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1968 Balance Of Payments In Perspective

The United States recorded a small surplus in its 
balance of payments in 1968, the first surplus on a 
liquidity basis since 1957 and only the second since 
1949. But perhaps more important than the over
all surplus was the dramatic shift in the payments 
pattern of recent years. The traditionally strong 
trade surplus virtually disappeared while private 
capital flows, usually a large debit item, turned 
sharply inward. This article attempts to put these 
recent developments into historical perspective.

The Postwar Pattern The United States emerged 
from  W o r ld  W a r  II in a stron g  com petitive  
position in world markets. Its productive capacity 
had expanded greatly during the war while much of 
that of the other industrial nations had been de
stroyed. The demand of foreign countries for im
ports, both for reconstruction purposes and for cur
rent consumption, greatly exceeded their ability to 
pay with exports. Consequently, the United States 
ran huge surpluses in its international trade in the 
early postwar years. In the 1946-49 period U. S. 
exports of goods and services exceeded imports by 
$8 billion per year, about $7 billion of which rep
resented the trade surplus.

Only about a sixth of the surplus on goods and 
services was financed by private U. S. capital out
flows and gifts. M ost of the remainder was made 
possible by U. S. Government loans and grants, in
cluding Marshall Plan aid. Roughly half of the 
surplus was financed by Government grants and 
private gifts and thus did not increase U . S. claims 
on future foreign output or saddle other nations with 
the burden of foreign debt repayment. The export 
surplus was, in the main, the real counterpart of 
massive U. S. assistance with postwar reconstruction, 
primarily in W estern Europe.

Despite the vast capital outflows associated with 
U. S. aid, the total U . S. payments position remained 
in surplus over this period, and the U. S. Treasury 
acquired substantial amounts of gold from abroad. 
By the end of 1949 official U. S. gold holdings stood 
at $24.56 billion, approximately 70%  of the gold re
serves o f the non-Communist world.

Our huge export surplus was reduced after 1949. 
European recovery was well on its way by then, and 
U. S. economic aid was cut back sharply. M ore

over, a series of currency devaluations in September 
1949, touched off by the British devaluation of the 
pound, cut further into the U. S. competitive ad
vantage. The surplus on goods and services fell 
from an average $8.2 billion in the 1946-49 period 
to $4.7 billion in the period 1950-56. But in con
trast to the earlier period, the private and Govern
ment outflow of capital and gifts exceeded the export 
surplus, leaving a small deficit in the balance of 
payments. The deficit averaged $1.5 billion from 
1950 through 1956, but rather than being considered 
a problem, it was welcomed on the grounds that the 
world was suffering from  a chronic dollar shortage 
that could only be met through U. S. deficits.

From Dollar Shortage to Dollar Glut T h e U. S.
recorded a small overall surplus in 1957, largely 
due to the disruption of world trade patterns as
sociated with the Suez crisis. But in 1958 the 
deficit reappeared, and the dollar shortage turned 
into a dollar glut. From  the narrow standpoint of < 
our balance of payments, the rebuilding of economies 
of the w orld ’s trading nations had worked only too 
well. In contrast to the small “ planned”  deficits of 
the early 1950’s, the deficits since 1958 (chart 1)
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have been much larger and quickly became a m ajor 
concern of economic policy.

The deficit since 1958 has changed in composition 
as well as magnitude. The deficit on the liquidity 
basis is measured by the decline in gold and other 
reserve assets and the increase in liquid liabilities 
to foreigners. Before 1958 foreign countries added 
most of the excess dollars supplied by our deficits 
to their official reserves and purchased only small 
amounts of gold. But as the deficits grew larger 
and the foreign demand for dollar balances was 
satisfied, foreign monetary authorities increasingly 
exercised their right to convert dollars into gold. 
Official gold sales reduced the gold stock from $22.86 
billion at the end of 1957 to $10.89 billion by the 
end of 1968. Net gold sales in 1968, however, were 
concentrated in the first quarter and ended with the 
establishment o f the two-tier gold market in March.

