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Foreword

The United States in the World Economy represents the culmina-
tion of more than 20 years of research by the Bureau of Foreign
and Domestic Commerce on the balance-of-payments and interna-
tional-investment position of the United States. The Bureau’s first
statement in this field appeared in 1923 and was followed by annual
bulletins and numerous other studies until publication of international
trade and financial statistics was suspended for security reasons.

This study offers a compréhensive and authoritative analysis of
the international transactions of the United States from the end of
World War I to the beginning of World War II. Because of the
endless ramifications of the subject and the innumerable refinements
of statistical data that might be made, a study of this type is never
finished. Publication at this time is prompted by the timeliness of
the analysis.

Although numerous salutary lessons are to be drawn from the
experience of the past, the conclusion that emerges most emphatically
from the survey is the fundamental importance of maintaining con-
ditions conducive to a more stable and ample flow of dollars in our
transactions with other countries. The most essential of these con-
ditions lies not in the field of foreign economic policy as such but
in the attainment of a more fully and more smoothly operating
domestic economy—the major determinant of the volume and course
of our purchases of foreign goods and services. In addition, a more
adequate supply of dollars should entail both a freer flow of imports
and a renewed and sounder participation of American capital in
international investment.

Of even greater importance than the general level of the flow of
dollar payments to foreigners is the need for continuity and regularity
in the foreign economic policy of the United States and in the actual
behavior of our international transactions. It would be tragic indeed
if the United States, after a period of renewed full participation in
the world economy, were to permit another abrupt fall in the supply
of dollars to disturb the recreated international commercial and
financial mechanism, whether through increased trade restrictions,
through the mishehavior of foreign investment, or through the im-
proper functioning of the domestic economy. Commercial and in-
vestment policies, however, are susceptible of intelligent determina-

v



VI THE UNITED STATES IN THE WORLD ECONOMY

tion and should no longer constitute such disturbing elements as in
the past. The functioning of the American economy as a whole
presapts some of the most baffling problems. On the solution of
these problems, through maintenance of a high and reasonably stable
level of economic activity in the United States, the interests of this
country and of other countries are moat clearly and indisputably
united.

A world economic structure organized on the basis of equal treatment
and with large scope for free enterprise cannot be maintained in the
face of such reductions in the supply of dollars as have occurred in
our international transactions in the past. Unless the supply of
dollars is more adequate to meet foreign requirements, other countries
will assuredly insist on their rights to exercise a close selective control
over the use of the amounts available and to promote more intensive
relations with third countries under preferential trading arrange-
ments. Unless dollars are made available with greater regularity than
in the past, it would be both unjust and unwise to demand the removal
of restraints and controls largely designed to protect the internal
economies of other countries against external shock and pressure.

In addition to the disturbances resulting from variations in the flow
of dollar payments by the United States to foreign countries during
the interwar period, serious difficulties also arose from the misuse of
dollars by foreigners, This was notably true of the behavior of foreign
capital, which was especially attracted to the United States in time of
distress and unrest abroad and of economic expansion in this country.
Such shifts of eapital, which went largely into speculative stock-
market transactions and short-term balances, were of little or no benefit
to this country and did positive damage to other countries, Unless
brought under control in the future, capital movements of this nature
might readily nullify other efforts to attain greater stability in inter-
national transactions and would decrease the amount of dollars avail-
able to foreigners for purchases of American goods and services.

The United States will emerge from the war with an enormously
expanded industrial and agricultural capacity and will be confronted
with grave difficulties of readjustment to peacetime conditions. Re-
appearance of civilian demand in this country and relief and rehabili-
tation activity abroad will constitute a strong market in the months
immediately following the end of hostilities and will serve to post-
pone some of the necessary adjustments. A healthy and continuing
foreign demand for American goods will greatly facilitate these
adjustments, minimize the dangers of economic collapse and unem-
ployment, and generally assist in the maintenance of production and
national income at high levels.
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States and amount of dollars used by foreign countries throu h..-, ments t,.o the United
States, 1919-39. (Excludes gold and short-term capital mmam:nt:;y iy




SUMMARY AND RECOMMENDATIONS
REVIEW OF THE INTERWAR PERIOD

The balance of international payments of the United States is a
record of (1) dollars made available to foreign countries by the
United States through purchases of goods, services, and investments
abroad, and (2) the uses to which doi%ars are put by foreign countries
in making similar purchases from the United States. These trans-
actions run into billions of dollars in both directions every year and
exercise a profound influence on economic life and well-being at home
and abroad: At times, sharp strains may tlevelt)f) in the relationship
between these concurrent two-way flows, when the movement in one
direction unduly rises or falls out of proportion to the other. Such
disturbances produce drains on gold and other reserves and neces-
sitate compensating readjustments in incomes and spending habits.?

The total streams of dollars supplied and dollars used during the
21 years from the end of the first World War to the beginning of
the second are traced in chart 1. Their most striking feature is their
wide variability. Three periods of heavy decline stand out—1921,
1930-32, and 1938. These periods, corresponding to years of reces-
sion and depression in business activity, were all characterized by
severe drains on the monetary reserves of foreign countries and by
ﬁressure on the exchange rates of foreign currencies. Otherwise they

ave little in common and are of interest largely because of their
differences. Between these periods of decline two major periods of
recovery and expansion intervened, which also had little in common
with each other.

The decline in 1921, which actually began in the preceding year,
was severe but was quickly followed by a steady recovery, during
which there seemed to be a fairly stable and balanced relationship
between dollars supplied and dollars used. The decline after 1929
was deep and prolonged and involved the collapse of the previously
existing internationaF monetary and commercial system, and when
the upturn did set in, it was marked by a continuing shortage in dol-
lars supplied as compared with dollars used. The 1938 decline, which
began 1n the latter part of 1937, was about as brief as the early post-
war recession and was especially marked in the flow of outpayments,
with much milder effects on the amount of dollars used by foreign
countries and with little obvious influence on conditions abroad.

i The balance of payments is presented in conventional form in table I, but the present
discussion is based chiefly on table 11, which shows the world supply and use of dollars
on current and long-term capital accounts and treats gold-and short-term capital as “bal-
ancing items." These basic tables, together with table III, giving capital movements in
some detail, will be found at back of volume.

1



2 THE UNITED STATES IN THE WORLD ECONOMY

International Transactions of the United States During
the Depression of 1920-21

The downturn in the international transactions of the United States
in 1920-21 came after a brief but wild inflationary boom at home and
abroad following the sudden abandonment of wartime controls. A
tremendous volume of deferred capital expenditure, including the re-
plenishment of inventories, the sudden release of accumulated con-
sumer purchasing (Power, and the urgent needs of a ravished Europe
for foodstuffs and reconstruction materials had outweighed for a
time the disappearance of military demand as the chief support of
the world’s markets. ;

A sharp recession in business activity in the United States in 1920,
however, Et)n-oughi: a rapid decline in imports. Shortly afterward came
a swift fall in exports, in which the abrupt termination of United
States Government lending to its former Allies was an important
factor. These changes were accompanied by a steep fall in prices in
this country and in the world at large. The depression was severe but
of relativeYy short duration. Industrial production in the United
States began to recover during 1921 and by the end of the next year
was already above the 1920 peak, although prices remained far below
their inflated early post-war levels.

Imports responded to the improvement in domestic business and
began a steady rise in the second half of 1921. Recovery in forei
countries appears to have been longer delayed, with chaotic condi-
tions prevailing throughout much of Central and Eastern Europe,
and the upturn in exports did not begin until several months after the
upturn in imports.

The major factors contributing to the relative ease and speed with
which our international transactions weathered the strain of the 1920~
21 period appear to have been the following:

1. Of basic importance was the fact that the depression was
short in the United States and was quickly followed by a vigor-
ous recovery and prosperity which, with minor set-backs, lasted
until 1929, :

2. As pressure emanated from this country through the fall
in business activity and prices, decline in imports, and cessation
of Government lending, other countries were able to absorb part
of the strain by permitting their exchange rates to depreciate
and thus avoided becoming enmeshed in excessive deflation in
their own economies.® This was possible because the pegged ex-
change rates maintained among the Allies during the war had
been abandoned and the international gold standard had not
yet been restored. Few countries, if any, attempted at that
time to maintain fixed rates on the United States dollar.

3. Also largely because they had not yet recommitted them-
selves to the gold standard and the defense of reserve positions,
foreign countries dipped heavily into their gold stocks to help
meet the deficit in their balance-of-payments position vis-d-vis

? Depreciation in & number of European countries at this time or later grew, of course,

chiefly ont of their internal inflationary developments and the flight of capital, but the
above reference is primarily to other countries,
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the United States without thereby being compelled to enforce
stern measures of internal deflation.

4. The upturn from the 1920-21 depression was facilitated by
the huge tasks of reconstruction in Europe and of economic de-
velopment throughout the world in general that remained after
the war, offering ample investment opportunities and creating a
strong demand for American machinery and materials,

5. American capital was rapidly being made available from
growing incomes and savings and was ready to find profitable
outlets abroad, thus supEJorting foreign demand for our goods
and contributing generally to the increase in economic activity
in foreign countries.

A Period of Uncertain Balance, 1922-29

Despite initial currency disorders, controversies over reparations
and war debts, and some growth in tariff barriers, the years from 1922
to 1929 were marked, on the whole, by world-wide economic expansion
and rising incomes, with a corresponding increase in international
transactions. The supply of dollars was expanded not merely by a
rise in United States imports but also by increasing American tourist
expenditures and other service remittances, and by a strong flow of
loans and other investments abroad. These sources provided ample
funds out of which foreign countries bought our goods, made war-debt
payments, and serviced the growing volume of private American
ivestments,

The relatively close correspondence between the supply and use of
dollars and their common upward movements from 1922 to 1929 sug-
gest the existence and successful operation of a balancing mechanism
relating the various items through forces inherent in the economic
system of the period. Our imports, loans, and other payments un-
doubtedly helped to sustain and promote economic growth and the
rise in incomes abroad and thus supported foreign demand for our
goods and services during the perio&J as a whole. There is also some
evidence of year-to-year adjustments of a compensating nature be-
tween the various transactions. Maintenance of approximate balance
between the total supply and use of dollars in tﬂese- years must be
largely attributed, however, to the absence of any undue and pro-
longed disturbance in any of the major items—a situation that was
abruptly and violently changed toward the end of the period.

It is commonplace to point out various maladjustments and weak-
nesses in the world economic structure of the twenties which led to its
eventual undoing. While the mere enumeration of such factors
scarcely constitutes convincing evidence of the inevitability of col-
lapse, they undeniably represented points of vulnerability susceptible
of breaking under pressure. Among the most prominent was the gen-
eral weakness of prices. The failure of manufactured goods to rise
appreciably in price during a period of economic expansion may have
resulted merely from the increasing efficiency of industry. There was
also striking technical progress in agriculture, but the declining ten-
dency in primary prices must be largely attributed to wartime and
sost-war exgansmn of production in the face of relatively inelastic

emand. This maladjustment was aggravated by numerous ill-con-
ceived schemes for maintaining artificially high prices, leading to an
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accumulation of surplus stocks and a generally vulnerable position for
many key commodities. .

Another serious weakness in the world economy of the twenties was
what is now generally recognized as the overvaluation of the pound
sterling, along with various satellite currencies, and the undervalua-
tion of the French franc in the return to the gold standard. Restora-
tion of the pound to its old gold parity with the dollar, undertaken
despite the relatively higher cost and price structure in the United
Kianom, contributed to that country’s generally weak position in the
world economy and to its excessive and vulnerable dependence on
foreign short-term capital as a means of balancing its international
accounts. )

On the other hand, stabilization of the franc at one-fifth its pre-
war parity did not reflect its true equilibrium level but rather a
depreciation due largely to flight of capital. The French balance-of-

ayments position was thus excessively “strong” and, together with
the reflux of private capital, resulted in an accumulation of large
French balances in other countries subject to sudden withdrawal.s The
French action intensified the weakness in the British position, and
both made for a generally unstable international situation.

One of the most critical features in this country’s international trans-
actions was the behavior of capital. To regard the United States’
position as a lending country as artificial or improper would be totally
unwarranted. There was no inherent reason why there should have
been an immediate adjustment in foreign trade to the newly acquired
creditor status at the end of the war period (although the higher tariffs
of 1921 and 1922 could only increase the difficulty of the eventual
adaptation). Foreign countries needed and demanded American

oods and American capital, and it was natural that the United

tates should have supplied both. The mistakes were rather in the
particular behavior mPnur lending operations—not so much in our
ivestment policy as in the lack of one.

. Under the high-pressure salesmanship methods by which foreign
1ssues were solicited and sold, our loans proved to be their own undoing.
The flotation of one loan frequently came to be regarded as adequate
justification for further issues to the same borrower or the same coun-
try without adequate regard to the growing burden of indebtedness.
In some instances, notabgtin loans to Germany, new lending was vig-
orously prosecuted long after warnings from high places were sounded.
The very operations that expanded the incomes and consumption of
foreign countries and made them increasingly dependent on an un-
failing source of exchange thus helped to ensure the inevitability of a
change and the probability that it would be disastrously abrupt and
complete.
. Another weakness in American investment activity was that our
issuing houses never reallg' regarded foreign issues as more than a side
line, which they exploited for a time but felt free to drop when more
attractive opportunities presented themselves at home. In these cir-
cumstances 1t is not surprising that, under the intense competition of
the stock-market boom, new flotations for foreign countries were sud-
denly curtailed in the middle of 1928 and, aside from a brief upturn in -
the first half of 1930, failed to recover thereafter.



SUMMARY AND RECOMMENDATIONS b

Strains and Adjustments During the Great Depression

Reduction in the outflow of capital in 1928 was partly offset by fur-
ther increases in imports during the late stages of the boom. The
boom came to an end in the latter part of 1929, however, with a sudden
fall in industrial production -mu} i general business activity and a
severe break in the stock market. In response, imports registered a
sharp decline, accentuated by the collapse of raw-material prices and
by an upward revision of the American tariff in 1930. Exports reached
8 boom-time peak in late 1928 and early 1929 and showed a slight
weakening tendency thereafter, but the real break in exports did not
come llllt-h about the same time as that in imports, and initially was
somewhat less severe. The downturn in industrial activity abroad
roughly coincided with that in the United States but,’in general, pro-
ceeded more gradually.

The fall in our international transactions which set in at this time
was severe and protracted, and the upturn did not come until after the
financial and trading machinery of the twenties had been thoroughly
wrecked and new systems operating on completely different principles
had been established. The major ﬁlctors accounting for the duration
of the decline and the severity of its consequences were in many re-
spects the reverse of the more favorable conditions noted with respect
to the 1920-21 period. Among these factors were the following :

1. The most serious retarding influence was the behavior of
economic life in the United States which, in contrast to the
experience of the early post-war recession, remained lon{; and
severely depressed. As compared with 1929 levels, the fall in
economic¢ activity in the United States was greater than that
in other countries and was somewhat more prolonged.

2. Also in contrast to our recovery after the 1920-21 depres-
sion, American investment activity in other countries was not
revived. If perhaps the exhaustion of favorable investment
opportunities near the close of the twenties was more apparent
than real, it quickly became a reality because of the rapid spread
of the depression and of a depression psycholo%y, by defaults
on outstanding loans, and by unfavorable political and exchange
developments abroad. Thus little basis or possibility for a re-
newed outflow of American capital was afforded. On the con-
trary, from 1931 on there was a substantial reverse flow through
a reduction in previous investments abroad.

3. Curtailment in the supply of dollars resulting from our
reduced imports and cessation of investment activity presented
a readjustment problem of unparalleled dimensions. During
the 4 years from 1926 through 1929 the amount of dollars sup-
plied ranged between $7,300,000,000 and $7,500,000,000, and for-
eign incomes and spending habits and the international debt
structure were fairly well adjusted to this level.

The abrupt fall in the do]iar supply by some $5,000,000,000,
or 68 percent, over the short space of 3 years, necessitated vast
changes in the foreign use of dollars and in the economie systems
from which the demand arose. The problem was aggravated,
moreover, because of fixed obligations, including war-debt pay-
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ments due the United States in an annual volume of some
$900,000,000. If these obligations were to have been met with-
out default, the full burden of adjustment would have had to
fall on purchases of American goods and on other payments
to the United States. This is brought out in table 1.

TapLE 1.—Decline in Dollars Supplied to Foreign Countries in Relation to

Debt-Service Charges, 1929 to 1932

Transaction . 199 32 | Amountof | Percentago
Dollars suppliea by the United States through Aillion Million Million
purchases of and services and new invest- dollars dollars dollars
AT ARORI L e A L T 7,400 2,400 5,000 08
Dollars required to meet fixed debt-service pay-
ments to the United States, assuming no de-
faults or adjustments b . oo 900 400 0 0
Remainder available to foreign countries
{Or OLhEE PUIPOBLS .« ve e eeeceenemameonnan 6, 500 1, 500 5,000 v b
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4. In further contrast to the more flexible situation at the
beginning of the decade, the world at large had returned to a
regime o% fixed exchange rates under the reconstituted inter-
national gold, or gold-exchange, standard which had won gen-
eral adherence by the end of the twenties. Although several of
the primary producing countries, including Australia and
Argentina, quickly abandoned the standard, it was given up
only reluctantly and under the inexorable pressure of events
by most nations. The initial endeavor to defend their exchange
parities and reserve positions let the task of readjustment in
their external demands fall full force on their internal economic
life, thus strengthening the forces of depression and deflation
throughout the world generally.

One can only speculate as to how much deflation other coun-
tries would have had to enforce and endure—if the adjustment
had been carried all the way through in this manner. The
degree of deflation that would have been required was possibl
even greater than that experienced in the United States an
certainly far more severe than that which actually occurred
abroad. Quite apart from the economic undesirability of in-
ducing deflation to such a degree, it could not have been achieved
except with even graver social and political disturbances than
those which actually occurred.

