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CAPITAL OUTFLOWS AND THE U.S. BALANCE OF PAYMENTS 

Review and Ou t l ook 

By 
Andrew F. Br immer* 

Y e s t e r d a y , Feb rua ry 10, marked t he f i f t h a n n i v e r s a r y o f a 

F e d e r a l Government program whose l o n g e v i t y was expec ted t o be much 

s h o r t e r : on t h a t day i n 1965, P r e s i d e n t Johnson announced, w i t h g r e a t 

u rgency , t he e s t a b l i s h m e n t o f a s e r i e s o f programs t o moderate c a p i t a l 

o u t f l o w and improve our ba lance o f payments. The main e lements i n the 

programs were b o t h v o l u n t a r y and tempora ry . F i v e yea rs l a t e r , the 

ba lance o f payments i s s t i l l i n s u b s t a n t i a l d e f i c i t , a ma jo r component 

o f t he programs i s manda to ry , and the r e s t r a i n t s on c a p i t a l o u t f l o w 

have a c q u i r e d a l o o k o f permanency. 

C l e a r l y , t h i s i s an outcome t h a t was u n a n t i c i p a t e d . The 

key p a r t s o f t he programs - - a d m i n i s t e r e d s e p a r a t e l y by the U.S. 

Depar tment o f Commerce and the F e d e r a l Reserve Board - - were launched 

a g a i n s t the background o f a d r a m a t i c r i s e i n the movement o f U.S. 

funds abroad. However, i t was a l s o g e n e r a l l y assumed w i t h i n the 

^Member, Board o f Governors o f the F e d e r a l Reserve System. 
I am g r a t e f u l t o s e v e r a l members o f t he B o a r d ' s S t a f f f o r 

a s s i s t a n c e i n the p r e p a r a t i o n o f these remarks . Messrs . 
Bernard Norwood and Gordon B. Grimwood (who work c l o s e l y w i t h 
me i n t he a d m i n i s t r a t i o n o f t he Boa rd ' s f o r e i g n c r e d i t r e s t r a i n t 
program) were m a i n l y r e s p o n s i b l e f o r t he r e v i e w o f program 
deve lopments . Mr . Samuel P i z e r was v e r y h e l p f u l i n t he assess-
ment o f the o u t l o o k f o r the U.S. ba lance o f payments. Mr . L y l e E. 
Gramley p r o v i d e d counse l on the p o s s i b l e use o f r e s e r v e r e q u i r e -
ments t o moderate bank a c q u i s i t i o n o f f o r e i g n a s s e t s , and 
Mr . James T. Lynch made the p r e l i m i n a r y a n a l y s i s t o de te rm ine the 
l e g a l b a s i s o f such a p o s s i b i l i t y . 
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F e d e r a l Government t h a t our e x t e r n a l f i n a n c i a l p o s i t i o n was funda-

m e n t a l l y s t r o n g and t h a t r e s t r a i n t s on c a p i t a l o u t f l o w s were 

r e q u i r e d o n l y t o p r o v i d e s h o r t - t e r m a s s i s t a n c e u n t i l t he b a s i c 

s t r e n g t h o f our t r a d e s u r p l u s , r i s i n g e a r n i n g s on d i r e c t i n v e s t m e n t , 

and o t h e r f a v o r a b l e e lements c o u l d coa lesce t o r e s t o r e a l a s t i n g 

b a l a n c e . To a c o n s i d e r a b l e e x t e n t , t he bus iness and bank ing community 

accepted t h i s v i e w and coopera ted w i t h the F e d e r a l Government i n an 

e f f o r t t o ach ieve the s t a t e d o b j e c t i v e s . But w i t h i n s i x months a f t e r 

t he programs were launched , U.S. m i l i t a r y a c t i v i t y i n V ie tnam was 

a c c e l e r a t e d , and t he c o u n t r y became enmeshed i n a web o f i n f l a t i o n 

t h a t i s s t i l l w i t h u s . The d e t r i m e n t a l e f f e c t s o f b o t h developments 

f o r our ba lance o f payments a re a l s o s t i l l w i t h u s . Thus, t he p r e s e n t 

seems a p a r t i c u l a r l y a p p r o p r i a t e t ime t o ask whether these programs 

have ach ieved t h e i r aims and whether — f i v e yea rs l a t e r - - t hey a re 

s t i l l needed. 

Sad l y , I have conc luded p e r s o n a l l y t h a t - - n o t o n l y i s some 

fo rm o f r e s t r a i n t on c a p i t a l o u t f l o w r e q u i r e d a t t h i s t ime - - b u t a l s o 

t h a t the need w i l l e x i s t f o r a number o f yea rs t o come. I n v i e w o f 

t h i s p r o s p e c t , I am a l s o conv inced t h a t we shou ld t r y t o d e v i s e 

t e c h n i q u e s f o r m o d e r a t i n g c a p i t a l o u t f l o w wh ich can rema in v i a b l e 

over t he l o n g h a u l . I n my judgment , such t echn iques shou ld be r o o t e d 

f i r m l y i n t he marke t p l a c e and shou ld depend as l i t t l e as p o s s i b l e on 

a d m i n i s t r a t i v e d e c i s i o n s o f Government o f f i c i a l s . 
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I have reached t h i s c o n v i c t i o n on t h e b a s i s o f an e x p e r i e n c e 

w i t h t he e x i s t i n g programs wh ich extends back t o t h e d a t e o f t h e i r 

i n c e p t i o n . As A s s i s t a n t S e c r e t a r y f o r Economic A f f a i r s i n t he 

Department o f Commerce, I he lped t o f a s h i o n t h e v o l u n t a r y v e r s i o n o f 

t he d i r e c t i n ves tmen t program and a d m i n i s t e r e d i t u n t i l I was a p p o i n t e d 

t o the F e d e r a l Reserve Board i n March, 1966. S ince June , 1968, on 

d e l e g a t e d a u t h o r i t y f r om the Board, I have had a d m i n i s t r a t i v e respon -

s i b i l i t y f o r t he program (wh ich i s s t i l l v o l u n t a r y ) t o r e s t r a i n t h e 

e x t e n s i o n o f f o r e i g n c r e d i t s by U.S. banks and o t h e r f i n a n c i a l i n s t i t u -

t i o n s . D u r i n g a l l o f t h i s p e r i o d , I have been ever consc ious o f t he 

o r i g i n a l g o a l o f d i s m a n t l i n g the r e s t r i c t i o n s as soon as p o s s i b l e . 

But I have been e q u a l l y consc ious o f the c o n t i n u i n g weakness i n our 

ba lance o f payments and o f the p r e s s i n g need t o ach ieve - - and m a i n t a i n - -

an e q u i l i b r i u m i n our i n t e r n a t i o n a l accounts . Consequen t l y , i n sea rch -

i n g f o r a course w h i c h w i l l p e r m i t l i f t i n g a d m i n i s t r a t i v e r e s t r a i n t s 

on c a p i t a l movements, we must assure t h a t t h i s more fundamen ta l t a r g e t 

i s n o t p u t i n j e o p a r d y . I n the c l o s i n g s e c t i o n o f these remarks , I 

o u t l i n e an approach wh i ch - - I b e l i e v e - - wou ld b r i n g about a r e c o n c l i a -

t i o n o f these compet ing g o a l s . 

A t t h i s p o i n t , l e t me s t r e s s t h a t t h e v iews advanced he re 

are my own. The F e d e r a l Reserve Board as a who le i s o b v i o u s l y aware 

o f - - and t r o u b l e d by - - the c o n t i n u i n g s e r i o u s d e f i c i t i n our ba lance 

o f payments. The Board i s a l so t r o u b l e d by t h e i n e q u i t i e s i n h e r e n t 
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i n the p r e s e n t program and by i t s c o n t i n u e d e x i s t e n c e w e l l beyond 

t h e p o i n t a t wh i ch i t was expected t o be t e r m i n a t e d . However, t he 

r e v i e w and assessment o f the program - - and a p o s s i b l e a l t e r n a t i v e - -

p r e s e n t e d he re shou ld n o t be i n t e r p r e t e d as r e p r e s e n t i n g a p o s i t i o n 

a l r e a d y adopted by the Board. 

