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UNITED STATES -- CANADIAN BALANCE OF PAYMENTS 

Prospects and Opportun i t ies 

By 

Andrew F. Brimmer-

I t i s not o f ten enough that pub l i c o f f i c i a l s have an 

opportuni ty to an t i c i pa t e i n t e rna t i ona l f i n a n c i a l issues and to d iscuss 

means of r eso l v i ng them i n an atmosphere of r e l a t i v e calm. For tunate ly , 

the r e l a t i on s between Canada and the United States have been such that 

we have been able to communicate r egu l a r l y , and th i s juncture i n our 

h i s t o r i e s lends i t s e l f admirably to such a d i scuss ion . In both count r ies , 

t h i s i s an i n t e r e s t i n g but r e l a t i v e l y qu ie t per iod. Thus, i t i s a good 

time to focus on a number of emerging features i n the balance of payments 

of our two countr ies and to weigh poss ib le means of dea l ing w i th severa l 

problems before they harden i n to c r i t i c a l i ssues . 

The balance of payments i s a perenn ia l focus of a t t en t i on 

i n Canada, and the exp lanat ion i s c l ea r : Canada i s far more heav i l y 

dependent than the United States on i n t e rna t i ona l trade and c ap i t a l 

f lows for the hea l th and progress of i t s economy. In contrast , the 

United States pub l i c i s r e l a t i v e l y i n d i f f e r e n t to the i n t e rna t i ona l 

s ide of the economy, except when a c r i s i s looms on the hor izon or 

* Member, Board of Governors o f the Federa l Reserve System. 

I am g ra t e f u l to Messrs. Samuel P i z e r , Robert Dunn, and 
Ralph Smith of the Board's s t a f f for ass i s tance i n the preparat ion 
of these remarks. 
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an i ssue such as the r e cen t l y proposed r e s t r i c t i v e trade l e g i s l a t i o n 

a t t r a c t s a t t en t i on . Given t h i s legacy, only i n recent years has the 

balance o f payments become an important focus of Uni ted States eco-

nomic p o l i c y . Therefore, i n the American contex t r we s t i l l face a 

task o f impress ing on the minds of the pub l i c the s i g n i f i c a n c e of 

the balance of payments - - e s p e c i a l l y to enhance understanding of 

the damage to our t rad ing p o s i t i o n that has r e su l t ed from the per iod 

of excess demand and expectat ions of cont inued i n f l a t i o n that began 

i n 1965. But even i n Canada, where th i s subject i s probably be t te r 

understood, i t may be poss ib l e to po in t up a number of bas i c changes 

i n the s t ruc tu re of Canada's balance of payments w i th the Uni ted States 

and to assess t h e i r s i g n i f i c a n c e fo r the fu ture of f i n a n c i a l r e l a t i o n s 

between our two coun t r i e s . 

Un i ted States Balance o f Payments i n Perspect ive 

As background fo r cons ide ra t i on of the Uni ted States-

Canadian b i l a t e r a l r e l a t i o n sh i p , i t might be h e l p f u l to examine 

b r i e f l y the recent h i s t o r y of the Uni ted States o v e r a l l balance. 

In the ea r l y 1960 !s, the Uni ted States accounts were charac te r i zed 

by r i s i n g surp luses on current account matched by r i s i n g outf lows 

of p r i va te c a p i t a l . Between 1960 and 1964, the balance on goods 

and serv i ces more than doubled, r i s i n g from $4.0 b i l l i o n to $8.6 

b i l l i o n . The trade surp lus more than t r i p l e d i n the same per iod, 

c l imb ing from $2.0 to $6.8 b i l l i o n . Net out f lows o f U. S. p r i va te 

c a p i t a l advanced by more than two-th i rds -- from $3.9 b i l l i o n to 

$6.6 b i l l i o n . The growing trade surp lus i n these years r e f l e c t e d 

a be t te r p r i c e performance i n the Un i ted States than the average 
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achieved i n i n d u s t r i a l nat ions . However, t h i s was a l so a per iod 

when the American economy was operat ing too far below f u l l u t i l i z a -

t i o n of resources. The r i s i n g trend of c a p i t a l outf lows r e f l e c t e d 

both the lower cost of c a p i t a l i n the United States and more advan-

tageous investment oppor tun i t i es abroad -- e s pe c i a l l y i n Western 

Europe, but a l so i n Canada. 

Beginning i n 1965, and cont inu ing i n to 1969, na t i ona l 

economic p o l i c y was confronted w i th the need to cope w i th emerging 

i n f l a t i o n a r y pressures sparked by the Vietnam War. At that po int i n 

time, the economy was a l ready near ing f u l l employment i n response to 

p o l i c i e s designed to achieve f u l l e r u t i l i z a t i o n of our capac i ty and 

product ive po t en t i a l . An enormous volume of excess demand was gen-

erated wh i l e appropr iate p o l i c i e s to r e s t r a i n i t were not adopted i n 

a t imely fash ion. The r e s u l t was a rap id and pe r s i s t en t increase i n 

costs and p r i c e s . 

The impact on our balance of payments was both p red i c tab le 

and severe. There was a s i z ab l e shrinkage i n the U. S. share of 

wor ld exports, and the r e l a t i v e losses centered p r imar i l y i n those 

commodities subject to a subs tan t i a l amount of i n t e r na t i o na l p r i ce 

compet i t ion -- such as chemicals and c e r t a i n kinds of machinery i nvo lv ing 

r e l a t i v e l y simple t e chno log i ca l endowments. More important ly , there was 

a sharp r i s e i n United States imports. Between 1964 and 1969, merchan-

d i se imports almost doubled, c l imbing from $18.6 b i l l i o n to $35.8 b i l l i o n . 

