
BALANCE OF PAYMENTS REVIEW

A  persistent disequilibrium in the balance of pay
ments has been a major source of concern for U. S. 
policymakers over the past decade. A  number of 
programs have been developed in recent years to im
prove the balance of payments, but the deficit remains 
one of the most important economic problems con
fronting the United States today. And although the 
summary figures showed some improvement last year, 
an analysis of recent developments gives little rea
son for optimism.

Major Changes Last Year Around the middle of
1965 the more or less steady economic expansion 
that had been in progress in this country for several 
years accelerated significantly, and since then the 
course of the economy has been much less stable. The 
15 months from mid-1965 to the third quarter of 1966 
were marked by a very rapid expansion in total 
spending, especially on the part of business and Gov
ernment. Price pressures developed, money became 
extremely tight, and interest rates reached the highest 
levels in 40 years. Then, in the fourth quarter of
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1966 a large build-up of business inventories set the 
stage for a major adjustment that halted real growth 
in the first quarter of this year. According to most 
indicators, growth resumed at a moderate pace in the 
second quarter and many expect an increase in the 
rate of expansion in coming months.

The substantial shifts in the strength and direc
tion of economic forces over the past two years were 
reflected in the balance of payments, although indi
vidual sectors were affected more than the overall 
totals. One result of the very rapid expansion of 
demand in 1965 and 1966 was a pronounced decline 
in the trade surplus. As the accompanying chart in
dicates, the deterioration in the trade accounts was the 
result of a very rapid growth in imports. Exports 
have continued to grow, but at a much slower pace. 
From 1964 to 1966, imports rose from $18.6 billion 
to $25.5 billion, or 37% ; exports rose from $25.3 
billion to $29.2 billion, or a little over 15%. As a 
result, the trade surplus fell $2.0 billion from 1964 
to 1965 and another $1.0 billion last year.

While the economic boom played hob with the 
trade surplus, it had just the opposite effect on cap
ital flows. The flow of direct LI. S. investment funds 
and new issues of foreign securities in the United 
States increased very little in 1966, and net redemp
tions and other transactions in foreign securities re
sulted in a reflow of $280 million. Bank claims 
against foreigners were reduced by a quarter billion 
dollars. Claims of nonbank U. S. residents against 
foreigners rose $440 million, but much of this repre
sented the short-term investment abroad of funds 
raised by U. S. borrowers in foreign capital markets.

The most significant aspect of last year’s capital 
movements, however, was the tremendous flow of 
foreign funds into the United States. This reflected 
mainly the extremely tight money conditions in this 
country, but the difficulties experienced by the British 
pound were a contributing factor. Foreign holdings 
of U. S. corporate securities rose by more than $900 
million, with a good part of the increase representing 
sales of securities abroad by U. S. corporations to 
finance direct foreign investment projects. Liquid 
dollar assets of foreign commercial banks rose $2 . 7  

billion, as compared with an increase of $116 million
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the year before. Liquid dollar claims of foreign of- 
fical agencies and of various international and re
gional organizations declined by $2 . 1  billion, but 
about $ 1 . 1  billion of this represented a shift of funds 
from liquid assets to those officially defined as non
liquid, mainly time deposits and CD’s with an original 
maturity of more than one year. The effects of these 
shifts were to reduce the reported size of the li
quidity deficit.

The Balances In 1966 The Commerce Department 
reported two summary figures for the balance of pay
ments last year, neither of which is a particularly 
good indicator of the change in the overall interna
tional position of the United States. The truth is 
that no one figure can accurately sum up and portray 
these changes. An evaluation of our performance re
quires a painstaking analysis of the entire statement 
of our international transactions.

The official reserve transactions balance is meas
ured in terms of changes in the United States gold 
stock, holdings of convertible foreign currencies, the 
IM F position, and liquid as well as certain nonliquid 
U. S. liabilities to foreign monetary authorities. The 
liquidity balance is measured bv changes in only those 
liabilities which are classified as liquid. Excluded are 
such items as certificates of deposit with maturities 
in excess of one year and certain special types of 
Treasury securities sold to foreign central banks, both 
of which are included in the official reserve balance. 
On the other hand, the measurement of the liquidity

balance includes changes in liquid liabilities to for
eign commercial banks and other private foreigners 
which are not counted in the official reserve balance. 
As a result of these differences in definition, there 
are frequently substantial differences in the official 
reserve transactions balance and the liquidity balance. 
For example, as a result of a large inflow of foreign 
private funds, the reported liquidity deficit for 1966 
was $1.4 billion, while the official reserve accounts 
showed a surplus of $225 million.