Be fo re p roceed ing f u r t h e r , i t m i g h t be w e l l t o summarize 

the s a l i e n t c o n c l u s i o n s emerging f rom t h i s assessment o f t h e F e d e r a l 

R e s e r v e ' s v o l u n t a r y f o r e i g n c r e d i t r e s t r a i n t p rogram over the l a s t 

f i v e y e a r s : 

The ma jo r o b j e c t i v e o f t he program, t o r e s t r a i n 
t he g rowth i n f o r e i g n l e n d i n g and i nves tmen t o f 
U.S. f i n a n c i a l i n s t i t u t i o n s , has been ach ieved . 
I n every year s i nce 1965, t he amount o f f o r e i g n 
asse ts o u t s t a n d i n g has been l e s s than the amount 
t h a t would have been p e r m i t t e d under the g u i d e -
l i n e s - - i n most years by s u b s t a n t i a l amounts. 
Moreover , the t o t a l amount o f such l e n d i n g and 
i nves tmen t i s today lower t han the t a r g e t s s e t 
i n the e a r l y years o f t he program. 

W h i l e a c h i e v i n g t h i s ma in o b j e c t i v e , t he coop-
e r a t i n g banks and o t h e r f i n a n c i a l i n s t i t u t i o n s 
have been m i n d f u l o f two o t h e r i m p o r t a n t n a t i o n a l 
g o a l s : i n s u r i n g t h a t s u f f i c i e n t c r e d i t i s 
a v a i l a b l e t o f i n a n c e U.S. e x p o r t s and t o h e l p 
meet the needs o f the d e v e l o p i n g c o u n t r i e s . 

The b a s i c des ign o f t h e program has remained 
e s s e n t i a l l y unchanged over the y e a r s : i t 
remains v o l u n t a r y , and i t e s t a b l i s h e s an o v e r -
a l l c e i l i n g w i t h i n wh i ch i n t e r f e r e n c e w i t h 
management d e c i s i o n s i s m i n i m i z e d . However, 
d u r i n g the l a s t two y e a r s , t he program has 
become somewhat more s p e c i f i c . 

The program has a f f e c t e d the p a t t e r n o f U.S. 
i n t e r n a t i o n a l bank ing . C o m p e t i t i v e i n e q u i t i e s 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



- 5 -

among banks have deve loped, and a n e t w o r k o f 
f o r e i g n branches has been s t i m u l a t e d whose 
l o n g - r u n impact cannot be seen c l e a r l y . 

F i n a l l y , as I ment ioned above, i n my judgment our ba lance 

o f payments s i t u a t i o n s t i l l r e q u i r e s some k i n d o f r e s t r a i n t on the 

o u t f l o w o f U.S. p r i v a t e c a p i t a l . But I a l so b e l i e v e t h a t some 

o t h e r t e c h n i q u e shou ld be s u b s t i t u t e d f o r the e x i s t i n g q u a n t i t a t i v e 

and a d m i n i s t r a t i v e c o n t r o l s : 

Thus, I t h i n k s e r i o u s a t t e n t i o n s h o u l d be 
g i v e n t o t he p o s s i b i l i t y o f r e p l a c i n g the 
p r e s e n t program w i t h a system o f g r a d u a t e d 
r e s e r v e requ i remen ts a g a i n s t f o r e i g n a s s e t s . 
Such a system wou ld be c l o s e l y a l l i e d t o 
marke t f o r c e s , and i t cou ld be t a i l o r e d t o 
enhance - - o r d i scou rage — any t ype o f 
f o r e i g n l e n d i n g or i nves tmen t c o n s i s t e n t 
w i t h our o v e r a l l ba lance o f payments o b j e c t i v e s . 

A p r e l i m i n a r y r e v i e w o f the F e d e r a l Reserve 
Boa rd ' s a u t h o r i t y suggests t h a t t he Board may 
a l r e a d y have an adequate l e g a l b a s i s on w h i c h 
t o r e s t such a system. 

O r i g i n s o f t he Balance o f Payments Programs 

Be fo re p roceed ing f u r t h e r , i t m i g h t be w e l l t o rem ind o u r -

s e l v e s b r i e f l y o f t he c i r cumstances wh ich n e c e s s i t a t e d t he a d o p t i o n 

o f r e s t r i c t i o n s on c a p i t a l o u t f l o w . I t m i g h t be r e c a l l e d t h a t t h e 

f i r s t s t ep i n t h i s d i r e c t i o n was the p r o p o s a l o f t h e I n t e r e s t 

E q u a l i z a t i o n Tax ( IET) i n m id -1963 , and i t s a d o p t i o n about a yea r 

l a t e r . The measure was des igned t o l e s s e n t h e a t t r a c t i v e n e s s o f t h e 

U.S. c a p i t a l marke t t o bo r rowers i n Europe and o t h e r deve loped c o u n t r i e s . 
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T h i s f i r s t s t e p i t s e l f was taken a g a i n s t the background o f heavy 

b a l a n c e o f payments d e f i c i t s t o wh ich a r i s i n g o u t f l o w o f p r i v a t e 

c a p i t a l was mak ing an i n c r e a s i n g l y l a r g e c o n t r i b u t i o n . For example, 

d u r i n g t h e l a t e 1 9 5 0 f s , the movement o f p r i v a t e c a p i t a l f rom t h i s 

c o u n t r y averaged about $ 2 - 1 / 2 b i l l i o n per y e a r ; b u t i n the 1960-64 

p e r i o d , t h e annua l average was r o u g h l y $ 4 - 1 / 2 b i l l i o n . I n the s i n g l e 

yea r 1964, t h e n e t o u t f l o w o f p r i v a t e funds reached $ 6 - 1 / 2 b i l l i o n . 

I n c o n t r a s t , d u r i n g these y e a r s , t he U.S. had the advantage o f a 

l a r g e and g r o w i n g s u r p l u s i n e x p o r t s o f goods and s e r v i c e s - - wh ich 

exceeded $ 8 - 1 / 2 b i l l i o n i n 1964. N e v e r t h e l e s s , our t o t a l payments 

abroad g r e a t l y outweighed our r e c e i p t s f rom abroad, so s u b s t a n t i a l 

d e f i c i t s appeared i n the l a t e 1950 f s and p e r s i s t e d i n t o the e a r l y 

1 9 6 0 ' s . 

The second move i n the e v o l u t i o n o f r e s t r i c t i o n s on p r i v a t e 

c a p i t a l o u t f l o w was t r i g g e r e d by a sharp d e t e r i o r a t i o n i n our ba lance 

o f payments i n the c l o s i n g months o f 1964. When the IET was adopted , 

i t d i d n o t cover l o n g - t e r m bank l e n d i n g , and t h i s exempt ion encouraged 

f o r e i g n b o r r o w e r s t o s h i f t f rom the s a l e o f bonds i n t he U.S. marke t 

t o r e l i a n c e on bank f i n a n c i n g . S i m u l t a n e o u s l y , o t h e r t ypes o f c a p i t a l 

o u t f l o w s ( p a r t i c u l a r l y d i r e c t i nves tmen ts and s h o r t - t e r m bank c r e d i t s ) 

w h i c h were n o t s u b j e c t t o t he IET a l s o rose r a p i d l y . By the l a s t 

q u a r t e r o f 1964, t he ba lance o f payments (measured on the l i q u i d i t y 

b a s i s ) was i n d e f i c i t a t an annual r a t e o f $5 b i l l i o n , and p r i v a t e 

c a p i t a l o u t f l o w s were a t an annual r a t e i n excess o f $8 b i l l i o n . 
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Out o f these developments came the v o l u n t a r y ba lance o f 

payments programs announced i n F e b r u a r y , 1965. A t the t i m e , i t was 

f u l l y r e a l i z e d t h a t the v o l u n t a r y r e s t r a i n t o f c a p i t a l o u t f l o w s was 

an i n n o v a t i o n . The c l a s s i c s o l u t i o n t o the ba lance o f payments 

p rob lem would have c a l l e d f o r a s u b s t a n t i a l l y r e s t r i c t i v e monetary 

p o l i c y , c o n s i d e r a b l y reduced c r e d i t a v a i l a b i l i t y and h i g h e r domest ic 

i n t e r e s t r a t e s . T h i s p o l i c y was avo ided because i t wou ld have 

hampered e f f o r t s t o encourage an expans ion o f o u t p u t as a means o f 

r e d u c i n g the p r e v a i l i n g h i g h l e v e l o f unemployment and o f s h r i n k i n g 

the b a c k l o g o f unused r e s o u r c e s . Fu r t he rmore , t h e r e was reason t o 

b e l i e v e t h a t h i g h e r i n t e r e s t r a t e s i n the U n i t e d S t a t e s wou ld have 

been coun te red by h i g h e r r a t e s abroad - - w i t h no n e t b e n e f i t t o our 

ba lance o f payments. Under these c i r c u m s t a n c e s , i t was t hough t b e s t 

t o t a c k l e the p rob lem a t i t s source — t h a t i s , t o l i m i t our c a p i t a l 

o u t f l o w t o a f i g u r e more n e a r l y equa l t o our c u r r e n t account s u r p l u s , 

w h i l e a t the same t ime p r e s s i n g v i g o r o u s l y toward a c h i e v i n g an optimum 

r a t e o f economic g row th . 

