goods and services accounts, the table shows both ex
ports and imports of merchandise and the resulting balance 
which is often called simply the “trade balance”. Trans
actions in services, as distinguished from physical com
modities, include investment income and such items as 
transportation, tourist expenditures, and insurance pay
ments. These merchandise and service transactions, com
bined with military expenditures abroad, give the over-all 
balance on goods and services accounts.

Private remittances and Government grants are distin
guished from the above transactions in that they are gifts

Balance of Payments of the United States 
with Foreign Countries and International Institutions

In billions of dollars; receipts ( +  ), paym ents (—)

Calendar years 1958 1959

Type of transaction
1956 1957 1958 First

half
Second

half

Mi
First
half

Goods and services:
Exports of merchandise................. +17.4 +19.4 +16.2 +  8.2 +  8.0 +  7.9
Imports of merchandise................. -1 2 .8 -13 .3 -12 .9 -  6.3 -  6.6 -  7.5

Trade balance................................ +  4.6 +  6.1 +  3.3 +  1.9 +  1.3 +  0.4

Investment income, net................ +  2.0 +  2.2 +  2.2 +  0.9 +  1.3 +  0.9
Transportation, travel, and mis
cellaneous services, net.................. +  0.3 +  0.7 +  0.1 +  0.2 +  0.1

Balance on goods and services 
before United States military 
expenditures abroad..................... +  6.8 +  9.0 +  5.7 +  3.1 +  2.6 +  1.4
United States military expendi
tures abroad................................... -  3.0 -  3.2 -  3.4 -  1.7 -  1.7 -  1.6

Over-all balance on goods and
+  3.9 +  5.8 +  2.2 +  1.3 +  0.9 -  0.2

Grants and capital, net:
Private remittances....................... -  0.5 -  0.5 -  0.5 -  0.3 -  0.3 -  0.3
Government grants........................ -  1.9 -  1.8 -  1.8 -  0.9 -  0.9 -  0.9

-  2.4 -  2.3 -  2.3 -  1.2 -  1.2 -  1.2

United States capital:
Private....................................... -  3.0 -  3.2 -  2.8 -  1.7 -  1.2 -  1.0
Government............................... -  0.6 -  1.0 -  1.0 -  0.5 -  0.5 -  0.4

-  3.6 -  4.1 -  3.8 -  2.1 -  1.7 -  1.4

Long-term foreign capital............. +  0.5 +  0.4 - - - +  0.2

Balance on grants and capital. . . . -  5.5 -  6.0 -  6.1 -  3.3 -  2.9 -  2.4

Errors and omissions........................ +  0.6 +  0.7 +  0.4 +  0.3 +  0.1 +  0.5

Over-all payments balance............... -  1.0 +  0.4 -  3.4 -  1.7 -  1.8 -  2.0

Settlement items:
United States sales of gold...... . . ..
Increase in foreign liquid dollar

-  0.3 -  0.8 +  2.3 +  1.4 +  0.8 +  0.5

+  1.3 +  0.4 +  1.2 +  0.2 +  0.9 +  1.5

Total.............................................. +  1.0 -  0.4 +  3.4 +  1.7 +  1.8 +  2.0

Note: Military aid grants and associated exports of goods and services are excluded throughout. 
Data fo* the first half of 1959 exclude the transfer of $1,375 million to the International 
Monetary Fund, of which $344 million was in gold. Components may not add to totals because 
of rounding.

and thus do not give rise to financial claims. Capital account 
transactions, as defined in this system of accounting, com
prise all international movements of United States private 
and Government capital and of long-term foreign capital. 
However, because of their liquidity, foreign holdings of all 
maturities of Government securities are counted—along 
with changes in foreign short-term investments in the 
United States and changes in foreign deposits in United 
States banks—as a means of settling the balance-of- 
payments surplus or deficit. The bottom section of the 
table shows the two categories of settlement items: changes 
in foreign holdings of liquid dollar assets and net foreign 
gold purchases from, or gold sales to, the United States 
Government. The total of these two items, as already 
indicated, is a measure of our over-all balance-of- 
payments surplus or deficit.