I n the same per iod , merchandise exports rose by j us t over two - f i f t h s — 

from $25.5 b i l l i o n to $36.5 b i l l i o n . Imports grew about twice as fas t as 
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the economy as a whole, and the r a t i o of imports to gross na t i ona l 

product increased from near ly 3 per cent to about 4 per cent. Under 

these c ircumstances, our trade surplus dropped from $6.8 b i l l i o n i n 

1964 to only $600 m i l l i o n i n both 1968 and 1969. 

This dec l i ne can be traced to a number of f a c to r s , but the 

domestic i n f l a t i o n i s undoubtedly the most important exp lanat ion. 

The magnitude of the de t e r i o r a t i o n i n our trade accounts due to in-

f l a t i o n i s i nd i ca ted i n a n a l y t i c a l s tud ies recen t l y completed by the 

Board's s t a f f . " These f i nd ings suggest that , i f the United States 

(and Canada) had been able to avoid excess demand and mainta in r e l a -

t i v e p r i ce s t a b i l i t y i n the l a s t h a l f of the 1960's wh i l e other 

i n d u s t r i a l nat ions experienced the l e v e l o f economic a c t i v i t y they 

a c t u a l l y r eg i s t e red , the U. S. trade surp lus i n 1969 would have been 

h igher by about $3-1/2 b i l l i o n . This r e s u l t would have put the trade 

surp lus not fa r below the $5 b i l l i o n averaged i n the f i r s t h a l f of 

the decade -- a l e v e l which many observers be l i eved was susta inab le 

i n the long run. Under these cond i t i ons , s p e c i f i c ac t ions d i rec ted 

toward improving the current account a t best could make only a mar-

g i n a l c on t r i bu t i on . C l ea r l y , the ove r - r i d i ng need was to check the 

domestic i n f l a t i o n . 

* See George B. Henry, "Uni ted States Merchandise Trade, 
1965-69"; F. Gerard Adams (Un ive rs i t y of Pennsylvania) and Helen B. 
Junz, "A Note on the E f f e c t of the 1965-69 Boom i n the United States 
on World Trade." 
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In the face of these problems i n the current account, 

which could not be reversed qu i ck ly i n any case, we took a number 

of steps to r e s t r a i n the outf low of p r iva te c ap i t a l . The most 

important of these were the impos i t ion of the i n t e r e s t equa l i za t i on 

tax (IET), r e s t r a i n t s on d i r e c t investment abroad by U. S. corpora-

t i ons , and l im i t a t i o n s on lending to fore igners by American banks. 

In adopting these measures, spec i a l cons idera t ion was given to 

Canada's s i t u a t i o n , and below I s h a l l comment fur ther on th i s 

experience. 

But, i n sp i t e of these r e s t r a i n t s , the d e f i c i t i n the 

United States balance of payments has remained d i s t u rb i ng l y large. 

Thus, the task of b r ing ing our balance of payments under bet ter 

con t ro l remains w i th us, and - - i n my op in ion -- i t should be assigned 

a h igher p r i o r i t y on the agenda of na t i ona l economic po l i c y . 

United States-Canadian Balance of Payments 

With th i s background, we can look more c l o se l y at the 

Canadian sector of the United States i n t e rna t i ona l accounts. On 

the whole, some of the f am i l i a r features of United States-Canadian 

f i n a n c i a l r e l a t i on s have not changed i n recent years. However, 

severa l s i g n i f i c a n t changes have occurred, and these have a f f e c ted 

both the trade balance and c a p i t a l f lows. 

For our purposes, there Is no need to dwel l a t length on 

the network of economic and f i n a n c i a l r e l a t i on s that has evolved 

between our count r i es . Yet, a b r i e f sketch may he lp to remind us 

of the main ou t l i ne s . Viewed from the Canadian s ide, about 
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65 per cent o f i t s t o t a l f o re i gn trade i s w i t h the United States. 

Near ly one- th i rd of net c a p i t a l market f i nanc ing i n Canada i s 

der ived from Un i ted States sources. Va r i a t i ons i n output and 

p r i ces i n Canada f o l l ow c l o s e l y - - and roughly p a r a l l e l - - s im i l a r 

changes i n the Uni ted States. Changes i n c r e d i t cond i t i ons and 

movements i n i n t e r e s t rates i n the United States are transmitted 

qu i ck l y to Canada. 

From the Uni ted States s ide , too, the importance of the 

network of economic r e l a t i o n s can be seen: one-quarter of U. S. 

exports go to Canada, and j u s t under three-tenths of U. S. imports 

now o r i g i n a t e i n Canada. Since 1966, over 30 per cent of U. S. 

p r i v a t e c a p i t a l outf lows were d i r e c t ed to Canada, and i n 1969 the 

p ropor t i on reached 40 per cent . Moreover, dur ing the decade of 

the 1960?s, the importance of Canada i n the Uni ted States balance 

of payments increased apprec iab ly . For example, the Canadian 

share of U. S. imports cl imbed from 21 per cent i n 1961 to 28 per 

cent l a s t year. I t s share o f U. S. exports rose from 18 per cent 

to 26 per cent . Whi le Canada a t t r a c t ed 26 per cent of the net out-

f low of U. S. p r i va te c a p i t a l i n 1961, the p ropor t i on advanced to 

40 per cent i n 1969 - - a s i nd i ca ted above. 