The V o l u n t a r y F o r e i g n C r e d i t R e s t r a i n t Program: A Review 

I n a p p r a i s i n g the per formance o f the V o l u n t a r y F o r e i g n C r e d i t 

R e s t r a i n t Program (VFCR) r e l a t i n g t o f i n a n c i a l i n s t i t u t i o n s , i t i s w e l l 

t o bear i n mind t h a t i t i s one component o f a comprehensive s e t o f 

r e s t r i c t i o n s w h i c h bear on c a p i t a l o u t f l o w i n v a r y i n g degrees . A t 

t he t ime the VFCR was launched i n F e b r u a r y , 1965, the IET was extended 
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t o cover l o n g - t e r m bank loans t o f o r e i g n e r s . As ment ioned above, a 

v o l u n t a r y program t o moderate d i r e c t f o r e i g n i nves tmen t by non-

f i n a n c i a l c o r p o r a t i o n s ( a d m i n i s t e r e d by the U.S. Department o f 

Commerce) was p a r t o f the same announcement. ( I t w i l l be r e c a l l e d 

t h a t the l a t t e r program was made mandatory by E x e c u t i v e Order as o f 

January 1, 1968) . Each p a r t o f t h i s s e t o f r e s t r a i n t s r e i n f o r c e s 

t h e o t h e r s , none o f them wou ld be e f f e c t i v e w i t h o u t the o t h e r s . 

Moreover , the a d m i n i s t r a t i o n o f t he p a r t s (and t h i s i s e s p e c i a l l y 

t r u e o f the VFCR and the d i r e c t i nves tmen t r e g u l a t i o n s ) i s c o o r d i n a t e d 

as much as p o s s i b l e . I n the r e s t o f these remarks , however, most o f 

my comments w i l l be r e s t r i c t e d t o the VFCR. 

The F e d e r a l Reserve program remains v o l u n t a r y , a l t h o u g h 

the Board has a u t h o r i t y under the January 1, 1968, E x e c u t i v e Order 

t o make i t mandatory . The g e n e r a l s t r u c t u r e has changed l i t t l e : 

i t i n v o l v e s an o v e r a l l c e i l i n g (wh ich has been m o d i f i e d s e v e r a l t i m e s ) , 

based g e n e r a l l y on the h o l d i n g o f f o r e i g n a s s e t s a t the end o f 1964. 

W i t h i n t h i s c e i l i n g managers o f f i n a n c i a l i n s t i t u t i o n s a re f r e e t o 

make t h e i r own d e c i s i o n s , b u t they a re asked t o g i v e p r i o r i t y t o 

c r e d i t s t o f i n a n c e U.S. e x p o r t s and t o mee t i ng the needs o f d e v e l o p i n g 

c o u n t r i e s . These p r i o r i t i e s have r e c e n t l y been g i v e n more emphasis. 

The g u i d e l i n e s f o r 1968 c o n t a i n e d a r e q u e s t t h a t f i n a n c i a l i n s t i t u t i o n s 

r e f r a i n f rom making new nonexpor t te rm loans t o deve loped c o u n t r i e s o f 

C o n t i n e n t a l Western Europe (and i n the case o f banks t h a t they reduce t h e i r 
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c e i l i n g s by the amount o f repayment o f such l o a n s ) . The bank gu ide -

l i n e s f o r 1970 e s t a b l i s h e d a sepa ra te c e i l i n g f o r e x p o r t t e rm l o a n s . 

F i n a l l y , on February 28, 1968, Canada was exempted f rom a l l t he U.S. 

ba lance o f payments programs and, on i t s s i d e , unde r t ook t o ensure 

t h a t Canada wou ld n o t be used as a "pass through1 1 f o r U.S. funds t o 

f l o w t o t h i r d c o u n t r i e s . The g e n e r a l s t r u c t u r e o f t he VFCR a p p l i e s 

t o b o t h the bank and nonbank f i n a n c i a l i n s t i t u t i o n programs. However, 

because o f key d i f f e r e n c e s i n the f o r e i g n i nves tmen t p o r t f o l i o o f the two types 

o f i n s t i t u t i o n s , a few d i f f e r e n c e s i n t r e a t m e n t have been necessary . 

The ma jo r d i f f e r e n c e i s t h a t over 90 per cen t o f the $10.2 b i l l i o n 

o f the banks 1 f o r e i g n a s s e t s a re covered by the g u i d e l i n e s , whereas 

n e a r l y 90 per cen t o f the $ 1 4 - 1 / 2 b i l l i o n o f f o r e i g n a s s e t s o f the 

nonbank f i n a n c i a l i n s t i t u t i o n s a r e exempted. For banks , t he excep t i ons 

a re more r e l a t e d t o i n s t i t u t i o n a l ar rangements t han t o types o f a s s e t s . 

For the nonbank i n s t i t u t i o n s , loans t o Canada ( n e a r l y $10 -1 /2 b i l l i o n ) , 

bonds o f i n t e r n a t i o n a l i n s t i t u t i o n s (abou t $1 b i l l i o n ) , and around 

$ 1 - 1 / 2 b i l l i o n i n l oans w i t h m a t u r i t i e s o f t e n yea rs o r l o n g e r and 

e q u i t y i nves tmen ts i n the d e v e l o p i n g c o u n t r i e s (and i n Japan u n t i l 

a few weeks ago) a r e n o t s u b j e c t t o g u i d e l i n e c e i l i n g s . Other aspec ts o f 

t he nonbank g u i d e l i n e s - - the emphasis on e x p o r t f i n a n c i n g and the 

d e s i r a b i l i t y o f r e f r a i n i n g f rom new nonexpo r t l oans o r i nves tmen ts i n 

t he deve loped c o u n t r i e s o f C o n t i n e n t a l Western Europe — p a r a l l e l 

those f o r banks. 
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The c u r r e n t g u i d e l i n e s f o r the banks , announced on 

December 17, 1969, i n c l u d e a ma jo r i n n o v a t i o n : a sepa ra te c e i l i n g 

f o r t e rm c r e d i t s f i n a n c i n g e x p o r t s o f U.S. goods and s e r v i c e s was 

added. The banks now have a Genera l C e i l i n g o f $10 .1 b i l l i o n - -

equa l t o t h e i r a d j u s t e d c e i l i n g s under t he 1969 g u i d e l i n e s . T h i s 

can be used f o r any pu rpose , a l t h o u g h they a r e r eques ted t o c o n t i n u e 

t o observe t h e p r i o r i t i e s i n the use o f t h i s Genera l C e i l i n g . I n 

a d d i t i o n , t hey have a c e i l i n g equa l t o o n e - h a l f o f one per cen t o f 

t o t a l a s s e t s as o f December 31, 1968, t o use f o r making e x p o r t l oans 

w h i c h have m a t u r i t i e s o f one year o r l o n g e r and wh i ch a re i n amounts 

o f $250,000 o r more. T h i s p r o v i s i o n added abou t $1 .5 b i l l i o n t o 

e x i s t i n g c e i l i n g s , b r i n g i n g the aggrega te t o $11.6 b i l l i o n . 

S e v e r a l t roub lesome i s sues (wh ich a t t imes have bo rde red 

on c o n t r o v e r s y ) have sur rounded the VFCR a lmos t f rom i t s v e r y b e g i n n -

i n g . Undoub ted l y , t he most v i g o r o u s l y debated o f those ( b o t h i n and 

o u t o f Government) i s the a s s e r t i o n t h a t t h e program has hampered 

U.S. e x p o r t s and thus reduced ( i f n o t e rased) any b e n e f i t s i t may 

have y i e l d e d f o r the ba lance o f payments. I n f a c t , when the VFCR 

g u i d e l i n e s were f i r s t d r a f t e d , t he F e d e r a l Reserve was u rged t o 

exc lude e x p o r t c r e d i t s f rom the c e i l i n g . T h i s argument has never 

been accep ted by t he Board. I n s t e a d , we have a lways t r i e d t o a l l o w 

ample room f o r necessary f i n a n c i n g o f an expans ion i n e x p o r t s . 

