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The fo reca st  sess ion  of the A m erican  Statistical A ssocia tion  is 

a long standing tradition which I suspect is headed for  the technological 

casualty list, for  there is nothing about business fluctuations, with 

which this sess ion  is concerned, that is inevitable. The source  of 

over-expan sion  and ov er -con tra ct ion  in the econom y is the lack of 

facts and understanding on the part of businessm en, consum ers, and 

public po licy  m akers.

Not all ignorance and uncertainty can be rem oved  from  our 

activ ities, but the econom etric ians, statisticians, and e lectron ic  data 

p r o c e s s o r s  are certainly r e d u c in g - -o r  are about to reduce-—expendable 

uncertainty in econ om ic  knowledge both for businessm en and policy  

m akers . I am on your foreca st  sess ion  as these technological changes 

are in p r o c e s s - - t o o  soon to deny I have a useful function, too late to 

pretend the course  of events in the com ing months will not be m odified  

by private and public p o lic ies  aimed at averting the very  events I am 

trying to predict. I can only hope that the econom etric ians will soon 

get the "pre lim inary  m ethodological p rob lem s"  settled and begin 

estimating real rather than im aginary structural equations“ future 

outlook speakers for  this A ssocia tion  will then be obso lescent. For 

today my rem arks will be institutionalist in character with the 

traditional seasonings of com m on sense, judgment, and analysis.
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Let m e  start by briefly reviewing s o m e  of the important features 

of our present economic situation.

To d a y  m a n y  commentators on economic trends are pointing with 

considerable satisfaction to the present cyclical expansion. Th e y  can 

note that in the third quarter of this year, real G N P  is s o m e  11-1/2 

per cent above the cyclical high of the spring of I960. This is an 

annual rate of increase of m o r e  than 3-1/2 per cent. It is a better 

performance than in either 1957-60, or the four years f r o m  1953-1957 

w h e n  the annual rate of increase averaged less than 3 per cent. 

Industrial production has risen over 4 per cent a year since the spring 

of I960, also a m u c h  better record than at any time since the K o r e a n  

War.

These historical cyclical comparisons are impressive and in 

s o m e  degree properly so. However, the technique of comparison is 

suspect and admits of so m u c h  manipulation that I question whether 

it should be used at all. If, for example, the results are not prefer 

impressive on a peak to peak basis, one can try trough to trough-- 

point of inflection to point of inflection--trough to peak--or peak to 

trough. If these don't w o r k  one can refer to the total expansion in a 

cycle or refer to the average monthly expansion--if necessary on am 

annual rate basis. The possibilities are such that almost any cycl* 

can be m a d e  to look impressively good or bad. This is especially

*2«

Features of Recent Development»
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true for a cycle that has not yet reached a peak or trough. 1 would not 

go so far as to say that historical cycle comparisons should be shunned, 

but they should be viewed with considerable skepticism as they are 

m o r e  likely to be soporific than significant for understanding or policy 

formulation. If one wants to gauge performance of the e c o n o m y — its 

action relative to its potential is a better standard. A n d  by this 

criterion the present output record is lacklustre.

In the postwar period prior to 1958, under-utilization of 

resources, whether m a n p o w e r  or industrial capacity, W a s  no m o r e  

than a short-run cyclical problem. Since 1957, however, under­

utilization of resources has persisted throughout periods of cyclical 

expansion. Insofar as m a n p o w e r  utilization is concerned, there is
«

little--or no--sign of imminent improvement. A  5-1/2 to 6 per cent 

unempl oym en t rate over-all has mea nt an 11 per cent rate for 

nonwhites and also an 11 per cent rate for the 14 to 24 age bracket

F or  next year, the projected labor force increase is 

1.0 million: for 1965, 1 5 million, of w h o m  900 thousand will be 

young people 14 to 24 years of age. Furthermore, labor force 

growth has fallen 1/2 million behind projections m a d e  not m u c h  m o r e  

than a year ago T o  use these available labor resources, current 

rates of increase in output will have to be significantly bettered, no 

matter h o w  impressive by previous cyclical experience Given the 

declining participation ratio of labor force to population that has
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recently prevailed, w e  should expect that if rising e mp lo yme nt  

d e m a n d s  materialize they will induce a substantial labor force re-entry. 