The interactions among the various components of the 
balance of payments, as they react to economic conditions
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and policies both at home and abroad, are very complex. 
Some exports, for example, take place only because we 
have loaned or given foreigners the funds with which to 
buy them; cessation of such loans or grants might be 
closely matched by a decline in our actual exports, leav
ing no appreciable change in the deficit itself. On the 
other hand, a decline in some capital outflows may have 
little direct relation to our exports and may result instead, 
perhaps after several intervening steps, in some change 
in the settlement items themselves. There is, however, no 
simple way of striking out certain receipt or payment 
items and mechanically deducing an equivalent change in 
the gold and liquid dollar settlement items. Some of the 
causal factors affecting recent developments in the United 
States balance of payments are discussed in later sections 
of this article.

countries of the world had so reconstructed and enlarged 
their productive capacity that they were able to offer an 
unaccustomed competition to American manufacturers— 
in quality, availability, and price. Second, the exchange 
crisis of the late summer of 1957 resulted for a time in a 
tightening of credit conditions in Europe, while in the 
United States the slackening of activity in the latter part of 
1957 was accompanied by a marked decline in interest 
rates. This relative shift of interest rates and the abun
dance of funds in the American market induced foreign 
securities flotations in the United States in the first half 
of 1958 on a scale which broke all records since World 
War II. Although the capital outflow ebbed in the second 
half of 1958 and in 1959, the trade surplus also shrank, 
so that our over-all payments deficit for the first three 
quarters of 1959 did not decline.

A  G L A N C E  B A C K W A R D

Through the late 1940’s heavy United States export 
surpluses, generated in a variety of ways by the postwar 
reconstruction efforts overseas, persistently exceeded the 
aggregate of Government grants and loans and private 
capital outflows. Settlements of our resulting balance-of- 
payments surpluses were made primarily by foreign sales 
of gold to the United States. Currency devaluations and 
the Korean hostilities brought this phase to a close, and 
in subsequent years until 1957 our much reduced export 
surpluses on trading account were exceeded by outflows of 
private capital and Government grants and loans. In each 
of these years foreign countries, taken as a group, were 
able to add to their gold and dollar holdings as a result 
of transactions with the United States.

Superficially, developments in 1957 represented a break 
in the pattern of the early fifties. Foreign demands for 
American goods arising both from the world investment 
boom and from the abnormal needs of Europe in the wake 
of the Suez crisis again pushed the United States export 
surplus to the heights reached in the early postwar years. 
Largely as a consequence of this shift, the small further 
increase in foreign dollar holdings was exceeded by sales 
of gold to the United States.

In 1958 there was a sharp acceleration in the rate at 
which foreign countries accumulated gold and dollars. The 
shift in our balance-of-payments position from 1957 to
1958 was mainly attributable to the large drop in United 
States exports, associated with the easing of the abnormal 
export demands of the previous year and the end of the 
boom in industrial countries overseas. The disappearance 
of the special factors that had boosted exports in 1957 
was reinforced by other developments. First, the industrial

T H E  A D V E R S E  M O V E M E N T  IN  T R A D E

The adverse movement in our commodity trade has 
been the most striking feature of the past two years. The 
trade surplus jumped sharply in 1957, and the reaction 
in 1958 still left the surplus through much of the year at 
about the same level as in 1955 and 1956. During the 
first half of 1959, however, the balance deteriorated 
further and, after seasonal adjustment, there was actually 
a slight deficit in the second quarter, although preliminary 
estimates indicate that a surplus reappeared in the third 
quarter (see Chart I). The decline between 1957 and 1958 
was dominated by a sharp cut in exports, while in the 
first half of 1959 a continued rapid rise in imports was 
the principal factor in the further shrinkage of the surplus. 
In the July-September period, however, exports were 
higher on a seasonally adjusted basis and imports appar
ently were little changed.

The drop in exports through mid-1959 was per
vasive, involving both a wide range of goods and most 
geographical areas. Although industrial production has 
been rising in most Western European countries in 1959, 
our exports to most Continental countries have been lower 
this year, rather than higher. Moreover, our exports to 
nearly all Latin American countries were sharply reduced. 
Canada is the only important country whose imports from 
the United States have shown a sizable increase so far in
1959 as compared with the corresponding period last year.