Throughout the l i f e o f t he VFCR, the bank ing system as a whole has 
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ma in ta i r i ed a s u b s t a n t i a l leeway under wh ich c r e d i t s c o u l d have 

been extended t o meet the needs o f U.S. e x p o r t e r s and t h e i r f o r e i g n 

cus tomers . Moreover , no s t a t i s t i c a l s tudy o f t h e t r e n d s i n e x p o r t s 

s i n c e 1964 suppo r t s the p r o p o s i t i o n t h a t a d d i t i o n a l amounts o f bank 

c r e d i t ex tended t o f o r e i g n e r s would have i n c r e a s e d e x p o r t s by a 

l i k e amount. Y e t , such a g rowth i n bank l e n d i n g abroad c e r t a i n l y 

wou ld have added some amount t o our ba lance o f payments d e f i c i t . 

On the o t h e r hand, i n d i v i d u a l banks f rom t ime t o t ime may have had 

t o r e l i n q u i s h t h i s c r e d i t bus iness t o o t h e r banks i n e a s i e r p o s i t i o n s 

under t he g u i d e l i n e s . 

N e v e r t h e l e s s , we d i d p r o v i d e a sepa ra te c e i l i n g f o r e x p o r t 

c r e d i t s when we r e v i s e d t h e program l a s t December. I n t a k i n g t h i s 

s t e p , we wanted t o g i v e renewed emphasis i n t h e p rogram t o t h e 

impor tance t h a t we a t t a c h t o imp rov ing our ba lance o f t r a d e . The 

a d d i t i o n a l l a t i t u d e f o r e x p o r t f i n a n c i n g w i t h i n an o v e r a l l c e i l i n g 

shou ld p r o v i d e even more assurance t h a t the r e s t r a i n t p rogram w i l l 

n o t c o s t t he c o u n t r y e x p o r t s a l e s . On the o t h e r hand, t o have 

exempted e x p o r t c r e d i t e n t i r e l y wou ld have e n t a i l e d a r i s k o f 

c a p i t a l o u t f l o w s o f unknown d imensions and thus wou ld have made t h e 

r e s t r a i n t s l a r g e l y mean ing less . 

Ano the r t roub lesome i ssue has a r i s e n because o f t h e 

i n e q u i t i e s i n h e r e n t i n a program wh ich r e s t s so h e a v i l y on the 
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r e l a t i v e p o s i t i o n o f i n d i v i d u a l banks i n i n t e r n a t i o n a l f i n a n c e 

as o f December 31, 1964 - - the base da te f o r most banks under t he 

VFCR. Of t h e 1 3 - 1 / 2 thousand banks i n t he U n i t e d S t a t e s , about 

160 ( l e s s t h a n 2 per cen t ) have r e p o r t e d r e g u l a r l y under the program. 

The r e s t do n o t have even a token amount o f f o r e i g n a s s e t s . However, g i v e n 

the r e l a t i v e l y s m a l l s i z e o f the average bank - - and the c o m p l e x i t i e s 

o f f o r e i g n l e n d i n g - - t h i s s i t u a t i o n i s no t s u r p r i s i n g . 

The r e a l p rob lem arose because the l a u n c h i n g o f t he VFCR 

caugh t a number o f banks o f s u b s t a n t i a l s i z e i n the m i d s t o f s t a r t i n g 

new o r expand ing e x i s t i n g b u t modest i n t e r n a t i o n a l depar tmen ts . For 

the most p a r t , these i n s t i t u t i o n s were e s s e n t i a l l y f r o z e n o u t o f 

p a r t i c i p a t i n g i n f o r e i g n l e n d i n g because they had v i r t u a l l y no 

base. The h i g h degree o f c o n c e n t r a t i o n o f f o r e i g n bus iness 

among a few banks can be seen i n t he f a c t t h a t 20 o f t he 160 banks 

r e p o r t i n g have c o n s i s t e n t l y accounted f o r 75 t o 80 per cen t o f the 

g e n e r a l c e i l i n g f i x e d under t he VFCR. Moreover , i t i s known t h a t 

some o f t he banks w i t h l a r g e c e i l i n g s (because they a l r e a d y had a 

s u b s t a n t i a l amount o f f o r e i g n asse ts a t the end o f 1964) have used 

such c e i l i n g s as c o m p e t i t i v e l e v e r s i n seek ing t he bus iness ( i n c l u d -

i n g p u r e l y domes t i c bus iness ) o f f i r m s t h a t n o r m a l l y wou ld be 

accommodated by t h e i r l o c a l banks. 
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The F e d e r a l Reserve has a lways been t r o u b l e d by these 

c o m p e t i t i v e i n e q u a l i t i e s t h a t a re d i r e c t l y r e l a t e d t o t he VFCR. 

Consequen t l y , i n November, 1967, an a l t e r n a t i v e method o f comput-

i n g the c e i l i n g was p r o v i d e d . Under t h i s change, a bank had the 

o p t i o n o f a d o p t i n g a c e i l i n g equa l t o 2 per cen t o f i t s t o t a l 

a s s e t s as o f December 31, 1966. The change was i n tended t o g i v e 

more f l e x i b i l i t y t o banks w i t h s m a l l - and medium-s ized bases. 

U n f o r t u n a t e l y , t h i s newly g r a n t e d leeway had t o be shaved d r a s t i c a l l y 

when the d e t e r i o r a t i o n i n the ba lance o f payments made i t necessary 

t o t i g h t e n the v a r i o u s programs on New Years Day o f 1968. But each 

t ime the Board has had an o p p o r t u n i t y , i t has c o n t i n u e d i t s e f f o r t s 

t o reduce the i n e q u i t i e s . I n the s p r i n g o f l a s t y e a r , i t m o d i f i e d 

the VFCR by r a i s i n g the c e i l i n g by about $400 m i l l i o n , and p ro -

p o r t i o n a t e l y more o f the i n c r e a s e went t o the s m a l l e r banks. The 

same was t r u e o f t he Expo r t Term l oan c e i l i n g e s t a b l i s h e d l a s t 

December: w h i l e the 20 l e a d i n g banks had about f o u r - f i f t h s o f the 

g e n e r a l c e i l i n g , t hey go t o n l y s l i g h t l y more than o n e - h a l f o f the 

s p e c i a l e x p o r t c e i l i n g . But d e s p i t e these changes, c o m p e t i t i v e 

i n e q u i t i e s rema in a s e r i o u s prob lem - - and they p r o v i d e ano the r 

reason why a b e t t e r a l t e r n a t i v e shou ld be found. 

C o n t r i b u t i o n s o f t h e VFCR t o the Balance o f Payments 

There i s no need t o p resen t here a d e t a i l e d c a t a l o g 

o f t he c o n t r i b u t i o n s o f the VFCR t o t he ba lance o f payments. 
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(Fu r the rmore , i t would be v i r t u a l l y i m p o s s i b l e t o i d e n t i f y such 

un ique a s s i s t a n c e - - i f any - - because o f the r o l e p l ayed by 

o t h e r programs as w e l l . ) However, the b road con tou rs can be 

ske tched . 

I n 1965, banks1 f o r e i g n asse ts s u b j e c t t o the g u i d e l i n e s 

i n c r e a s e d by o n l y $150 m i l l i o n (compared w i t h an i n c r e a s e o f 

$ 2 - 1 / 2 b i l l i o n i n bank l e n d i n g t o f o r e i g n e r s i n 1964) , whereas 

the g u i d e l i n e c e i l i n g s wou ld have p e r m i t t e d an i n c r e a s e o f $500 m i l -

l i o n . Th is " s w i n g " o f about $2.35 b i l l i o n was g r e a t e r than the 

improvement i n t h a t y e a r ' s ba lance o f payments, as measured on the 

l i q u i d i t y b a s i s . I n 1966, when monetary p o l i c y became i n c r e a s i n g l y 

r e s t r i c t i v e as domest ic i n f l a t i o n a r y p ressu res i n t e n s i f i e d , the 

banks reduced t h e i r h o l d i n g s o f f o r e i g n a s s e t s by $150 m i l l i o n . I n 

a b s o l u t e te rms , t h i s r e p r e s e n t e d a ba lance o f payments improvement 

o f $300 m i l l i o n . N e v e r t h e l e s s , t he l i q u i d i t y d e f i c i t was m a i n t a i n e d 

a t about $1.3 b i l l i o n f o r the yea r . Because o f the decrease i n 

covered asse ts and an i nc rease i n the c e i l i n g , the banks ended the 

year w i t h a leeway under the program o f a lmos t $1 b i l l i o n . 

I n 1967, monetary p o l i c y eased, and banks i n c r e a s e d t h e i r 

h o l d i n g s o f covered asse ts by $370 m i l l i o n , c o n t r i b u t i n g about 

$500 m i l l i o n t o the $2 .3 b i l l i o n d e t e r i o r a t i o n i n the l i q u i d i t y 

ba lance f o r t h a t y e a r . As ment ioned above, when i t became apparen t 

t h a t the ba lance o f payments s i t u a t i o n was w o r s e n i n g , t he A d m i n i s t r a t i o n 
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r e c o n s i d e r e d programs i t had announced i n November and s e t f o r t h new, 

more r e s t r i c t i v e programs on January 1, 1968. 