This slack will have to be taken up before the statistical evidence of 

achieving our goal appears.

So far as business fixed capital is concerned, industrial 

capacity utilization has been significantly below levels prevailing 

f r o m  the spring of 1955 into 1957. Mo s t  recently, however, in June 

and July, following the sharp spurt this year, manufacturing output, 

according to Federal Reserve estimates, reached 87+ per cent of 

capacity, the best showing since the spring of 1959. But this is still 

significantly below the 92 per cent of late 3 955.

Another distinctive --and commendable--feature of the years 

since 1957 is that they have been free of inflationary pressures. 

Wholesale prices of the broad range of industrial commodities, and 

prices of the m o r e  sensitive industrial materials are, on average, 

little different today fr o m  what they w ere 6 years ago. It is true 

that c o n s u m e r  prices have risen a little over 1 per cent a year, c-it 

m u c h  of the rise is attributable to services. Furthermore, quality 

improvements in consu me r products--and in a wide range of 

industrial products as well--suggest that official indexes hajve some- 

u pw a r d  bias over time.
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In manufacturing, unit labor costs are about the s a m e  as they 

w e r e  in late 1958, a sharp contrast to the sustained and large increase 

in 1955, 1956, and 1957. Productivity gains in this expansion c o m pa re 

favorably with gains in other postwar expansions. The increase since 

the spring of I960 has been 14 per cent; in the comparable three years 

or so f r o m  the s u m m e r  of 1953 to the fall of 1956, the rise w as  only 

11 per cent. Another majo r influence in holding d o w n  manufacturing 

unit-labor costs has been the progressive slowdown in the rate of 

increase in w a g e  rates and average hourly earnings.

There are, of course, other features worthy of comme nt . The 

auto " b o o m "  for the second consecutive year has been exciting to 

s o m e  and has certainly contributed to expansion. In accord with the 

m o s t  recent industry statements, however, I find performance 

gratifying but hardly spectacular for the I960's. Seven to eight million 

units should be the n o r m  for the mid-sixties. But spending for autos 

and parts--the best publicized of all consum er outlays--nevertheless 

accounts for only 6 per cent of total c on su me r purchases of goods and 

services.

It is hardly n ew s  w h e n  c o nsu me r spending rises--it has risen 

in 60 of the 66 quarters since the beginning of .1947. It is a record 

that supports faith in the eagerness of the A m e r i c a n  co ns u m e r  to 

statistically spend m o s t  of his income on "current" consumption. F o r  

example, w e  find that consumers spent 92.4 per cent of their disposable
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income in 1961, 92.4 per cent in 1962, and 92. 6 per cent in the second 

quarter of 1963. These are rates virtually'identical to the average of 

the past decade and suggest that in recent years-«-as distinct f r o m  

early in the postwar period and in contrast to the big c on s u m e r  spending 

splurge of 1955 relative to i n c o m e s ?-consumers, as a group, have been 

in a rather stable expenditure pattern.

So far as business spending is concerned, inventory accumulation 

started unusually early in this expansion period but inventory policies 

by and large have been on the cautious side. Stock-sale ratios have 

been and continue low. O n  the other hand, spending for fixed capital, 

though showing a cyclical rise and at last exceeding the 1956-57 highs, 

lags significantly relative to total G N P .  It has been for s o m e  years-- 

and remains today--a major cause of defaulted expectations for fuller 

utilization of m a n p o w e r  and industrial resource«.

The  flow-of-internal funds to corporations has been in record 

volume and has accelerated recently, rather unusual for 2-1/2 yeare 

after a cyclical low. Profits before tax, though lower relative tc 

G N P  than earlier in the postwar period have on the whole, with s o m e  

allowance for the effect of liberalized depreciation guidelines, 

continued to m o v e  up, although irregularly, throughout the expansion; 

an atypical cycle development. A m p l e  corporate funds have not had 

the generative effect on corporate spending that is often assumed.
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Let m e  n o w  turn to the short run economic outlook. F o r  the 

immediate future, i.e., for s o m e  months ahead, prospects are quite 

good for a continuation of the recent moderate increases in over-all 

activity. This is a pace that is hardly likely to m a k e  a dent in the 

un em pl oy me nt rate; or to raise the rate of industrial capacity 

utilization sufficiently to touch off anything approaching a fixed 

capital investment boom; or to result in any strain on credit markets; 

or to stimulate or support any significant advance in industrial prices.