The commodity groups most importantly affected by 
the over-all contraction in the first half of 1959 were 
textiles and machinery and vehicles. Raw cotton exports 
also were much lower, influenced by the world-wide slump 
in textile prices, larger cotton crops abroad, heavy stocks 
of unmanufactured and finished products, and the anticipa
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Chart I

UNITED STATES MERCHANDISE EXPORTS AND IMPORTS
S easonally adjusted q u a rte rly  totals  

Billions of do llars  Billions of dollars

^Excluding m ilitary  exports under grants.
Sources: U n ited  States Departm ent of Com m erce, except for th ird -q u a rte r  

1959 d a ta  which are p re lim inary  estimates of the Federa l Reserve Bank 
of New  York.

tion of a higher export subsidy in the current crop year. 
Although the lowest point in exports of machinery and 
vehicles appears to have been reached early this year, they 
remained below the level of a year earlier until September. 
The largest offsetting increase was in exports of agricul
tural products, notably wheat and feed grains exported 
under Government programs which usually do not involve 
dollar payments.

What has caused most concern in this country is the 
slow response of private exports to increased foreign com
petition. But it is difficult to generalize. Clearly some 
exports of new products requiring intensive research or 
technical skills—plastics and synthetic rubber, for example 
—are continuing to grow. On the other hand, many 
traditional lines of manufacture are finding it hard to meet 
the increased pressure of Western European and Japanese 
competition in foreign markets, as well as in domestic 
markets. It is well to remember, however, that after mid- 
1952, when the previous dip occurred in European indus
trial production, an interval of more than a year elapsed 
before our exports to that area showed any marked expan
sion. Thereafter, they rose sharply. This time, although 
there may again be some lagging reaction, the prospect 
of a similarly large and rapid rise in our exports to 
Europe may be less favorable, not only because industrial 
capacity there is now so much larger and more effective, 
but also because of the likelihood that Europe’s marginal

demand for our industrial materials, notably coal, will be 
much less urgent.

The upsurge of our imports apparently has been 
brought about both by the strong revival and expansion 
of domestic business activity and by the enhanced vigor 
of foreign competition. The high import level in the 
second quarter of this year cannot be explained by special 
factors—not because there were no such factors, but be
cause their effects largely offset each other. Thus, the 
decline in petroleum imports in the second quarter, from 
the abnormally high level to which they had risen in the 
first quarter in anticipation of the imposition of quotas, 
was much greater in dollar terms than the second-quarter 
rise in imports of iron and steel mill products in anticipa
tion of the steel strike. Indeed the rise in imports has 
extended to almost every category of commodity. Imports 
of finished goods have shown the most marked rise, and 
some of these have clearly opened up new markets or ex
tended existing markets here. The most striking instance 
is the rise of more than 60 per cent in foreign automobile 
imports from the first half of 1958 to the first half of 1959. 
Furthermore, the doubling of iron and steel product im
ports in the same period cannot be fully explained by the 
steel strike, and must be seen in the context of the doubling 
that occurred from 1954 to 1958, as foreign suppliers have 
taken over, for example, a sizable part of the American 
market for steel wire and nails.

As may be seen from the table, the decline in the trade 
surplus, rather than a material worsening of the service 
balance, accounts for the fact that our over-all balance on 
goods and services showed a deficit in the first half of 
1959—the only deficit recorded for any half year since 
quarterly and half yearly data became available in 1945. 
Service transactions as a whole have usually shown a 
deficit in recent years, largely because of our substantial 
expenditures—amounting to over $3 billion per annum— 
to maintain our military forces abroad. Income from 
investments abroad, the largest service receipt, has been 
running about level with last year. Such income (it is 
shown net of payments in the table) has doubled since 
1949, and in the twelve months ended June 1959 has 
actually been larger than the net outflow of new private 
investment.