W hile the overall deficit has been large since 1958, 
our trade accounts, until recently, remained in sub
stantial surplus. The trade surplus (chart 2 ) 
averaged $4.2 billion during the 1958-67 decade 
while the surplus on goods and services combined 
(chart 3 ) averaged $6.3 billion. But the export 
surplus was more than offset by deficits in private 
and Government capital accounts and unilateral 
transfers, leaving an average liquidity deficit of $2.7 
billion that was financed through sales of reserve

assets ($1 billion) and increases in liquid liabilities 
to foreigners ($1.7 billion).

Policies and Programs T he traditional p re
scription for a deficit under fixed exchange rates is 
the application o f deflationary m onetary-fiscal 
policies. But until m id-1965 such policies were in 
conflict with efforts to achieve full employment of 
domestic resources. “ Operation twist”  in the early 
1960’s represented a limited attempt to reconcile 
these conflicting objectives by supporting short-term 
interest rates for balance of payments purposes while 
depressing long-term rates to promote domestic in
vestment.

W ith conflicting objectives precluding a broad 
monetary-fiscal attack on the deficit, most of the 
effort has been aimed at particular segments of the 
balance of payments. For example, in the early 
1960’s the Government attempted in several ways 
to reduce the net impact of its transactions on the 
deficit. It tried to persuade countries in which U. S. 
troops are stationed to offset part of the foreign ex 
change costs through purchases of U. S. military 
equipment and long-term securities. It also sought 
to tie foreign economic aid to the purchase of U. S. 
goods to neutralize its impact on the deficit, while 
at the same time the Department of Defense under
took a sharp curtailment of its offshore procure
ment program.

Since 1961, however, most of the programs to deal 
with the deficit have aimed at restricting the outflow 
of private capital. The first such measure was the 
interest equalization tax ( I E T )  on foreign issued 
securities which became effective July 19, 1963. The 
tax amounted to 15%  of the purchase price of stocks 
and up to 15 %  of the price of debt instruments with 
maturities over three years. It raised the effective 
interest rate to foreigners borrowing in the U . S. 
capital market by about 1% per annum. Securities 
of underdeveloped countries and new issues of 
Canadian securities were exempted.

The IE T  sharply reduced the sale of securities to 
which it applied, but heavy outflows of private 
capital for direct investment continued. M oreover, 
a rapid rise in bank loans to foreigners suggested 
that bank credit was being substituted for securities 
covered by the IE T . Accordingly, in February 1965, 
the President extended the tax to term bank loans 
and broadened its coverage on securities to include 
those with maturities over one year. He also in
stituted a program of voluntary restraint on credit 
to foreigners by U. S. banks and nonbank financial 
institutions, to be administered by the Federal R e
serve System, and a program of voluntary limitation
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of foreign direct investment by U. S. businesses, 
administered by the Department of Commerce.

Whereas the IE T  was essentially a tariff on im
ported securities, and thus operated as a market 
device, the credit restraint program placed direct 
quotas on private capital outflows. The Federal 
Reserve requested banks to limit their foreign credits 
in 1965 to 105% of the amount outstanding at the 
end of 1964. The guidelines for nonbank financial 
institutions were comparable to those for banks. 
Priority was given to export loans and credits to less 
developed countries. The companion Commerce pro
gram aimed at reducing the net capital outflow 
arising from  direct foreign investment activities of 
U . S. firms. Due largely to a sharp reduction in 
foreign claims reported by U. S. banks, the net out
flow of private capital declined substantially in 1965 
and 1966 as did the overall deficit in the balance of 
payments. The sharp deterioration in the payments 
position in 1967 led the President on January 1, 
1968 to propose more restrictive measures. The 
Commerce program was tightened and made manda
tory, while guideline ceilings under the Federal R e
serve program were lowered. Both programs, how 
ever, have been liberalized somewhat this year.

Recent Changes in the Postwar Pattern T he
sharp drop in the export surplus and the reversal of 
private capital flows last year represented an ac
celeration of a trend that began in 1965. The trade 
surplus fell from $6.6 billion in 1964 to $3.5 billion 
in 1967 to only $0.1 billion in 1968. The surplus on 
goods and services dropped from  $9.7 billion in 1964 
to $2.8 billion last year. Preliminary estimates show 
a further decline so far in 1969, although a m ajor 
dock strike early in the year may be largely re
sponsible for this decline.