F o r  the current quarter, G N P  should be in the vicinity of 

$585 billion, annual rate; for the fourth quarter, $592-593 billion.

If realized, these estimates would yield a total of $582 billion for year 

1963, at the upper end of the Council of E c o n o m i c  Advisor's beginning 

of the year estimate of $578 billion + $5 billion. T h e  Council' s 

estimate w a s  predicated on substantial tax reduction, effective July 1.

This judgment about the near-term future is based on a variety 

of considerations, including the following:

1. Further expansion in Federal and State and local purchase 

of goods and services, with Federal outlays in the fourth quarter 

bolstered by an advance of $1 billion, annual rate, attributable to 

pay increases for the military.

The Short Run Outlook
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2. Further advance in business spending for fixed capital, in 

line with the C o m m e r c e - S E C  survey released in June. Broadly 

speaking, the findings of this survey have been supported by a fairly 

sustained rise in n e w  orders for nonelectrical machinery.

3. T h e pattern of housing starts this year, based on the newly 

revised seasonal factors, suggests that the high in residential 

construction activity probably occurred in the spring or s u m m e r  

months. S o m e  decline f r o m  these peak levels is likely.

4. C o n s u m e r  spending should keep pace with incomes, with 

spending for nondurable goods making a better showing than the 

rather anemic one in the first half of the year. A s  you probably 

recall, retail sales changed little f r o m  late last year to May. M o s t  

recently, with incomes continuing to advance, retail sales in June 

and July broke out above the earlier plateau, with spending strong 

for nondurable goods.

5. O n  inventories, patterns in 4 of the past 5 years have 

been distorted by steel accumulation concentrated s o m e  time in ti.v 

first half of the year and by liquidation concentrated in the seconc 

half. This year is no exception, but the pattern is unlikely to be as 

acute as in other recent years; accumulation has not been so large 

and the rate of steel consumption is higher. The moderate rise in 

rtew ordering for steel in July is consistent with this thesis. For 

inventories as a whole, accumulation is likely to be- tfown in the
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current quarter and to accelerate only moderately in the fourth 

quarter. With supplies and capacity ample, and with d e m a n d s  for 

goods showing only a modest further rise this year, incentives for 

large-scale accumulation are simply not present.

Longer R u n  Outlook

Th e record of the immediate past--including such foreshadowing 

m e a s u r e s  as n e w  orders and c o n s u m e r  and business surveys--is 

tenuous enough as a foundation for the near-term outlook; it is hardly 

any support at all for an appraisal of prospective developments over 

the next 16 months or so. F o r such an appraisal, broader 

considerations m u s t  weigh heavily in one’s judgment.

It s e e m s  to m e  that national‘economic policy--fiscal and 

monetary--will be of crucial importance in shaping developments as 

w e  get into 1964. Fiscal and monetary policies m a y  well be the 

decisive elements in whether or not w e  have recession next year; 

they will certainly be ma j o r  elements in rates of expansion and degree 

of resource use for 1964 and beyond.

F r o m  fiscal policy, w e  need a combination of expenditure 

p r o g r a m s  and tax reduction that would m o r e  than m a t c h  the increase in 

potential full e m p l o y m e n t  receipts. Expenditure p r o g r a m s  alone, as 

presented in the Budget M e s s a g e  for fiscal 1964 and in the light of 

developments since then, would be insufficient. This gives the
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enactment of tax reduction legislation, of the general order of 

magnitude apparently being r e c o m m e n d e d  by the Hous e W a y s  and 

M e a n s  Committee, a high priority.

O n  monetary policy, assuming that the private e c o n o m y  will 

continue to generate a large and perhaps growing volume of gross 

savings, w e  need policies that at the least will not put u p w a r d  

pressure on long-term interest rates so long as u n em pl oy men t 

remains high, industrial capacity m o r e  them ample, and inflationary 

pressures absent--whether f r o m  the d e m a n d  or the cost side. Such 

policies are essential for maintenance of high levels of housing 

activity, for helping to encourage an increased volume of business 

spending on fixed capital, and for stimulating expansion in other 

credit using private areas.

