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Notes in Preparation for a Meeting of the
Balance of Payments Commlittee
of the Business Council

September 19, 1963,
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The basic vroblem remains much as it has been, althoush the
published figures for the second quarter of 1963, showing a
deficit at an annual rate of #5.2 blllion gave the problem
an alarming and presumably exagzerated tinge.

Nevertheless it was the knowledge of this kind of a2 second
cuarter record, and of the step~up in U, S. portfolio in~-
vestment in foreilgn securities which was the immedbate cause
of the worsenlyg figures, that triggered the hasty proposal
of an "interest equalization tax" to try to check suoch ine
vestment.

While this tax 1s in the no=man's 1and between exesutive pro=
rosal and Congressional action, this type of capital flow 18

in a state of suspended animation. I doubt Af 1t 18 possible

to produce figures which would acecurately indloate what 1its
effect on the movement of portfolio capital, over time, tfy be 1if
and when 1t 1s 1n actual operation. Nor has theee been time

and opportunity to see what its ultimate effects mighbebepon
forelzn confidence in otir maintenance of freedom front control
of other dollar movements. In principle, however, I see no
reason to revise earller views that the vroposal of an interest
equalization tax was a mistaken departure from a genersl polisy
of non-interference with the international meovemente of private
caplital. The proposal attempts to zero in on ones amsateor of a

‘market which is notably fluid in character, and whish will find

ways to funotion, abetted by the variety of exemptione from the
tax which have been found necessary to mske 1t even partially
workable. In effect, 1t 1s s proposal for a capltal isnuas
experiment, the mechanics of which involve the arbitrary dine
tinoction between developed and less developed countries, the
difficult dlstinctions in equity between direct and portfolio
investment abroad, and the pidotng of the powsr in the hends

of the President, by executive order, to mrint exemptions in
the "interest of international monetary stability". (The Canada
escape hatch = and maybe others,) If our situation had reached
the point 2t which freedom of international access to our cap-
ital market had to be curtailed, it would be less confusing and
more directly effective to have a capital isaues committee,:

I do not think we have resched that extremity. The relative
strength of our economy and its ablility to compete in the mar-
kets of the world is still uncuestioned. We are a most solvent
nation. It 1s our liquidity position which has been jeopardized
by a succession of years of lerge deficlts in our balance of
payments and by the apperent check to imnrovement in our posi=
tion during the past year, Eut we still have the resources to
protect our liquidity position, if we adopt a program of im=-
rovement in our balance of payments which carries within itself
the seed of success, Our domestic reserves are still large, and
can be further enlarged if we find it necessary to reduce our
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zold reserve requirements, Our access to drawing rights =nd
credits at the International Monetary Fund and our bl-lateral
currency arrangements with the principal countrlcas of western
Europe are a substantlial defense against sudden adverse devel=~
opments. We still have time to finish putting together a pro-
gram which will attack a baslic weakness 1nstead of fluttering
around the edzes of the problem.

Such a program, of course, 1s the one we have been recommend-
ing, which trensfers to fiscal policy (tex reduction) more of
the task of promoting econoniec growth at home and releaes
monetary policy to deal more actively with international capital
movements by way of impersonasl and perveasive changes in the
avallability of credit and in interest rates,

It 1is notewvorthy,I think, what muffled emphasls has been nlaced
on tax reduction as an important factor in improving our balance
of payments. It has been mentioned, but fearfully as if 1t
wvould stir up too much opposition, from those wHo want easiery
not tizhtery money and lowery not higherg interest rates, 1f
the connection were stressed. It would stir up opposition, of
course, but we can't lick this problem with gifts for everyone.
If the fiscal-monetary volicy mix is to work, there has to be
room for a further increase in short term tatem, 1f nacesnary,
and for some increase in long term rates also, 1f necessary.

The dangers of this prescription for the domestic economy have
been over-stated, partfjularly as it relates to long term rates,
An economy stimulated by the increased demand and the inareased
retention of profits by the private sector, inherent in a ree
duection of individual and corporate income taxes, asuld stand
an increase in long term rates wlthout falterlng, »maptlieularly
as lmportantilong term markets - mortgage, consumer cpedit and
municipals - have their own forms of insulation frem apdinary
market effects fd hizher ratesy C ~ag secw. .~ 014 FECPCV, E,

We should again press for the combination of tax raduatien and

o less easy credlt policy to be Justified, in an imvortant way
as a maj)or meesns of improving our balance of payments poaition.
And we shouldn't, at thils stage, encumber our advocawy with
reservations demanding some specific reductlon of estimated
federal exvenditures in fiscal 1964, There is too much spending
already bullt in to fiscal '64 to figke thls a vractical approach,
The time to curdb federal exvenditures will be in subsequent
fiscal years, to prevent thelr rising with the increase in gov-
ernment revenues which 1s the hope of tax reduction; ultimately,
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The study of the balance of payments nade by slx economists
for the Brookings Institution, at the request of the President
throuzh the Councll of Economlc Advisers, does little to help
us in our present situation. The estimates of the balance of
payments in 1968, bhsed on a varie?y of assumptions (the quality
of which is admittedly speculative) showing a "basic balance”
somewhere between a surplus of §1,9 billion and a defiocit of
$500 million, does 1ittle to meet the doubts of 1963, 1964 and
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1965, And the counsel to avoid nre-occupation with the immailate
discipline of the balance of payments, because 1t mny interlzy
with more imvortant goals of national and international policy,
i1s positively mischlevous. The integrity of the dollar end other
zoals of national and international policy are one snd indivis-
1ble, Finally, the diversion of ettentlion, in the pelicy receme
mendations of the report, to the asserted need for measurcn to:
imorove international licuidity 1s an excursion inte a reanlm
beloved of scholars and the British, who have been besting thls
drum for years. To adopt the major policy recommendation of the
report that the U. 8. should immedlately bezin to press for amk:
agreement to strensthen indérnatlonmal 1liquidity, and that its
major effort should be dlrected toward achleving an adequate
international liquidity mechenlsm, would be the equivalent of
saylng the present mechanlsm hes broken down, or is about to bresk
down, which could not help but harm the position of the dollar
in terms of femrs of ultimate devaluation.

"Further study"” by the Internmational Monetary Fund is
indicated here; not »ressure by the U, 8. to retrieve British
chestnuts,
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The Freeman proposal of a tax incentive to premete expertn,
whithh was distributed on July 29, 1963, seems to me to be wrons
in orinciple and wrong in practices. In principle, it would be an
attempt to subsidize exports which 1ls the kind of export competie
tion between the leadins industrial countries which has slready
gone pretty fer, and which we should be seekinz to abste, not
pronote. In practice, &g Mr. Freeman describen 1lt, a tax reductlion
releted to an increase in exports over some base period weuld
lead to a varlety of inecultles tetween competinz firma whkioch have
developed thelr export lines and those which have not, between
companles which have made larze direct investments abroad and those
which have not, and between large and small firms. And a tax
credit which would enable some firms to export at s "modeat profit
or even at cost" becsuse an incresse in exporte would reduss the
tax on 1ts income from domestlec business, sounde 1like s pockets
full of fikh hooks.
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