In c i t i n g th i s evidence, I am h igh l y conscious of 

Canadian concern about the extent and c loseness of i t s l inkages 

w i t h the Uni ted States . I know that among some segments o f the 

Canadian popu la t ion t h i s concern has taken on a tone of res t lessness 
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and has st imulated a des i re for less closeness w i th the U. S. 

and more contact -- c u l t u r a l and p o l i t i c a l as we l l as economic --

w i th areas outs ide of North America. I understand th i s quest, 

and I can apprec iate i t s s i gn i f i c ance to Canadians. At the same 

time, however, I must a l so observe that the growing i n teg ra t i on 

of i n t e r na t i ona l money and c r ed i t markets i s k n i t t i n g together 

even more c l o se l y the lead ing i n d u s t r i a l and t rad ing nat ions of 

the wor ld. The most v i s i b l e example of th i s trend on the i n t e r -

na t i ona l f i n a n c i a l scene i s the dramatic development of the Euro-

d o l l a r market i n the l a s t ha l f of the 19601s. There i s no need 

to pause here to exp la in the causes of t h i s expansion, s ince 

these are f a i r l y w e l l understood. But because of mechanisms 

fashioned i n the Euro-do l l a r market and the short-term c a p i t a l 

f lows to which they give r i s e , the p r i n c i p a l money markets i n 

the United States and Western Europe -- as we l l as i n Canada --

are now t i e d even more c l o se l y together. 

Canadian Access to the United States Cap i ta l Markets 

H i s t o r i c a l l y , Canada has run a s i z ab l e d e f i c i t on 

current account w i th the United States, and th i s was normally covered 

by large in f lows of long-term c ap i t a l . This c a p i t a l i n f l ow inc luded 

the movement of funds by U. S. corporat ions for d i r e c t investment i n 

Canada, but a la rger share r e f l e c t ed borrowing by Canadians i n the 
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U. S. c a p i t a l market. F l o t a t i o n s of s e c u r i t i e s by Canadian 

provinces and other l o c a l governments accounted fo r most of the 

funds ra i sed , but business enterpr i ses (some of them owned by 

governmental un i t s ) a l so have tapped U. S. sources i n subs tan t i a l 

volume. Par t of the proceeds of these borrowings, as w e l l as 

other funds, became ava i l ab l e to Canadian banks which were then 

ab le to s h i f t them abroad ( e spe c i a l l y to New York) fo r investment 

i n short- term earning asse ts . 

I n the environment i n which t h i s mechanism h i s t o r i c a l l y 

has funct ioned, few -- i f any - - d i f f i c u l t i e s arose. However, as 

the Uni ted States found i t necessary to adopt r e s t r a i n t s on c a p i t a l 

out f lows as par t of the campaign to reduce the d e f i c i t i n our 

balance of payments, the d i s r up t i on of the t r a d i t i o n a l pa t te rn of 

c a p i t a l f lows to Canada became a r e a l p o s s i b i l i t y . To avoid t h i s 

outcome, Canada has been exempt from the main features of U. S. 

measures to r e s t r a i n c a p i t a l out f lows. I t i s unnecessary to trace 

i n any d e t a i l the record of ac t ions to carry out t h i s p o l i c y (begin-

ning w i th the IET i n 1963, extending through the var ious gu ide l ines 

governing lending by U.S. banks and d i r e c t investment by U.S. corpora-

t i o n s , and ending w i th the near ly complete exemption of Canada from the 

r e s t r a i n t s i n the Spring of 1968). I t i s s u f f i c i e n t to r e c a l l that the 

r e s t r a i n t s on c a p i t a l out f low adopted by the U.S. were aimed p r ima r i l y 
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at a reduct ion i n the f low to developed countr ies -- mainly i n 

Europe -- that are not fundamentally i n need of f i nanc ing from the 

United States. In f a c t , the phenomenal growth of the European 

market for i n t e r na t i ona l issues (from $600 m i l l i o n i n 1963 to $6 

b i l l i o n i n 1968) confirms the judgment that the development of t h i s 

market was long overdue. 

In undertaking to exempt Canada from these r e s t r a i n t s , 

the United States f e l t that i t was appropr iate that Canada should 

avoid being a conduit through which funds o r i g i n a t i n g i n the United 

States could pass through to the developed count r i es . Let me repeat: 

when the r e s t r a i n t measures were adopted, i t was recognized that --

i n view of the t r a d i t i o n a l d e f i c i t i n Canadian current account trans-

ac t ions w i th the United States -- i t was necessary to preserve 

balance i n t h i s r e l a t i on sh i p by not i n t e r rup t i ng the normal f low of 

long-term c a p i t a l . Yet , i t was a l so f e l t that Canada should not 

draw on th i s f i nanc ing to o f f s e t any s i g n i f i c a n t or pe rs i s ten t d e t e r i -

o ra t i on i n t ransact ions wi th t h i r d countr ies - - or to add unduly to 

reserves. 

Changing Structure of Canadian In te rna t i ona l Transact ions 

As i t turns out, however, large changes have occurred i n 

the pat te rn of Canadian i n t e r na t i ona l t ransact ions i n the l a s t few 

years. These changes have had a s i g n i f i c a n t impact on Canada's 

balance of payments -- e s pe c i a l l y w i th the United States. 