A m o n g  the m a n y  potentially adverse consequences of a 

continued serious balance of payments problem is that monetary 

policy m a y  be called on--and m a y  actually attempt--to raise short­

te r m  interest rates again, this time sharply. T he consequent effect 

on long rates, and m o r e  importantly, on the differential betw^er 

long and short rates is certain to have a deleterious effect on 

domestic activity.
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So far as the outlook is concerned  the m ost  ominous com bination 

of public p o lic ies  for  next year would be a failure to enact substantial 

tax reduction coupled  with an increasingly  restr ic t ive  m onetary 

po licy .

I reach this judgment on the cru cia l nature o f  p o licy  for  next 

year because, without outside stimulus, p rosp ective  demands 

at best will perm it but a m odest, irregu lar  pace of expansion that 

will not be sufficient to reduce the unemployment rate or  to provide 

adequate stimulus for  business spending on fixed  capital.

We can reasonably expect Federal purchases of goods and 

s e rv ices  to continue to r ise  next year, but probably m ore  slowly 

than this year; State and loca l spending to advance by $1 billion or 

so a quarter; and consum er purchases o f  se rv ices  to increase  by 

$2 billion or m ore  a quarter. _Lf_disposable incom es r ise , so will 

consum er spending for  nondurable goods. So far, so good.

The cr it ica l  uncertainties in private demand are: consum er 

purchases of durable goods and housing, business fixed investment, 

and inventory investment. Uncertainties exist also about the future 

cou rse  of exports and im ports . One recu rrent pattern o f recent 

years  that will be absent in 1964 is alternating influence on o v e r -a l l  

activity of actual and prospective  strikes in the steel industry.

Taken altogether, these cr it ica l  and sensitive areas might, at b est , 

give us a slight plus; they could, however, a lso give a minus big 

enough to precip itate recess ion .

-11-
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With reasonably favorable public policies uncertainties in these 

critical areas would tend to be resolved on the favorable side. Thus, 

with incomes bolstered by tax reduction and with activity and 

em pl oyment expanding* a  total of 1 Z. 5. miliioji.'housing, startsin 1964 is 

probable, a figure not very different f r o m  what will be realized this 

year.

F or  automobiles, another 7 million plus year is reasonable in 

the light of continued growth in population, households, and incomes 

and the large and apparently rising volume of auto scrappage.

Th e course of business investment m a y  well be the determining 

influence on over-all developments for next year. W e  can expect 

the internal flow of funds to continue in large volume, incentives 

to invest to cut costs to remain strong, and expenditures for 

replacements— n o w  two-thirds of manufacturing investment-- to 

be substantial. Nevertheless, whether spending will rise slow or 

fast or whether it will decline, will be determined largely by 

incentives for enlargement of capacity in manufacturing, the 

primary incentive being the pressure of output on capacity. If 

recent utilization rates can be increased some, or even maintained, 

in the months immediately ahead and if favorable expectations for 

next year can be engendered, say - by tax reduction - manufacturers’ 

plans for 1964 are likely to be on the expansive side« and total 

business spending for fixed capital might well continue to rise for

- 12 -
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s o m e  time. I need hardly rem in d you, however, that m u c h  weaker 

markets than a s s u m e d  for housing, autos, and perhaps c o n s u m e r  

nondurable goods could materially affect investment plans and 

spending for 1964.

If final d e m a n d s  turn out m o r e  or less as developed today, I 

would expect inventory investment to be an essentially neutral 

factor next year, with accumulation at a moderate rate.

Let m e  c o m m e n t  m o s t  briefly on prospects for our current 

account in the balance of payments, i. e., exports and imports of 

goods and services. The  outlook for exports is not on balance 

unfavorable. I don't envisage over the next 16 months or so any 

m a r k e d  departure f r o m  domestic industrial w a g e  and price trends 

of recent years, which have tended to maintain the U. S. 

competitive position in world markets. Moreover, business 

conditions in Western Europe -- and perhaps elsewhere -- appear 

to be in an expansive phase. Let us not forget, however, that 

Western Europe and Japan remain highly competitive in important 

world markets.
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But even if exports of goods and serv ices  are maintained, or 

are even in creased  m oderately , would the next export balance be 

eroded  by a surge in im ports if dom estic activity should m ove to 

higher lev e ls ?  There are severa l reasons for  discounting the 

likelihood of this.

