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Better Is Not Good Enough
The deficit in our international balance of payments last year was the 
smallest since 1957, according to a preliminary report by the Commerce 
Department released on February 11. Yet, only the previous day, 
President Johnson had sent a message to Congress requesting additional 
legislation to deal with “our continued imbalance of payments.” Why?

The answer is simple enough. The improvement last year was so 
small that it was not worth crowing about. Like someone who has 
stumbled into a mudhole while walking across a field, we cannot feel 
very much elated when the next step sinks us only six inches into the 
ooze instead of seven. Preliminary figures indicate a deficit on “regular 
transactions” of about $3.0 billion last year, compared with $3.3 billion 
in 1963, $3.6 billion in 1962, $3.1 billion in 1961, and an average of 
$3.7 billion for 1958 through 1960.

The figures are not all in yet, but it is clear that the very large fourth- 
quarter increase in the deficit to $1.45 billion, seasonally adjusted, 
resulted from a massive increase in private, non-governmental lending 
to foreigners. We know this partly by direct evidence, partly by 
deduction. In the first place, we know that we exported more goods to 
foreigners than we bought from them. As a matter of fact, the surplus in 
our merchandise trade, $1.7 billion, was larger than at any time since 
1947 and 1948, when most of the world was still recovering from war 
devastation and the United States was practically the only source of 
supply for a great many things. So the deficit did not result from any 
sudden deterioration in our trade account.

In addition to our trade in goods, we buy and sell numerous services, 
the Federal Government makes loans and grants to foreign governments, 
and private companies and individuals lend and make gifts to foreigners 
and invest in their enterprises and securities. There is some flow of
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foreign capital into this country as well. Of all these 
many types of transactions, we have information on 
only a few. This information is summarized in Table I. 
We know, for example, that Americans bought $585 
million of newly issued foreign securities in the fourth 
quarter, more than were purchased in the first three 
quarters combined. They also bought, net, $11 million 
of previously issued securities, and American banks re
ported an increase in claims on foreigners on behalf of 
themselves and their customers. These claims of $772 
million were in the form of bank loans, bank acceptances 
to finance foreign trade, and collections of debts owed 
to their customers. Foreigners sold, net, $28 million of 
U. S. securities they had owned and redeemed $75 million 
of old securities coming due for repayment or refinancing. 
Available data thus can account for $1,321 million of 
capital outflow from the United States. This is a very large 
figure when it is considered that in all of 1963 these 
types of capital outflows amounted to only $2,303 million.

On all these transactions for which we have data there 
is a surplus of about $400 million, made up of the $ 1,724- 
million trade surplus and the $1,321-million capital out
flow. Yet, we know that there was a deficit in the fourth 
quarter. The deficit in our international payments is 
defined as the change in our monetary reserve assets 
plus the increase in the short-term claims of foreigners on 
us, minus receipts from any special government operations 
that are either exceptional or are designed to help in 
financing the deficit. We have information on all these 
items, and they add up to about $1,450 million. This 
means that we still have to account for an excess of 
payments of about $1,850 million.

The principal items in the balance of payments on 
which published figures are not yet available are estimated 
in Table II for the fourth quarter. Although we have no 
figures, we have a pretty good idea of how these items 
have behaved recently; and we know that very large 
changes from year to year or quarter to quarter in several 
of these items are not very likely. Military transactions, 
for example, regularly produce a deficit of $500-600 
million a quarter. This has been slowly declining as 
foreign governments buy military hardware from us and 
contribute to the maintenance of our overseas military 
facilities.

Other services include: transportation, on which we 
come out about in balance; travel expenditures, which 
produce a deficit because more Americans travel abroad 
than do foreigners in this country; income from invest
ments, on which we have a large and growing surplus as 
we bring home part of the dividends and interest earned 
on the tremendous amounts of our capital invested over
seas; and miscellaneous services, such as insurance, royal
ties and fees for books and inventions, and so on, on 
which we have a fairly rapidly growing surplus. Conser
vative estimates of these service items produce a surplus 
of at least $750 million.