As i s w ide ly known, a subs tan t i a l part of the c a p i t a l 

r a i sed i n Canadian c a p i t a l markets comes from abroad. On the average, 
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about one-quarter to one- th i rd of net long-term bond f i nanc ing i n Canada 

has been f inanced ex te rna l l y , and l a s t year the propor t ion rose to 

40 per cent. Normally, the United States market has been the prime 

externa l source of funds. In f a c t , i n terms of the long-term c a p i t a l 

account of the Canadian balance of payments, i n the 1961-67 per iod, 

net in f lows from the United States averaged about $1 b i l l i o n 

(Canadian) wh i l e w i th other countr ies there was a smal l net out f low 

from Canada. In 1968 and again i n 1969 Canadian borrowers ra i sed 

about $500 m i l l i o n i n European c a p i t a l markets. Nevertheless, the 

net i n f l ow from the United States at $1.5 b i l l i o n i n 1969 was s t i l l 

very la rge . 

Meanwhile, the Canadian current account w i th the United 

States has reg i s te red dramatic improvement. In the 1961-67 per iod, 

the Canadian d e f i c i t on current account w i th the United States 

averaged at $1.5 b i l l i o n per year. The average i n 1968-69 was about 

$750 m i l l i o n -- only h a l f that i n the e a r l i e r years of the decade. 

Wi th count r ies other than the United States, Canada had a surplus on 

current account which averaged about $700 m i l l i o n i n 1961-67. The 

current balance was about the same i n 1968. But i n 1969, the current 

account surp lus w i th the res t of the wor ld v i r t u a l l y disappeared. 

As a consequence of these s h i f t s i n the pat tern of trade 

and payments, the balance of payments r e l a t i on s between Canada and 

the United States have undergone a fundamental change. On current 

and long-term c a p i t a l account ( f requent ly r e fe r red to as the "bas i c 

ba lance") , the balance between the Uni ted States and Canada was 
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negat ive for Canada by j u s t over $500 m i l l i o n per year i n the 1961-66 

per iod . I t was approximately even i n 1967. But i n 1968 and 1969, 

Canada had a po s i t i v e bas ic balance w i th the United States which 

averaged about $600 m i l l i o n . Thus, the net swing from the ea r l y 

years to the end of the 1960 fs was i n the neighborhood of $1 b i l l i o n 

i n favor of Canada. 

Part of the swing i n the Canadian trade balance w i th the 

United States can be traced to the 1965 agreement a f f e c t i n g automo-

b i l e product ion and trade. There i s c l e a r l y no need to go i n to 

d e t a i l s w i th respect to t h i s fundamental real ignment of the s t ruc tu re 

of output and employment i n th i s bas ic indust ry i n our two count r i es . 

The s i gn i f i c an ce of the change i s etched sharp ly i n the balance of 

payments s t a t i s t i c s . On t h i s account alone, the trade balance moved 

i n favor of Canada by over $500 m i l l i o n between 1964 and 1969. 

Outlook f o r the Canadian Balance of Payments 

In 1970, the exports o f Canada (as i s true fo r exports of 

the United States) have benef i ted from high demand and i n f l a t i o n i n 

Europe. For Canada, t h i s has generated an enormous current account 

surp lus . At a seasonal ly adjusted annual ra te , t h i s amounted to 

over $1 b i l l i o n (Canadian) i n the f i r s t h a l f of th i s year. In 1969, 

as a whole, there was a current account d e f i c i t of $722 m i l l i o n . 

Moreover, so fa r th i s year Canada has experienced a large i n f l ow of 

long-term c a p i t a l and a l so a s i zab l e reversal of short-term c a p i t a l 

outf lows that had minimized reserve gains i n 1969. The combination 

of movements i n the current account and long-term c a p i t a l in f lows 
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generated f o r Canada a bas i c balance surplus of $955 m i l l i o n i n the 

f i r s t s i x months of 1970, not seasona l ly adjusted, compared w i th 

$1.4 b i l l i o n i n a l l o f 1969. P a r t l y r e f l e c t i n g these favorable 

developments, Canada increased i t s reserve assets by $1.2 b i l l i o n 

i n the January-June months, and by fu r ther subs t an t i a l amounts s ince 

then. 

The ga in i n Canada's trade balance t h i s year has been 

spectacu lar -- from a surp lus of only $209 m i l l i o n (Canadian) i n 

January-June, 1969, to a surp lus of $1.2 b i l l i o n i n the f i r s t h a l f 

of t h i s year. Very large rates of increase were recorded w i th a l l 

areas; but i n terms of absolute amounts, some 40 per cent of the 

increase i n exports was w i th the United States. Consequently, the 

Canadian trade surp lus w i th the Uni ted States was about $1 b i l l i o n 

a t an annual ra te i n the f i r s t h a l f of 1970. 

I do not want to undertake a de t a i l ed assessment of the 

out look fo r the Canadian balance of payments. However, i t i s poss ib le 

to i d e n t i f y the p r i n c i p a l f ac to rs that are l i k e l y to in f luence the 

Canadian r e s u l t s . The future course of the exchange rate w i l l be 

c r u c i a l to the outcome, of course, but i t seems reasonable to assume 

that the ra te w i l l s e t t l e somewhere above i t s p o s i t i o n e a r l i e r t h i s 

year. 