F irst , im ports in recent years  have not grown as fast as 

GNP. Second, stocks of im ported  m ateria ls  appear to be in c lo s e r  

balance with the level of dom estic activity than perhaps any tim e in 

the postwar era, and there is no reason to expect any sudden 

disturbance of this balance as dom estic activity m oves  to higher 

le v e ls .

On the whole, then, a tentative prediction  of “ little change” 

may be the best guess one can make with regard  to the d irect  

impact of international transactions on the level of U.S. econom ic 

activity over the next year or  so. There does not seem  to be ¿-.ny 

reason for  expecting sharp im provem ent in the current account of 

the balance of payments in the n ea r -term .
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P olicy  Issues

I turn now to the problem s policy  m akers face and the effect of 

their decis ion s on the business outlook. The problem s are the deficit 

in the balance of payments and a sluggish growth rate in the dom estic  

econom y with consequent unemployment. If I debate m ore  than I 

d iscuss  po lic ies  to deal with these prob lem s, it is because that, in 

fact, is my posture. The fact that these issues are d iscussed  later 

rather than sooner in my appraisal of the outlook does not mean, as I 

indicated earlier, either that public p o lic ies  are of secondary  im portance 

or that they are passively  adapted to developm ents in the private sector . 

We are , of course , dealing with an interdependent system  in which 

public and private actions influence and react to each other. This 

r e c ip ro c a l  relationship has always existed at least im plicit ly  between 

developm ents and p o lic ies .  Now, for  the U. S. , there is an additional 

dim ension  to the link between public p o lic ies  and econ om ic  developm ents; 

namely, the balance of payments and public p o lic ies  to deal with it.

In today ’ s world, the U. S. cannot neglect either the d om estic  or 

the international problem . The question is, what are the appropriate 

p o lic ies  to deal with each of these p rob lem s. In view of the fact that 

the U. S. payments deficit  is not of the traditional type, involving excess  

demand at home attracting excess  re sou rces  from  abroad, m y view has 

been that we should not use traditional means to deal with it. Rather, 

general f is ca l  and m onetary po lic ies  should be p r im ar ily  aimed at 

dom estic  expansion while specia l purpose instruments are applied to the 

balance of payments prob lem . The recently  proposed  interest 

equalization tax is a step in this d irection  and, if needed, I would hope 

that additional m easures can be developed.
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I shall now d iscuss f is ca l ,  monetary, and balance of payments 

p o lic ies  in turn.

F is ca l  policy. - -T h ere  is little to add on the subject of f is ca l  

p o licy  beyond what I have said earlier . A tax cut is highly desirable  

as a contribution to aggregate demand, especia lly  consum er demand. 

Without this contribution, the longer run outlook is much weaker.

I am not in a position to suggest the likely course  of F edera l 

expenditures in the period  ahead, with or without the tax cut, but it 

is a reasonable assumption that they will continue to advance, though 

perhaps less  rapidly than in the past two or three years . It is worth 

pointing out, however, that m ost evaluations of the im pact of the tax 

cut on aggregate demand assum e that this impact will not be 

counterbalanced by a slowdown in F edera l outlays. F rom  the f is ca l  

p o licy  point of view, F edera l spending should continue to expand 

roughly in line with the growth of potential GNP.

Putting this in other term s, one m ay view the tax cut as a 

means of reducing the magnitude of the full employment budget surplus. 

The sizeable  surplus that is im plicit in the present budget acts as a 

drag on econom ic  expansion, fo r  it puts too large a burden on private 

investment to absorb  the savings which our econom y generates at high 

and rising incom e leve ls . If private investment is not buoyant enough 

to ca rry  this burden, and it has not been, we succeed  in achieving 

neither full employment nor the budget surplus. The im plicit surplus 

can be reduced either by cutting tax rates or by increasing  expenditures 

m ore  rapidly than full em ploym ent tax revenues or  som e combination 

of the two. But it hardly makes a policy  to use one tool fo r  expansion 

and the other for  contraction.
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Monetary p o l icy . - -During the past couple of years , m onetary 

p o licy  has attempted to cope with conflicting ob ject ives . It has sought 

to encourage full utilization of re sou rces  at home while a lso  maintaining 

upward pressu re  on sh ort-term  interest rates so as to m inim ize 

incentives fo r  capital to flow  abroad.