5. Other countries could halt the drop in their economic
activity and institute measures for domestic expansion only b
freeing themselves from external deflationary pressure. Whil%
in many countries the immediate force was exerted by the wild
flight of capital, the basic strain emanated largely from this
301lllntry’s crippled economy and the drastic cut in the supply of

ollars,

The principal measures of adjustment resorted to by other
countries, most of which involved a radical departure from the
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gold standard and the previous world commercial system in
general, were as follows: (1) Abandonment of gold parities
and depreciation of foreign currencies with respect to the
dollar; (2) general tariff increases aimed at curtailing total
imports and promoting domestic production; (3) Freferential
tariff and commercial arrangements designed to foster trade
among the participants and to divert trade from other sources
of supply; (4) direct trade and exchange control through
quotas and licensing requirements for the purpose of forcing
trade along selected channels and restricting the use of foreign
exchange to the available supply.

These methods were used in various combinations according
to place and time. They were accompanied, moreover, by var-
ious types of measures for internal expansion and were fre-
quently carried far beyond the requirements of external ad-
justment. -In some countries, notably Germany, they eventu-
ally became instruments for violent political as well as economic
nationalism.

Regardless of these differences as to time, place, and ultimate re-
sults, however, the changes and adjustments made bfr foreign countries
had the effect of preventing their increasing internal purchasing power
from “spilling over” into the American economy and further depleting
their gold and exchange reserves. In many countries, especially those
owing large external debts or producing chieﬂ%' primary goods, gold
and exchange reserves had already been virtually exhausted and were
exceeded by their short-term obligations. Recovery abroad was thus
achieved along national and bilateral lines which offered little stimulus
to our international transactions,

Deterioration in the International Position of the
United States, 1934-39

The most striking features of our balance of payments from 1934 to
1939 were the unprecedentedly heavy-movement of capital into the
United States from abroad and the attendant massive inflow of gold.
These movements set in immediately after the revaluation of the dollar
on January 31, 1934, at some 40 percent below its old gold parity, and
continued with considerable variation, but only one definite reversal,
until after the outbreak of World War II.

During these 6 years the net inflow of capital, including both long-
term and short-term, amounted to almost $6,000,000,000, as recorded
in the balance-of-payments estimates, and was probai:»ly considerably
larger in fact. It was clearly the major factor responsible for net gold
movements of almost $10,000,000,000 into the United States during
the period. Only in 1934 and again in 1938 and 1939 were net receipts
on trade and service transactions of importance in determining the
gold movement. In the 3 intervening years, in fact, our payments on
trade and service items exceeded receipts—a striking adjustment from
this country’s position in the twenties, which, however, was interrupted
by the slump in imports in 1937-88 and the growth of wartime demand
for our exports.



INDEXES OF DOLLAR VALUES (1929 = 100) INDEXES OF DOLLAR VALUES (1929 = 100)

125 125
UNITED STATES FOREIGN COUNTRIES
NATIONAL INCOME
{11 COUNTRIES)
100 f"‘-'r 100
Raans seeegulie”
roraL
IMPORTS
75 S 75
PR
’._--’J ..‘rﬁ' e
50 A 4 - ; 7 s 50
’ L7 *, \. =4 st
1) o < Ll paE
M PORTS— ‘l\. ...-"" IMPORTS FROHE.ES‘—"‘-..- -
'\,-ﬁ"'"-. .‘\....n-a‘. +
g e A 1 [ HER P L S e SO AT R e = P Tl O e ST 0T I O IR Y TSR L (L -
INDEXES OF PHYSICAL VOLUME (1929 = 100) INDEXES OF PHYSICAL VOLUME (1929 = |00)
125 | 125
i UNITED STATES FOREIGN COUNTRIES
INDUSTRIAL FPRODUGTION.
INDUSTRIAL PRODUCTION ~. (EXCLUDING USS.R)
100 100
.-"..a ,a""“-n.
% -
-. IMPORTS - saoord
al e b s NG
75 % W . 5 ‘! 75
¥ 5, j
IMPORTS FROM U.5=" ™, it
o 1 Y T T L ey 0 e S T (R T T ] B oo i TS TN I O, W |7
1925 1926 19€7 1928 1929 1930 1931 1932 1933 1934 935 1936 1937 1938 1939 1925 1926 1927 1928 1929 1930 1931 1932 1933 1934 1935 (936 1937 1938 1939
o0 45-g44
Chart 2.—~Ind of ic activity and international trade.
Note.~Index of national income for foreign countries ia based on data for United Kingd [ da, Australia, New Zealund, Denmark, Norway, Sweden,

Frunce, the Netherlands, Germany, and Japan.

AWONQOE aT1H0M HHIL NI SHLVLS (ILINO HHL



SUMMARY AND RECOMMENDATIONS Y

Although amortization and repatriation of foreign securities and
continuation of more or less normal investment in American stocks
and bonds were important components of the capital inflow, the major
forces seem to have resided in what is loosely called flight of capital.
The abnormal character of the movement is indicated in part by the
fact that upwards of $2,500,000,000 was in the form of increases in
non-interest-bearing foreign dollar balances. It is further borne out
by the fact that the periods of heaviest transfers coincided with the
recurrent crises in France and other members of the gold bloc in their
vain efforts to cling to the remnants of the predepression gold standard
and with the frequent political and military crises that marked the
years leading up to the second World War.

Spectacular though they were, these huge gold and capital move-
ments were probably of less basic significance than other features of
our balance-of-payments relationships. As far as effects on the United
States are concerned, foreign funds transferred to this country were
not invested in produnctive enterprise in an appreciable amount, but
for the most part were held idle in American Lanl{s or employed in
stock-market speculation. The nature of this capital movement, hence,
was not such as to make any substantial contribution to economic re-
covery and development in the United States, and the accompanying
influx of gold merely added to our already large gold stocks and in-
creased the excess reserves of member banks with the Federal Reserve
banks. The effects on foreign countries were doubtless more serious.
Th? unquestionably contributed to the successive defections from the
gold bloc, although even in this respect they were more symptomatic
than basic,

Of more critical significance than the behavior of gold and capital
movements during this highly abnormal period were the continued
lag in our international trade and service transactions as compared
with internal business activity at home and abroad, and the further
development and crystallization of foreign economic systems along
national and bilateral lines. The essential facts in this sitnation are
set forth in chart 2, which shows basic trends both in terms of values,
which are of immediate concern in the dollar supply and use relation-
ship, and of “real,” or physical volume, measures.

The left-hand side of the chart shows the rapid fall in economic
activity in the United States after 1929 and the more gradual revival
beginning in 1933, together with corresponding movements in imports.
Comparison of the value and quantity trends in imports indicates that
the greater fall and lag in the former as compared with the course of
national income were attributable chiefly to the greater weakness in
import prices than in our internal price structure as a whole.

The right-hand side of the chart presents a composite picture of the
trends in economic activity in foreign countries and in their imports.
Both the national-income series for 11 countries and the general index
of industrial production for all foreign countries reflect a substantial
recession in economic activity abroad from 1929 to 1932 and a very
marked recovery thereafter.’ As compared with the movement in this

! Since the various national-income series expressed in foreign currenciés have been con-
verted into dollars at annuul average exchange rates and then added, the series plotted in
chart 2 reflects flunctuations in these rates as well as in the original estimates. Both the
decline in 1931 and 1932 and the subsequent upturn are therefore exaggerated as measures

of changes in real economie activity abroad, alt}umﬁh they should indicate fairly well the
trend in foreign purchasing power as expressed in dollars,

B49BOT O - 45 - 2
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country, the decline abroad was less severe and was followed by a much
more vigorous expansion, which soon carried well beyond the 1929 peak.

The contrast between the movements in the internal economic activ-
ity of other countries and the behavior of their imports is striking.
There developed a twofold spread of great significance to the interna-
tional position of the United States: Not only did imports of other
countries in general drop far below the level of their internal activity
but their im};)orts from the United States in particular were still further
repressed. The first of these spreads may be taken as a rough measure
of the growing self-sufficiency and economic nationalism of foreign
countries * and the second as an indication of the extent to which they
obtained imports from sources other than the United States and fos-
tered trade along bilateral lines.

Despite these restrictions, however, foreign purchases of American

oods and services during the 1934-39 period as a whole were larger
than similar purchases by the United States from other countries, the
excess swelling the influx of gold that accompanied the transfer of
foreign capital to this country. The shortage in the dollar supply and
our internal economie difficulties responsib%: for it may therefore be
regarded as the basic factors limiting our international transactions
and as forceful contributions to the growth and strengthening of more
exclusive economic systems abroad.

The third period of decline in our international transactions began
in the latter part of 1937. The decline was sharp, particularly on the
dollar supply side, but was also brief. It started with a rapid fall in
imports in the third quarter, which again reflected an abrupt change in
the tempo of our domestic economy. Earlier in the year industrial -
production in the United States had reached a peak approximately
equal to that of 1929, but in September it began the steepest fall on
record. Over a period of 9 months the index of the physical volume
of industrial production fell 33 percent, or more than in the first 18
months of the great depression starting in 1929. This sudden recession
is apparently attributable chiefly to a tightening of credit policy and
a reduction in Government expenditures and was halted by a quick
reversal of these policies. Recovery was somewhat less rapid than
the decline had been, however, and imports in 1939 remained well below
the 1937 level.

The recession of 1937-38 was distinguished by its comparatively mild
effects abroad and on our exports. Production in some countries,
including the United Kingdom and France, fell moderately, partly in
response to our own decline and partly because of internal influences.
In Germany, Japan, and various other countries, however, there was
scarcely any deviation from the upward trend. United States exports
did not fall off until early 1988, and then only slightly. The gap be-
tween the amount of dollars supplied and the amount used thus widened
appreciably in 1938 and 1939, occasioning further drains on foreign gold
reserves,

* With respect to the gap between the national-income serles and the valua of imports,
however, some allowance should probably be made for the increasing importance of services
as distinguished from commodities in the various national income totals.
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The reasons_for the short duration of the decline in our interna-
tional transactions in 1937-38 and for its failure to have more serious
repercussions seem to be as follows:

1. Of basic importance with respect to the supply of dol-
lars, prompt and energetic action was taken by the national
authorities to prevent the development of the domestic re-
cession into progressive and cumulative deflation along the
1929-32 order and to insure revival.

2. Also in contrast to our experience during the great de-
pression, the strain in 1937-38 was not aggravated but rather
was tempered by the behavior of capital. New investment
of American capital abroad had been almost completely sus-
pended since 1931, and there was thus little room for further
reduction and pressure from this source. On the contrary,
the net inward movement which had been under way for
several years was sharply reversed, beginning in the latter part
of 1987, thus helping to ease the dollar supply situation. This
“adjustment” in the flow of capital, while causally related to
the disturbance in our domestic economy and import trade,
was different from any balancing mechanism as usually under-
stood and was rather of a curious and coincidental character,
The abrupt fall in business in this country gave rise to wide-
spread rumors that, as a combative measure, the Government
might engage in further currency manipulation and deprecia-
tion. Such rumors quickly discouraged further capital trans-
fers to the United States and caused substantial withdrawals
over a period of several months.

3. A further difference as compared with the initial situa-
tion in 1929 and 1930 is that foreign countries in the main
were no longer committed to the defense of rigid exchange
rates and ofg their exchange positions, which, moreover, had
been generally bolstered by the rise in the value and in new
production of gold. This flexibility was not a factor of major
consequence during the lperiod of sharpest decline in our busi-
ness activity. The fall in imports was amply compensated
for a time gy the concurrent outflow of capital, as mentioned
above, and, in fact, the pound sterling and various continental
currencies, with the notable exception of the French franc,
appreciated substantially in the exchange market. Latin
American currencies, however, weakened early in 1938, and
later in the year the decline became general as the flow of
capital to the United States was resumed and our imports
continued to lag behind exports.

4, In addition to the greater flexibility of exchange rates in
general, by the time of the 1937-38 recession many foreign
countries had developed intricate systems of trade and ex-
change controls and other techniques which helped them to
absorb shocks from the outside without transmitting undue
pressure to their internal economie structures. Such measures
were most effective in countries like Germany that had most
completely insulated themselves and were less effective in many
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primary producing areas that remained perforce heavily de-
pendent on the United States market. e :

5. Finally, among the important factors sustaining foreign

roduction and the demand for American goods, despite the
Eeﬂationary influence proceeding from our own recession, was
the growing armaments boom during the months preceding
the outbreak of the war in Europe and the active military de-
mand from Japan, already engaged in the invasion of China.

FUTURE PROBLEMS AND POLICIES

Although various salutary lessons are to be drawn from our experi-
ence during the years extending from the end of the first World War
-to the beginning of the second, the conclusion that emerges most em-
phatically from the foregoing survey is the fundamental importance
of maintaining a more stable and ample flow of dollars in transactions
with other countries.

Two main sources of instability and disturbance in the international
dealings of the United States stand out: (1) The extraordinary ampli-
tude a?sﬂ uctuations in domestic economie life, with concomitant varia-
tions in our purchases of foreign goods and services; and (2) the
erratic behavior of capital movements, reflecting the sudden shifts
of American interest in foreign investments and h\e fluctuating pref-
erences of foreigners for American securities and dollar balances.

While the extent of causal connection between the two events is a
moot question, the fact that the abrupt curtailinent in our interna-
tional lending in 1928 and 1929 was closely followed by a world de-
pression of unparalleled magnitude with its epicenter in the United
‘States imposed an intelerable burden of adjustment on a world econ-
omy already beset with serious maladjustments and political unrest.
The decline by more than two-thirds in the supply of dollars cur-
rently made available to other countries over the short space of 3
years contributed forcefully to the collapse of the world economice and
financial structure, the development of recovery programs abroad
along narrow national and bilateral lines, and the general deteriora-
tion of our international economic position.

The end of the present conflict will afford this country an oppor-
tunity to assist in the development of a sounder world economic order
and to regain a fuller participation in the benefits of international
trade. The United States has already committed itself in the Atlantic
Charter to the “fullest collaboration between all nations in the eco-
nomic field with the object of securing, for all, improved labor stand-
ards, economic advancement and social security.”

More specific objectives have been set forth in article VII of the-
“master agreements” signed by the United States and various other-
countries regarding Lend-Lease arrangements. This article par-
ticularly mentions three points:

(1) The expansion, by appropriate international and do-
mestic measures, of production, employment, and the exchange-
and consamption 0} goods, which are the material founda-
tions of the liberty and welfare of all peoples.

-(2) The elimination of all forms of discriminatory treat-
ment in international commerce.

(3) The reduction of tariff and other trade barriers.
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Pursuit of these aims, or of any other efforts to reestablish a sounder
aational and international economy, entails definite responsibilities
on our part, with respect not merely to the formal content of our tariff
laws and commercial agreements but also to the actual behavior of our
international transactions. A world economic structure organized on
the basis of equal treatment and with large scope for free enterprise
cannot be maintained in the face of such reductions in the supply of
dollars as have occurred in our international transactions in the past.
Unless the supply of dollars is more adequate to meet the require-
ments of other countries, they assuredly will insist on their rights to
exercise a close selective control over the use of the amounts available
and to promote more intensive relations with third countries under
preferential trading arrangements. And unless dollars are made
available with greater regularity than in the past it would be both
unjust and unwise to demand the removal of restraints and controls
largely designed to protect the internal economies of other countries
against external shock and pressure.

A more ample and stable flow of payments by the United States is
also an indispensable condition for the maintenance of more orderly
exchange relationships between the dollar and foreign currencies, as
well as for the achievement of a more balanced distribution of world
gold stocks and the prevention of further inordinately large gold move-
ments to the United States. If this basic condition were not ful-
filled, international monetary stability would probably prove unten-
able, even as the reconstituted gold standard of the twenties succumbed
under the impact of the great depression.

Exports and Foreign Dollar Requirements

What will constitute an adequate supply of dollars in our future
transactions with other countries cannot be predicted at this time.
Apart from the probability that post-war prices will be on a generally
higher level than in the late thirties, forces now discernible may be
expected to decrease foreign dollar requirements, while others will
work in the opposite direction.

During the interwar period, particularly during and after the great
depression, foreign countries energetically pursued policies of indus-
trialization and self-sufficiency. This devel]npment. has been strongly
accentuated by the enforced expansion of national productive efforts
and capacities during the present war and may lead to the permanent
loss of some of this country’s export outlets for specific commodities.

On the other hand, more powerful forces will undoubtedly increase
the demand for American goods far above the pre-war level, although
there probably will be a considerable slackening as compared with
the current huge wartime export movement. The war will leave a
legacy of human want and misery that can be alleviated only through
vast supplies of food, clothing, medicines, and other necessities.
Moreover, the confliet has wrought staggering destruction of the pro-
ductive equipment and resources of many countries. Other countries,
less directly subject to devastation, also have suffered serious impair-
ment in their productive capacity and working capital for normal
civilian requirements through concentration on the war effort. These
needs for relief and reconstruction will have to be met largely from
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outside sources, and the United States stands foremost among coun-
tries able to supply them.

Beyond the critical necessities of the early post-war years lies a
great task of economic development throughout the world in general
and especially in areas that hitherto have enjoyed few of the benefits
of progress. The demand for higher and more secure standards of
living and for fuller utilization of natural resources is already findin
expression in far-reaching national programs of economic and socia
advancement. '

Execution of these programs will entail procurement of American
goods in heavy volume. They will immediately require machinery
and equipment of types in the manufacture of which American indus-
try excels. In the long run, moreover, the increase in industrialization
and living standards abroad should provide a strong and endurin
demand for our producers’ goods and also for the wide variety o
American-manufactured consumers’ goods so attractive to people with
rising incomes. The strength of foreign demand for this country’s
industrial products in times of economic expansion was demonstrated
in the prosperity of the twenties and, within the limits set by the avail-
able supply of dollar exchange, was again manifested during the
upswing which reached a peak in 1937.

In brief, not only will post-war requirements for relief and recon-
struction occasion a heavy flow of American exports, but there will
also be an active demand of a more enduring nature for American
goods, particularly industrial products. The indispensable proviso
15, of course, that a sufficient supply of dollars be forthcoming to ac-
commodate this potential trade. Again, forces will be working in
both directions, some tending to increase the supply and others tend-
ing to reduce it.