A l t h o u g h the F e d e r a l Reserve program remained v o l u n t a r y , 

f o r the f i r s t t ime the banks and nonbank f i n a n c i a l i n s t i t u t i o n s 

were asked t o ach ieve an a c t u a l r e d u c t i o n i n f o r e i g n c l a i m s d u r i n g 

the year - - $400 m i l l i o n i n t he case o f the banks , and $100 m i l l i o n 

f o r the nonbank f i n a n c i a l i n s t i t u t i o n s . The aggrega te c e i l i n g f o r 

banks was reduced f rom $11 .1 b i l l i o n t o $10 .1 b i l l i o n , and bank l e e -

way f rom $1 .2 b i l l i o n t o about $200 m i l l i o n . Both the banks and 

the nonbank f i n a n c i a l i n s t i t u t i o n s exceeded the r e q u e s t e d r e d u c t i o n s . 

Bank h o l d i n g s o f covered f o r e i g n asse ts d e c l i n e d by more t h a n $600 m i l l i o n , 

and the nonbank f i n a n c i a l i n s t i t u t i o n s by $240 m i l l i o n . L a r g e l y 

because o f t h i s good per formance - - and because o f o t h e r f o r t u i t o u s 

developments i n the c a p i t a l accoun ts - - the U n i t e d S t a t e s ended the 

year w i t h a s m a l l s u r p l u s on the l i q u i d i t y b a s i s . The t r a d e s u r p l u s , 

however, d e c l i n e d t o o n l y $600 m i l l i o n . 

W i t h r e s p e c t t o 1969, p r e l i m i n a r y f i g u r e s i n d i c a t e t h a t 

banks i n c r e a s e d t h e i r h o l d i n g s o f f o r e i g n asse t s l a s t year by about 

$150 m i l l i o n . T h i s f i g u r e i n c l u d e s a l a r g e o u t f l o w i n December. I t 

appears t h a t much o f t h a t mon th ' s o u t f l o w may have been r e l a t e d t o an 

e x t r e m e l y l a r g e volume o f t r a n s a c t i o n s wh ich took p l a c e near the yea r -

end, and i t may have been temporary i n n a t u r e . P r i o r t o t h i s year -end 

deve lopment , t he banks were showing a modest n e t i n f l o w o f funds compared 

w i t h t he l e v e l o f f o r e i g n c r e d i t s o u t s t a n d i n g a t the end o f 1968. 
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S t i m u l a t i o n o f F o r e i g n Branches 

One b y - p r o d u c t o f t he VFCR program may no t be as h e i p f u l 

t o t h e l o n g - r u n i n t e r n a t i o n a l p o s i t i o n o f the U n i t e d S t a t e s as i t 

may appear a t f i r s t g l a n c e . T h i s i s the enormous expans ion o f f o r e i g n 

branches o f U.S. banks. S ince the program began, t h e r e has been a p p r o x i -

m a t e l y a s i x - f o l d r i s e i n number o f banks w i t h branches abroad. I t may 

be r e c a l l e d t h a t , when the VFCR g u i d e l i n e s were f o r m u l a t e d , asse t s on the 

books o f f o r e i g n branches were no t counted a g a i n s t t he c e i l i n g s o f p a r e n t 

i n s t i t u t i o n s . Thus, s h i f t i n g o f f o r e i g n c r e d i t s f r om the head o f f i c e s 

t o such branches became a conven ien t way f o r banks t o keep w i t h i n t h e i r 

c e i l i n g s . Be fo re l o n g , a number o f banks a p p l i e d f o r p e r m i s s i o n t o 

open branches abroad - - u s u a l l y i n London. By the end o f l a s t September, 

t he t o t a l d o l l a r - d e n o m i n a t e d asse ts o f f o r e i g n branches amounted t o $28.9 

b i l l i o n . J u s t under h a l f o f t h i s t o t a l had been p laced w i t h head o f f i c e s 

i n t he U . S . ; j u s t over t w o - f i f t h s had been l e n t abroad - - i n c l u d i n g loans 

t o U.S . f i r m s and t h e i r f o r e i g n a f f i l i a t e s t o f i n a n c e d i r e c t i nves tmen t - -

and t he r e m a i n i n g 10 per cen t rep resen ted c l a i m s on o t h e r f o r e i g n e r s . 

I n terms o f sources o f f u n d s , about t w o - t h i r d s o f the t o t a l had been 

d e r i v e d f r o m f o r e i g n banks - - a c t i n g p r i m a r i l y as v e h i c l e s f o r m o b i l i z -

i n g and r e d i s t r i b u t i n g E u r o - d o l l a r d e p o s i t s . 

But t he r e a l l y d r a m a t i c s t o r y o f t he expans ion o f f o r e i g n 

branches i n p a r t i a l response t o the r e s t r i c t i o n s imposed by the VFCR 

i s t o be found i n the s o - c a l l e d "Nassau11 b ranches . These a re l i m i t e d 
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s e r v i c e or M s h e l l ! f branches e s t a b l i s h e d i n t he Bahamas. A t the end o f 

l a s t September, 22 U.S. banks (20 F e d e r a l Reserve members and 2 nonmembers) 

had opened such f a c i l i t i e s - - and they had no branches i n o t h e r f o r e i g n 

a r e a s . S ince e a r l y 1969 when t he Board s t a r t e d a p p r o v i n g the c r e a t i o n 

o f Nassau branches (a p o l i c y wh ich I have p e r s o n a l l y never s u p p o r t e d ) , 

t hey have grown r a p i d l y i n b o t h number and s i z e — and the g rowth i s 

c o n t i n u i n g . By the end o f l a s t September, t he Nassau branches h e l d 

j u s t over $1 b i l l i o n i n t o t a l l i a b i l i t i e s , about 80 pe r cen t o f wh ich 

r e p r e s e n t e d E u r o - d o l l a r d e p o s i t s . A lmost t h r e e - f i f t h s o f the funds had 

been p l a c e d w i t h the b ranches 1 U.S. p a r e n t s . 

Thus , w h i l e t he d e s i r e t o escape the r e s t r i c t i o n s o f the VFCR 

program was a ma jo r f a c t o r i n d u c i n g some banks t o open Nassau branches 

(and about o n e - t h i r d o f t h e i r a s s e t s r e p r e s e n t e d c l a i m s on non-U.S. 

b o r r o w e r s ) , many o f them now seem t o be s e r v i n g p r i m a r i l y as a means o f 

p r o v i d i n g t h e i r head o f f i c e s w i t h E u r o - d o l l a r s . Because o f t he low 

c o s t o f a t y p i c a l Nassau branch (amount ing t o o n l y a few thousand d o l l a r s 

and i n v o l v i n g few i f any f u l l - t i m e employees) compared w i t h a f u l l - s c a l e 

b ranch i n London o r i n C o n t i n e n t a l Wes te rn Europe (wh i ch may r u n t o $400-

$500 t h o u s a n d ) , these banks have found t h e Bahamas an a t t r a c t i v e l o c a t i o n . 

T h i s has been so d e s p i t e t h e f a c t t h a t t he advantages o f more t r a d i t i o n a l 

f o r e i g n f i n a n c i a l c e n t e r s - - p a r t i c u l a r l y p r o x i m i t y t o c o r p o r a t e c l i e n t s — 

cannot be found i n Nassau. N e v e r t h e l e s s , the Nassau branches a re l i k e l y 

t o be m a i n t a i n e d , perhaps on a m i n i m u m - l e v e l - o f - o p e r a t i o n s b a s i s , even 
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i f the VFCR d i sappea rs and the demand f o r E u r o - d o l l a r s t o a v o i d the 

p r e s s u r e s genera ted by domest ic monetary r e s t r a i n t becomes l ess i n t e n s e . 

Bu t a s i d e f r om these c o n s i d e r a t i o n s , the r a p i d g rowth i n 

the number and s c a l e o f f o r e i g n branches o f U .S . banks may h o l d s e r i o u s 

i m p l i c a t i o n s f o r our ba lance o f payments i n t he l o n g - r u n . Undoub ted l y , 

w e l l - e s t a b l i s h e d branches o f U.S. banks ( p a r t i c u l a r l y i n Europe) c o u l d 

be expected t o expand i n any case t o accommodate t he r i s i n g a c t i v i t y 

o f t h e i r c l i e n t s abroad . Y e t , t he d r a s t i c s h i f t i n emphasis o f t he 

banks 1 f o r e i g n o p e r a t i o n s toward f o r e i g n branches cou ld l ead t o a 

l e s s e n i n g o f the i n c e n t i v e f o r banks i n t he U.S. t o engage i n a c t i v i t i e s 

t h a t m igh t promote e x p o r t s . Tha t was one o f the c o n s i d e r a t i o n s unde r -

l y i n g the d e c i s i o n t o p r o v i d e more leeway under t h e VFCR f o r e x p o r t 

f i n a n c i n g . 