Opinions d iffer on the degree of dom estic  stimulation fro m  

m onetary p o licy  in the past year or  so. There are  those who believe  

that m onetary policy  has been ex cess ive ly  easy and fo r  too long a 

period , and has resulted  both in a sp illover  of funds to other countries 

and in a deterioration  in the quality of cred it  at hom e. Those who take 

this view support it by pointing to the large growth in com m e rc ia l  bank 

loans and investments at a time when cred it  demands w ere not intense. 

Last year., fo r  example, com m e rc ia l  bank cred it  increased  about 

9 per  cent as com pared  with a 5 per cent in crease  in GNP. F rom  the 

trough of the re ce s s io n  in early 1961 to m i d - 1963, loans and investments 

at all c o m m e rc ia l  banks increased  about 20 per cent, while GNP grew 

16 per  cent. On this evidence, it is cla im ed that the banking system  

was being provided with rese rv e s  to make a substantial contribution 

to the available cred it  supply.

It is n ecessa ry  however, to analyze the cred it  growth in its full 

context. A ll of the m onetary and credit magnitudes in the past year 

and a half have been significantly affected by the upward m ovem ent in 

interest rates paid on com m erc ia l  bank time and savings deposits 

follow ing changes in the B oard 's  Regulation Q, An important result 

o f these interest rate changes was that com m erc ia l  banks becam e 

m ore  attractive as financial interm ediaries. A substantial fraction
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of the apparent growth in c o m m e rica l bank credit sim ply  represents  a 

shift toward greater intermediation, as businesses and ̂ individuals w ere 

induced to increase  their c la im s in the fo rm  of time and savings deposits 

at com m erc ia l  banks as a substitute fo r  d irect  holdings of securit ies  or  

c la im s on other financial institutions. To the extent that this type of 

shift o ccu rred , only a part of the increase  in total bank deposits and 

bank assets should be regarded as constituting m onetary expansion or 

as contribution to total cred it  expansion. The rem ainder represented  

a re channeling of the financial flow  of funds as the public added 

co m m e rc ia l  bank time deposits rather than secu rit ies  to its financial 

assets .

In further support.of this interpretation of m onetary and cred it  

development^., I point to two significant facts. One is that the m oney 

supply, that is, demand deposits and currency , has increased  at an 

annual rate of le ss  than 2 per cent in the past year and a half.

Secondly, the behavior of interest rates does not indicate that cred it 

supplies have been ex cess ive . Sh ort-term  rates have advanced and 

the decline in lon g -term  rates has been m oderate. F urth erm ore  

lon g -term  rates rem ain high by h istor ica l standards. It is difficult 

to believe  that long rates have declined by any m ore  than is accounted 

fo r  by the disappearance of the prem ium  ea r lie r  demanded by lenders 

with inflationary expectations.

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



- 19-

It is for  these reasons that I would ch aracter ize  m onetary p o licy  

in the current upswing as having been p assive ly  responsive  but not 

actively  stimulative. Furtherm ore , I believe that w ere  it not fo r  the 

balance o f  payments constraint, m onetary p o licy  would have done much 

m ore  to encourage econ om ic  expansion.

The p o licy  of maintaining and in fact increasing  sh ort-term  interest 

rates has acted as a d irect  impediment to further reductions in lon g -term  

rates which might encourage higher leve ls  o f  dom estic  investment. As 

long as short y ields rem ain high, lenders have little incentive to m ove 

out on the y ie ld  curve, for the cos t  o f remaining liquid is very  low. If 

we are to encourage capital form ation, we need to make sh or t -te rm  

assets le ss  attractive to lenders so as to increase  the availability and 

reduce the co s t  o f lon g -term  funds.

M onetary p o licy  has in a sense had one hand tied behind its back.