Imports and the Supply of Dollars

Past experience clearly indicates that the greatest contribution
toward a large and stable flow in the supply of dollars—indeed, an
indispensable one—lies in the maintenance of a high level of national
income and production in the United States. Achievement of such a
goal is desirable for reasons of internal stability and progress, in
addition to international considerations. Moreover, as domestic
factors appear to have been chiefly responsible for the violence of our
economic fluctuations in the past, so the remedies must be found
largely through the development of a sounder internal economic and
financial structure. The causal relationship between internal and
external stability, however, runs in both directions, since a large and
ﬂourishingI export trade would greatly stimulate domestic business
activity. In other words, a fuller an(f more orderly process of eco-
nomic development in the United States would promote and, in turn,
be facilitated by a greater degree of stability and prosperity in our
international transactions. .

Assuming that the goal of a more fully functioning economy in the
United States will be attained, the resulting stimulus on imports
should not be exaggerated.

In the first place, our imports consist chiefly of raw materials and
semimanufactured goods imported in amounts varying closely with
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the course of industrial production. They are tied, so to speak, to
the rate of domestic industrial activity and show no tendency to rise
any faster. Another important group of imports consists of foed-
stuffs, for which possibilities of expansion are still more narrowly cir-
cumseribed. The behavior of imports stands in marked contrast to
that of exports, which consist largely of high-standard-of-living goods
and which, under conditions of economic expansion and rising incomes
abroad, are susceptible of attracting a still more rapidly growing vol-
ume of foreign purchases. Imports of some finished’ manufactures,
it may be noted, demonstrate a capacity for rapid increase in times of
rising prosperity similur to exports, but the variety of such goods has
been severely limited by the tariff, and they constitute only a minor
part of the total.

In the second place, future imports will probably stand in lower
relation to the volume of internal economic activity than in the past.
The trend toward greater national self-sufficiency has also produced
striking results in the United States. During the first World War
the United States experienced a tremendous increase in industrial
capacity, including notably the production of chemicals and dyestuffs
Freviously obtained from Germany. During the present war the cyele
1as been partially completed with imports of raw materials from the
Far East cut off and a consequent development of new sources and
substitutes within our own borders. While careful evaluation of pro-
ductive efficiencies as well as of political interests would doubtless
reveal the desirability of resuming imports of many of these items—
and, indeed, of reducing tariff duties against others—it must be reck-
oned as pm[)abie that many of the wartime developments will become
a permanent part of our industrial system.

While limitations on the quantity of imports have thus been set by
our tariff and industrial structure, an increase in total value may
result from higher raw-material prices. The behavior of United
States imports 1n relation to changes in price is highly distinetive,
Over a broad range of commodities, such as a country’s total exports
or imports, a relative decline in prices generally may be expected to
promote sales, while an increase in price works in the opposite direction.

This generalization is not valid, however, with respect to United
States imports as a whole because they consist chiefly of primary goods
or partially fabricated materials, which are largely noncompetitive,
and for which the demand is tied to the course of industrial production.
A decrease in foreign prices—whether direct or by means of currency
depreciation—thus has little or no stimulative effect on United States
imports, with minor exceptions, and only results in a fall in the total
value of our purchases. This characteristic of American import trade
1s }Jarticular y unfortunate in times of depression and pressure on the
balance of payments of foreign countries with the United States. It
means that a fall in foreign prices under such conditions does not
facilitate but only aggravates the problem of adjustment.

On the other hand, a rise in prices of United States imports has little
retarding effect on our purchases but rather contributes to an increase
in total value. This has been true under the various devices adopted
by foreign countries in the past for raising prices of particular com-
modities, notably of rubber under the famous Stevenson Plan of the
early twenties. Such methods usually sncceeded for a time in raising
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prices far above the point of balance between production and con-
sumption. Their eventual failure was caused, not by any decline in
volume of sales to the United States, but because of the accumulation
of stocks and the encouragement given by higher prices to increased
output by producers outside the control scheme.

Under the stimulus of war demand, primary prices have now recov-
ered from their severely depressed state of the thirties, but this strength
may not be maintained in time of peace. International efforts to effect
special commodity agreements can and doubtless will be directed
toward moderating the cyclical peaks and valleys typical of raw-
material prices in the past.

By way of summarizing the prospects for the future of merchanrdise
trade, both exports and imports probably will increase in total value
as compared with their pre-war levels, but the forces stimulating ex-
ports will be different from and stronger than those determining
imports. Provided that the supply of dollars on’ other accounts per-
mits, a continuation of our characteristic export surplus may be
expected.

Probable Trends in Service Transactions

Service transactions, although smaller in the aggregate than com-
modity imports and exports, have considerable weight in determin-
ing the balance in our international accounts. As with merchandise
trade, it is impossible to assign definite values to future payments
and receipts proceeding from these sources. Certain trends are,
however, discernible.

A wartime development in shipping, analogous to that affectin
some of our raw-material imports, is tending to make the Unite
States more independent of foreign countries. During the interwar
period foreign vessels handled 63 percent of American imports and
exports ® and the greater part of American tourist travel to oversea
countries. The %nited States balance of payments accordingly
showed substantial net payments over receipts on freight and ship-
ping account. Our present policy, in the interest of national secu-
rity, is to build and maintain a mercham fleet capable of carrying
a larger part of our foreign trade. Accordingly, net payments on
this account will undoubtedly be reduced and perhaps replaced by
an excess of receipts.

American expenditures for foreign travel constitute one of the
most likely sources of increase in the supply of dollars. Travel is,
in a sense, the most important luxury “commodity” purchased from
foreign countries and. typical of its class, shows a very high response
to rising income. TUnder, conditions of prosperity in this country
and reasonable security abroad, travel outlays after the war may
again rise to or above the high levels reached in 1929.

By contrast, g)ersnnal remittances by residents of the United States
to relatives and friends abroad, which were an important source of
dollar exchange to foreign countries after the first World War, are
unlikely to play a similar role in the future. These remittances
showed a pronounced secular decline throughout the interwar period,
reflecting the sharp fall in immigration and the gradual weakening
of ties between residents of foreign origin and their mother countries,

® Based on tonnage figures, 1021-30,
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Under these conditions, little more than a slight and short-run increase
in such outpayments is to be expected after the present war.

There is little basis for expecting a definite trend one way or
the other in net receipts on iterest and dividend account in the
early post-war years. Important British investments in this coun-
try were sold or hypothecated in the early stages of the war, thus
tending to reduce the future supply of dollars to the United King-
dom. Increased returns will doubtless acerue on other foreign in-
vestments here if a higher level of American prosperity is maintained.

On the other hand, some of this country’s investments in foreign
countries have been destroyed or impaired by the war, and others
have little prospect of an early recovery in earning capacity. How-
ever, returns on many of the investments so affected, especially in
Central Europe, had already been curtailed by exchange control and
other restrictions long before the war, and further reduction will not
necessarily be large. The most important factor will be the state of
business in nearby areas—Canada and Latin America—where the
greater part of our direct investments have been made.

If relatively prosperous conditions are maintained in these areas,
net receipts on interest and dividend account may be somewhat larger
than before the war. Moreover, in the long run an increasingly large
excess of receipts on direct investments is to be reckoned with if, as
subsequently suggested, the investment of American capital abroad is
resumed in significant amounts.

Post-War Relief and Rehabilitation

Finally, one other type of “service” transaction must inevitably
constitute the most important contribution towerd solution of
the dollar-supply problem during the early post-war years. This
contribution will be in the form of direct material assistance rendered
by the United States in meeting the vast burdens of relief and re-
habilitation in the war-torn areas of Europe and Asin. The materials
required for this purpose must come chiefly from countries with large
and unimpaired productive capacity and available stocks, among
which the United States will be preeminent.

Some countries stricken by the war will be able to pay for part or
perhaps all of their relief needs out of gold and dollar reserves previ-
ously accumulated and now immobilized in this country. By and
large, however, the limits of such reserves and the size of the relief
problems—particularly in Eastern Europe and China—are such that
much and possibly most of the financial load must be assumed by the
United States. To a limited extent, this assistance may be supplied
by semiofficial and private institutions, such as the Red Cross and
other relief organizations, but the major part may have to be fur-
nished by the United States Government. Recognition of the urg-
ency of relief needs and of the contribution that prompt aid wﬁl
make to the success of our armed forces has already resulted in a
program of assistance for the liberated areas, but it is obviously im-

ossible to come to grips with the problem as a whole until the Axis

orces have been rolled back and vanquished.

In the interest of all, however, direct assistance by the United
States Government should not extend beyond the period of relief and
rehabilitation, and as soon as human want and suffering have been
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relieved and economic life restored the international exchange of
ﬁoods and sérvices, together with the further reconstruction and

evelopment of other countries, must be put on a sounder and more
self-sustaining basis.

Interest of the United States in a High Level of
International Transactions

Examination of forces and trends now discernible in our interna-
tional transactions indicates that, especially after the termination of
immediate post-war aid to foreign countries by the United States,
the flow of dollars supplied through purchases of goods and services
from other countries will be not only less than they would like to
spend in this country but less than they must spend if reconstruction
and development. programs abroad are to be carried through on a
scale commensurate with basic needs and legitimate aspirations. In
addition to retarding recovery and progress abroad, with attendant
delays in the achievement of a more peaceful and orderly world
society, restriction of our international transactions to a relatively
low level would entail serious disadvantages from a national point of
view.

A low level of transactions between the United States and other
countries would inevitably mean perpetuation of restrictive trade
and financial controls abroad and further development of bilateral
arrangements among foreign countries to the exclusion of the United
States. Foreign demand will not be evenly spread over all our export
goods but will be directed first toward types essential for carrying
out programs of economic reconstruction and development. In the
absence of a relatively plentiful supply of dollars permitting a
greater measure of freedom, foreign governments will insist on exer-
cising selective control over the uses to which the available amounts
are put. Beyond this, they will have to promote their foreign trade
generally without opening their doors to more goods from the United
States than they can pay for.

The United States will emerge from the war with an enormously
expanded industrial and agricultural capacity and will be confronted
with grave difficulties of readjustment to peacetime conditions. Re-
appearance of civilian demand in this country and relief and rehabili-
tation activity abroad will constitute a strong market in the months
immediately following the end of hostilities and serve to postpone
some of the necessary adjustments. A healthy and continuing foreign
demand for American goods will greatly facilitate these adjustments,
minimize the dangers of economic collapse and unemployment, and
generally assist in the maintenance of production and national income
at high levels.

Although various branches of industry, such as machinery and
machine tools, automotive produets, and aireraft, will be dependent
on foreign markets to absorb their expanded output, the interests of
agriculture are special. It is not as easy to establish for farm prod-
ucts technieal superiority, such as that which marks our manufaec-
tured goods, and 1n general farm products are subject to intense com-
petition in foreign markets from other sources of supply. For reasons

iven in the second preceding paragraph, American agriculture cannot
Eope to recover and maintain large foreign outlets, beyond the obvious



SUMMARY AND RECOMMENDATIONS 19

requirements of post-war relief, except within the framework of a
large volume of international transactions.

he future interests of the United States, both as a member of world
society seeking to bring order and progress out of chaos and as an
individual nation grappling with vast problems of economic readjust-
ment and reemployment, are therefore to maximize its international
transactions and, to this end, to make available a larger and more
stable supply of dellars. There are two principal w:tysri)y which this
result may be attained, and these are not mutually exclusive but rather
are naturally complementary. One way is by a renewed outflow of
American capital, and the other is by positive measures to permit
a larger volume of imports.

Need for a Sound International Investment Program

In view of our high standard of living and enormous capacity for
saving, it is both natural and logical that American capital should
resume investment activity abroad on a scale large enough to sustain
this country’s export trade and concurrently support reconstruction
and development programs in foreign countries.

It was also natural and logical that this country should have sup-
plied investment capital to other countries after the first World War.
Unfortunately, two cardinal mistakes were made: (1) There was, far
too frequently, an extremely poor choice of investment risks, reflecting
both the ahsence of any official policy and the abuse and mismanage-
ment of the capital market by inexperienced and unscrupulous invest-
ment houses temporarily attracted by opportunities for abnormal
ﬁroﬁts; (2) largely as a vesult. the outflow of American capital be-

aved 1n an erratic fashion, rising to a peak in the first half of 1928
and falling sharply thereafter.

Whether because of disturbances thereby set in motion or by tragic
coincidence, the advent shortly afterward of a world-wide depression
with a particularly marked and prolonged decline in United States
imports inevitably caused many otherwise sound loans to go into
default along with those that were patently bad from the beginning.
That service was successfully maintained throughout the depression
on approximately two-thirds of our total foreign bond holdings is, in
fact, rather more surprising.

Under these circumstances, the unfortunate results experienced
on part of this country’s foreign investments should serve not to stifle
initiative in this field but rather to point the way to sounder policies
and practices. The fundamental requirement is that investment pro-
grams be formulated on a comprehensive and long-range basis and
executed at a reasonably regular rate and in a manner that will both
strengthen the economic and social structure of the borrowing coun-
try and provide reasonable returns and adequate safeguards to the
investor. The responsibility for developing such programs will
doubtless be borne chiefly by the governments concerned, and much
of the capital may have to be provided through official agencies,
Certainly the methods of foreign-bond flotation employed in the
twenties would be both unaceeptable to the individua]j investor and
undesirable in the interest of international stability. The answer
for the future depends largely on the initiative and ability of private
capital to work out methods of investment that will meet the basic
requirements specified.
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The most promising outlet for private American capital would
seem to be direct investments. During the interwar period invest-
ment of capital in the form of enterprises partly or wholly under
American control yielded results that were, in general, more satis-
factory from several points of view than investments in foreign
dollar bonds. Direct investments proved to be far less of a burden on
the international exchanges in times of depression, being subject
to variable returns in the currency of the capital-importing country
rather than to fixed debt charges in dollars. Largely because of this
flexible feature, American direct investments abroad weathered the
depression much more successfully than the foreign dollar bond
portfolio.

Another comparative advantage of direct investments indicated by
the experience of the interwar period is that they made a more posi-
tive contribution—through development of industrial capacity—
toward strengthenin% the general economic position of capital-im-
porting countries, The profit motive underlying the establishment
of American enterprises abroad tended to insure their productivity,
whereas loans floated by foreign governments were not subject to this
test. Another contributory factor was the continuing American
interest, accompanied by American technical and managerial services,
in the successful operation of these enterprises.

Much may be said for making future direct investments abroad
under conditions permitting appropriate financial and managerial
participation by nationals of borrowing countries. Joint participa-
tion by American and foreign business interests has already yielded
excellent results in some countries, notably Canada and the %nitecl
Kingdom, and similar methods might well be more extensively em-
ployed in other areas. This expedient serves to “nationalize” enter-
prises financed by alien capital, to reduce the friction commonly gen-
erated by absente¢ ownership, and, thus, to deter movements toward
expropriation and various forms of tax and other diserimination.
It also provides opportunities for the development of technical and
managerial skills among the nationals of the borrowing countries.

Possibilities for extending loans, as distinguished from direct in-
vestments, for the post-war development of underindustrialized
countries are extremely limited except through official agencies.

International investment problems relate not only to the behavior
of American capital but also to that of foreign capital. Foreign in-
terest in United States investments is a matter of long standing. In
contrast to its important pre-1914 role in developing the American
economy, however, foreign ca{)ital during the interwar period made
little positive contrilution either to this country or to the countries
from which it came, and, on oceasion, was a seriously disturbin
factor. In times of business expansion in the United States an
economic or political difficulties abroad, foreigners tended to shift
funds to the lUnitcd States in heavy volume, although largely into
speculative stocks and other impermanent forms. International cap-
ital movements of this nature fulfilled little or no useful function. Un-
less brought under control in the future, such movements might readily
nullify efforts along other lines to attain greater stability in interna-
tional transactions and would decrease the amount of dollars avail-
able to foreigners for purchases of American goods and services,
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Reduction of United States Trade Barriers

The second principal means of increasing the flow of dollars regu-
larly supplied to other countries is through a further reduction in
the United States tariff structure beyond that already achieved under
the reciprocal trade agreements program and on a scale sufficient to
permit a larger volume of imports. This course of action is not
an alternative but a natural corollary to new investment of American
cag‘ital abroad in the years of peace ahead.

or one thing, an outflow of capital should not be looked upon
primarily as a means of effecting adjustments to major and long-
sun strains in international transactions. It must be soundly based
on the practical possibilities for carrying out economically remunera-
tive investment projects. For such purposes capital should be readily
and amply provided. But beyond these limits extension of loans to
other countries would serve only to support for a time foreign demand
for American goods at levels untenable in the long run and would
result in accumulation of an unduly large and vulnerable international
debt structure. So far as possible an increase in foreign demand for
our products should be offset by larger imports into the United States.
The balancing of the supply and use of dollars in this manner would
constitute a firmer basis for long-run stability in our international
transactions.

In the second place, provision of capital to foreign countries is not a
means of avoiding adjustments to an excess of dollars used over dollars
supplied on trade and service transactions. It only postpones inevi-
tagf; adjustments. In time the increasing return Kow of returns on
investments, together with repayment of capital on loans, must en-
tail a corresponding shift in trade and service accounts. Such a shift
can be accomplished only by an increase in purchases from foreign
countries or a decrease in sales to them, For a growing and prosper-
ous country the former course is by all odds to be preferred. From
the standpoint of the investor, whether an individual or a nation, the
yery gurpose of capital accumulation is to forego present consumption
in order to enjoy a fuller and richer future. The placing of obstacles
in the path of such natural and desirable adjustments ean mean only
one of two things: (1) The full burden of change must be borne by a
decline in exports, or (2) the shortage of dollars must give rise to de-
faults or an accumulation of frozen balances abroad. Public policy
should therefore be directed toward facilitating rather than hinderin
the flow of imports, which are the principal veﬁicle for the transfer o
financial payments.

These considerations do not mean that the United States should
forthwith scrap its tariff structure. Exchange rates, price levels
labor standards, and other basic conditions influencing exports o
foreign countries may be subject to flux for some time after the war
and may afford temporary advantages to foreign producers that could
not be maintained in the long run. To expose domestic producers to
sharp disturbances emanating from short-run situations of this char-
acter would be undesirable.