The deterioration in the U. S. export surplus 
coincides with the current inflation that began with 
the Vietnam buildup in 1965. From 1960 to 1964, 
a period of exceptional price stability and less than 
full employment, merchandise exports grew at a 
9 .2%  compounded annual rate while imports ex 
panded at a 4 .0%  rate. Exports continued to grow 
at a substantial 7.2%  rate in the 1965-68 period, but 
imports, under the influence of domestic inflation, 
increased twice as fast, at 15.7%. The large export 
growth of 9 .5%  in 1968 was overwhelmed by a fan
tastic 23.3%  rise in imports.

A n inflationary boom reduces the trade balance 
in two ways. A s incomes rise people spend more, 
and part of the additional spending is for foreign

goods. In addition to the income effect on imports, 
there is a related substitution effect as high and rising 
domestic prices lead to a substitution o f foreign for 
domestic goods. A t the same time, export products 
become less competitive.

Improvement in other accounts more than offset 
the reduction in the export surplus in 1968, yielding 
a slight surplus of $0.2 billion in the balance of pay
ments. M ost of the improvement was in the private 
capital account, which swung from a net outflow of 
$2.8 billion in 1967 to a net inflow of $1.6 billion 
in 1968. This improvement resulted primarily from 
a $3.7 billion increase in the inflow of foreign capital, 
mainly in the form of foreign purchases o f U . S. 
securities.

Some of the improvement in the capital accounts 
can probably be attributed to the various capital con
trol programs described earlier. Banks, for example, 
reduced their foreign claims substantially in 1968. 
Direct investment abroad declined only moderately, 
but a much larger portion was financed abroad and 
thus did not add to the net outflow of U. S. funds. 
The unexpected overall surplus would not have oc 
curred without a huge year-end repatriation of cor
porate funds from foreign affiliates to meet the in-
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vestment quotas set by the Commerce program.
Special programs, however, have a way of working 

better if they are reinforced by underlying market 
forces. M ost of the credit for the improved capital 
account probably should go to rising interest rates 
relative to foreign interest rates. Relatively high 
U. S. interest rates tend to attract foreign capital 
and keep U. S. capital at home. They encourage 
U. S. corporations to finance their foreign operations 
abroad. Tight domestic credit conditions help U. S. 
banks and other financial institutions to reconcile 
the foreign credit restraint program with their profit 
objectives. Certainly the fact that banks consistently 
have maintained their foreign credits well below the 
guideline ceilings suggests that the program is not 
their only constraint, nor even the main constraint, 
on foreign lending.

It is ironic that the high interest rates which 
helped the capital account in 1968 were partly the 
result of domestic inflation which contributed to the 
worsening of the trade balance. In other words, 
inflation had an offsetting influence on the trade and 
capital accounts. Unfortunately, its harmful effect 
on the trade balance is likely to be more permanent 
and more difficult to reverse than its beneficial ef
fect on the capital account. The ability of high in
terest rates to attract capital during a period of in
flation is found to be transitory, as the higher money 
return is offset by a lower value of the monetary 
unit. Fundamental improvement in our balance of 
payments must await the elimination of inflation. 
But if the end of inflation brings lower interest rates, 
a capital outflow could precede any substantial im
provement in the balance of goods and services, 
worsening the overall balance in the meantime.

Another factor that will affect the published 
deficit in 1969 will be the use made o f “ special 
transactions”  by the Government. Special financial 
transactions reduce the published liquidity deficit by 
shifting foreign dollar claims into nonliquid or near 
liquid forms, e.g., time deposits with 366 days or 
more maturity and certain nonmarketable, medium- 
term U. S. Government securities. Such transac
tions, which involve little fundamental improvement, 
reduced the published deficit by $2.3 billion last year, 
as compared to $1 billion in 1967. If less reliance 
is placed on such transactions in the future, an in 
creased liquidity deficit could mask a more funda
mental improvement in the balance of payments.

R obert D . M cT eer, Jr.
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