O u t l o o k f o r the U.S. Ba lance o f Payments 

As i s g e n e r a l l y known by now, the U.S. ba lance o f payments 

r e g i s t e r e d an e x t r e m e l y l a r g e d e f i c i t on the l i q u i d i t y b a s i s i n 1969. 

For the f i r s t t h r e e q u a r t e r s o f t he y e a r , on a s e a s o n a l l y a d j u s t e d b a s i s , 

t he d e f i c i t reached $8 b i l l i o n , b u t l a r g e c a p i t a l i n f l o w i n the l a s t 

q u a r t e r reduced the t o t a l f o r t he year somewhat. I n t he f i n a l q u a r t e r 

o f t he y e a r , t he t r a d e s u r p l u s improved c o n s i d e r a b l y — r i s i n g t o an 

annua l r a t e o f $1 .7 b i l l i o n . But f o r the year as a w h o l e , t he t r a d e 

s u r p l u s was j u s t over $1 /2 b i l l i o n , about t he same as i n the p r e v i o u s y e a r . 

A l t h o u g h the d e t a i l s on c a p i t a l movements d u r i n g the f i n a l 

q u a r t e r o f 1969 w i l l n o t be known f o r a month o r so , we do have a rough 
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i d e a about some o f the main e lements . The downt rend i n s t o c k p r i c e s 

i n t he U.S. market ( i n c o n t r a s t t o r i s i n g p r i c e s i n some key e q u i t y 

marke ts abroad) and t h e con t i nued h i g h y i e l d s on E u r o - d o l l a r and o t h e r 

a l t e r n a t i v e i nves tmen ts undoub ted ly dampened f o r e i g n a c q u i s i t i o n s o f 

U.S. c o r p o r a t e s t o c k s . On t he o t h e r hand, t h e r e was p r o b a b l y a l a r g e 

i n f l o w o f c o r p o r a t e funds around the yea r -end as U .S . f i r m s sought t o 

ge t under t he t a r g e t s se t by the d i r e c t i nves tmen t p rogram. A s i m i l a r 

i n f l o w o c c u r r e d a t t he end o f 1968. There was a l s o a r e t u r n i n f l o w 

o f funds t h a t had been p l aced i n German mark a s s e t s p r i o r t o r e v a l u a t i o n . 

B u t , as ment ioned above, t he re was an unexpected o u t f l o w o f 

bank funds i n December, amount ing t o more t h a n $ 1 / 2 b i l l i o n , though 

p a r t o f t h i s was s e a s o n a l , and was soon r e v e r s e d . D u r i n g t h e f o u r t h 

q u a r t e r as a whole (and on a seasona l l y a d j u s t e d b a s i s ) , t he o u t f l o w 

was around $350 m i l l i o n . I n the f u l l year 1969, t h e r i s e i n bank-

r e p o r t e d c l a i m s on f o r e i g n e r s amounted t o over $ 1 / 2 b i l l i o n - - and 

t h i s was accoun ted f o r e n t i r e l y by types o f c l a i m s n o t s u b j e c t t o 

t h e VFCR-- f o r i n s t a n c e , c o l l e c t i o n s f o r customers o r f o r e i g n a s s e t s 

o f t he agenc ies o f f o r e i g n banks. However, as men t ioned above, banks 

under t he program d i d i n c r e a s e t h e i r own f o r e i g n l e n d i n g i n December 

(by a lmos t $320 m i l l i o n ) and thus concluded t he f u l l yea r w i t h a n e t 

o u t f l o w o f about $150 m i l l i o n . 

I f we p u l l t o g e t h e r the v a r i o u s , i n c o m p l e t e t h r e a d s o f 

i n f o r m a t i o n , i t i s c l e a r t h a t the ba lance o f payments d e f i c i t f o r 
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1969 as a w h o l e , on the l i q u i d i t y b a s i s , was w e l l under t h e f i g u r e 

o f n e a r l y $8 b i l l i o n recorded f o r t he f i r s t t h r e e q u a r t e r s . Y e t , 

s i n c e a modest s u r p l u s had been ach ieved i n 1968 ( a l t h o u g h p a r t l y 

because o f a s i z a b l e amount o f s p e c i a l Government -ar ranged t r a n s -

a c t i o n s ) , t h e d e t e r i o r a t i o n was o b v i o u s l y e x t r e m e l y l a r g e . On the 

o f f i c i a l s e t t l e m e n t s b a s i s , the ba lance o f payments was i n s u r p l u s 

by a lmos t $2 b i l l i o n d u r i n g the f i r s t t h r e e q u a r t e r s o f l a s t y e a r , 

and by a somewhat l a r g e r amount f o r t he f u l l y e a r . 

Y e t , i f we l ook beh ind these s h o r t - r u n deve lopments , 

l i t t l e can be seen t o encourage a f e e l i n g o f c o n f i d e n c e w i t h r e s p e c t 

t o our ba lance o f payments. On the c o n t r a r y , i t i s c l e a r l y e v i d e n t 

t h a t we have made o n l y l i m i t e d p rog ress toward the o b j e c t i v e s se t 

when t h e r e s t r a i n t s on c a p i t a l o u t f l o w were adopted i n e a r l y 1965, 

a l t h o u g h a t l e a s t p a r t o f our d i f f i c u l t y r e l a t e s t o V ie tnam and 

o t h e r m i l i t a r y c o s t s r a t h e r than u n d e r l y i n g economic imba lances . 

I t w i l l be r e c a l l e d t h a t these programs were conce ived w i t h t he 

e x p e c t a t i o n t h a t they would be s h o r t - l i v e d . They were g e n e r a l l y 

l ooked upon as temporary measures des igned t o h o l d the s i z e o f the 

d e f i c i t s i n check w h i l e e f f o r t s were made t o ach ieve a fundamenta l 

a d j u s t m e n t i n our payments p o s i t i o n . To ach ieve the l a t t e r , 

s e v e r a l i n t e r m e d i a t e goa ls were s e t : 
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- The main tenance (and even expans ion) o f an 
a l r e a d y l a r g e t r a d e s u r p l u s . 

- Reduc t ions wherever p o s s i b l e i n Government 
o u t l a y s abroad . 

- A r e v e r s a l o f the w iden ing gap i n t r a v e l 
e x p e n d i t u r e s . 

- A r i s e i n income f rom p r e v i o u s f o r e i g n i n v e s t -
ment . 

- Encouragement o f expans ion o f European c a p i t a l 
ma rke t s . 

O b v i o u s l y , we have f a l l e n c o n s i d e r a b l y s h o r t o f these 

o b j e c t i v e s . L a s t y e a r , our t r a d e s u r p l u s was o n l y $1 /2 b i l l i o n 

compared w i t h a r e c o r d o f $ 6 - 1 / 2 b i l l i o n i n 1964. To a c o n s i d e r a b l e 

e x t e n t , t h i s poor per fo rmance i s a r e f l e c t i o n o f our f a i l u r e s t o 

check i n f l a t i o n a t home. W i t h our p r i c e s r i s i n g f a s t e r t h a n those 

o f our c o m p e t i t o r s s i n c e 1964, we have l o s t a s i z a b l e share o f 

f o r e i g n m a r k e t s . Wh i l e some o f t h i s r e d u c t i o n i n ou r r e l a t i v e shares 

o f t o t a l e x p o r t s may be a t t r i b u t e d to b a r r i e r s o f v a r i o u s k i n d s (wh i ch 

our n e g o t i a t o r s a r e s t r u g g l i n g t o l o w e r ) , our b a s i c p rob lem i s c l e a r l y 

one o f c o s t and p r i c e c o m p e t i t i o n . Some o f our c o m p e t i t o r s ( i n c l u d i n g 

f o r e i g n a f f i l i a t e s o f U.S. f i r m s ) have become i n c r e a s i n g l y a b l e t o 

o u t - s e l l some o f our f i r m s i n our own markets as w e l l as ab road . 