On the other hand, to wait until a more durable balance has been
achieved in our international transactions before further reducing our
trade barriers would be a mistake, because a larger volume of United
States imports must be an essential part of future trading relation-
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ships if they are to be based on a high rather than a low level of trans-

actions. As the most practicable means of lowering the tariff wall,

the reciprocal trade agreements program should prosecuted as

Eigorousl;y as possible not only after but also during the present con-
ict.

Both in the negotiation and in the appraisal of these agreements,
however, emphasis might well be placed less on the concessions ob-
tained from other countries and more on the reductions effected by
this country. If the record of the past proves anything, it is that
other countries have consistently tended to purchase American goods
and services in larger and more regular volume than the United States
has bought of foreign goods and services and that the major handicap
to exports has not been trade restrictions abroad so much as the under-
lying shortage of dollars. The latter difficulty will be intensified
unless the United States renders possible a freer flow of imports.

Critical Importance of the Period of Transition

The problems of the immediate post-war years will be among the
most difficult of all, and the manner in which they are resolved may
well set the stage for this country’s internal and external economic
well-being for years to come. For instance, although the selection of
appropriate exchan%e rates will be difficult and the possibility of subse-
quent adjustments should be retained, it is inconceivable that the for-
eign exchanges should forthwith be set free to find their own “natural”
levels, as was done after the last war. Another major transitional
problem will be the dire need of many foreign countries, among both
our Allies and our enemies, for outside assistance to pay for their relief
needs and to rehabilitate their economies.

The real heart of the immediate post-war problem, however, will be
not so much an initial general lack of purchasing power but a relative
abundance of accumulated dollar reserves and the strength of demand,
both domestic and foreign, in the face of a continued though temporary
shortage of things—goods and possibly also ships. Until these short-
ages are made good, only one solution is possible: Continuation of
allocation of supplies to meet the most urgent needs, rationing to the
individual consumer, price control, and restraints on the liquidation
of savings. However unpalatable maintenance of these restrictions
for a time after the war may be, their sudden abandonment could only
mean a repetition on a vastfy more disturbing scale of the speculative
boom-and-depression sequence experienced after the first World War.

Sgeciﬂl importance therefore attaches to the disposition of accumu-
late forei%n short-term assets in the United States. According to
data assembled by the Treasury Department in June 1942, but based
gartly on the results of its census of foreign property in the United

tates as of June 1941, the total of these short-term assets, includin
earmarkéd gold, was more than $6,500,000,000, with the announce
distribution as given in table 2° The assets of enemy countries as

o1, 8, Trensury Department. Administration of the Wartime Financlal and Property
Controls of the United States Government. 1842 P, 40,

The figures cited above and in table 2 do not ineclude foreign-owned long-term Investments,
which are far less susceptible of sudden liquidation than gold and dollar balances, (The
amount of long-term investments in the United States owned by resldents of foreizn coun-
tries as of the end of 1941 is estimated by the Department of Commerce at £5,300,000,000—
a flgure substantially lower than the preliminary fignures of long-term investments reported
by the Treasury in the publication ecited, The difference is attributable chiefly to addl-
tignal ma}rewealad by the Treasury's census, Final results of the census have not been
announced.
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shown were negligible. Also, although not shown separately, the dol-
lar resources of our principal Allies were seriously depleted, accord-
ing to information submitted in connection with the Lend-Lease pro-

am. On the other hand, the gold and dollar balances of the United

tates belonging to Latin American countries were nearing the bil-
lion-dollar level, according to the figures reproduced in table 2, and
they have since further increased as a result of heavy war purchases
am{ other expenditures by the United States. Severa{of the occupied
and other blocked countries also have large holdings, chiefly accumu-
lated before the war or during its early stages,

TasrLe 2-—Foreign-Owned Gold and Short-Term Assets in the United States as
Reported by the Treasury Department in June 19}2°

{In millions of dollars]

| Deposits and

Qroups of countries Earmarked | Gons hank- | Total
gold ing assets
BNy ooantrity. .. o - coencmmenrsannsmssasannens 4 l 160 184
Enemy-occupied countries 2. ..o 1, 268 1,225 2,4
Other blocked countries . .. .oovoveiirmeaamraneannansn 848 | 075 1,823
Other American Ropublies. ... .o iaaaeaeen 322 | 605 o
T T S s 4 I 1,116 1,118
R A 2,467 | 4,080 8, 547
|

1 Deposits and other banking assets are preliminary totals computed from the Treasury census of foreign,
Proj ¥ in the United States as of June 14, 1941,

! Plus Finland,

¥ In¢luding China,

If suddenly released for expenditure on American goods in short
supply after the war, these foreign balances could help to support for
a time a major inflationary boom—to the long-run detriment of all
concerned, ays should t{lerefore be found for preventing this ac-
cumulated buying power from being dissipated in a surge of competi-
tive bidding and for assuring rather that it provide a more gradual
and continued support to international transactions generally. Part
of these balances might be withdrawn in the form of gold, or left
indefinitely under earmark, to bolster the reserve position of forei
countries—a development that could only be welcomed by the United
States in view of its excessively large gold holdings. Beyond this, it
would be highly desirable if a large part of these funds were channeled
into long-term investment, along with American capital, in accordance
with the suggestions previously made for working out international
development programs., Latin American short-term assets, for in-
stance, would be adequate under appropriate conditions to finance a
considerable part of the industrialization and other developmental
projects that could be undertaken in that area.

A substantial measure of foreign participation in these programs
would have the twofold advantage of helping to hold the future inter-
national debt structure down to%ower and more balanced proportions
and of inereasing foreign interest in the enterprises established—fea-
tures that would help to protect the American share in international
investments from unfavorable economic or political trends abroad.
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Need for a Comprehensive and Consistent Economic Policy

In the preceding pages the past functioning of the international
transactions of the United States has been briefly surveyed—a subject
developed in greater detail in the following chapters—and an at-
tempt has been made to point the way toward a more successful con-
duct of our economic and financial relations with other countries in
the future. As the most important means to this end, primary empha-
sis has been placed on the maintenance of conditions permitting a rela-
tively large and reasonably regular flow of payments to foreign coun-
tries. The most essential of these conditions lies not in the field of
foreign economic policy as such but in the attainment of a more fully
and smoothly operating domesti¢ economy, the major determinant of
the volume and course of our purchases of foreign goods and services.
In addition, a more adequate supply of dollars should entail both a
freer flow of imports through further tariff reductions and a renewed
participation of American capital in international investment.

Cogent reasons have been advanced as to why a relatively high level
of international transactions is in the interest of the United States
both as a nation and as a member of the society of nations. A high
level of transactions is not altogether indispensable, however, to the
achievement of economic well-being either at home or abroad. The
record of the thirties demonstrated that foreign countries, save for
those narrowly dependent on the American ma rigt, could adapt them-
selves, after initial serious disturbances, to a relatively low level of
exchange with the United States and yet attain a substantial internal
prosperity and promote their trade with each other. And, in time, this
country tould also make the necessary adjustment in its export trade
and domestic economy, although with difficulties exemplified by the
agricultural policies of recent pre-war years. A world economy organ-
ized on this basis would unquest ionably be less progressive and more
subject to commercial restrictions and discriminations, but it is an
altogether possible one,

What is emphatically not possible is to have it both ways—a large
volume of dollar receipts against a small volume of dollar payments.
Yet United States foreign economic policy in the past has been largely
predicated upon this manifest impossibility, most notably when the
tariff on imports was sharply increased on two occasions in the face of
continued efforts to collect war debts and promote exports. Just as
the supply and use of dollars have to be brought into either natural or
forced adjustment, so are all aspects of foreign economie policy inter-
related. The conduct of economic relations cannot be successful in
the aggregate unless individual economic policies are harmonious and
consistent. This country can, for instance, impose tariffs on rubber
and other goods recently brought into domestic production—and,
without Er‘ei:tdicing the case, military interests may require such pro-
tection—but it would be prudent to make provision at the same time
for the transfer of additional thousands of workers from agriculture
and other exporting industries and for the assistance of still greater
numbers whose livelihood is indirecily derived therefrorm:.

Of even greater importance than the general level of the flow of
dollar payments is the need for continuity and regularity in our for-
eign economic policy and in the actual behavior of our international



SUMMARY AND RECOMMENDATIONS 25

transactions. It would be-tragic indeed if the United States, after a

period of renewed full particiﬁation in the world economy, were to
permit another abrupt fall in the supply of dollars te disturb the re-
created international trading and financial mechanism, whether will-
fully through increased trade restrictions, carelessly through the mis-
behavior of foreign investment, or involuntarily through the improper
functioning of the domestic economy. Commercial and investment
policies, however, are susceptible of intelligent determination and
should no longer constitute such disturbing elements as in the past.
The functioning of the American economy as a whole beyond question
Fresents the most baffling problems. On the solution of these prob-
ems through the maintenance of a high and reasonably stable level
of economic activity in the United States the interests of this country
and other countries are most clearly and indisputably united.

849867 0 - 45- 3
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CHAPTER 1

THE SETTING OF THE PROBLEM

Importance of the Interwar Period

This study is devoted to an analysis of the economic and financial
relations between the United States and other countries during the
period 1919 to 1939, The critical importance of the period is perhaps
sufficiently emphasized by the fact that it began and ended with war
and that 1t represents from every goint of view a distinct chapter in
the history of the world economy. More specific reasons may be given,
however, for a close examination of our international transactions dur-
ing these two decades.

1. The world will soon be confronted once more with the
task of attempting to construct a viable economic and financial
system. Past failure in this field is commonly recognized as
one of the major causes of the present chaos, and there is a
general determination to build more soundly in the future. Itis
therefore imperative to identify the causes of the disintegra-
tion of the world economy in the interwar period and, with
more specific reference to the scope of this study, to ascertain
the role of the United States in this experience.

2. Some of the most serious pressures and strains in our in-
ternational transactions of the past can be expected to recur in
the future. For example, the problems of transition and of
relief and rehabilitation following the end of World War 1I
will be basically similar to those after the first World War,
although on a far vaster scale. In the longer run, while the
international trade and finance of the post-war world will not
simply revert to pre-1939 conditions, neither will they be dis-
associated altogether from the past. Many established pat-
terns of international relationships, although obscured, will not
have been completely destroyed even under the stress and strain
of global war. If different patterns are the goal of future
policy, the resurgent forces of the past must be understood and
rendered amenable to control. Some of the knottiest problems
of post-war commercial and monetary policy will have grown
directly out of developments in the years immediately preced-
ing the war,

IMPACT OF THE UNITED STATES ON THE
WORLD ECONOMY

In studying the international transactions of a smaller country, de-
velopments in the world at large usually may be accepted as forces
over which that country had no decisive influence, and attention may

27
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be concentrated on its problems and policies in the light of broad ex-
ternal developments. l]Such an approach would be inadequate with
respect to the United States, however, since this country is not merely
affectelfl by events abroad but in turn exercises a profound influence
over them.

Economic Weight of the United States

The dominant role of the United States in the world economy is
suggested by the fact that it ranked as the premier exporting nation
during the interwar period, accounting for 15.6 percent of the world
total in 1929. In the same year, its share of total imports was 12.2
percent, being exceeded only by that of the United Kingdom. With
respect to imports of raw materials only, the United States was easily
the most important importer.

A more balanced view of therinternational position of the United
States may be obtained by comparing its consumption of key com-
modities with that of other leading countries. Computations by the
United States Department of Agriculture, based on data for 1927 and
1928, show that tfljis country’s share in the consumption of nine prin-
cipal raw materials and foodstuffs was 39 percent of the total for the
15 most important commercial nations! The relative shares of the
United States and other leading countries are indicated by chart 3.

A still more striking indication of this country’s dominant place in
the world economy is furnished by comparisons of industrial produc-
tion. Computations useful for this purpose have been made by the
Economie Intelligence Service of the League of Nations in determining
the relative country weights used in its index of world industrial pro-
duction. The criterion employed was the net value of industrial pro-
duction (value added in the process of manufacture), which in turn
was based on a detailed comparative study of industrial censuses or
other relevant data for the period 1925-29. On this basis the relative
industrial importance of the United States was placed at 46 out of
100 for all countries, including the Union of Soviet Socialist Republics,
or 48 percent if the U. S. 8. R. is excluded, as in chart 3.*

Another forceful impression of the international position of the
United States is obtained by a comparison of purchasing power as
indicated by estimates of national income. Unfortunately, such esti-
mates are available only for a limited number of countries and are
computed by different and sometimes rather questionable methods.
As a rough measure, however, these figures indicate that national
income in the United States in 1929 was as high, in terms of dollars,
as in 23 foreign countries combined, including the United Kingdom,
Germany, and France Slc}mrt 3). In terms of “real” income, the rela-
tive share of the United States was, of course, far less because of the

1The nine commodities used in the compilation are: Cotton, wheat, sugar, rubber, silk,
copper, tin, tea, and coffee. *“A comparison of the value of the produetion of these com-
modities with the value of the production of a longer list of commodities important in
international trade indicated that the group of nine commodities represented not only
those commodities which were primarily most important from the standpoint of the total
annual value of production but also those which were most important in terms of value
in international trade. This group of commodities also represented a fair distribution as
E:Eh:een foodstuffs, raw materlals for textile production, and raw materials for industrial

Source: Wall, Norman J, Monthly Index of World Industrial Production, 1920-1935.
U. 8. Department of Agriculture, I eliminary Report. June 1938, Pp. 9, 11. [Froe

*League of Natlons, World Production and Prices, 1935-36, 1086, Pp. 21-22,



30 THE UNITED STATES IN THE WORLD ECONOMY

generally higher prices of goods and services in this country; never-
theless, the comparison serves to illustrate the importance of American
purchasing power in the functioning of the world economy.

Variability of Domestic Production

The foregoing comparisons may be objected to for the reason that
they pertain to the late twenties, the period of our highest peacetime
prosperity, and that similar comparisons for later years would yield
more moderate results. Such objections, however, point to a dynamic
aspect of our international relations not revealed in these static com-
parisons, which is of the utmost importance in gaging the impact of
economie trends in the United States on other countries.
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Chart 4.~Indexes of industrial production in the United States and in foreign countries
(excluding U. S. S. R.), 1920-38.

According to a principle in physics, force is equal to mass multiplied
by acceleration. The same principle may be applied by analogy to the

resent subject by noting, as has been done, the heavy “mass” of the
%nited States in the world economy and by then observing the rela-
tively high variability in our business transactions. Here also various
means o% approach might be employed, but the simplest and most
conclusive evidence is afforded by a comparison of industrial produc-
tion at home and abroad. In this application, however, it is not the
relative weight of industrial production at a given moment but its
course through time that is to be observed. guch a comparison is
made in chart 4, from which it is apparent that the amplitude and
vigor of industrial fluctuations were considerably more pronounced in
the United States than in foreign countries during the interwar
period.* This conelusion is strongly reinforced when account is taken
of special factors—strikes in the United Kingdom in 1921 and 1926
and the collapse of German industry during the occupation of the

* An Index of business activity for any one country, of course, exhibits more short-run
variability than the total for a large group of muntﬂm. in which individual aberrations
tend to cancel out. This, however, does not explain why major changes in the business

eycle should have been 80 much more violent in the United States than in other industrial
countries, as they were in 192021, 1929-32, and 1937-38.
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Ruhr in 1923—that introduced sharp but temiporary declines in indus-
trial production abroad not attributable to cyclical influences.

Size and Variability of Financial Relationships

Similar conclusions with respect to the key role of the United
States emerge when attention is shifted from trade and production to
financial transactions. During the decade following the first World
‘War, the United States was the primary source of international loan
capital. From 1919 through 1929 foreign loans floated in the United
States provided some $7,500,000,000 of new capital to other countries,
or more than the total of similar issues floated in the United King-
dom, France, the Netherlands, and all other capital-lending countries
combined. Through these loans, as well as through new direct invest-
ments abroad, there was a heavy outflow of long-term capital,
although foreigners at the same time invested substantially in this
country through the stock market. In the thirties, by contrast, new
loan issues and other investments of American capital abroad came
to a virtually complete standstill, and there was instead a heavy net
inflow of capital from other countries.

Also of great significance is that the United States, because of its
claims arising out of intergovernmental debts originating in the first
World War and the rapid expansion in its foreign investments during
the next decade, had become by the end of the twenties one of the
world’s leading creditor nations. The only country with forei
claims and investments equal to or possibly in excess of those of the
United States was the United Kingdom, whose creditor position had
been built up more gradually during the preceding century. And
it is an especially critical fact that fixed debt service obligations pay-
able to this country, as distinguished from more variable m%is)ts
from direct investments, aggregated more than $900,000,000 annually
at the beginning of the great depression.*

Other factors that should be considered with reference to the inter-
national position of the United States are its heavy share in total
world gold stocks, the chronic attraction of the dollar for flight capi-
tal from other countries, and the lure of the stock market for foreign
speculators.

In brief, the United States not only has exerted a tremendous in-
fluence on the world economy but also has shifted its influence with
peculiar force. The impact of domestic economic developments on
the rest of the world and the repercussions of its policies in the inter-
national sphere can scarcely be overrated.

BALANCE-OF-PAYMENTS RELATIONSHIPS AND
PROBLEMS

The balance of international payments affords a statement, based
Eeartly on actual records and partly on estimates, of the transactions
tween the United States and foreign countries through which their
reciprocal influences are expressed. For reasons of convenience, these
transactions are considered under a number of broad groups, such as

* Including war-debt receipts from other countries and interest and amortization receipts
on other loans for foreign account ;excludlng. however, a small element of fixed-service
obligations due by American-owned forelgn corporations, which are included with direct
Investments abroad).
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merchandise trade, travel expenditures, and long-term capital move- |
ments. But each group consists in fact of hundreds of thousands of |
separate transactions in both directions concurrently carried out by a
host of individuals and enterprises, each motivated by profit or otger
considerations. These separate transactions, however, are bound to-
gether by common features, making of the balance of payments
something far more than a mere aggregation of unrelated items.