In the second h a l f of 1970, the Canadian current account 

surp lus may be somewhat less than i n the f i r s t s i x months of t h i s 

year, when i t was a t an annual ra te of about $1 b i l l i o n (Canadian). 

C y c l i c a l and s pe c i a l circumstances were e s p e c i a l l y favorable i n the 

f i r s t h a l f , and the higher exchange ra te w i l l make some d i f f e r en ce . 
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With respect to the long-term c a p i t a l account dur ing the 

r e s t of 1970 and i n ear ly 1971, i t appears that the volume of new 

Canadian s e cu r i t i e s f l oa ted i n the United States c a p i t a l market may 

cont inue to be la rge, although there was a l u l l i n the second 

quarter . I t a l so seems l i k e l y that d i r e c t investment in f lows from 

the Uni ted States w i l l be qu i te large -- they were a lready near ly 

$1/2 b i l l i o n i n the f i r s t s i x months. 

In the somewhat longer run, Canada -- l i k e the United 

States -- may have more d i f f i c u l t y i n r e g i s t e r i n g large trade sur-

pluses w i th the r e s t of the wor ld outs ide North America. But, on 

the whole, the l i k e l y evo lu t i on of the U. S. economy should provide 

support to the Canadian pos i t i on . 

Outlook fo r the United States Balance of Payments 

Turning to the United States, i t looks as though the 

d e f i c i t i n our balance of payments may have improved cons iderably 

dur ing the summer months compared w i th the s i t u a t i o n i n the f i r s t 

h a l f of the year. The four th quarter may a l so b r i ng fur ther gains. 

Nevertheless, 1970 w i l l undoubtedly show another s i z ab l e d e f i c i t i n 

our balance of payments. 

Last year, the d e f i c i t , measured on the l i q u i d i t y bas is , 

amounted to $7 b i l l i o n . However, some part of th i s was assoc iated 

w i th the movement of U. S. funds (and probably Canadian funds as 

we l l ) i n and out o f the Euro-do l l a r market, as we l l as r e f l e c t i n g 

s pe c i a l t ransact ions by the U. S. Government. But even a f t e r 

ad jus t i ng the data for these f a c to r s , the o v e r a l l d e f i c i t was about 

$4.5 b i l l i o n i n 1969. In the f i r s t quarter of t h i s year, the ove ra l l 
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d e f i c i t (seasonal ly adjusted but before s pe c i a l t ransact ions) 

amounted to $1.3 b i l l i o n , and i t rose to $2.2 b i l l i o n i n the second 

quar ter . As i n 1969, however, we expect the second ha l f r e su l t s to 

be much more favorable on the l i q u i d i t y bas i s . 

Measured i n terms of t ransact ions i n o f f i c i a l assets , the 

Uni ted States had a balance of payments surplus of $2.7 b i l l i o n i n 

1969. Th is r e f l e c t e d p r ima r i l y the s i zab l e i n f l ow of funds a t t r a c ted 

by U. S. commercial banks through the i r branches abroad. But i n the 

f i r s t h a l f of t h i s year, the o f f i c i a l sett lements balance was again 

in d e f i c i t ; i t was negative by $2.8 b i l l i o n (seasonal ly adjusted) 

i n the f i r s t quarter and by $2.1 b i l l i o n i n the second. The d e f i c i t 

for the t h i r d quarter w i l l probably remain la rge. This outcome i s 

suggested by the behavior of l i a b i l i t i e s of U. S. commercial banks 

to p r i va te fo re igners . In J u l y and August, these l i a b i l i t i e s 

dec l i ned by about $1.6 b i l l i o n , i n c l ud ing a decrease of $1.5 b i l l i o n 

i n l i a b i l i t i e s to f o re i gn branches. A fur ther modest decrease 

occurred dur ing the f i r s t h a l f of September. 

A s i z ab l e improvement i n the U. S. trade balance has been 

a s t r i k i n g feature of our balance of payments i n 1970. In the f i r s t 

h a l f , the export surplus was a t an annual rate of $3.9 b i l l i o n , 

compared w i th $1.5 b i l l i o n i n the second h a l f of 1969 and only $638 

m i l l i o n fo r l a s t year as a whole. In both June and J u l y , the export 

surplus was at a seasona l ly adjusted annual ra te of $5.1 b i l l i o n . 

In August, i t dec l i ned to $2.5 b i l l i o n -- at an annual ra te . For 

Ju ly-August combined, the balance was $3.8 b i l l i o n , compared w i th 

$3.4 b i l l i o n fo r the second quarter . The large ga in i n the trade 
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surplus i n the l a t e spr ing and ear ly summer r e f l e c t e d a sharp r i s e 

i n exports wh i le imports rose more moderately. 

Taking the year as a whole, our trade balance w i l l 

undoubtedly show a subs tan t i a l improvement over the 1969 exper ience. 

However, the margin of exports over imports i n the second ha l f seems 

l i k e l y to be smal ler than i t was in the f i r s t s i x months. A very 

rough estimate suggests that the trade surplus might be i n the range 

o f $3 - $3-1/2 b i l l i o n , compared wi th only $638 m i l l i o n i n 1969. 

Whi le th i s outcome would be a marked improvement, we would s t i l l 

face a s t i f f chal lenge i f we are to restore the Uni ted States trade 

surplus to the neighborhood of the $5 b i l l i o n annual average achieved 

i n the f i r s t h a l f of the 1960 fs. 