We have made s i g n i f i c a n t s t r i d e s i n r e d u c i n g some Government 

o u t l a y s abroad and i n h o l d i n g o t h e r s . For example, d o l l a r payments 

t o f o r e i g n e r s under U.S. Government g r a n t and c r e d i t programs were 
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down t o abou t $650 m i l l i o n i n 1968, ou t o f a t o t a l program o f over 

$5 b i l l i o n . However, such sav ings had been more than o f f s e t by the 

sharp r i s e i n m i l i t a r y o u t l a y s abroad - - e s p e c i a l l y i n V ie tnam. I n 

1964, m i l i t a r y spending abroad amounted t o $2 .9 b i l l i o n ; by 1968, i t 

had r i s e n t o $ 4 - 1 / 2 b i l l i o n , and today i t i s c l o s e t o a $5 b i l l i o n 

r a t e . 

Income r e c e i p t s f rom inves tmen t abroad have c l imbed s h a r p l y 

s i n c e 1964. I n t he l a t t e r y e a r , p r i v a t e f o r e i g n i nves tmen t income was 

j u s t under $5 b i l l i o n ; today the r a t e i s a p p r o x i m a t e l y $8 b i l l i o n . On 

t h e o t h e r hand, because i n t e r e s t r a t e s here have r i s e n d r a m a t i c a l l y 

s i n c e 1964 ( r e f l e c t i n g t o some e x t e n t the heavy r e l i a n c e on monetary 

p o l i c y i n t he f i g h t a g a i n s t i n f l a t i o n ) and p a r t l y because we have 

been f i n a n c i n g our ba lance o f payments d e f i c i t s by a c c u m u l a t i n g a 

huge volume o f s h o r t - t e r m debt - - t h e r e has a l s o been a s i z a b l e 

i n c r e a s e i n our payments o f i n t e r e s t and o t h e r income t o f o r e i g n e r s . 

Such payments rose f rom $ 1 - 1 / 2 b i l l i o n i n 1964 t o a c u r r e n t r a t e o f 

r o u g h l y $5 b i l l i o n . Th i s i nc rease has more t h a n matched the g a i n over 

t h e p e r i o d i n our r e c e i p t s o f income f rom abroad . 

W i t h r e s p e c t t o f o r e i g n t r a v e l , we seem t o have made no 

p r o g r e s s i n c l o s i n g the gap. I n 1968, Americans spent about $3 .9 

b i l l i o n a b r o a d , an i n c r e a s e o f $800 m i l l i o n s i n c e 1964. Spending by 

f o r e i g n e r s he re d u r i n g the same years rose by o n l y $560 m i l l i o n t o $2 .0 b i l -

l i o n . Thus, t h e m a r g i n o f t r a v e l e x p e n d i t u r e s abroad by Amer icans i n excess 
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o f what f o r e i g n e r s spent he re widened f r o m about $1 b i l l i o n t o a lmost 

$ 1 - 1 / 2 b i l l i o n . The gap p r o b a b l y widened f u r t h e r l a s t y e a r . 

I n the case o f European c a p i t a l m a r k e t s , we have w i tnessed 

a development t h a t has b rough t c o n s i d e r a b l e b e n e f i t s t o our ba lance 

o f payments. Even two yea rs ago (when the mandatory r e g u l a t i o n f o r 

d i r e c t i nves tmen t was adopted) few — i f any - - obse rve rs c l e a r l y 

fo resaw the enormous expans ion wh ich has o c c u r r e d s i nce t h e n i n the 

volume o f funds r a i s e d by these marke t s . T h i s has he lped t o lessen 

the f i n a n c i n g problems o f U.S. c o r p o r a t i o n s whose e f f o r t s t o c a r r y ou t 

p r o j e c t s abroad would have genera ted even more p ressu res on c a p i t a l 

o u t f l o w f r om t h i s c o u n t r y . I t has a l s o c o n t r i b u t e d t o a much g r e a t e r 

f l o w o f f o r e i g n c a p i t a l i n t o U.S. e q u i t i e s . 

N e v e r t h e l e s s , s i n c e we a re s t i l l a l ong way f r o m a c h i e v i n g 

a v i a b l e e q u i l i b r i u m i n our ba lance o f payments, I t h i n k the t ime has 

come t o search f o r a b e t t e r way t o ach ieve an a d j u s t m e n t . 

An A l t e r n a t i v e t o t he VFCR,: A p p l i c a t i o n o f Reserve Requirements 
A g a i n s t F o r e i g n Asse ts 

I n broad t e r m s , t he a l t e r n a t i v e I have i n mind t o our p resen t 

r e s t r a i n t s on U.S. bank l e n d i n g t o f o r e i g n e r s would be t he a p p l i c a t i o n 

o f a cash r e s e r v e requ i remen t a g a i n s t f o r e i g n a s s e t s . T h i s rese rve 

wou ld be i n a d d i t i o n t o t he customary r ese rve t h a t a bank m a i n t a i n s 

a g a i n s t d e p o s i t s . For conven ien t r e f e r e n c e , i t m igh t be desc r i bed 

as a supp lemen ta l r e s e r v e . 
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The o b j e c t i v e o f t h i s supp lementa l r ese rve wou ld be t o r a i s e 

the cos t o f f o r e i g n l e n d i n g by r e d u c i n g t he m a r g i n a l r a t e o f r e t u r n t o 

the bank making the f o r e i g n l oan — and t he reby dampen the o u t f l o w o f 

U.S. c a p i t a l . The b a s i c purpose o f t he supp lemen ta l r e s e r v e wou ld no t 

be t o l e v y new r e s e r v e requ i remen ts on the bank ing system as a w h o l e ; 

nor wou ld i t be t o r a i s e the average l e v e l o f r ese rves r e q u i r e d f o r 

i n d i v i d u a l banks t h a t do no t choose t o engage i n f o r e i g n l e n d i n g o r 

i n v e s t i n g . Thus, i t wou ld no t be r e l a t e d d i r e c t l y t o g e n e r a l domest ic 

c r e d i t c o n d i t i o n s - - as a re r e g u l a r r ese rve requ i remen ts a p p l i c a b l e t o 

a l l member banks o f the F e d e r a l Reserve System. 

I n f o c u s i n g on t h i s approach , I p u t a market f o r c e t echn ique 

a t the top o f my l i s t o f d e s i r a b l e c h a r a c t e r i s t i c s . I n a d m i n i s t e r i n g 

the VFCR, I am k e e n l y aware o f the d e s i r a b i l i t y o f a s s u r i n g t h a t - -

as much as p o s s i b l e — i t m in im ize i n t e r f e r e n c e w i t h norma l bus iness 

d e c i s i o n s and the economic f o r c e s o f the market p l a c e . The bus iness 

communi ty , w i t h i n whatever o u t e r l i m i t s a re cons ide red a b s o l u t e l y 

necessa ry , can bes t a l l o c a t e f i n a n c i a l and r e a l r e s o u r c e s . B u s i n e s s , 

t h e r e f o r e , shou ld be assured as much f reedom o f cho i ce as the b a s i c 

o b j e c t i v e s o f an o f f i c i a l program p e r m i t . 

S ince the o b j e c t would c o n t i n u e t o be t o r e s t r a i n t he g row th 

i n f o r e i g n l e n d i n g , r a t h e r t han t o burden the amount o f l e n d i n g ach ieved 

by some da te i n t he p a s t , t he rese rves migh t a p p l y o n l y t o the amount 

o f l e n d i n g above some de te rm ined vo lume. That i s , t he cash r e s e r v e s 

would c o n s t i t u t e m a r g i n a l , r a t h e r t h a n ave rage , r e q u i r e d r e s e r v e s . 
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S o l e l y f o r the sake o f i l l u s t r a t i o n , l e t us take $10 b i l l i o n 

as t h e amount o f U .S . bank l e n d i n g e x i s t i n g a t t he i n c e p t i o n o f the 

program. Suppose f u r t h e r t h a t a bank were r e q u i r e d t o s e t as i de cash 

r e s e r v e s equa l t o 20 pe r cen t o f the amount by w h i c h i t s o u t s t a n d i n g 

loans t o f o r e i g n e r s exceeded the amount o f such loans o u t s t a n d i n g j u s t 

b e f o r e t he r e s e r v e program went i n t o f o r c e . 

T h i s f o r m u l a t i o n m igh t be v a r i e d so t h a t a cash rese rve r e ^ 

qu i remen t m igh t be a p p l i e d a g a i n s t whatever new f o r e i g n loans the bank 

m igh t ex tend r a t h e r t h a n a p p l y a m a r g i n a l r e s e r v e a g a i n s t the amount 

o f loans above t he amount o u t s t a n d i n g on a p a r t i c u l a r d a t e . 