Influences Determining the Course of International Transactions

The first important common feature that may be noted with respect
to our international transactions is that, over broad classes, they are
more or less consistently determined by the same general forces.
Broadly speaking, Unitedy States purchases of goods and services from
foreign countries vary in response to business conditions in this coun-
try, increasing in times of rising prosperity and falling with business
decline. The same thing is generally true of business conditions
abroad and foreign purchases from the United States.

Within this broad framework, however, trade in individual com-
modities or commodity groups exhibits patterns of behavior differing
to greater or less extent from the general trend. Imports of certain
items characteristically respond more vigorously to changes in busi-
ness conditions and purchasing power than those of other goods.
Service transactions also show varying degrees of response to busi-
ness conditions. Earnings on direct investments abroad, for example,
are closely related to the prevailing state of business in foreign coun-
tries, whereas receipts oF interest on loans are directly tied to the
principal amount outstanding and do not vary according to general
economic conditions except as extreme depression may induce default
or as a revival in business may permit resumption of previously de-
faulted service. Moreover, many special inguences, such as tariff
changes, exchange control, shi(})pin subsidies, and droughts, may
cause a sharp divergence in trade and service transactions from their
usual course,

Because of these considerations, an appraisal of our international
transactions during the interwar period must involve, as a first step,
an investigation into the proximate influences bearing on the various
trade and service transactions, together with an analysis of their
typical patterns of behavior in response to these influences. An in-
vestigation along these lines is undertaken in chapter II.

Payments to foreigners on trade and service transactions are char-
acterized by the fact that they involve an immediate guid pro quo.
Payments for imports, for example, have their counterpart in the
goods received, and payments for travel abroad have theirs in the
various transportation, hotel, and similar services rendered by for-
eigners, Similarly, receipts from foreigners on trade and service
account entail an immediate quid pre quo rendered by residents of this
country.® Since these payments nmfu receipts have in each instance
their counterpart in some immediate good or service, they are desig-
nated “current transactions” or as composing the “current account.”

8 For some service payments—{for example, institutional contributions to relleve distress
abroad or personal remittances to provide assistance to relatives—the quid pro quo Is in-
tangible and in the nature of psychologieal satisfaction. Interest and dividends, while
growing out of past investment, must be thought of as payment for the current use of
ecapital—also a highly intangible form of service.
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Capital movements, on the other hand, do not represent payments
for goods or services currently received or rendered but have their
counterpart in some past or future transaction. This description
holds true even though the movement of funds is accompanied by the
transfer in return of securities, titles to property, or other claims,
since such instruments merely constitute legal evidence of the ac-

uisition of future rights or the liquidation of obligations created in
the past. Capital movements are further characterized by the fact
that they are subject to influences different from those determining
trade and service transactions.

In general, forces determining the international flow of capital are
much more unstable than those influencing current transactions—a
difference particularly marked during the interwar period. As a re-
sult, capital movements are erratic and, with special reference to se-
curity transactions and movements of short-term capital, may be
suddenly and violently reversed—a behavior exceptional for commodi-
ties and nonexistent for services which are consumed in the same
process by which they are created.

In view of the difference between current and capital transactions
both in their nature and in the forces to which they respond, calpita
movements during the interwar {Jeriod require separate analysis.
This analysis is made in chapter ITI.

Necessity for Balance Between Receipts and Payments

In many respects the most important characteristic of our inter-
national transactions, and one which establishes definite relationships
between them, is the necessity for an approximate balance between pay-
ments made to foreigners and payments received from them. The oper-
ation of forces tending toward a balance is sometimes obscure, but the
necessity for a balance is readily shown. It arises from the elementary
fact that a nation, like an individual or any other economic entity,
cannot pay out more than it receives except by drawing on its cash re-
serves or by borrowing. Or, stated inversely and with more pertinence
to our international position as described in this study, foreign coun-
tries, considered as a group, cannot make dollar payments to this
country in excess of the dollar payments that we concurrently make
to them except by drawing on their reserves of gold or dollar balances
or by borrowing in this country.

Gold movements and changes in short-term funds, including both
our claims on foreign countries and their claims on us, may be called
“balancing items.” That is, movements of gold and short-term funds
may be considered as being primarily of a passive character, result-
ing from more or less temporary differences between payments and
receipts on other accounts. It is also useful to speak of the sum of
payments made by us on all other transactions—purchases of goods,
services, and long-term investments—as the “supply of dollars” made
available by the United States to other countries and, similarly, to
consider our corresponding receipts as constituting the “use of dolﬁsr&”
by other countries in making payments to the United States. Our
International transactions arranged according to this classification
are shown in table IT.
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The distinetion thus made between “balancing items” and other
transactions is somewhat arbitrary and imprecise. It is justified by
the fact that procurement of foreign exchange by reduction in gold
stockg or accumulated cash balances cannot continue indefinitely and
represents an impairment in a country’s reserve position. Short-
term borrowing is similarly subject to limitations and also consti-
tutes an impairment in a country’s reserve position in that funds so
obtained may be quickly recalled.

But exceptions to this broad classification must be noted. In the
first place, exports of newly mined gold constitute a regular source of
foreign exchange for producing countries and are not a drain on their
reserves. In very recent years this qualification has tended to apply
to the external world in general vis-a-vis the United States because of
the enormous rise in gold production beyond requirements for mone-
tary reserves. In the second place, in times of stress a country may
finance needed imports by marshaling and selling its long-term in-
vestments in addition to drawing on its gold and foreign-exchange
reserves. In such instances the distinction between the two categories
of transactions is scarcely valid. The outstanding example is fur-
nished by the United Kingdom’s methods of financing its purchases
in the United States in the early stages of World War IT before Lend-
Lease aid began on an important scale. Such methods, however, are
rare 1n peacetime.

It is also important to note that short-term capital movements are
frequently not of a passive and “balancing” nature. In fact, move-
ments of short-term capital during the interwar Eeriod originated to
a large extent not in disparities in the general balance-of-payments
position, but in the search for safety or speculative profit or in other
special factors. For the most part, however, movements of the latter
sort were offset directly by gold shipments or by other short-term
capital movements in the opposite direction. Hence, although both
short-term capital and gold movements must be explained largely in
terms of special factors, as discussed in chapters IIT and IV, the differ-
ence between the two, or their sum when they move in the same direc-
tion, may be rega.rdec‘i in the main as the result of disparities between
the supply and use of dollars.®

This method of treatment is illustrated by the figures shown for
1933 in table I. Iu that year there was a net gold outflow of $178,000,-
000, but this movement did not result from any strain in that direction
in our general balance-of-payments position. = As a matter of fact, the
strain was in the opposite direction, inasmuch as foreigners made ex-
cess payments of $185,000,00C to us on trade, service, and long-term
capital account. What hap%ened was that foreigners not only drew
down their dollar balances by the amount required to pay for this
excess but also withdrew large additional amounts as the banking
crisis reached its climax early in 1933 and the fear spread that the
dollar would be depreciated. The consequent total decline in foreign
short-term funds in this country was $454,000,000.

8 “Unexplained ftems” are also Included with “Balancing items” in table II. This was
done pﬂmnﬂlg because “Unexplained items” cannot be assigned to elther “Supply of
dollars” or “Use of dollars,” but ‘“Unexplained items™ slso probably reflect In large part
unrecorded movements of short-term capital. The derivation of the est/mates of the
various items is given in appendix B.
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Obviously, therefore, the greater part of the reduction in foreign-
dollar balances in 1933 and the attendant gold exodus must be attrib-
uted to special factors, and only the net movement on gold and short-
term account combined may be regarded as the necessary and “passive”
offset to the imbalance between the “supply of dollars” made available
by our payments to foreigners and the “use of dollars” by foreigners
for payments to us.

Sice the necessity for an approximate balance between the supply
of dollars and use of dollars is obvious, the important question arises
as to how such a relationship works itself out in detail. For economic
life inevitably involves changes—tariff revisions, shifts in demand,
fluctuations in basic economic conditions, droughts—that create more
or less serious variations and disturbances in this relationship and give
rise to increases or decreases in imports or exports as well as in other
transactions. An understanding of the nature and origin of these
changes and the adjustments to which they give rise is of great prac-
tical importance in the determination of commercial and monetary
policy and in the promotion of the general economic welfare.

Questions of this character are the principal subject matter of chap-
ter V, where the behavior of our balance of international payments as
a whole during the interwar period is analyzed.



CHAPTER II

TRADE AND SERVICE TRANSACTIONS

International receipts and payments on current account tend in gen-
eral to vary in accordance with changes in underlying business con-
ditions. The various transactions entering into the account, however,
occasionally behave in a distinctive and somewhat puzzling manner.
For example, why-did imports into the United States after the earl
post-war inflation reach their highest point in 1926, whereas the pea
of American prosperity did not come until 3 years later? Why did
expenditures For travel abroad, on the other hand, rise steadily durin
the twenties, approximately doubling from 1922 to 192917 %’hy di
they hold up better than imports in 1930 and then fall more heavily
until 1933% Why did personal remittances reach their maximum in
the mid-twenties and decline gradually thereafter? thv did inter-
est and dividend payments to foreigners fall more rapidly than cor-
responding receipts after 19291%

Most of these and similar instances of varying behavior can be
fairly readily explained. Several more basic questions, however,
should be borne in mind in a review and analysis of the current ac-
count in the balance of payments of the United States. What ob-
servations and conclusions of general validity can be set forth as to
the typical behavior of trade and service transactions? Are varia-
tions in domestic business conditions or in conditions abroad trans-
mitted with greater or less amplitude of movement and disturbance in
internationaF dealings? On the other hand, to what extent do the
various trade and service transactions exhibit a capacity for read
adjustment in response to strains in the general dollar supply-and-
use relationship?

For convenience of analysis, receipts and payments under the vari-
ous types of transactions within the current account are considered
either jointly or in sequence. This does not mean that receipts and
payments within each group are necessarily more closely related to
each other in a causal sense than to other types of transactions. For
example, exports of automobiles to Norway were no more directly re-
lated to imports of fish from that countgnthan to freight- payments
made for Norwegian shipping sérvices. d receipts of interest and
dividends from Chile were certainly more closely connected with
United States imports of copper than with payments of interest and
dividends to Chilean investors.!

Calculations of the net position on freight and shipping services,
interest and dividends, or other items are of only limited interest or
usefulness in analyzing the balance of payments, as they only serve to

I Nor should aight be lost of the multilateral character of International transactions,
even though there was a pronounced tendency toward bilateralism duri and after the
great depression. For example, United States exports to the Unlted Kingdom were deter-
mined not onlﬂy EI’.; imports from that country but also by American purchases of rubber
and tin from British Malaya.

36
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show the general structure of our international transactions or signifi-
cant structural changes over the years. The relationship between
total receipts and total payments on current account and the varia-
tions and adjustments in this relationship are of much greater
importance.

MERCHANDISE TRADE

The general course of United States exports and imports during the
interwar period may be observed in chart 1. Largely because of the
inflationary spurt that carried prices far above their wartime levels
both exports and imports reached a peak shortly after the first Worl
War. Ii‘hey then fell swiftly during the ensuing deflation and de-
pression but rose again strongly though gradually under the stimulus
of general world recovery and prosperity in the twenties. With the on-
set of the great depression at the end of the decade, United States
foreign trade registered a severe and prolonged decline that lasted
until 1932 and carried export and import values below their pre-1914
levels. Then came a gradual upturn, which at its highest point, how-
ever, was still much lower than in 1929 and was interrupted by an-
other sharp though temporary drop in 1938.

One fact of great significance in the balance-of-payments relations
of the United States is the persistence of an excess of exports through-
out the interwar period—an excess that, in fact, dates back more than
half a century through war and peace, prosperity and depression.
That this feature was not immutable is shown by the shrinkage in the
surplus of exports during the early thirties, which reduced 1t almost
to the vanishing point in 1936.* The history of the American trade
balances, however, indicates that influences determining the relation-
ship between exports and imports yield only stubbornly to new forces
and that necessary adjustments may be effected with difficulty.

United States Imports

Relation of Imports to National Income

National income is the most comprehensive measure, in value terms,
of basic economic conditions influencing the behavior of imports. The
general similarity of movement in the two series is clearly brought
out in chart 5, which traces their course from 1909 to 1939. While the
general level of imports in relation to national income, as measured
in the lower part of the chart, was about the same in the twenties as
before 1914, or even slightly higher, the relationship was considerably
less stable after the first World War. The value o% imports was par-
ticularly high in 1919 and 1920 as compared with national income
but fell to an exceptionally low point during the great depression o
the ear] g’ thirties, from which it recovered only partially, gn general,
value of imports appeared to fluctuate more widely than national in-
come, rising faster during an upturn in business and falling faster in
times of depression. There was, moreover, a peculiarly large hump in
imports in 1925 and 1926 that had no visible connection with the course
of national income.

L During the fiscal year 1936-37 there was actually an import surplus of slightly more
than £100,000,000, Tmports would probably have rezistered an excess in other yearg had
they been valued on a c. i. f. basis, us is the practice in most countries.
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Relation of Imports to Industrial Production

The divergences between the trends in imports and national income
are att.ributfl?le primarily to the relatively greater variations in im-
port prices than 1n domestic prices. When both imports and national
income are expressed in terms of constant prices the relationship is
remarkably close. An even closer association may be observed between
imports at constant Yrie»es (or quantity of imports) and the physical
volume of industrial production. These comparisons are made in

chart 6.
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Chart 6.~Indexes of quantity of United States imports, national i at tant prices,

and physical volume of industrial production, 1919=39,

One fact of paramount importance immediately emerges from these
comparisons: The aggregate physical volume of United States imports
was not affected to any marked degree by changes in prices. It might
be expected, on general @ priori grounds, that a relative decline in im-
port Erices would tend to stimulate purchases from other countries
and that a rise in import prices would have the opposite effect. Such
tendencies, however, are not apparent in the behavior of United States
imports during the interwar period. The quantity of imports in the
aggregate seems, rather, to have been directly determined by the trend
in real economic activity in the United States as measured by the
index of industrial production and to have been little influenced by
relative changes in price.?

An explanation for this relationship is not far to seek. United
States imports consist preponderantly of primary products or par-
tmllﬁ fabricated goods tﬁat are not consumed directly but are used for
further manufacture, The character of imports is disclosed in their
distribution by economic classes as compiled by the Department of

! This behavior also explains why the physical volume of United States Imports was not
appreciably stimulated by the depreciation of foreign currencies during the early s of
the af:reat depression or curtalled by the subsequent depreciatiom of the dollar, hese
developments are briefly considered in chapter V.
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Cozg;neme. This distribution is as follows (average for 1919 through
1939) :

Percent of

Economic class total imp
Crude materials et
Crude foodstuffs 12.7
Manufactured foodstuffs. N 18.4
Semimanufactures.. 18.3
Finished manufactures 20. 4

Crude materials, crude foodstuffs, and semimanufactures used by
American industry constituted 66 percent of total imports during the
period. Another 6 percent, included in finished manufactures, con-
gisted of newsprint and jute manufactures, which in reality are more
in the nature of raw materials,

A clearer view of the character of United States import trade is
provided by the League of Nations’ classification according to use and
stage of production. Table 3 shows the distribution of imports during
1935-37 according to a summary arrangement of this c?assiﬁcation.
The distribution for earlier years is not available on this basis, but
a rough compilation indicates that it was not greatly different from
that sﬁown for 1935-37.

Tasre 8 —United States Imports According to Use and Stage of Production,
1935-87

[In percentages)

Producers'
Producers’ goods | or consum- | Consumers’ goods
ers’ goods
Stage of production Year Tatal
Materials | Capital | Fatsand
for produc- | equip- | et | Food | Nonfood
tion ment cants
1088, ... 351 0.1 3.1 L ] J I—— 43.2
s e St e 1996. ....... 85.2 2 28 L & ) S 427
1937, a1 o1 3.0 Xl RS 45.1
1935 ... B Nossrmieed 6.0 1.2 80.8
Bimply transformed..........|{1686......_ M0 | 5.3 Y| R 80.7
| S A T PR 5.4 L8 30.5
19835 ... 12.8 - Rt 5.0 5.8 4.3
More elaborately transformed |{1934_ __ 12.9 i AL 6.0 57 2.5
vy P 1286 1.0 |. oy 49 5.0 2.8
1038, ... 7.3 1.0 9.1 1.1 5.8 1983
TEORRR icacin-sis-+ ot nwnin 1838. . - .- 71 1.1 8.1 1.9 5.7 198.9
b 7 RS, 742 L1 8.4 10.4 5.0 199, 1

1 Remadnder of imports consists of goods listed as “Unclassifiable.””
Behavior of Import Prices

Variations in import prices, although exerting little apparent influ-
ence on total quantity of imports, had a substantial and direct effect
och? the?ir total value. The importance of this factor is brought out in

art (.

The inflation of prices in 1919 and 1920 and the swift collapse in 1921
accounted for most of the wide variation in the total amount of dollars
supplied against imports in those years. Price changes were also
largely responsible, although to a smaller degree, for the substantial
rise in value of imports after 1922, Beginning in 1926, however, there
came a steady decline in import prices, which was greatly accelerated
during the depression after 1929 and accounted in large measure for
the extremely low level to which the value of imports declined in 1932
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and 1933. Thereafter import prices recovered gradually, but even at
the highest point in 1937 remained considerably lower than the lowest
levels of the twenties.

As might be expected from the commodity composition of imports
import prices during the interwar period were fairly representative of
the general trend in world prices for primary goods. Such commodi-
ties are subject to far wider fluctuations in price than manufactured

oods. This greater variability may be attributed chiefly to the fact
that production of primary goods is highly competitive, with certain
important but usually temporary exceptions, and not readily curtailed
or expanded to meet changes in demand. On the other hand, consump-
tion of raw materials varies with the course of industrial production
and is not directly responsive in any marked degree to price changes.
Consumption of foodstufls is less subject to wide fluctuations during the
business cycle, but is also relatively unresponsive to price changes. It
follows that an imbalance between production and consumption of pri-
mary goods, Whether due to changes in the one or the other, is likely
to cause wide fluctuations in prices.
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Inasmuch as the United States is the world’s leading importer of
primary products, it is not surprising that variations in its import
requirements have impinged very strongly on prices of primary goods
1n general and of those for whi:{; this country is the principal market
in particular. In other words, changes in economic activity in the
United States have tended to exert a double and direct influence on the
value of imports, affecting both quantities and prices in the same
direction.

