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The World Around Us

Du r i n g  the course of 1964— the first of 
two International Years of the Quiet 

Sun— outer space became increasingly popu
lated with flying or orbiting objects. The new 
satellites, known by such adventurous-sound- 
ing names as Syncom, Ranger, Mariner, and 
Explorer, joined Telstar and Vanguard 
(ours), Cosmos (theirs), and other pioneers 
in space. In addition, the Russians outdid 
both themselves and us by successfully 
launching the first multi-manned space ve
hicle, appropriately dubbed Voskhod ( “sun
rise” ). With all these foreign objects whirl
ing around in space or hurtling at great speeds 
toward the moon or Mars, attention may 
easily have been diverted from the more mun
dane happenings around us.

Even so, events on Earth, although much 
less spectacular, were no less important for 
those concerned with the production and dis
tribution of worldly goods and with interna
tional financing. Before the onset of the ster
ling crisis in the last quarter of the year, grati
fying progress had been made toward internal 
and external balance in most of the industrial 
countries of the world and also in many of the 
less developed areas. Payments surpluses or 
deficits were reduced in many countries; in
flationary pressures were generally held un
der control; money and capital markets 
abroad were further broadened and liberal
ized; and international economic and finan
cial cooperation was strengthened.

These developments benefited the U. S. 
balance of payments position, as well as the 
position of other areas. After all, pressures 
on deficit and surplus countries are lessened 
and more easily borne when no country’s posi
tion is excessively unbalanced in one direc
tion or another. Balanced economic expan
sion, furthermore, gives all countries a chance 
to share in a rising volume of trade and fa
cilitates the most efficient allocation of re
sources and mobilization of savings.

Not surprisingly, then, U. S. exports and 
the export surplus rose sharply last year— at 
least through the first three quarters— in re
sponse to high levels of business activity 
abroad. In addition, capital outflow into port
folio investments slowed, partly due to the 
inhibiting effects of the interest equalization 
tax but also to the opening up of overseas 
capital markets to a larger volume of foreign 
security issues. Developments abroad were 
not wholly favorable, however, and the seeds 
of possible future distortions were by no 
means completely removed.

Toward a solution in Britain?
The most unfavorable development was the 

sterling crisis which occurred in the final quar
ter of 1964. The British balance of payments 
situation had deteriorated rather steadily 
throughout the year, as unfavorable export- 
import developments and sizable long-term 
capital outflows were reinforced by growing 
uncertainties about the underlying strength of 
sterling. But the crisis was precipitated not 
so much because of any new evidence regard
ing a weakening of the nation’s basic eco
nomic position, but rather because of a finan
cial crisis of confidence brought on by the 
growing payments deficit and the imposition 
of a system of import surcharges.

The recent inadequate economic perform
ance of the United Kingdom, in comparison 
with that of other industrial countries (espe
cially those in continental E urope), is the out
growth of developments over a long period of 
time. The U. K. economy has fallen behind 
in its rate of economic growth, in exports, and 
in technological innovation. Long-entrenched 
labor and business practices have tended to 
obstruct essential modernization and rational
ization of British industry and to weaken 
Britain’s competitive position in both domes
tic and foreign markets.
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The present situation did not develop over
night and is of such a nature that it will take 
time to correct. But the resources are there. 
Given the necessary determination, Britain’s 
economic position can be strengthened with
out placing unbearable pressures on other 
countries.

Toward international balance
Apart from the U. K. situation, 1964 gen

erally was a successful year for world trade 
and finance. Judging from January-Septem- 
ber changes in international reserves, which 
constitute the most current indicator of bal
ance of payments trends, pressures stemming 
from substantial payments deficits or sur
pluses moderated somewhat in 1964. Anti- 
inflationary programs, measures curbing in
flows of capital or encouraging capital ex
ports, and intended or unintended increases 
in imports resulting from internal price pres
sures— all of these contributed to the move 
toward international balance. (Subsequent 
disturbances in the exchange markets in con
nection with the sterling crisis make final- 
quarter changes in reserves misleading as a 
measure of basic payments developments.)