With respect to c ap i t a l movements, i t i s now evident that 

a s i zab l e outf low of U. S. pr ivate c ap i t a l a l so occurred i n the 

second quarter of th i s year. In the f i r s t three months, the out f low 

amounted to $1.7 b i l l i o n (seasonal ly adjusted) and i t rose fu r ther 

to $1.8 b i l l i o n i n the second quarter. So i n the f i r s t h a l f o f 

1970, the outf low of U. S. pr ivate c ap i t a l was at a seasona l ly 

adjusted annual ra te of c lose to $7 b i l l i o n , compared w i th $5.4 

b i l l i o n i n 1969 as a whole. The outf low of funds fo r d i r e c t i nves t -

ment was p a r t i c u l a r l y s t r i k i n g , amounting to about $1.4 b i l l i o n i n 

both the f i r s t and second quarters. In fac t , the $2.8 b i l l i o n 

recorded i n the f i r s t ha l f of th i s year exceeded the l e ve l dur ing 

any e a r l i e r six-month per iod. Apparently l i t t l e of t h i s out f low was 

o f f s e t by borrowing abroad by U. S. corporat ions or take-downs of 

proceeds from previous fo re ign borrowing, although U. S. corporat ions 

were borrowing some funds abroad for use i n the U. S. We expect the Digitized for FRASER 
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out f low of funds fo r d i r e c t investment i n the l a s t h a l f of 1970 

( p a r t i c u l a r l y i n the c l o s i ng months) to be we l l below the f i r s t 

h a l f r a t e s . Last year, corporat ions cut d i r e c t investment outf lows 

sharp ly i n the four th quarter i n order to remain w i t h i n the l i m i t s 

se t by the balance of payments con t ro l s . We may see a r e p e t i t i o n 

o f t h i s exper ience t h i s year. 

Commercial banks i n the Uni ted States had a net out f low 

of nea r l y $460 m i l l i o n i n the second quarter . In the f i r s t three 

months of t h i s year, they had a net i n f l ow of almost $150 m i l l i o n . 

However, i n J u l y the banks reduced t he i r c laims on fore igners by 

c l ose to $350 m i l l i o n . Roughly, t h r e e - f i f t h s of t h i s decrease 

($214 m i l l i o n ) occurred i n assets covered by the Voluntary 

Fo re ign C red i t Res t ra in t Program administered by the Federa l Reserve 

System. 

As mentioned above, over the summer months, U. S. commercial 

banks g r e a t l y reduced t he i r indebtedness to t he i r f o re i gn branches. 

As of June 24, these l i a b i l i t i e s t o t a l ed $12,399 m i l l i o n ; by 

September 16, they had dec l ined to $10,807 m i l l i o n , or by $1.6 

b i l l i o n . * The not i ceab le decrease was undoubtedly a r e f l e c t i o n of 

the banks1 greater access to domestic funds -- e s pe c i a l l y a f t e r the 

Federa l Reserve Board suspended the c e i l i n g on maximum i n t e r e s t rates 

payable on la rge denomination c e r t i f i c a t e s of depos i t of 30-89-day 

* The s t a t i s t i c a l se r i e s , " L i a b i l i t i e s of U. S. Banks to Own 
Fore ign Branches," was rev ised i n mid-September to co r rec t fo r d i s -
t o r t i o n s r e s u l t i n g from c e r t a i n Euro-do l l a r sett lement p rac t i ces 
f o l l owed by a few banks. The e f f e c t was to reduce the l eve l s out-
s tand ing through August of t h i s year by an average of about $370 
m i l l i o n per month. 
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matu r i t i e s . On the other hand, most of the large banks ac t i ve i n 

the Euro-do l l a r market apparent ly have made an e f f o r t to keep the i r 

l i a b i l i t i e s to t he i r f o re ign branches at a l e ve l h igh enough to 

safeguard t he i r reserve- f ree base for Euro-do l l a r borrowings. As 

of September 2, only s i x of the 24 banks us ing the h i s t o r i c a l base 

i n repor t i ng to the Federa l Reserve have experienced reduct ions i n 

t he i r base through a run down i n l i a b i l i t i e s to t he i r f o re ign 

branches. On that date (the l a t e s t for which we have tabu la t ions) , 

the reserve- f ree bases aggregated about $10.9 b i l l i o n , compared 

w i th an o r i g i n a l l e v e l of $11.2 b i l l i o n i n May, 1969, when the 

standard was set . On the other hand, the excess of l i a b i l i t i e s 

outstanding over the banks' aggregate bases i s very small -- $300 

m i l l i o n as of September 2. In February of t h i s year, the excess 

was $2.5 b i l l i o n . So, wh i l e the banks have been repaying Euro-

d o l l a r borrowings, they a l so have been r e l u c tan t to see t he i r 

reserve- f ree bases dec l i ne -- undoubtedly because of uncer ta inty 

about the extent to which, they might have to borrow substantival 

amounts of Euro-do l l a rs i n the fu ture . 