Federal Government grants and loans probably account 
for roughly a billion-dollar outflow. There may have 
been some increase in this item during the year, but in 
view of the emphasis that has been placed on holding 
down outflows resulting from our foreign aid programs, it

Table I: U. S. Balance of Payments, 1964, by Quarters
(M illions of Dollars, Seasonally Adjusted)

( —) indicates payment, ( + )  indicates receipt by Americans

________________________________ I II III IV

A. Merchandise Trade (excluding
military goods transferred 
under grants)
Exports + 61 08
Imports —4411

Balance + 1 6 9 7

B. Selected Capital Movements
1. U. S. Capital 

New issues of foreign
securities — 107

Redemptions +  54
U. S. transactions in 

other foreign
securities + 94

Capital outflows 
reported by 
U. S. banks:

Long term — 251
Short term — 449

2. Foreign Capital 
Foreigners’ transactions

in U. S. securities — 42 

Total of Selected 
Capital
Movements — 701 

Total of Trade and Selected
Capital Movements +  996

Other Transactions —1242

Balance on Regular
Transactions — 246

Source: U. S. Department of Commerce.

Table II: Estimated U. S. Balance of Payments
Fourth Quarter 19S4

Merchandise Trade Balance + 1724*
Military Transactions Balance — 500

Other Services Balance +  750

Government Grants and Loans, Net of
Scheduled Repayments —1000

Pensions and Remittances — 220

Private Capital Movements
A. Selected Capital Movements Identified in Table I —1321*
B. Other Capital Movements and Errors and Omissions — 880  

Balance on Regular Transactions —1447* 

♦See Table 1. All other figures estimated.

seems unlikely that the increase could have been very 
great. Private remittances to people abroad (private char
ity and immigrants’ gifts to the folks in the old country) 
plus government pensions to people living overseas ac
count for another $200-225 million outflow.

Adding all these known and estimated items together 
and subtracting their total from the known deficit leaves 
$800-900 million that must be accounted for by 
capital outflows for which we do not yet have figures 
and by errors and omissions. These unidentified capital 
movements include such things as direct investment by 
U. S. businesses abroad—that is, the purchase or con
struction of new production or distribution facilities— 
loans and credits to foreigners and investments in foreign 
securities and time deposits by nonbank businesses, and 
some direct investment and miscellaneous capital inflow 
into this country by foreigners.

+ 6053 
- 4 6 0 0

+ 6364 
- 4 7 2 7

+  6619 
- 4 8 9 5

+  1453 +  1637 +  1724

-  204 
+  38

-  161 
+ 38

-  585 
+  75

+  40 +  37 -  11

-  96
-  461

-  246
-  172

-  331
-  441

+  12 -  37 -  28

-  671 -  541 - 1 3 2 1

+  782 +  1096 +  403

- 1 4 1 5 - 1 7 7 6 - 1 8 5 0

-  633 -  680 - 1 4 4 7
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This $800-900 million net outflow of capital in forms 
other than those listed in Table I is not a great deal larger 
than the average outflow for the first three quarters. 
Since we have assumed that the balances on military 
transactions, other services, Government grants and loans, 
and pensions and remittances were not vastly different 
from the preceding quarters, it follows that most of the 
increase in the deficit in the fourth quarter resulted from 
an upward surge in the capital outflows of the types listed 
in Table I. In particular, the increase in new issues of 
foreign securities was quite extraordinary. From other 
sources, we know that the growth of bank loans to 
foreigners was unusually great in the fourth quarter.

E x p la n a t io n s  a n d  I m p l ic a t io n s
Since about 1956, U. S. private capital has been flowing 
in large amounts to the rest of the world. To a great 
extent, this outflow has contributed to the very large 
deficits we have experienced each year since 1958. In 
the first half of 1963, capital outflow reached such pro
portions that the Administration felt compelled to try to 
slow it down. In July of that year, President Kennedy 
proposed that an “interest equalization tax” be applied to 
sales in this country of all new foreign securities coming 
from the “developed” or “industrialized” countries, mainly 
those of Western Europe and Japan. The tax was grad
uated in such a way that it added about one percent to 
the rate of interest these securities would pay. The idea 
was to make it more expensive for Western Europeans 
to borrow in this country without at the same time raising 
interest rates to domestic borrowers, which might put a 
damper on business expansion. Canada and the “under
developed” countries were exempt from the tax.