Effects of Special Transactions Both the liqui
dity balance and that of official reserve transactions 
were made more favorable by a number of what might 
be regarded as “ special transactions.” For example, 
the liquidity deficit benefited by $788 million because 
foreign monetary authorities increased dollar hold
ings in the form of time deposits or CD ’s having ma
turities greater than one year, rather than in short
term assets. Similarly, international and regional 
organizations placed $319 million in long-term de
posits, CD ’s, and nonguaranteed U. S. Government 
agency bonds. Prepayment of foreign debts, a regu
lar feature of our balance of payments for a number 
of years, further reduced this reported figure by $467 
million, while other special transactions made the 
figure larger by $228 million. In the absence of 
these transactions the liquidity deficit would have 
been about $2.8 billion rather than the reported $1.4 
billion.

Debt prepayment and a special Canadian trans
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action made the official reserve transactions balance 
more favorable by $590 million, but other special 
transactions reduced the surplus by $251 million. In 
addition to these special transactions, the official re
serve transactions balance benefited from the enor
mous influx of short-term funds that resulted in an 
increase of $2.7 billion in liquid liabilities to foreign 
commercial banks. Since much of this represented 
a switch from official to private dollar holdings, it 
improved the official reserve transactions balance but 
did not affect the liquidity balance. Although this 
was essentially different in nature from the “ special 
transactions” described earlier, it was a highly tem
porary development which resulted in no long-run 
improvement in the official reserve accounts.

First Half of 1967 The shift to a less over
heated economy that began in the last quarter of 1966 
had a pronounced effect on the balance of payments, 
although it did not bring significant improvement. 
The trade balance has been more favorable this year, 
however. The trade surplus for all of 1966 was $3.7 
billion, but in the fourth quarter the seasonally ad
justed annual rate was only $2.9 billion. In the first 
quarter of 1967 it rose to a $4.0 billion annual rate, 
mainly because of expanded exports, and preliminary 
figures for the second quarter indicate further im
provement to $4.5 billion.

On the adverse side, income from direct investment 
declined in the first quarter, mainly because of 
smaller earnings but perhaps partly because busi
nesses were repatriating a smaller part of earnings 
than formerly. Military expenditures also rose, but 
the largest single change in the first quarter was the 
reflux of short-term funds that had flowed into this 
country last year. Liquid liabilities to foreign banks 
fell $750 million as U. S. banks repaid borrowings in 
the Euro-dollar market and funds flowed back into 
sterling that had found temporary refuge in dollar 
assets during last year’s sterling crisis.

The result was a first quarter liquidity deficit of 
$536 million, a rate substantially above the $1.4 bil
lion figure for 1966. On the official settlements 
basis, the seasonally adjusted deficit in the first quar
ter was $ 1 . 8  billion, as compared with a small sur
plus for 1966.

Complete information on the second quarter is not 
yet available, but preliminary figures on certain items 
have been published. As noted above, the trade sur
plus continued to rise, but short-term bank claims 
against foreigners also rose by $328 million. The

largest swings, however, occurred in liquid liabilities 
to foreigners. Liquid liabilities to foreign official 
agencies rose $237 million in the second quarter, com
pared to an increase of $1.5 billion in the first quar
ter. Liquid liabilities to nonofficial foreign accounts, 
which had fallen $958 million in the first quarter, 
rose $276 million in the second. Another signifi
cant development was the $632 million increase in 
long-term liabilities of U. S. banks, most of which 
represented acquisitions of long-term time deposits, 
certificates of deposit and similar assets by foreign 
official agencies.

Thus, measured on the official reserve transactions 
basis, the second quarter showed an adverse balance 
of $830 million, seasonally adjusted, compared with 
the $1.8 billion deficit in the first quarter. The liqui
dity deficit declined slightly, from $536 million to 
$513 million. The difference in the improvement in 
the two measures in the second quarter is largely 
due to the swings in liquid liabilities and the large 
build-up of long-term bank liabilities to foreign of- 
fical agencies.

Second Half of 1967 W hile it is not the purpose 
of this brief review to present a forecast of the U. S. 
balance of payments performance, it is possible to 
note several developments which are likely to in
fluence this performance in coming months. Fore
most among these is the probable impact on the trade 
surplus of changing economic conditions in the 
United States and abroad. Although the trade bal
ance improved in both the first and second quarters, 
the improvement since April has been slight. E x
ports have leveled off and imports are holding their 
own. If the U. S. economic expansion in the second 
half is as strong as it is generally expected to be it 
may lead to rapidly rising imports, while economic 
slowdowns in European countries may forestall signi
ficant growth in exports.

Spending by military agencies and armed forces 
personnel in Southeast Asia has been rising rapidly 
and these expenditures may constitute an ever- 
increasing drain in coming months. On the other side 
of the ledger, however, capital flows appear to have 
been favorably affected by recent shifts in interest 
rate differentials between U. S. and foreign markets. 
In addition, there appears to be some evidence that 
direct investment in Europe may be losing some of 
its attractiveness for American businessmen.

Aubrey N. Snellings
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