Looking ahead, we should be mindfu l of the fac t that 

part of our recent success i n improving the U. S. trade balance 

has r e f l e c t e d a l e ve l o f domestic output below our po t en t i a l and 

a more rap id increase i n demand i n most other i n d u s t r i a l i z e d 

countr ies than they would consider des i r ab l e . Most European 

countr ies are ac t i ng v igorous ly to dampen the rate of cost and 

p r i c e increases, and i t i s qu i te l i k e l y that next year we w i l l 
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have more d i f f i c u l t y i n ach iev ing export ga ins. Since we expect 

home demand i n the Uni ted States to be r i s i n g , we would expect 

some increase i n imports. However, s ince most of our increase i n 

imports has been i n consumer goods i n recent years (and consumer 

expenditures have cont inued to r i s e even dur ing the general slow-

down of the economy), we would hope that the increase i n imports 

of such goods i n 1971 w i l l be moderate. 

With the out look fo r fu r ther gains i n the trade balance 

somewhat quest ionab le , i t w i l l be necessary to be caut ious about 

the p o s s i b i l i t y of l a rger outf lows of p r i va te c a p i t a l . This 

suggests that U. S. s t a b i l i z a t i o n p o l i c i e s must a l so be conducted 

w i th a view to min imiz ing the out f low of U. S. funds i n search of 

h igher y i e l d s abroad. This requirement i s i n add i t i o n to the 

need to avo id p rov id ing so much s t imu la t i on that domes t i c i n f l a -

t i o n would be rek ind l ed before i t i s checked. 

Imp l i ca t i ons for Future F i n a n c i a l Re la t i ons 

The changing pat te rn of Canadian trade and payments we 

have been rev iewing ra i ses a number of i n t e r e s t i n g quest ions about 

fu ture balance of payments r e l a t i o n s between our two count r i es . 

Undoubtedly, Canada remains our l a rges t t rad ing partner, represent ing 

over one-quarter of t o t a l U. S. merchandise trade. In the l a s t few 

years, however, there has been a pe r s i s t en t d e t e r i o r a t i o n i n the 

U. S. cur rent account surp lus w i th Canada. Between 1966 and 1969, 

t h i s development accounted fo r one-ha l f of the d e t e r i o r a t i o n i n the 

o v e r a l l cur rent account balance for the Uni ted States . In 1969, the 

balance w i t h Canada dropped near ly to zero, accord ing to the U. S. 

accounts, and i n the f i r s t h a l f of t h i s year i t worsened f u r the r . 
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



-19-

As i nd i ca ted above, there has been a sub s t an t i a l de te r i o ra -

t i o n of Canada's payments pos i t i on on current account w i t h countr ies 

other than the United States. For example, from 1966 to 1969, 

Canada's current account w i th the United Kingdom worsened by $162 

m i l l i o n (Canadian); w i th other European members of OECD the worsening 

amounted to $159 m i l l i o n , and w i th a l l other f o r e i gn count r ies by 

$560 m i l l i o n . Expressed d i f f e r e n t l y , the impact of Canada's o v e r a l l 

payments improvement of $440 m i l l i o n (Canadian) on cur rent account 

between 1966 and 1969 f e l l on t ransact ions w i t h the Uni ted States , 

which improved by $1.3 b i l l i o n . Natura l l y , t h i s development has 

been a matter of concern to the United States. 

Co inc ident w i th a worsening i n the U. S. trade and cur rent 

account w i t h Canada, c a p i t a l flows have a l so had an adverse impact 

on the U. S. balance of payments. The annual average net f low of 

long-term c a p i t a l to Canada from the United States rose by near l y 

$1/2 b i l l i o n from the ea r l y 1960T s to 1965-69. As mentioned above, 

t h i s was cons i s tent w i th the mutual des i re of the two count r i es to 

exempt Canada from U. S. contro ls on c ap i t a l movements. In that 

l i g h t , the cost to the U. S. balance of payments cou ld be accepted. 

Unfor tunate ly , however, severa l developments on the 

Canadian s ide appear to be less compatible w i th the mutual ly r e i n -

f o r c i ng balance of payments po l i c i e s which i t was assumed the two 

countr ies would f o l l ow . For instance, i t appears i n r e t r o spec t that 

Canada's open access to the U. S. c ap i t a l market i n recent years has 
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r e su l t e d i n a s i z ab l e b u i l d up i n i n t e r na t i o na l reserves. I t w i l l 

be r e c a l l e d tha t , i n connection w i th the exemption from the IET, 

Canada agreed to l i m i t the s i ze of i t s reserves to a l e ve l i n the 

neighborhood of $2.6 b i l l i o n . To do t h i s , i n i t i a l l y general monetary 

p o l i c y was used to moderate the i n f l ow of c a p i t a l ; outstanding 

Canadian Government s e cu r i t i e s he ld by U. S. investors were pur-

chased, and long-term funds were invested i n World Bank bonds. 

In more recent years, however, Canadian reserves expanded 

cons ide rab ly , For instance, whi le these reserves dec l ined 

by about $360 m i l l i o n (Canadian) i n 1966, they rose moderately the 

next year. In 1968, reserves expanded by $350 m i l l i o n , and another 

ga in (of about $65 m i l l i o n ) was r eg i s t e red i n 1969. As i nd i ca ted 

above, the l e v e l of Canada's reserves rose by $1.2 b i l l i o n i n the 

f i r s t h a l f of t h i s year and the uptrend has undoubtedly cont inued. 

The pat tern of short-term c a p i t a l movements that has 

emerged i n the l a s t few years a l so ra i ses a quest ion. From 1961 

through 1965, Canada was a net borrower of short-term c a p i t a l . 