The rise in industrial production and import demands in the early
twenties undoubtedly stimulated prices, whereas the swift decline in
domestic economic activity during the depression of the early thirties
was a major factor in the even siarper all of primary prices. The
influence of changes in the American market stood out with particular
clarity in the depression of 193738, which was much more pronounced
1n this country t.gnn in other leading industrial countries and produced
immediate effects on world prices for raw materials and foodstuffs, On

649887 O - 45 - 4
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the other hand, as shown in chart 7, variations in prices of United
States imports were not systematically related to changes in quantity
throughout the interwar period, and at times there were wide diver-
nees,

ge'I'he rise and fall in prices during the early post-war boom and
depression were extremely larg,g: as compared with changes in the
quantity of goods moved and showed the effects of powerful specu-
lative forces superimposed upon initial transportation difficulties and
shortage of supplies. The value of sugar imports, an important item
in point, rose from $393,000,000 in 1919 to $1,015,000,000 in 1920 and
fell back to $235,000,000 in the following year, whereas the quantity
of sugar imports varied only between 2,800,000 and 3,800,000 short
tons in those years,

Although the recovery of import (Trices after the post-war depres-
sion reflected the strength of rising demand in the United States and
other important consuming countries, their particularly high levels
from 1923 to 1926 and their subsequent decline in the face of a con-
tinued upward trend in volume of imports are attributable to influ-
ences on the supply side rather than on demand. Two major factors
in the sitnation may be singled out: (1) The development and eventual
collapse of various plans for regulating production, marketing, and
prices of individual commodities, and (2) the marked technical
progress in agricultural production after the war.

Commodity controls, which at one time or another affected the price
of most of the main import items in United States trade (including
silk, coffee, rubber, copper, oil, sugar, jute, tin, and tea) had a par-
ticularly important bearing in the early and middle twenties. The
most notable instance was the behavior of rubber prices under the
famous Stevenson plan. The quantity of rubber imports into the
United States grew fairly stemfily from 700,000,000 pounds in 1923
to more than 1,000,000,000 pounds in 1929, but the total value moved
erratically from $185,000,000 in 1923 to a peak of $506,000,000 in 1926
and then down to $241,000,000 in 1929.¢

The weakening and break-down of the various commodity-control
plans, largely caused by the stimulus to production outside the control
system and the accumulation of unsold stocks within the system,
tended to accentuate the general decline in primary prices resulting
from the growth in technical efficiency, the immobility of labor in
agriculture, and such other factors as the increase in tariff barriers.
In consequence, import prices on the whole moved steadily downward
in the second half of the twenties despite the general increase in con-
sumption, and the fall became precipitous with the beginning of the
depression in the United States and other industrial countries.

Durin‘f the depression most of the commodity-control schemes re-
appeared in some form and, as economic activity revived, served to
support the general economic forces making for an upturn in prices.
However, with few exceptions, tin and sugar being the most im-
portant, import prices failed to recover their predepression levels or
their previous relationships'to domestic or export prices generally.
This weakness in import prices was an important factor limiting

* Although prices of other import items were also generally higher In the middle twentiea
than In later years, the g{mtious in the price of rubber alone were sufficient to explaln
the higher value of total United States imports in 1028 than in 1920 and to account for

most of the divergence previously noted the trends in imports and national
income In 1925 and 1926,
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the supply of dollars made available to foreign countries in the
thirties.

Varying Nature of Demand for Imports

Although there was a close relationship between the aggregate
volume of imports and industrial production during the interwar
period, individual commodities manifested a variety of behavior pat-
terns, These patterns largely reflect variations in the domestic de-
mand for the end product. For example, the variability of the
demand for products requiring tin in their manufacture is such that
the quantity of tin imports may fluctuate widely. On the other hand,
conditions of supply are also important. If a considerable portion
of the supply OF a raw material—for instance, hides and skins—is
produced in the United States, the amount of imports tends to vary
widely even though the demand for leather products fluctuates only
moderately. This follows for the reason that at low levels of produc-
tion, domestic supplies of the raw material are adequate, whereas at
high levels supplementary supplies must be procured from other
countries.

While the nature of the causal forces is not always immediately
apparent, the influence of the foregoing factors stands out clearly in
tl{,e behavior of some of the commodities for which indexes of the quan-
tity of imports and outf)ut of the end product (or of the related in-
dustrial group) are plotted, together with the general index of
industrial production, in charts 8-A to 8-D. Indexes of the value of
imports are also shown, although no attempt is made at this point to
account for fluctuations in the prices of the various items. The com-
modities selected—necessarily limited to those for which data are
available on both quantity of imports and output of the end product *—
are listed, with their import values in 1929 and 1937, in table 4,

TasLe 4—United States Imports of Selected Commaodities: Value and Per-
centage of Total Imports, 19289 and 1937

1020 1037
Item Percant
ago Percontage
Value of total Value of total
imports Imports
nds Thousanda
of dollars of dollare
Rubber, eritde. .o ov oo e crrinrnansass , 066 5.5 247, 521 5.2
Newsprint, standard. ... o eeeaas 144, 493 4.3 122, 529 41
Wood palp. - oo i : 88, 573 2.0 08, 260 3.3
Co il M 153, 708 5 52, 562 17
.............................. 2 01, 906 21 104, 418 a5
Petroleum, erude. . ... __.___._._ ! 70, 43 1.8 20, 761 .7
Wool and mohair, unmanufaotured .. b 87, 344 20 96, 345 3.2
W, eEe -] 427,128 9.7 106, 504 3.5
Hides and skins, raw____ 137, 281 3.1 71, 058 24
0 , unman 53, 821 1.2 3,923 1.1
Canesugar..........._._ | 209,277 4.8 124, 840 4.1
Gl = o e 302, 307 6.9 150, 570 5.0
sy e Lo e S, e e, 2,016, K35 450 | 1,227,208 40.8
i R e e A S S bR 4,309, 631 :m.o| 3,009, 852 100.0

! Includes all forms of the metal and manufactu-es except machinery and vehicles,

® Indexes of production of the end product, or related industrigl group, as well as the
Zeneral index of industrial production are those computed by the Board of Governors

g;stfae sgedernl Reserve System. Cf. Federal Reserve Bulletin. August 1040, Pp. 768-771;



THE UNITED STATES IN THE WORLD ECONOMY

INDEX NUMBERS (1929 = 100)
220
A
200 ’.’ x
&k CRUDE RUBBER
! [}
180 f—
! \
1 \
160 ;' \
H \ VALUE OF CRUDE
] "‘..-— RUBBER IMPORTS
140 ,‘ .
I \
1 \
120 / \
] \ PRODUGTION OF
; RUBBER PRODUCTS
100 T
!
80 |
80 — e . 4
e QUANTITY OF CRUDE s v
RUBBER IMPORTS N wpusTrRiALY 1~
40 LSS \_PRODUCTION __ p*
'\\ ’,f
20 \‘\’._.‘-"
0 | 1 1 1 1 | 1 1 1 1 1 | |
140 :
STANDARD NEWSPRINT ,-f Y
1 5
20 " e,
PRINTING AND .'- ...' ]
100 PUBLISHING %
80 =
= 4 NDUSTRIAL —"
== 2
60 fr—
oy er ML i N~ VALUE OF STANDARD
40 1 1 L L 1 1 1 1 1 1 1 Tmmr ;W’POR'IS
140
WOOD PULP /
120 A
VALUE OF QUANTITY OF N
WOOD PULP IMPORTS WOO0D PULP IMPORTS v A
100 N
LA i -
\\ -
8O
X N
PRODUCTION OF
o PAPER AND PRODUCTS \ 24 NoyUSTRIAL,
v
L Vo L (el ] [ () R gt TS e

40
1923 1924 925 1926 I92T7 (928 1929 1930 1931 1932 1933 |934 (935 1936 1937 1938 1939

o0 43-158

| P

of | ta of dities, output of related products, and

A

Chart 8-A,

total industrial production in the United States, 1923-39,



TRADE AND SERVICE TRANSACTIONS 45

Crude Rubber—~The output of rubber and products behaved in
much the same manner as the total index of industrial production
during the interwar period, although after the great depression
rubber products increased in relative importance. Before 1929 the
quantity of erude rubber imports corresponded closely to the output
of rubber and products, but thereafter the two series diverged con-
siderably. In the early thirties low prices induced imports of crude
rubber in excess of immediate demand for consumption, with the result
that stocks in the United States tripled between 1929 and 1933. The
use of reclaimed rubber, which constituted between 17 and 23 percent
of all rubber consumed after 1931 and considerably more in some pre-
vious years, seems to have moderated fluctuations in imports. Con-
sumption of reclaimed rubber tended to rise or fall more rapidly
than manufacture of rubber products and thus absorbed part of the
impact of cyclical changes that otherwise would have fallen on
imports.

Standard Newsprint—The index of printing and publishing shows
considerably more cyclical stability than does the index of industrial
production as a whole. This is attributable largely to the fact.that
newspaper circulation tends to be well maintained even in periods
of low business activity. Relative to both of these indexes, the quan-
tity of newsprint imports showed a strong upward trend, reflecting
lower production costs in Canada, the chief foreign supplier, than
in the United States. In recent years three-fourths of the newsprint
used has been imported, and it is therefore not surprising that, when
secular trends are eliminated, cyclical fluctuations in the index of
imports correspond closely to those in the index of printing and
publishing.

Wood Pulp—The index of paper and paper products seems to have
manifested less fluctuation during the business cycle than the total
index of industrial production. It shows a considerable upward
trend, largely as the result of more widespread and elaborate pack-
aging of many types of products and the increasing use of paper-
board boxes and cartons instead of other forms of shipping containers.
The quantity of wood pulp imports varied in close conformity with
output of paper and products, also showing a strong upward trend.
Although domestic capacity was large and there was a substantial
tariff on wood pulp, certain types of foreign pulp were preferred
because of special qualities and low cost. Imports dropped sharply
In 1938, however, partly because of previous overstocking in this
country and partly because pulp exports from the Scandinavian coun-
tries were largely diverted to Germany, which was building up a stock
pile for its war needs.
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Copper—Output of nonferrous metals and products is subject to
wider cyclical fluctuations than industrial production as a whole.
This is attributable to the large proportion of nonferrous metal going
into the production of durable goods, which are more sensitive to
the business cycle than other types of products. Copper imports
varied even more widely during the interwar period. The United
States is a large producer of copper and a net exporter in most years,
Copper imports are related, therefore, not only to domestic consump-
tion but also to domestic production and to exports. There was fairly
close correlation between copper imports and output of nonferrous
metals and products until 1932, when a “tariff” in the form of an
excise tax was imposed upon imported copper, except unrefined copper
for processing and reexport. Imports of refined copper were thus
discouraged and the failure of total copper imports to regain their
former importance after the depression may be attributed in part to
the effects of this tax.

T'in—~The quantity of tin imports fluctuated widely, but these
fluctuations seem in general to have been a reflection of the insta-
bility of nonferrous metals. There is a fairly close similarity of
movement between the indexes of tin and nonferrous metals over most
of the period, with no particular secular trend apparent in either
index. Inasmuch as all the tin used in the country is imported, tin
imports depend directly upon demand, and the question of an alternate
domestic source of supply does not arise, as it does with copper.

Crude petroleum.—The index of petroleum and coal products shows
considerably more cyclical stability than the general index of indus-
trial production, though this relation is somewhat obscured by the dis-
tinct upward secular trend of the former. The upward trend can be
attributed to the greatly increased demand for petroleum products,
since coal products have a weight of only about 13 percent in the com-
bined index. Crude petroleum imports, on the other hand, showed a
sharp downward trend accompanied by wide short-run fluctuations,
which had little obvious connection with the business cycle. Imports
of crude petroleum supply only a small part of the American market
and appear to have been increasingly replaced by domestic production
in recent years,
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Unmanufactured Wool and Mohair—Reflecting the relative sta-
bility of demand for nondurable goods, output of textiles and products
is somewhat less sensitive to cyclical fluctuations than industrial pro-
duction, as a whole. The slightly upward secular trend of textiles and
products is opposed by a generally downward trend in wool imports.
Moreover, waol imports were far less stable than output of textiles and
products during the business cycle.

Part of the explanation lies in the type of wool imported. In recent
years from 60 to 85 percent of wool imports has been of the coarser
grades classed as carpet wools. These grades are used chiefly in the
manufacture of consumers’ durable and semidurable goods, for which
demand is elastic. Other classes of foreign wool are directly competi-
tive with the domestically produced commodity and, because of the
high rates of duty in-effect throughout the period, occupied a mar-
ginal position; thus relatively more wool was imported when textile
production was large than when it was small. The steady increase in
the domestic production of wool from 1923 to 1931 accounted for the
strong downward trend of imports during the period.

Raw Silk.—The rising trend in production of textiles and products
during the twenties was accompanied by an even sharper increase in
silk imports. After 1929, however, silk imports moved erratically
downward and failed to recover after the low point of the great de-
pression was passed. This behavior reflects, in the first phase, the
growing demand for fine textiles in keeping with the general rise in
the standard of living and, in the second, the inroads made by rayon
upon the market for many silk manufactures, although the natural
product continued to be preferred for hosiery.

Raw Hides and Skins—The index of leather and products is con-
siderably more stable than the total index of industrial production; it
is, in fact, the most stable of the individual series examined. No par-
ticular secular trend is apparent, and cyclical fluctuations are small.

On the other hand, the index of hides and skins imported exhibits
wide eyclical fluctuations around a strong downward trend. Imports
are needed not only to supply kinds and grades of leather not produced
domestically but also to supplement domestic sources when the latter
are inadequate. Imports that serve this purpose are, therefore, mar-
ginal and are dependent not only upon the level of industrial activity
in the United States but also upon the quantity of hides available
domestically. These marginal imports are largely responsible for the
cyelical fluctuations and also for the downward trend indicative of a
decreasing dependence upon imports to supply the kinds of hides pro-
duced domestically. Removal of hides and skins from the free list
by the tariff of 1930 was at least partly responsible for the failure of
imports of these items to regain their predepression importance after
1929,
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Unmanufactured Tobacco—Over the business cycle the index of to-
bacco products ranks high in stability among the commodities exam-
ined. It is considerably more stable than the index of industrial pro-
duction and shows almost no secular trend over the period.

Tobaceo imports exhibited no such stability, and until after 1931
there apparently was little or no correlation between the importation
and manufacture of tobacco. Since large stocks of unmanufactured
tobacco are carried over from one year to the next, American pur-
chases abroad reflect to some extent variations in the size and quality
of foreign crops, principally those of Turkey, Greece, Netherlands
Indies, and Cuba, rather than the domestic demand actually prevailing
when purchases are made. Quantitatively, imports are small com-
pared with domestic production, but their position cannot be consid--
ered marginal. Because of their different and distinctive characteris-
tics, imported and domestically produced tobaccos are not close substi-
tutes for each other.

Cane Sugar—~The demand for manufactured foods is far more
stable than the demand for other manufactured products. There is
little correlation between manufactured food products—an extremely
broad class—and the index of cane sugar imports. Sugar imports
showed a downward trend, largely as the result of the encouragement
and protection afforded domestic producers by tariff and other re-
strictions on imports. The tariff on sugar was high, duties collected
amounting to as much as 193 percent of the value of dutiable sugar
imported in 1932. A quota system of import control was put into
effect in 1934, and after 1935 quotas were maintained at a constant
level. In addition to profiting by these limitations on imports, do-
mestic producers received sizable rental and benefit payments under
the Agricultural Adjustment Act and the Soil Conservation Act,
which supplanted it. Production was thus stimulated in the United
States, Hawaii, and Puerto Rico, and imports from countries out-
side the United States customs area were discouraged. In recent
years, therefore, domestic agricultural policy and direct control of
imports have been more important in determining the pattern of
sugar imports than either sugar prices or the level of consumer
income,

Coffee—The quantity of coffee imports showed a pronounced sec-
ular rise during the interwar period, indicating an increase in per
capita consumption. Imports also exhibited fairly wide year-to-
year fluctnations, which apparently had little connection, however,
with changes in domestic business conditions. Inasmuch as coffee
15 & “near essential” and consumption relatively inelastic, these fluc-
tuations may be attributed partly to annual variations in the size
of the coffee crop and partly to special economic and political factors
that occasionally affected supply and marketing.
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Effect of Drought on Imports

While the vagaries of nature have ordinarily been far less of a
factor in determining the course of imports than have fluctuations
in the industrial system, weather conditions in the United States
exercised a substantial influence on purchases from other countries
during the middle thirties.

The drought in 1934 was the worst recorded in the United States,
and, being especially severe in sections devoted to pasturage and to
irain raising, greatly reduced both food-%l;ain supplies and livestock.

nother great drought struck many of the same areas in 1936, and
the grain harvest was once again curtailed, although, unlike 1934,
hay and forage yields were almost normal.

The effects of the droughts may be seen in the increase in imports
of certain agricultural products, as shown in table 5. The chief com-
modities affected were grains and feeds, meat and dairy produects,
animal fats, and vegetable oils. Imports of corn, for example, rose
from 200,000 bushels in 1934 to 20,400,000 in 1935 and to 78,000,000
in 1937, and fell again to only 400,000 in 1939. Wheat imports in-
creased fivefold from 1933 to 1937. Imports of fodders and feeds
more than doubled in value from 1934 to 1937. Imports of all grains,
which in 1933 had been 0.8 percent of total imports, rose to 3.1 per-
cent of a much larger total value of imports in 1935 and 1936. De-
spite the fact that the drought in 1936 was not as severe as the one in
1934, imports of many commodities continued to increase in 1937
over 1935. In the earﬁer year there was a large surplus of agricul-
tural produets carried over from previous years, whereas in the later
year available stocks were considerably smaller..