The payments surpluses of France, Ger
many, Switzerland, the Netherlands, and Bel
gium were much reduced, or even eliminated 
in some cases. Accumulation of gold and for
eign exchange reserves was slower for coun
tries such as Austria, Denmark, and Austra
lia. At the same time, Italy succeeded in halt
ing the drain on its international reserves as 
credit restraints contributed to a rapid im
provement in its trade balance. Japan’s au
sterity measures also helped reduce its pay
ments deficit, although it still recorded a net 
loss of reserves for the year as a whole. Can
ada, Spain, Sweden, and New Zealand also 
fared better than in 1963. The United States 
and the United Kingdom supplied reserves to 
the rest of the world through reductions in 
their monetary reserves and additions to their

International reserve accretions 
and losses slower in 1964

Millions of Dollar*

N ote: Industria l E urope includes Common M arket, Sweden, and 
Switzerland; o ther high-income countries include rest of 
W estern Europe, O ceania, and  South A frica; less devel
oped countries include all o ther countries n o t shown on 
chart.

Source: In te rnationa l M onetary  F und

liquid liabilities to foreigners. Dollar liabili
ties to foreigners, however, grew less rapidly 
than sterling liabilities.

During the January-August period, a 
strong degree of confidence in the interna
tional economic and political situation bol
stered official holdings of gold, as less of the 
new gold supply moved into private hands. 
Additions to existing Free World gold stocks 
came from new production, largely from 
South Africa, and from Russian gold sales to 
finance grain imports. In contrast to 1963, 
most of these net additions to foreign official 
holdings of gold did not come from U. S. 
stocks or from the already-depleted British 
gold stocks. As the sterling crisis developed, 
however, private demand for gold increased, 
and most of the new gold probably moved 
into private hands after August. Preliminary 
estimates place the rise in private holdings 
in 1964 around $1 billion, as a result of both 
industrial and hoarding demand.
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The relative calm on the international 
scene in the first nine months of the year was 
reflected in a relatively steady London gold 
price; the only price flurries were associated 
with such events as the rumor of an impend
ing devaluation of the Italian lira, the illness 
of the Greek king, the British election, and 
occasional tensions in the Middle East. Ad
ditional steadiness was imparted by the Rus
sian gold sales and operations of the London 
gold pool, which acquired sizable amounts 
of gold in the first half of 1964.

But the run on the pound which began in 
late September upset the previous stability 
of the gold market. Gold prices moved up 
as high as $35.19 in unofficial dealings by 
late December—exacerbated by inaccurate 
market reports of prospective French con
versions of their dollar holdings into gold—  
before subsiding in the face of a strong U. S. 
Treasury statement which emphasized this 
nation’s confidence in the pound and reit
erated its determination to maintain the gold 
price. During this period, the London gold 
pool was probably a net supplier to the mar
ket, in contrast to the first half of the year, 
when the U. S. acquired a substantial amount 
of gold as a result of its 50-percent participa
tion in the pool.

Toward foreign-trade expansion
The expansion of world trade in 1964 con

tinued to contribute to international pay
ments equilibrium. Countries with large trade 
deficits, such as Japan and Italy, or countries 
with sizable export surpluses, such as Ger
many, were able to bring their trade imbal
ances down to reasonably manageable pro
portions toward the end of the year. (In some 
cases, however, success in reducing imports 
had unfavorable repercussions on the exports 
of another major trading country; the decline 
in Italy’s imports, for example, was strongly 
felt by the U. K.) Where capital inflows had 
been an important factor in international re
serve gains in 1963, as in the case of France,

the Netherlands, and Belgium, changes in 
the merchandise trade balance last year 
worked in an offsetting direction.

Among other major industrial countries, 
Canada and the United States increased their 
trade surpluses, while the U. K. trade balance 
deteriorated as a result of a disappointing 
export performance and unexpected strength 
in imports, which was partly related to un
certainties surrounding the future of sterling. 
Export earnings of the less developed coun
tries as a group tended to fall off during the 
year because of the leveling off in economic 
expansion in the leading industrial countries 
and because of some weakening of interna
tional commodity prices.

Japan liberalized its import policies, as a 
condition for its move to currency converti
bility for transactions by nonresidents in 
goods and services (under the provisions of 
Article VIII of the IM F charter). Germany, 
Austria, and Spain also liberalized for anti- 
inflationary reasons, following the example 
of France and Italy the year before. Prog
ress also was made in the preliminaries to 
the “Kennedy Round” of talks for tariff re-

Exports continue to expand
throughout most of 1964
Millions of Dollars
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definitions, see first c h a r t  
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ductions. The Common M arket countries 
agreed on a common price for cereals (which 
paved the way for the inclusion of agricul
tural commodities in the current negotia
tions), and the U. S. and the Common M ar
ket submitted relatively abbreviated lists of 
products to be excepted from the proposed 
reductions in industrial tariffs. As with many 
developments during the year, however, prog
ress was not completely free of complicat
ing factors. Higher grain prices within the 
Common M arket will boost production in the 
area, but will weaken this country’s competi
tive position because the high support levels 
will have the effect of increasing the landed 
cost of American wheat.