Whi le on balance short-term funds t y p i c a l l y moved to the Uni ted 

States fo r temporary investment i n earn ing assets , there was a net 

i n f l ow of short- term funds to Canada from other count r i es . Beginning 

i n 1966, there was an ove ra l l out f low of short-term c a p i t a l . This 

amounted to $1.4 b i l l i o n (Canadian) i n 1969, and w e l l over h a l f of 

i t ($800 m i l l i o n ) went to countr ies other than the Uni ted States . 

Thus, a l though the r e l a t i on sh i p may be qu i te i n d i r e c t , 
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Canada d id serve i n a sense as a channel for some U. S. funds to 

move to Europe i n search fo r higher y i e l d s . 

F i n a l l y , i f Canada does enact the proposed tax changes to 

g ive an extra incent ive for Canadians to invest i n domestic secur i -

t i e s , i t w i l l introduce a new d i s tu rb ing element i n net b i l a t e r a l 

c a p i t a l f lows. The s t a t i s t i c a l evidence suggests that -- at l eas t 

through the f i r s t quarter of th i s year -- Canadian investors had 

been l i q u i d a t i n g hold ings of U. S. equ i t i e s . Although some of these 

net sales probably can be a t t r i bu t ed to de c l i n i ng pr i ces i n the U. S. 

stock market, some of them may a l so have been undertaken i n an t i c i p a -

t i o n of the adopt ion of the tax proposal favor ing a c q u i s i t i o n of 

Canadian i ssues. Again, the r e s u l t has been to t i p the net f low of 

U. S. c a p i t a l i n favor of Canada. 

In focus ing on these changing United States-Canadian 

balance of payments r e l a t i onsh i p s , my purpose i s simply to rek ind le 

our awareness of the need to work together to strengthen our i n t e r -

na t i ona l pos i t i ons on a mutual bas i s . As a minimum, i t i s important 

that , as Canada adjusts i t s balance of payments s t ruc ture i n the 

fu ture , i t w i l l not -- as i n the recent past -- be at the expense 

of the United States. Of course, i t would be even bet te r i f our 

two countr ies -- by j o i n t e f f o r t s -- could enhance our combined 

pos i t i ons w i th respect to the res t of the wor ld as the network of 

trade and payments continues to evolve i n the fu ture . 
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Concluding Observations 

In c l o s i n g these remarks, l e t me r e i t e r a t e that I have 

focused on the U. S.-Canadian balance of payments a t t h i s time i n 

order to f l a g severa l recent developments that deserve a t t en t i on 

before they become a matter of urgency. The subs t an t i a l improve-

ment i n Canada's balance on current account - - to a cons iderable 

extent - - has been r e f l e c t e d i n a d e t e r i o r a t i o n i n the p o s i t i o n of 

the Uni ted States . Canada's current balance w i th the res t of the 

wor ld had worsened no t i ceab ly by 1969, though of course, we have 

noted a sharp resurgence t h i s year. At the same time, Canada 

has cont inued to r a i s e a la rge amount of long-term funds abroad --

much o f i t i n the U. S. c a p i t a l market. Moreover, l a s t year 

Canada was a net exporter o f a large volume of short-term funds --

a s i z ab l e share of which s e t t l e d i n the Uni ted States wh i l e the 

r e s t found i t s way i n t o the Euro-do l l a r market. The combined 

impact o f these developments put cons iderab le s t r a i n on the U. S. 

balance of payments. 

I am f am i l i a r w i t h the view of many Canadians which 

holds that Canada cannot hurt the Uni ted States payments po s i t i o n 

and that they have no impact on U. S. economic and f i n a n c i a l 

p o l i c i e s . However, Canada's reserves rose by $1.2 b i l l i o n i n the 

f i r s t h a l f of t h i s year, and perhaps another $300 m i l l i o n were 

gained i n J u l y and August. Th is r i s e i n Canadian reserves has 

been a major con t r i bu to r to the large U. S. o f f i c i a l sett lements 

balance of payments d e f i c i t t h i s year. 
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Recent ly , the Uni ted States has been urged s t rong ly to 

use i t s go ld and other reserve assets to f inance our large d e f i c i t . 

(In pass ing, I should note that U. S. reserve assets dec l ined by 

$2 b i l l i o n through August of t h i s year, compared w i th a decrease 

of $1.2 b i l l i o n i n 1969 as a whole.) The f a c t i s that much of 

the increase i n our l i q u i d l i a b i l i t i e s i s to Canada. This a r i ses 

i n large part from Canadian use of the i n t e rna t i ona l c a p i t a l 

markets ( e spec i a l l y the market i n the Uni ted States) to obta in 

long-term funds, wh i l e enjoy ing a large surplus on current account. 

I am by no means suggest ing that r e s t r i c t i o n s be placed 

on Canada's access to our c a p i t a l market. Canada should continue 

to have the opportun i ty to r a i s e whatever funds i t needs to fur ther 

i t s development. However, I do th ink i t i s appropr ia te to ask 

whether Canada should not g ive more cons ide ra t i on to ways of 

r e s t r u c t u r i ng the i n t e r na l f low of savings i n Canada i n order to 

meet a l a rger share of the domestic demand for funds. 

In c l o s i ng , l e t me say again that i t i s seldom that 

neighbors can t a l k about important i n t e r na t i ona l f i n a n c i a l matters 

i n a calm atmosphere. I am g lad that we had such a chance -- and 

that we cou ld do so i n good humor and w i th mutual f r i endsh ip . 
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