To i l l u s t r a t e , a bank t h a t extended a l o a n t o a f o r e i g n e r 

a f t e r , say , t h e end o f Feb rua ry 1970, m i g h t be r e q u i r e d t o s e t as ide 

cash r e s e r v e s o f 20 pe r cen t o f the amount o f t h a t l o a n . Loans t o 

f o r e i g n e r s a l r e a d y o u t s t a n d i n g as o f t h a t da te wou ld r e q u i r e no reserves 

nor be under any q u a n t i t a t i v e r e s t r a i n t . Any e x t e n s i o n o f those o u t -

s t a n d i n g l o a n s , as w e l l as any drawdowns o f t h e n - e x i s t i n g l i n e s o f 

c r e d i t , wou ld be t r e a t e d as new loans and wou ld be s u b j e c t t o the 

r e s e r v e r e q u i r e m e n t . T h i s v a r i a n t i s e s p e c i a l l y a t t r a c t i v e i n be ing 

f r e e o f any r e l a t i o n s h i p r e p r e s e n t e d by d i f f e r i n g volumes o f f o r e i g n 

loans o u t s t a n d i n g among i n d i v i d u a l banks a t a g i v e n base da te - - a 

weakness o f t h e e x i s t i n g VFCR. 

Under e i t h e r v a r i a n t o f t h i s a l t e r n a t i v e t o our p r e s e n t system, 

the pe rcen tage rese rve r e q u i r e m e n t would be se t on the b a s i s o f an o f f i -

c i a l d e t e r m i n a t i o n o f t he degree o f i n f l u e n c e t o be a p p l i e d , f o r ba lance 
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o f payments reasons , a g a i n s t u n l i m i t e d c a p i t a l o u t f l o w . The r e s t r a i n t 

wou ld be l e v i e d i n p r o p o r t i o n t o the l e n d i n g . C o n t r a r y t o t h e p r e s e n t 

s i t u a t i o n , i t wou ld n o t r e q u i r e immediate a s s e t ad j us tmen ts by each bank; 

i n s t e a d i t wou ld l eave t he d e c i s i o n t o i n d i v i d u a l banks t o adapt t h e i r 

l e n d i n g t o t he c i r cums tances a t the t i m e . 

The loans t h a t wou ld be s u b j e c t t o t h e supp lemen ta l r e s e r v e 

requ i remen t c o u l d be d e f i n e d i n a way t h a t wou ld t ake account o f the 

p r i o r i t i e s and exempt ions under t o d a y ' s program. For example: t he 

p resen t r eques t t h a t banks g i v e p r i o r i t y t o loans t o meet t he needs o f 

d e v e l o p i n g c o u n t r i e s c o u l d be g i v e n e f f e c t t h r o u g h a r e s e r v e r a t i o 

a g a i n s t such loans s m a l l e r t h a n the r a t i o f o r o t h e r l o a n s ; loans t o 

r e s i d e n t s o f Canada c o u l d be exempted, as t hey a re f r o m p r e s e n t r e s t r a i n t s , 

by s e t t i n g the requ i remen t a t z e r o . Expo r t loans - - i n c l u d i n g e x p o r t -

t e rm loans r e c e n t l y accorded a separa te se t o f c e i l i n g s - - c o u l d be 

s u b j e c t e d t o a cash r e s e r v e requ i remen t o n l y when they exceeded a s t i p -

u l a t e d pe rcen tage o f a b a n k f s e n d - o f - 1 9 6 8 t o t a l a s s e t s , the bas ing p o i n t 

f o r the p r e s e n t c e i l i n g f o r t h i s c a t e g o r y o f l o a n s . 

Such a supp lemen ta l cash r e s e r v e requ i remen t sys tem sketched 

above wou ld have t h e e f f e c t o f r e s t r a i n i n g bank l e n d i n g t o f o r e i g n e r s , 

bu t i t wou ld do so i n a more supp le and e c o n o m i c a l l y j u s t i f i a b l e way 

t h a n i s t h e case w i t h our e x i s t i n g t e c h n i q u e . The new r e s e r v e r e q u i r e -

ment f o r f o r e i g n a s s e t s o f banks , b e i n g a v e r y minor f r a c t i o n o f t he 

rese rves now r e q u i r e d a g a i n s t d e p o s i t l i a b i l i t i e s , wou ld n o t cause a 
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s i g n i f i c a n t d i s t u r b a n c e o f domest ic monetary p o l i c y . W h i l e t h e r e wou ld 

be a modest impact on t he r e q u i r e d rese rves o f member banks , t h i s c o u l d 

be e a s i l y o f f s e t by open-market o p e r a t i o n s . 

From the p o i n t o f a d m i n i s t r a t i o n , t he sys tem wou ld have a 

l e s s e r degree o f c e r t a i n t y than the p resen t sys tem, because - - b a r r i n g 

a s h i f t t o a p r o h i b i t i v e rese rve r a t i o — i t wou ld a l l o w f o r e i g n loans 

t o i n c r e a s e , whereas the p resen t system p r o v i d e s a f a i r l y r i g i d l i m i t 

t o t he volume o f f o r e i g n l e n d i n g by U.S. banks. Bu t t he reduced c e r -

t a i n t y seems t o me a reasonab le p r i c e t o pay f o r t h e many advantages 

such a system would o f f e r . 

As I ment ioned e a r l i e r , the F e d e r a l Reserve System may a l -

ready possess a u t h o r i t y t o e s t a b l i s h a r e s e r v e p rogram r e l a t e d t o t he 

amount o f c r e d i t ex tended t o p a r t i c u l a r c a t e g o r i e s o f f o r e i g n b o r r o w e r s . 

W i t h r e s p e c t t o f o r e i g n loans by member banks o f t h e F e d e r a l Reserve 

System ( w h i c h h o l d ove r f o u r - f i f t h s o f our bank ing r e s o u r c e s b u t over 

90 pe r cen t o f t o t a l f o r e i g n a s s e t s ) , i t seems t h a t t he r e s e r v e p r o -

v i s i o n s o f t h e F e d e r a l Reserve Ac t p r o v i d e such a u t h o r i t y . Fo r a 

b roade r -base program - one a p p l y i n g t o a l l banks and o t h e r f i n a n c i a l 

i n s t i t u t i o n s — E x e c u t i v e Order 11387, i s sued i n Janua ry 1968, a u t h o r i z e s 

t h e Board t o " r e g u l a t e o r p r o h i b i t any t r a n s a c t i o n by any bank o r o t h e r 

f i n a n c i a l i n s t i t u t i o n 1 1 i n v o l v i n g c r e d i t to f o r e i g n e r s , i f t he Board 

" d e t e r m i n e s such a c t i o n t o be necessary or d e s i r a b l e t o s t r e n g t h e n the 

ba lance o f payments p o s i t i o n o f the U n i t e d S ta tes . 1 1 
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A p o s s i b l e a d d i t i o n a l source o f a u t h o r i t y i s the r e c e n t l y -

enac ted C r e d i t C o n t r o l A c t , wh ich empowers the F e d e r a l Reserve Board 

t o p r e s c r i b e maximum r a t i o s o f loans o f p a r t i c u l a r t ypes t o asse t s o f 

p a r t i c u l a r t ypes (such as rese rve b a l a n c e s ) , o r t o p r o h i b i t or l i m i t 

such l o a n s . However, t h i s power can be e x e r c i s e d o n l y a f t e r a 

P r e s i d e n t i a l d e t e r m i n a t i o n t h a t r e g u l a t i o n and c o n t r o l o f c r e d i t by 

t h e Board i s c a l l e d f o r t o c o n t r o l " i n f l a t i o n genera ted by t he e x t e n -

s i o n o f c r e d i t i n an excess ive vo l ume . " 

I n o u t l i n i n g a p o s s i b l e a l t e r n a t i v e t o our f i v e yea r o l d VFCR 

program, I do so t o encourage an a c t i v e ques t f o r a more a t t r a c t i v e - - a n d 

e f f i c i e n t - - means o f l i m i t i n g c a p i t a l o u t f l o w . Wh i l e I have no t u rged 

t h e F e d e r a l Reserve Board t o adopt i t (and i n f a c t i t i s n o t even on 

t he B o a r d ' s agenda) , i t does i n d i c a t e the d i r e c t i o n o f my own t hough t s 

as the a d m i n i s t r a t o r o f the VFCR - - and as a b e l i e v e r i n market 

t e c h n i q u e s . 

I n c l o s i n g , we shou ld no te t h a t a s i m i l a r ques t f o r market 

t e c h n i q u e s t o r e p l a c e the d i r e c t i nves tmen t r e g u l a t i o n s a p p l y i n g t o 

n o n f i n a n c i a l c o r p o r a t i o n s shou ld a l s o be encouraged. 
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