Tante 5.—Imports of Specified Agricultural Products Showing Effects of .
Droughts in the United States in 1934 and 1936

[Values in thousands of dollars)]

Individual produects and groups of products | 1920 1933 1904 1035 1935 1937 1038
Animals, edible. - .o o 20,260 584 12,308 | 18,604 | 9,388
s T W TR SR - I 55 b MRS o 1 I,454 | 1,520 5
e R R e 40,803 | 9,203 | 12,840 | 10,178 | 25,615 | 30,838 | 20,754
o e e | LR 7 58 26 1791 | 8,158 671
Animal olls and fats, edible 193 13 92| 1,204 | 1,316 | 1,242 837
B .. e «s=a) 1,086 150 210 | 8,577 | 2,016 | 2500 425
Girains and preparations .| 20,003 | 18,285 | 33,481 | 73,314 | 54,424 |102 392 7,076
v B R s 47 77 | 1,530 | 20,202 | 16,082 | 56, 184 258
Wheat and flour. ... o 16,2062 | 5,760 | 14,400 | 30,416 | 48,309 | 19,941 2,766
Foddersand feeds. ... .. ... . 17,452 | 4,102 | 7,503 | 12,032 | 12, 266 | 16,000 3,500
Cottonseed cake and meal... 570 s 503 660 243 478 57
Vegetable oils and fats, edible. 16,418 | 7,050 | B 522 | 25453 | 20,476 | 30,808 | 15,070
Coltemseed ofl. ... .ooor oo e e ey 383 | 8,880 | 7,371 | 11,958 3,411
Vegetable oils, nonfood, expressed ... . --| B4,243 | 27,238 | 26,176 | 53,352 | 62 827 | 81, 208 505
Total of product groups.....o.coeueeunn. 202, 507 | 81,803 1 £8, 552 197,063 (223, 338 (202, 781 | 110, 254

Total of uoL ETOUPS &S percentages

of total imports. . ... ... ... 4.6 43 5.4 9.7 8.2 8.5 58

Notwithstanding the large increase in importation of farm products,
most of these imports represented a small proportion of home produc-
tion and fell far short of offsetting the deficits left by the drought. In
1937 corn imports were only 2.9 percent and wheat imports only 5.5

reent of domestic ontput and other agricultural imports were simi-

arly small. The shortages were relieved by depleting stocks, earlier
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marketing and heavier slaughtering of livestock, and other methods,
rather than by importing large quantities.

Ironically, the influences generated by changes in weather conditions
during these years tended to reinforce both the effects of the upturn
in industrial production in stimulating imports through 1937 and the
effects of the business recession of 1937-38 in producing a decline.

Influence of Tariff Policy on Imports

The discussion of factors affecting the behavior of imports has thus
far been concerned primarily with influences emanating from the gen-
eral operation of the economic system, including particularly changes
in demand and prices connected with fluctuations in the business cycle.
Intermingled with the effects of these influences were those produced
by the commercial policies of the United States with respect to im-

orts.

The high-tariff policy followed by the United States for many dec-
ades has served, as indeed has been its purpose, to exclude or severely
restrict a potentially large volume of imports—how large, it is im-
possible to say. Imports have been limited in the main to goods re-
quired to supplement domestic output or goods not produced in this
country, together with relatively small amounts or luxury articles
brought in over the tariff barrier. As one result of the tariff, there-
fore, imports consist chiefly of primary products, which, as already
mentioned, are susceptible to wide variations in price. This element
of instability in the dollar value of imports is increased by the pre-
Eonderance of specific duties in the United States tariff structure, the

urden of which increases with falling prices and decreases with rising
prices,

Of major interest in connection with the foreign economic policy of
the United States during the interwar period are the effects on the
flow of imports produced by changes in duties as distinguished from
the generally restrictive effects of the whole tariff structure. Two
major tariff laws were passed during the interwar perior, one in 1922
(which had been recedlijed by an emergency tariff act in 1921? and the
other in 1930. Each of these laws constituted a substantial increase
and broadening in the tariff structure. Beginning in 1934, however,
the direction of change in the United States tariff was reversed.
Through the various agreements concluded with foreign countries
under the Reciprocal Trade Agreements Act of that year and subse-
quently extended, a gradual reduction in tariff rates was brought about,
tending to permit a somewhat freer flow of imports,

Appraisal of the effects of these tariff changes on the total dollar
value of imports is a difficult and uncertain undertaking, which may
explain why it apparently has never been attempted in any compre-
hensive and systematic fashion. The most serious difficulty lies in the
fact that each of these changes occurred during times of sharp business
cycle movements, and the effects of the one can scarcely be separated
from those of the other. The tariff measures of 1921 and 1922 were
preceded by the highly abnormal period of the World War and the
early post-war inflation and depression—conditions which do not af-
ford a satisfactory basis for comparison. The act of 1930 came earl
in the course of the great depression, and the restrictive effects of bot.
on imports were inextricably merged. Finally, the more liberal tariff
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policy followed under the Reciprocal Trade Agreements Act coincided
with a rise in the domestic business cycle, which alone would have
caused a substantial inerease in imports.

Another difficulty lies in the sheer magnitude of the work that would
be required to trace the history of the great number of commodities
affected by tariff changes, and a third obstacle lies in the progressive
refinement of the tariff schedule, segregating many items for which
previous import records are not available.

While lack of data precludes an adequate appraisal of the situation,
several considerations suggest that changes in the tariff structure
during the interwar period, although important with respect to some
commodities, did not exercise a dominant influence on the general
level and course of imports. The first is that the American tariff
before the first World War was already so high as to leave little room
for further restrictions to produce an effect without impeding the in-
flow of essential materials. Secondly, the war itself, through the
increase in domestic and foreign demand and the enforced curtail-
ment of imports, gave a more powerful stimulus to internal industrial
expansion than any tariff could offer. 1In the third place, with par-
ticular reference to the reciprocal trade agreements program, the
duty reductions embodied in the agreements have been limited by
law to not more than 50 percent of the statutory rate and have been
cautiously negotiated with a view of minimizing the effects on do-
mestic production. And a final consideration to be borne in mind
is that the various alterations made in tariff rates during the interwar

riod do not appear to have altered appreciably the close relutionship
E:tween industrial production and quantity of imports.

In brief, it seems clear that the wide fluctuations in domestic eco-
nomic activity and world prices were of much greater consequence
in determining the behavior of imports during the interwar period
than were upward or downward revisions of the tariff. The fore-
going considerations, however, are all general and approximate, and
1t would be a mistake to conclude that changes in the American tariff
were of negligible importance. Even though the pre-war tariff
had already been pushed close to its maximum degree of restriction,
the increases in duties in 1922 and 1930 unquestionably had some
further depressing effect on the quantity and price of imports: and
the 1930 act in particular was superimposed upon and accentuated
an already rapid deterioration in imports. On the other hand, the
reciprocal trade agreements, however modest and gradual their results
in scaling down the wall of restriction with which this country had
surrounded itself, served to strengthen the effects of domestic recovery
in reviving a healthy demand for imports,

United States Exports

Variety of Influences Affecting Exports

Forces determining the course of United States exports during the |
interwar period were considerably more varied and complex than |
those responsible for the behavior of imports. Tt is true that changes
in the dollar volume of exports were closely related to variations
in basic economic conditions in the principal foreign markets.® This

" Account must be taken, however, of the marked shift that develope! tn this relationship
during the great depression.
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relationship is reflected in the comparisons made in charts 9, 10-A,
and 10-B between United States exports and total imports of foreign
countries, although the latter is an imperfect measure of economic
conditions abroag. These comparisons, however, reveal a number
of siﬁniﬁcam divergences, the more important of which may be briefly
noted :

1. There was a particularly marked increase in United
States exports to most continental areas from 1911-13 to the
early post-war years as compared with total imports of foreign
countries. The percentage of total foreign-country imports
derived from the United States rose from 12.4 in 1911-13 to
18.0 in the 192224 period.

2. Exports to Europe reached a peak in 1925, after which
they dropped to lower levels, whereas shipments to most other
areas continued to expand vigorously.

3. During the world depression of the early thirties United
States exports declined much faster than foreign imports, and
the wide gap that developed between them persisted tﬁroughout
the upswing after 19327 The only exception was in trade with
Asia, where the share of the United States showed a slight
tendency to rise. This country’s share in all imports of forei
countries fell from 16.8 percent in 1929 to an average of only
12.8 for the 1933-38 period.
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Chart 9.—Imports from the United States and total imports of all foreign countries. (Indexes
of dollar values.)

Note.~Imports from the United States are as recorded in United States export statistics.

_ The foregoing differences may be explained chiefly by two factors:
(1) The widely varying behavior of commodities or commodity gro.ps
of special importance in the export total, and (2) the commercial and
monetary policies of foreign countries,

lt1 Inasmuch ns import trade figures for foralgn countries have been converted into dollars
t annual average rates of exchange, the decline In the dollnr value of foreign Importa
rom 1028 to 1932 reflects in mrt the depreciation of forelgn eurrencies, whereas the

sharp rise in 1933 and 1934 reflects In part the depreciation of the dollar,
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Behavior of Principal Exports

As compared with the heavy concentration of materials for pro.
duction in United States imports, exports show a widely varied com-
position. Here again the most significant grouping is probably that
employed by the League of Nations and already drawn upon in the
analysis of imports. A summary arrangement of this classification
covering United States exports during 1935-37 is given in table 6,

TasLe 6.—United States Eaports According to Use and Stage of Production,

1935-37
[In percentages]
Producers’ goods | PTodUCers’ or con- oonenmare goods
sumers' goods

Btage of production Year ] Total

i o 2 st v

duction | ment | ofis |UDFieants gy, | rablo
1935 20.9 T S 3.8
P s s st 1936 .4 C R i e 323
1937 0.8 fcaneens - 5l SR b |
1035 | v %l oS 1 ] SRS 86
Bimply transformed........... {g }%: g %;
1935 71 727787 w8
More elaborately transformed . [{ 1036 7.8 68 7.2 4.5
1987 6.9 587 8.5 4.8
{ 1935 46. 5 1.9 6.7 100.4
¢ 10 1 | IS S —— 1938 45.2 10,8 7.2 199.8
1987 ‘ 45.0 8.8 -9 -] 190.4

! Remainder of exports consists of goods listed as “Unclassifinble.”

Differences in the characteristic behavior of demand for different
types of commodities during the various phases of the business cycle
would alone account fora wide variety in the movement of our leading
exports. In addition, exports underwent far greater shifts in com-
position than did imports during the interwar period; the distribu-
tion shown in table 6 for 1935-—3% therefore would not hold true for
earlier years.®

Perhaps the clearest illustration of the general effects of the fore-
going factors on the export total is provided by a comparison of agri-
cultural and nonagricultural ex's)orts! as given in chart 11. Exports
of nonagricultural goods responded vigorously to changes in the busi-
ness cycle, rising strongly during the prosperity of the twenties, falling
swiftly in the ensuing depression, and again expanding after 1933.
This wide fluctuation reflects chiefly the susceptibility of manufactured
products, especially durable goods, which account for a large part of
American exports, to changes in incomes.® This susceptibility is
strongly exemplified in the movement of three important commodity
groups, as shown in table 7.

The fact that exports of these goods rose sharply during the up-
swinF from 1932 to 1937, coming close to the 1929 peak, despite the
highly restrictive commercial policies of foreign countries, testifies

! Figures on United States exports arranged amordln‘eto the League of Natlons' classl.
fication by use and stage of production are not available for other years.

*In 1937 durable goods made up 47 percent of total United States exports as compared
with only 16.7 percent of tm&oru according to the e of Nations' classification &s
given in International Trade Statistics, 1938. 1830, P, 111,
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to the vigor of foreign demand for these types of American manu-
factures during times of business expansion abroad and to the strength
of their competitive position.
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Chart 11.—Value of United States domestic exports—total, agricultural, and nonagricultural
1921-39.
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In contrast, agricultural exports followed a generally downward
trend throughout most of the interwar period, showing a brief period
of strength in 1924 and 1925, with an export value of slightly more
than $2,100,000,000 in each of these years, and leveling out gurin and
after the great depression to an annual total of less than $800,000,000.1
Agricultural goods therefore accounted for only about 25 percent of
aggre £ ;o; exports in the 3 years 1937-39 as contrasted with 47 percent
in ;

Tasre 7.—United States Exports of Leading Manufactured Goods in Selected
Years

{In millions of dollars)

tomoblles
Iron and |Machinery, ‘“f 1 t Index
Year stoel-mill all neluding | motg)
engines and (1920=100)
products classes parts

186, 2 233.9 103.2 473.3 35.2
200. 1 04 4 5.4 ’ 1, 345.¢ 100.0
280 131.3 76.3 236. 5 17.6
300, 1 470.1 0.9 1,126.1 83.7
184.2 486.3 270, 4 0.9 60,9

Thga long-run decline in agricultural exports appears to represent a
deterioration in the competitive position of American farm products on
world markets, already in evidence before 1914, and is attributable in
part to the high-costs burden thrust on the farmer by the protective
tariff on manufactured goods. The decline was intensified during the
Interwar period by the downward readjustment from the expanded

* Except In 1038, when they amounted to $528,000,000,
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production levels of the first World War, by the growing barrier of
commercial restrictions in importing countries, and in recent yéars by
domestic price-raising policies resorted to in an attempt to lift the
deflationary load from the farmer’s back. Four major commodities
account for most of the fall in agricultural exports, as shown in table 8.

Raw cotton was long the leading United States export item—a posi-
tion it did not lose until 1937. e physical volume of cotton exports
fluctuated considerably in the twenties, reflecting chiefly changes
in annual production, but on the whole it was well maintained as com-
g\ared wit}? the peak levels reached immediately before World War 1.

rom 1925 to 1929, in fact, cotton exports averaged 8,674,000 bales, or
slightly more than the 8,582,000 average for 1910-14. Prices likewise
varied widely, also largeiy as a result of changes in yearly output and
stocks. Especially noteworthy was a 28-percent price decline in 1926
that brought a drop of $245,000,000 in the total value of cotton exports
ite a B-percent increase in volume and was the dominant factor
e decline in total exports in that year,

d
in

TasLe 8.—Agricultural Bxports: Decline in Annual Value from 1922-24 to
1987-39

{In millions of dollars]

Commodity "13%‘-'%-?' “i;’g?’f;,?’ M&umte of

3 L T Ty e R R T SR S 810.3 2580. 1 530.2
‘Wheat (including flour) ... .. Y R T eeA < 274.9 78.5 199. 4
Do poik. SR SRR 106.3 10. 8 05.5
e o e e e S e i e e e 119.1 18. 2 100.9
70 R T T e R e R P S S AR 6.7 aTh. 4 252.3
R R s brs i kbR e s e e A L A e S i AR 1,938.3 T60.0 1,178.3

Cotton exports continued to hold up well in ?uantity during most of
the great depression, amounting to 9,059,000 bales in 1932 and 8,572,000
bales in 1933 ; but, in common with most other primary goods, cotton
prices were disastrously low. Thereafter internal recovery measures,
including acreage reduction and loan programs, alleviated somewhat
the price situation for the individual farmer, but largely at the expense
of steadily growing foreign competition and shrinkage in export de-
mand for the American product. Restrictive trade and exchange poli-
cies of other countries also tended to curtail the demand for Ameri-
can cotton. By 1938 cotton exports declined to 4,561,000 bales valued
at $228,647,000 and accounted for only 20 percent of foreign consump-
tion, compared with about 47 percent in 1928,

In contrast to cotton, exports of wheat (including flour) and pork
reached a peak around 1900 and, confronted with increasing competi-
tion from other producing areas, had already n to decline before
1914. This decline was temporarily interrupted by the heavy food-
stuffs requirements of Europe during the first World War and the
early EOst-war years, exports of these 1items reaching an all-time high
in 1919 in both quantity and value. By the middle twenties, however,
the downward trend was again under way and, subject to little devia-
tion, proceeded with increased tempo on into the depression. Ship-
ments of lard provided something of an exception, being maintained
much better than wheat and pork until as late as 1933.
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As was true of cotton, domestic recovery measures aimed at curtail-
ment of production and maintenance of prices, together with the im-
port restrictions and preferential commercial arrangements of forei
countries, appear to have been chiefly responsible for the virtual dis-
appearance of export markets for wheat and pork. Added to these in-
fluences were the heavy droughts of 1934 and 1936, which placed the
United States on an import basis for wheat as well as corn in those
years, but increases in home production and short erops abroad brought
a renewal of grain exports on a relatively small scale in 1937,

The inevitable conflict between the necessity of assisting American
farmers through maintenance of agricultural prices above depressed
world levels and the need of retaining foreign markets for American
farm products at last led to the institution of export subsidies for
wheat, beginning in 1938, and for cotton, in the following year. These
programs undoubtedly provided some immediate stimulus to exports
and may be considered as partly responsible for the minor increases
in those years.

Although eotton, wheat, pork, and lard dominated the movement
in agricl&tuml exports, two other important commodities behaved
quite differently. One of these was tobacco, exports of which fluctu-
ated between $137,000,000 and $164,000,000 from 1922 to 1929, fell to
about half this level during the following depression, and again rose
to about the earlier level. An even greater stability, subject to year-
to-year crop variations, may be observed in the quantity figures. This
behavior indicates the relatively inelastic nature of foreign demand for
American-grown tobacco,

Still more interesting was the behavior of fruit exports. This item
doubled in value from $67.450,000 in 1923 to $135,985,000 in 1929 and
was the only agricultural export to show a definite and steady rise dur-
ing that perioﬁ. Such an inerease might indicate either that foreign
demand for American fruit increases rapidly with rising incomes
abroud or that there has been a long-term upward trend in this demand
since the first World War. The latter seems to have been the principal
factor involved, as shipments of fruit, although falling back to around
70,000,000 annually, (Fid not suffer so severely during the great depres-
sion as other agricultural exports. After the depression, however,
fruit exports failed to recover as strongly as might have been expected.
They increased to $91,634,000 in 1935 and then followed a somewhat
erratic course, eventually reaching a post-depression maximum of
$96,119,000 in 1938. The explanation for this behavior appears to be
in commercial restrictions imposed abroad.