R E D U C E D  P R IV A T E  C AP ITAL . O U T F L O W S

The main offset to our changed trade position has been 
a market-generated reduction in private capital outflows. 
Securities transactions have responded decisively to the 
changed pattern of interest rates here and abroad since 
mid-1958. American subscriptions to new issues of foreign
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dollar securities, which reached the unprecedented level 
of nearly three quarters of a billion dollars in the first half 
of 1958 under the inducement of low interest rates here 
and relatively high rates in most places abroad, were 
barely more than one quarter of a billion in the same 
period of this year. The International Bank has been out 
of the United States market in 1959 and Canadian bond 
flotations have been reduced by almost one half. Like
wise, foreign lending by United States banks was actually 
smaller than the repayments received during the first half 
of this year. Although the banks’ medium-term loans have 
expanded by about the same amount as last year, largely 
because of new joint lending operations with agencies of 
the United States Government and with international insti
tutions, there has been a sizable net liquidation of their 
short-term loans.

A parallel development has also occurred in holdings 
of outstanding securities. In the first few months of this 
year, there was considerable interest among American 
investors in Western European stocks. But before midyear 
the movement had turned into a net resale of European 
stocks, as the rise in prices there reduced their yields and 
their attractiveness. Similarly, foreign investors increased 
their net purchases of United States stocks. The inflow of 
foreign funds in this account, while it is a comparatively 
small item in our receipts, stands in contrast to a minor 
outflow that occurred in the summer of 1958.

Direct United States investment abroad has shown only 
a small rise in the first half of 1959. An increased interest 
in manufacturing investment in Europe, especially within 
the Common Market area, has developed this year and 
helps to account for the fact that a larger proportion of 
our direct investment took place in that area than at any 
time since the war.

Despite the sharp over-all reduction in the outflow 
of private capital, the decline was much smaller than the 
reduction in the trade balance during the past year. At the 
same time Government aid in the form of grants and loans 
continued at an annual rate of about %2xh  billion (exclu
sive of military grant aid). Thus, with imports higher, 
exports lower, and factors other than private capital move
ments largely offsetting each other or unchanged, the pay
ments deficit widened.

G O L D  A N D  F O R E IG N  D O L L A R  A S S E T S

The most important initial effect of a United States 
payments deficit under present conditions is an increase 
in the accounts of foreign commercial banks, corporations, 
and individuals with United States banks. For the most 
part, within the framework of any remaining exchange 
controls abroad, these recipients tend to regulate their

dollar holdings according to their need for working bal
ances and according to the yield and other advantages of 
short-term investment in the United States. If private 
holders on balance sell their dollars, they are ordinarily 
acquired by foreign central banks and added to official 
holdings. Official dollar reserves may be used for the pur
chase of gold from the United States Treasury; private 
foreign holdings cannot be so used.

The proportion of total foreign dollar gains used to 
purchase gold from the United States declined substan
tially from 1958 to 1959 (see Chart II). In 1958, more 
than two thirds of the gains were used to purchase gold 
and only one third was held, either by foreign private con
cerns or by official agencies,, as liquid dollar assets. By 
contrast, in the first nine months of 1959 the propor
tion taken in gold declined to one fourth. The principal 
dollar earners since the end of 1957 have been European 
countries who have gained dollars in transactions both with 
the United States and with third countries. In 1958 many 
European countries were seeking to build up their mone
tary reserves, and as a consequence the bulk of their dollar 
earnings went into official accounts which, as is tradition
ally the practice, were in considerable part used to pur
chase gold from the United States Treasury. This year the 
stronger European reserve positions have permitted more 
liberal policies with respect to the retention of dollar eam-

C h a r t  II

FOREIGN RESERVE GAINS FROM TRANSACTIONS 
WITH THE UNITED STATES

Q u a r t e r l y  to t a l s
M illio n s  of do llars  M illions  <?f dollars

1953 1954 1955 1956 1957 1958 1959

N ote: Transactions w ith in te rnatio nal institutions are included, except for 
the second-qu arte r 1959 transfers to the In te rn a tio n a l M onetary  Fund 
in connection w ith  the increase in the United States quota.