Toward infernal equilibrium
The pace of economic expansion mod

erated somewhat in the industrial countries 
in 1964 as inflationary pressures stemming 
from manpower and capacity limitations and 
balance of payments problems slowed the 
rate of advance. Production in the United 
Kingdom, Canada, Belgium, and France 
leveled off after some increase earlier in the 
year. Japanese output continued to move up 
despite maintenance of credit restraints, but 
recessionary tendencies emerged in Italy as 
the deflationary measures adopted earlier be
gan to take hold.

Consumer demand tended to weaken in 
most industrial countries except Germany. 
Investment demand remained steady at high 
levels (except in France and Italy), although 
construction activity tapered off after an up
surge early in the year. Exports generally 
were a less expansionary force than in 1963, 
and were decidedly unsatisfactory for the 
United Kingdom. Labor market tensions 
heightened in a number of countries and con
tributed significantly to upward price pres
sures, particularly in the Netherlands and 
Germany.

Price indexes reflected the net impact of

Output abroad grows less rapidly 
in 1964 than in 1963
1953 = 100

Source: O rganization for Econom ic Cooperation and D evelopm ent.
In te rnationa l M onetary Fund.

these market forces. Anti-inflationary meas
ures helped dampen price increases in France, 
but similar measures were less successful in 
Italy. Prices continued to increase in Japan 
and the Netherlands, and around midyear the 
indexes began to accelerate in the United 
Kingdom and Belgium. Price pressures were 
further reflected in money market rates.

To combat inflationary pressures, leading 
countries took a number of steps to raise the 
cost and reduce the availability of credit and 
to dampen demand and cost pressures. The 
conventional instruments of monetary re
straint— increases in central-bank discount 
rates and increases in commercial-bank re
serve requirements—were employed in both 
industrialized and developing countries. In
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many instances, these measures were rein
forced by various types of selective credit 
controls, such as penalty discount rates, more 
stringent rediscount quotas, ceilings on bank 
credit expansion, greater selectivity in lend
ing, and tightening of consumer credit terms. 
In addition, they were reinforced in the Neth
erlands, Belgium, and France by the adoption 
or extension of price ceilings.

To forestall inflows of funds from abroad 
that would tend to nullify credit restraints, 
several nations introduced regulations requir
ing banks to match specified proportions of 
their foreign liabilities with foreign assets. 
(Nevertheless, tight domestic credit condi
tions encouraged banks in the Netherlands 
and Belgium to repatriate funds from abroad 
during most of 1964.) Fiscal policy was in
creasingly employed to bolster the fight 
against inflation. Budget expenditures were 
cut back wherever possible, and Government 
security issues were floated to absorb excess 
liquidity.

Toward increased liquidity
The resultant structure of interest rates in 

the major industrial countries tended to en
courage capital outflows from the United 
States toward countries with favorable growth 
patterns and higher interest rates. But the in
terest equalization tax helped to keep down 
the movement of U. S.-owned long-term 
funds into portfolio investments abroad, while 
narrow money markets abroad and foreign 
restrictions on short-term capital inflows 
helped to keep short-term flows in check. 
But the United Kingdom-—until the sterling 
crisis—and Canada continued to attract con
siderable amounts of American short-term 
money.

The interest equalization tax also helped 
to broaden and liberalize foreign money and 
capital markets during the year. The volume 
of foreign capital issues offered in European 
capital markets in 1964 was probably more 
than $1 billion— about double the average

Prices continue to advance
in most industrial countries abroad
1958 = 100

Source: European Economic Com m unity, U nited N ations

for the past few years. Non-Commonwealth 
countries increased their borrowing in the 
London capital market, while foreign issues 
sold in Germany or denominated in Deutsche 
marks reached a sizable volume. A t the same 
time, a number of countries— particularly 
France and Italy— attempted to increase the 
efficiency of domestic money and capital mar
kets, to encourage individual saving, and to 
enhance the attractiveness of long-term in
vestments to the individual investor.

These developments were decidedly favor
able. Over the longer run, the increased ca
pacity of each country to meet its own needs 
for investment funds and eventually to sup
plement the financial resources of countries 
less advantageously placed will reduce the
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Rising money m arket rates
reflect inflationary pressures
Percent Per Annum

1963 1964

Source: O rganization for Economic Cooperation and  Developm ent

drain on the few countries that today supply 
the bulk of financial assistance to the devel
oping countries.