It has not rea lly  had a chance to exploit the elastic ity  that exists  in 

the relationship between lon g -term  interest rates and investment 

outlays. The prob lem  is how can we give it a ch a n ce --th at  is, how 

can we perm it  a reduction in short- and lon g -te rm  interest r a t e s - - 

without aggravating our balance of payments.
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Balance of payments policies. - -Our balance of payments 

problem m a y  be characterized as follows: Although w e  have an 

export surplus in terms of goods and services, w e  are attempting to 

give and lend abroad an even larger amount. The result is that the 

rest of the world is acquiring short-term dollar claims on the U. S. 

at a greater rate than it appears to want them, while the U. S., in 

turn, acquires long-term claims on the rest of the world. In real 

terms, an export of capital which is not used to purchase A m e ri ca n 

goods and services does not represent a real burden on the United 

States; it simply leads to a deterioration in our liquidity position. 

Ironically, the XL S. would be in less trouble internationally if the 

real burden of our capital exports could be increased.

Various policies have been adopted by the U. S. Gover nm en t to 

attempt to deal with this imbalance as between our capital and 

current accounts. A m o n g  the major approaches, aid is being tied to 

U. S. exports, and a tax has been proposed on long-term capital 

outflows in the f or m of portfolio investment.

I believe these are steps in the right direction. Despite the 

criticism that has been levied at aid-tying by economists, it s e e m s  to 

m e  that this approach deserves encouragement and further extension. 

If it could be implemented administratively, a good case can be m a d e  

for tying all capital exports and unilateral outflows to U. S. exports.
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The United States, given its high rea l incom e and even higher 

potential incom e, is quite willing to provide rea l re so u rce s  to the 

res t  o f  the w or ld  in the fo rm  o f  an e x ce ss  of export over  im ports  of 

goods and s e r v ic e s .  We get into trouble internationally when we 

attempt to export dollar c la im s in an amount g rea ter  than our 

current account surplus.

If we tied capital flow s to exports , an adjustment would com e 

about in our balance of payments either through an in crea se  in 

exports o r  a reduction in capital flows or  a com bination of the two. 

Such a m ea su re  would not, as I have said, re s tr ic t  the ability of 

fo re ign  nations to tap real re so u rce s  here . It would sim ply 

re s t r ic t  the export of unused c la im s  on us. I should s tress  that by 

the term  "ty ing" I do not n e ce s s a r i ly  mean a narrow  concept of 

financing sp ec if ic  exports of capital goods. I would not want to 

rule out capital flows that contribute to the financing o f  dom estic  

outlays abroad  which in turn induce general im ports  into the 

recip ient country fr o m  the U. S. But in ca ses  where the recip ient 

country does not need our r e so u rce s ,  d irect ly  o r  ind irectly , little 

purpose is  se rv ed  by a flow  of capital.

It can a lso  be argued that a p o licy  of this genera l nature would 

be p re fe ra b le  from  both the dom estic  and the international viewpoints, 

to a p o l icy  o f  d irect  d iscouragem ent of capital outflows because it 

would be le s s  likely  to d iscou rage  A m erican  exports .
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F or  econom ists , the case  against tying aid is based  on the 

general be lie f  that m ultilatera lism  m akes fo r  better re so u rce  use 

than b ila tera lism . With this genera l proposition , I am in full 

agreem ent. What econom ists  need to examine, how ever, is whether 

the case  of capital outflows (governm ent o r  private) is also co v ered  

by this general proposition .

Finally, we need to rem em ber that we are in the position  of 

choosing among undesirable alternatives. Tying aid and capital 

flows m ay have disadvantages in term s o f re so u rce  allocation.

B efore  we re je c t  this approach, how ever, we ought to com pare  its 

cos ts ,  both short and lon g -term , with the costs  of alternative 

approaches to dealing with the balance of payments prob lem . In 

particu lar , failure to rea lize  potential output and em ploym ent is a

real and substantial cost.

It should be apparent that in my view the p o licy  alternatives 

involved in achieving m ore  rapid econom ic growth and reducing our 

balance of payments defic it  are cr it ica l  to the longer term  business 

outlook. The traditionalist fo re ca s te r  has, how ever, no c lear  crysta l 

ball fo r  predicting  the m oves of po licy  m akers. F or  me it would not 

be appropriate  at all.
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