Sources: U n ited  States D epartm ent of Commerce, excep t for th ird -q u arte r  
1959 da ta  which are p re lim in a ry  estim ates of the Federal Reserve Bank 
of N ew  York.
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ings by private holders. The accelerated increase in private 
dollar holdings has also been influenced by the increase in 
interest rates in the United States. Moreover, a higher 
proportion of the dollars accruing to official accounts has 
likewise been invested, with a smaller proportion used for 
the purchase of gold from the United States.

By the end of September 1959, holdings of liquid dollar 
assets by foreign countries had risen to about $17Vi bil
lion, compared with $15 billion at the end of 1957, while 
international institutions held about $3Vi billion of their 
assets in the form of dollars, compared with $ 1 V2 billion 
at the end of 1957. Against the aggregate of these claims 
this country held $19V  ̂ billion of gold. There were, in 
addition, almost $4 billion of banking claims on foreigners 
and some short-term claims held by the Government. 
(This country also had, of course, an immense net credi
tor position on long-term international capital account, 
amounting to $38 billion at the end of 1958.)

IM P L IC A T IO N S  FO R  I N T E R N A T IO N A L  
A N D  D O M E S T IC  P O L IC IE S

Recent events, especially the large adverse movement 
of the trade balance this year, suggest that after many 
years of immunity the United States must now concern 
itself with its balance-of-payments position. This is not 
to say that the payments deficits thus far experienced 
have been a damaging development. Indeed, the improve
ment in the international liquidity position of the rest of 
the Free World, the moves to freer convertibility of foreign 
currencies made last year, and the continued liberalization 
of trade barriers—all corollaries of recent United States 
payments deficits—have been highly desirable.

The prospects for, and possible consequences of, a con
tinuance of large-scale payments deficits are the key ques
tions. There is a possibility of a stronger trade balance, as 
the world-wide business expansion that is apparently now 
under way abroad creates additional demands for United 
States products and at the same time may limit the avail
ability of some foreign goods for sale in the United States. 
But such developments cannot be predicted with any 
certainty, despite the signs of an improved trade balance 
in the third quarter. It is true, of course, that the shrink
age of private capital outflows in the first half of 1959, 
perhaps mainly as a consequence of tighter credit condi
tions in the United States, has had some offsetting influ

ence on the size of our payments deficit. This may not, 
however, be an enduring trend if credit conditions abroad 
tighten or if the inducements for overseas investment prove 
strong.

The maintenance—and in some cases the acceleration 
—of the present flow of private capital and government 
aid from industrial countries and international institutions 
to underdeveloped countries is important for the security 
and economic progress of the Free World. Other indus
trial countries which have recently increased their produc
tive capacity and strengthened their financial position are 
now able to, and clearly should, participate more fully 
in making capital available to underdeveloped countries. 
Nonetheless, the United States will still have to play a 
major role in providing such assistance.

All of this suggests that balance-of-payments considera
tions deserve close attention in the formulation of both 
the domestic and the international policies of the United 
States. On the domestic side, the great need is for business 
to respond more actively to foreign competition as it has 
developed in the past several years. American ingenuity 
must develop new designs and new products, improved 
production techniques, and selling methods that will meet 
a favorable response abroad, in order to strengthen the 
competitive position of our products in the world markets. 
For these efforts to succeed, inflationary cost and price 
advances must be avoided. That is a task in which busi
ness, agriculture, labor, and the monetary and fiscal 
authorities all have a role.

In the area of international policy, the executive direc
tors of the International Monetary Fund recently declared, 
in a uninanimous decision, that “there is no longer any 
balance-of-payments justification for discrimination by 
members whose current receipts are largely in externally 
convertible currencies”. The United States thus may ex
pect that other countries will see the desirability of 
lessening the impediments to the import of United States 
products that still exist; indeed, a number of important 
moves in this direction have been announced in recent 
weeks. For its own part, the United States has both an 
international responsibility and a selfish interest in continu
ing to foster the expansion of world commerce, thereby 
increasing the gains from international specialization and 
strengthening the bulwarks against inflation, both at home 
and abroad.
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