Immediately after the IET was proposed, capital out
flow fell off drastically; yet, in 1964, it began to creep up 
again and, after the actual enactment of the tax in Sep
tember of last year, there was a flood of new security 
issues, particularly Canadian. Many foreign borrowers 
seemed to have been waiting for enactment of the tax 
to determine what its exact provisions would be. In 
addition, bank loans, to which the tax did not apply, 
were apparently used as a substitute for security issues. 
The bad fourth-quarter results led President Johnson 
to take several additional steps to curb the outflow of 
capital and propose others.

In the first place, when the IET was enacted into law, 
a provision was added to the original bill that authorized 
the President to extend the tax to bank loans to foreigners 
when the loans are for one year or more if he determined 
that such loans were defeating the purpose of the tax. This 
was the so-called “Gore Amendment,” and the President 
invoked it when he delivered his message to Congress 
on February 10. Second, he proposed new legislation:
(1) to extend the life of the IET two years, to December 
31, 1967; (2) to extend the coverage of the IET to one- 
to three-year loans to foreigners by nonbank lenders; (3) to 
change the tax laws so as to encourage foreign invest
ment in the U. S.; and (4) to reduce the value of mer
chandise that returning travelers can bring home duty 
free from $100 to $50.

In the third place, the President announced a program

of voluntary restraint under which banks, nonbank institu
tional lenders, and other businesses with interests abroad 
would be requested to limit the loans and credits they 
make available to foreigners this year to five percent of the 
amount outstanding at the end of last year. He requested 
that preference be given in any credit to foreigners to 
financing of American exports. The Federal Reserve 
System has provided banks and other lenders with a 
set of guidelines with which to measure the amount 
of expansion of foreign credits that would fit the volun
tary program. The Secretary of Commerce has requested 
nonbank business firms to reduce gradually their holdings 
of liquid funds abroad to the level they had reached on 
December 31, 1963, and he has requested about 750 of 
the larger business firms with foreign interests to establish 
balances of payments for their own companies with a view 
to effecting a 15-20 percent improvement this year in 
their transactions with the rest of the world.

Finally, the President promised to push even harder 
the existing programs to expand American exports, to cut 
our military expenditures abroad, and to tie foreign aid 
to the purchase of American goods and services.

R e p e r c u s s io n s
For the past few years, there has been no lack of advice 
on how to solve our balance-of-payments problem. Re
cently, some of this advice has emphasized the virtues 
of monetary discipline. By this it is meant, apparently, 
that we should curtail bank credit in order to limit capital 
outflows and raise interest rates. Such higher rates would 
enhance the attractiveness of foreign investment in this 
country. This is similar to the classic mechanism of adjust
ment of the old gold standard, although it is hoped, 
apparently, that such a curtailment of credit would not 
have to be carried so far or proceed so fast as to slow the 
pace of domestic economic expansion. In any case, it 
implies that domestic economic policies must to a con
siderable extent be conditioned by the state of our balance 
of payments. In an interdependent world, this is probably 
inevitable in some degree. For these proposals to work 
satisfactorily, however, other countries must also follow 
the “rules of the game.” If the surplus countries should, 
for example, resist the decline in their surpluses that is 
the necessary concomitant of a reduction of our deficit, 
then deflation might become a competitive game, with 
everybody the loser.

So far, we have managed to continue our economic 
advance for an unusually long period while making at 
least some progress on the balance-of-payments front. If 
the competitive position of the U. S. continues to 
strengthen, as it clearly has in recent years, and if the 
President’s recently announced program is successful, we 
sha1l have gone a very long way toward eliminating our 
deficit. Once it is eliminated, however, the international 
monetary system must find a way of providing some pro
gressive increase in international means of payment, which 
our outflow of dollars has heretofore provided, perhaps a 
little too fully. Hopefully, the studies under way at the 
International Monetary Fund and among the principal 
world trading nations can provide the answer to this 
problem too. L a w r e n c e  F. M a n s f i e l d
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