The greater accessibility of foreign capital 
markets in 1964 increased private interna
tional liquidity and thus reduced the need for 
official reserves. A significant amount of inter
national liquidity also was made available to 
the monetary authorities of various countries 
encountering payments difficulties over the 
year. International assistance— either in the 
form of drawings on the International Mone
tary Fund or central bank credits— was pro
vided on a substantial scale to Italy in March 
and to the United Kingdom in the autumn 
sterling crisis. The Fund’s General Arrange
ments to Borrow— a supplementary $6-bil- 
lion standby credit arrangement concluded in 
1962 among ten industrial countries— was 
activated for the first time in November in 
connection with the U. K. $1-billion drawing

from the Fund. In addition, the network of 
Federal Reserve swap arrangements with for
eign central banks and the Bank for Interna
tional Settlements was used by the U. S. and 
other countries to meet temporary strains in 
the international exchange markets.

In September, at the annual meeting of 
the International Monetary Fund in Tokyo, 
IM F members agreed in principle to the ex
pansion of liquidity through a general— but 
as yet unspecified— increase in member coun
try quotas. In addition, the “Group of Ten” 
industrial countries instituted a system of 
“multilateral surveillance”— involving the 
regular reporting of official means of financ
ing payments deficits and surpluses— to facili
tate balance of payments adjustments.

Toward the future
The outlook for 1965 for the major indus

trial countries abroad is generally favorable. 
The overall pace of expansion is expected to 
be somewhat slower than in 1964, but there 
should be further progress toward a balanced 
development of the various sectors of each 
nation’s economy. Current efforts to restrain 
inflationary pressures should tend to keep 
price increases smaller than in 1964. Japan, 
however, has already begun to ease its policy 
of credit restraint, and Italy is contemplating 
measures to stimulate its sagging economy.

Investment demand is generally expected 
to rise at a brisker pace than in 1964, but 
consumer demand may be less expansionary 
in most countries except Germany. In addi
tion, increases in output may be dampened 
by capacity limitations, particularly in Ger
many and Belgium, and by the intensification 
of labor shortages in most countries other 
than Italy and France. Common M arket ex
perts forecast only a 3-percent gain in output 
in the first quarter of this year above the year- 
ago period, compared with a 10-percent gain 
in the comparable 1964 period. Productivity 
gains for industrial countries (other than
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France) are expected to be less easily 
achieved this year.

Meanwhile, fiscal policy in the industrial 
countries continues to be tailored to the re
quirements of anti-inflationary programs, 
with government expenditures and budget 
deficits smaller than in 1964. The French 
budget for the current fiscal year, for exam
ple, is expected to register a small surplus for 
the first time since the late 1920’s.

The payments position of most countries—  
whether in surplus or deficit— should be less 
lopsided in 1965, according to various offi
cial and semi-official estimates. The impact 
of the import surcharges on U. K. imports 
should be felt early in 1965, but it will prob
ably take longer for exports to respond to cur
rent measures designed to stimulate sales 
abroad. The German trade surplus may be 
about as large as last year as exports level off 
and imports rise, but capital exports may in
crease. In Belgium, a slower rise in exports 
may be accompanied by a slower rise in im
ports. For the remaining industrial countries 
(except Japan), export demand may pick up

while imports may rise more slowly; in Ja
pan, current low levels of inventories point 
to possibly sizable replenishment of stocks 
from abroad. In the less developed countries, 
meanwhile, export earnings may show little 
further improvement, but the attainment of a 
more comfortable reserve position in 1963- 
64 may permit some increase in imports.

In general, continued progress can be ex
pected in 1965 toward internal and external 
equilibrium. Formulation of an effective pro
gram for strengthening the U. K. economy 
and restoration of confidence in the pound 
merit top priority, both for the U. K. itself 
and for the whole international payments 
system. Other new problems will of course 
arise from time to time, but 1964 provided 
ample evidence that the nations of the world 
have become more flexible, adaptable, and 
better equipped to meet contingencies as they 
arise. Meanwhile, as satellites hurtle through 
the void in their search for solutions to the 
mysteries of outer space, and as ministers 
hurtle from capital to capital in their search 
for a better system of international payments, 
the world’s trade surges steadily ahead.

Monthly Review  is published by the Research Depart
ment of the Federal Reserve Bank of San Francisco. 
Individual and group subscriptions to the Monthly R e
view are available on request from the Administrative 
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cisco, 400 Sansome Street, San Francisco 20, California.
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