The foregoing discussion of varying tendencies in exports of dif-
ferent commodities also serves to place in proper perspective the much-
discussed long-run decline in the relative share of total exports taken
by Europe and the increasing importance of other areas, as export
markets. Before 1900 Europe absorbed more than 75 percent of
total United States exports, but thereafter this ratio fell rather
steadily—to around 62 percent just before World War I, 53 percent
In 1921-25, 45 percent in 1929, and about 41 percent in 1937-39,

The change, however, is subordinate to the shift in commodity dis-
tribution. Europe has been by far the most important market for
An_:zemcan agricultural goods, and the deterioration in the export po-
sition of the United States in these products produced a concomitant
decrease in Europe’s share in the export total. It is important to note,
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however, that for the commodities in which the export position of
the United States was strongest Europe’s share was well maintained.
Of finished manufactures as a whole, the percentage going to Europe
amounted to 32 in 1910-14, 32 in 1926-30, 85 in 1931-35, and there-
after ranged from 28 to 33.

Foreign Restrictions

New tariff barriers imposed by foreign countries were undoubtedly
a factor of some consequence in restricting American exports and
determining their year-to-year movements in the decade following the
first World War. The newly created States in the predominantly
agricultural areas of Central and Eastern Europe hastily sought, by
commercial policy and other means, to provide themselves with an
industrial armor, and there was a general effort to promote industrial-
ization on the part of primary producing countries throughout the
world. Probab]fy of more serious consequence for American exports
during these years were policies pursued by France, Germany, Italy,
and various other industrial countries for the maintenance and pro-
tection of their agricultural production. On the other hand, a num-
ber of foreign countries—notably the United Kingdom, the Nether-
Iands, and the Scandinavian countries—maintained liberal trade
policies, and the commercial restrictions by foreign countries in gen-
eral during the twenties were not sufficient to prevent a vigorous
growth in United States exports.

The weakness of world primary prices at the beginning of the great
depression brought on a new wave of tariff restrictions imposed b
importinﬁ countries in an effort to maintain their own agricultu
prices and production. Most of the tariff revisions of 1930 were pri-
marily concerned with agricultural items. The United States Tarift
Act of 1930, which had been long preceded by reports and rumors of
impending duty increases, provided a stron ﬁlIH’) toward more restric-
tive commercial policies in general and led directly to retaliatory
action by several countries.

It was not until 1931, when the depression had developed into a
serious international monetary crisis, that commercial and related
policies of foreign countries came to exercise a dominant and con-
tinuing control over virtually the full body of world trade and to
impose almost insurmountable barriers to United States exports.
These restrictive measures, however, were to a large extent the par-
ticular means adopted by foreign countries to make the inevitable ad-
justment to strains in their balance-of-payments position, and these
strains emanated largely from the vertiginous decline in the suppl
of dollars after 1929 and the continuing low level of dollars supplie
in later years.™

In virtually all foreign countries the adjustment in their external
transactiohs was accompanied in part by depreciation of their cur-
rencies, although the change was resisteg in France and other gold-
bloc countries until long after the depth of the depression was past
elsewhere, and in Germany and various other countries was never
openly acknowledged but was disguised by a confusing array of
special conversion rates for various types of transactions. - In addition,
most countries resorted to. far sterner and more enduring measures,

U These relationships are discussed in chapter.V.
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either through ap{)arent necessity or through choice. There was, of
course, a practically universal upping of import duties, marked par-
ticularly by the adoption of a heavy tariff structure by the United
Kingdom in 1932, but in addition much more direct and decisive non-
tariff means of control were adopted, especially by continental Euro-
pean countries. These measures entailed minute supervision and
licensing of trade transactions, either through the medium of exchange
control or import quotas or various combinations of both.

An inevitable counterpart of these restrictions was the develop-
ment of preferential tariff systems and of special bilateral tradin
arrangements through clearing agreements and similar devices, lead-
ing to the diversion of trade from its accustomed channels and the

owth of regionalism in commercial relations. Indeed,in the United

{ingdom the adoption of a full-scale general tariff was partly moti-
vated by the desire to provide a basis for bargaining in negotiating
preferential trading arrangements, as shortly thereafter embodied in
the Ottawa agreements with Empire countries and in agreements made
with other closely affiliated non-Empire countries, notably Denmark
and Argentina.

In continental Europe it soon became evident that trade and ex-
change controls were too binding and that ways must be found to
unblock some of the channels of international commerce if internal
economic life was to revive and continue. This necessity led naturally
to direct “swapping” and trade-balancing arrangments between pairs
of countries. The disadvantages of such trading mechanisms as com-
Eared with open multilateral trade have been emphasized many times;

ut, under the circumstances of profound international imbalance then
prevailing, these arrangements did permit a certain revival of com-
mercial exchange, however artificial or crippled, without opening the
door to a general influx of outside goods in excess of capacity to pay.
This system was most fully exploited by Germany and became the in-
strument for economic penetration and spoliation of many of its
neighboring States, particularly in the Danubian and Balkan areas.
Germany also extended the system with considerable success to South

merican countries, where German trade registered substantial in-
creases under the famous Aski-mark device.

While it is impossible to trace in detail the effects of these various
measures of trade restriction and control on American exports after
1929, the general consequences—in the diversion of foreign purchases
away from the United States to other sources of supply—are apparent
In chaits 9, 10-A, and 10-B. A further view of these results, par-
ticularly as compared with the internal economic activity of foreign
countries, is given in the following section.

United States Exports in Relation to Foreign Incomes

With the preceding discussions of the behavior of leading export
commodities and of foreign commercial policy as a background, the
course of United States exports may now be compared with changes in
économic activity abroad. The best measure of these changes, in value
terms, would be provided by an index of the combined national in-
comes of foreign countries, and the comparison would be analogous to
that which has been made of nationaF income and imports of the
United States._ This procedure involves a number OFO difficulties,
several of which are subsequently discussed, but among the most
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' serious is the lack of satisfactory national income estimates for most
- countries.

Income series covering the years 1924-38 have, however, been
brought together for 11 countries: The United Kingdom, France,
Germany, the Netherlands, Norwayg’ Sweden, Denmark, Canada
Australia, New Zealand, and Japan.” These countries constituted
about 63 percent of the total foreign market for United States goods
during that period, and shigments to them corresponded closely to the
movement in total United States exports, especially during the great
depression and subsequent upturn. In order to express the incomes
of these countries in a common unit and to provide a basis for com-

arison with the movement in trade, the figures have been converted

rom their original currencies into dollars, at annual average ex-
change rates, and combined into an index as shown in chart 12.

Aside from such weaknesses as inadequacy of coverage, particularly
for primary producing countries, and widely divergent trends from
country to country among those included, the income index does not
provide a satisfactory measure of changes in real economic activit
abroad. A more satisfactory index of real activity would be afforded,
if data were available, by income series calculated at constant prices
and converted into a common unit at fixed rates, whereas the present
index is affected by wide changes in both prices and exchange rates.

The effect of excﬁange—mte variations is particularly marked in the
sharp fall in 1931-32, reflecting the depreciation of the pound sterling
and many other currencies, and the rise in 1933-34, reflecting the
appreciation of foreign currencies coincident with the fall and deval-
uation of the dollar. Despite these qualifications, however, the high
level of the index in the late thirties undoubtedly reflects a substantial
real economic expansion as compared with conc%’itions in the twenties
in several major countries, notably the United Kingdom, Germany, and
Japan, even though relatively depressed conditiofts persisted in some
of the other countries.’*

The purpose of the index, however, is not to measure real economie
activity but simply to show for the countries concerned changes in the
sum total of the dollar equivalents of their national incomes. A rea-
sonable expectation would be that, in the absence of restrictions and
other special factors, increases or decreases in the dollar equivalents
of foreign incomes would give rise to corresponding changes, perhaps
in roughly similar proportions, in the dollar value of their umports
from the United States. To be sure, it is unlikely that changes in the
calculated dollar value of incomes resulting solely from variations in
exchange rates would produce precisely the same results as changes in
the internal level of economic activity of other countries, but in either
mstance a shift in the same direction in imports might logically be
expected.i(

—_—

“ The methods and care em loyed in the construction of national-income estimates vary

:"fiﬂﬂy-l Because of this and t?m problem of approprinia exchange rates, direct comparisons

mui]:.ltft gﬂnl-inmme totals are always questionable. In this study, however, it is not so

Tell bf eir comparability from country to country that is of primmry concern, as
“ngllty In showing relative changes over a period of years.

was d e T!nerully higher valve of foreign currencies in terms of the dollar after the latter

“evn ued is offset to a substantial degree in the index by the general failure of prices

S ving costa to n their predepression levels.

mhoe'll other words, since the index of national Incomes of all countries, shown In chart 12,

ot les both changes in their internal economic activity and variations in the dollar

to nge 1:1::% dojrtitol::d:o mrr:ir;ﬁi?n.ﬂ thelr impn{ta pjroim the tll“et(lic‘lStnE:“t might ll_:f ex
reflect, nfluences, not o neome elas ut also price o

ity of demand for United';t;.tes goods, g " 5



66 THE UNITED STATES IN THE WORLD ECONOMY

The comparison of the actual behavior of incomes and imports of
foreign countries as given in chart 12 is interesting, not so much because
of any similarity of movement that may be found at particular phases
in accordance with the foregoing @ priori expectations as for the wide
divergences that developed.

The failure of imports from the United States to keep pace with the
rise in-incomes in the 1925-29 period is readily explained by the
abnormally high level of shipments of foodstuffs and other agricul-
tural exports to Europe in the early twenties. During the great
depression and subsequent recovery of the next decade imports from
this country—whether measured by import figures of foreign coun-
tries or United States export figures *—fell drastically as compared
with national incomes,

As indicated in the lower section of chart 12, total imports of the
11 countries in relation to their national incomes declined from 22 per-
cent in 1929 to 12 or 15 percent in the late thirties, and during the same
time imports from the Y‘]anited States fell from 4.4 percent of national
incomes to between 1.7 and 2.1 percent.

This behavior is not surprising in view of the fact that very severe
trade restrictions were imposed during this period, as already de-
scribed. Indeed, the divergences between the three series may be taken
as rough measure of the importance of these restraints. The spread
between national incomes and total imports indicates the degree to
which foreign countries erected trade barriers and concentrated on in-
ternal recovery, although the relatively lower prices of goods moving
in international trade were also a factor in this divergence as they
were in that which developed between United States national income
and imports. The further spread between total imports of the coun-
tries concerned and their imports from the United States indicates the
influence of preferential tariffs and bilateral trading arrangements in
diverting mmports of foreign countries away from the United States
to other sources of supply, and—undoubtedly a secondary factor—the
discouraging effect of l'nitml States price-raising policies on agricul-
tural exports.

Because of the difficulties attending the conversion of foreign-in-
come series into dollar equivalents and their combination in a single
index, comparisons of incomes and imports for each of the countries
concerned have also been made in terms of the original foreign
currencies. Relevant data for this purpose are plotted in charts 18-A.
13-B, and 13-C. The comparisons bear out the general observations
based on the aggregate data for the 11 countries, particularly the lower
level of imports as compared with national income in the thirties and
the still greater relative decline in imports from the United States.”
Important distinctive features peculiar to each country, or to certain
groups of countries, may, however, be briefly mentioned.

* Imports from the United States plotted In chart 12 are derived from the trade sta-
tistics of the forelgn countries covered, but, as noted in appendix A, a series based on
United Stutes statistics of exports to these countries shows similar behavior.

¥ The spread between imports from the United States and [mports from other sourced
Is somewhat greater, of course, than that between imports from the United States and
total imgorm. The difference iz particularly marked In Canada, whose imports from the
United States constituted 80 percent of it8 fotal imports in 1928 and 61 percent in 1937
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The comparison of the actual behavior of incomes and imports of
foreign countries as given in chart 12 is interesting, not so much because
of any similarity of movement that may be found at particular phases
in accordance with the foregoing a priori expectations as for the wide
divergences that developed.

The failure of imports from the United States to keep pace with the
rise in-incomes in the 1925-29 period is readily explained by the
abnormally high level of shipments of foodstuffs andp other agricul-
tural exports to Europe in the early twenties. During the great
depression and subsequent recovery of the next decade imports from
this country—whether measured by import figures of foreign coun-
tries or United States export figures *—fell drastically as compared
with national incomes,

As indicated in the lower section of chart 12, total imports of the
11 countries in relation to their national incomes declined from 22 per-
cent in 1929 to 12 or 15 percent in the late thirties, and during the same
time imports from the United States fell from 4.4 percent of national
incomes to between 1.7 and 2.1 percent.

This behavior is not surprising in view of the fact that very severe
trade restrictions were imposed during this period, as already de-
seribed. Indeed, the divergences between the three series may be taken
as rough measure of the importance of these restraints. The spread
between national incomes and total imports indicates the degree to
which foreign countries erected trade barriers and concentrated on in-
ternal recovery, although the relatively lower prices of goods moving
in international trade were also a factor in this divergence as they
were in that which developed between United States national income
and imports. The further spread between total imports of the coun-
tries concerned and their imports from the United States indicates the
influence of preferential tariffs and bilateral trading arrangements in
diverting imports of foreign countries away from the United States
to other sources of supply, and—undoubtedly a secondary factor—the
discouraging effect of United States price-raising policies on agrienl-
tural exports.

Because of the difficulties attending the conversion of foreign-in-
come series into dollar equivalents and their combination in a single
index, comparisons of incomes and imports for each of the countries
concerned have also been made in terms of the original foreign
currencies. Relevant data for this purpose are plotted in charts 13-A.
13-B, and 13-C. The comparisons bear out the general observations
based on the aggregate data for the 11 countries, particularly the lower
level of imports as compared with national income in the thirties and
the still greater relative decline in imports from the United States.®
Important distinctive features peculiar to each country, or to certain
groups of countries, may, however, be briefly mentioned.

* Imports from the United States plotted in chart 12 are derived from the trade sta-
t{atlcs of the foreign countries covered, but, as noted in appendix A, a serles based on
United States statistics of exports to these countries shows similar behavior.

" The spread between imports from the United States and imports from other sources
is somewhat greater, of course, than that between imports from the United States and
total imports. The difference s particolarly marked in Canadn, whose imports from the
United States constituted 89 percent of its total lmports In 1929 and 61 percent in 193%
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In most of the countries there was, before the great depression, &
rather close relationship between variations in national income and
mn total imports, and the latter seems to have fluctuated around s
fairly constant percentage of the former. As might be expected from
their smaller total, their more specialized composition, and some other
features, imports from the United States, however, tended in the main
to vary more widely than total imports. In all the European coun-
tries for which data are shown imports from the United States declined
as compared with their total imports during the twenties—a trend
attributable to the exceptionally ll;.rge volume of foodstuffs imported
from this country in the early post-war years. This decline was fll)ar-
ticularly sharp, for example, in Norway, although its imports from
the United States consistently formed a much larger part of the total
during the twenties than before 1914. In the non-European countries
covered, on the other hand, imports from the United States tended to
move in conformity with total imports, as in Canada and Japan, or
to show a relative ingrease, as in Australia and New Zealand.

Most of the countries for which data are available registered a sub-
stantial increase in national income, as expressed in their own cur-
rencies, during the twenties. The exceptionally large increase in
France was, of course, related to currency inflation and the deprecia-
tion of the franc. In Denmark and Norway, however, there was a
definite decline in national income, while the United Kingdom and
Japan exhibited little or no increase during the period. The trends in
these four countries may be attributed %arge y to the deflationary
effects of currency policies aimed at restoration of their pre-war
exchange parities despite high internal prices inherited from the war-
time and early post-war inflation.’”

The beginning of the great depression brought an immediate and
severe decline in the national incomes of most of the 11 countries,
although it is of interest that internal economic activity was appar-
ently well maintained or even slightly expanded in the three Scandi-
navian countries in 1930, while the initial fall in the United Kingdom
was moderate.'* These four countries, together with the two other
sterling-bloc members included—Australia and New Zealand—were
among the first to register an upturn and, in general, recovered well
beyond their 1929 positions. National income in Japan also turned
upward about the same time and, at least in terms of the yen, recorded
the most striking advance of all in later years. Among the foreign
countries considered, the decline in national income was most severe in
Canada and Germany, and was, of course, most prolonged in the two
former gold-bloc members, France and the Netherlands.

. The general factors responsible for the decline in foreign-country
imports and for the relatively more severe fall in imports from the
United States have already been set forth. It may be observed, how-
ever, that in Germany the spread to the disadvantage of United States
trade did not begin in an{ significant degree until 1933, although
German imports in general were far more sharply reduced and re-

¥ In Japan, restoration of the yen to its old gold parity was not actually undertaken
until 1830, but the exchange rate was maintained fairly close to its old parity during
most of the twenties.

* During 1930 industrial prodaction actually increased somewhat in Denmark, Norway,
and Sweden and fell by only 8 percent in the United Kingdom.
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mained lower than in other countries (in terms of the various national
currencies).

With respect to the behavior of imports during the recovery Hhasa
after the great depression, the contrast between Denmark and the
other two Scandinavian countries is especially noteworthy. Den-
mark was not only more intimately related to the United Kingdom
through prior trade connections and preferential trading agreements
conc]udeé during the depression but also practiced exchange cbntrol
favoring imports from its principal customers. On the other hand,
Norway and Sweden, although they also de?‘reciated their currencies
along with the pound and formed part of the sterling bloc, engaged
in direct controls and preferential practices on a far milder scale.
The recovery in total imports of Norway and Sweden, and particu-
larly in imports from the United States, which followed closely simi-
lar patterns in the two countries, suggests that, of the various meas-
ures of adjustment adopted to meet balance-of-payments strains,
exchange depreciation proved far less of a permanent barrier to the
evenlual recovery of United States exports than other restraints
inposed by foreign countries.

Jupan formed the chief exception to the general trend, at least
until severe trade and exchange restrictions were imposed in 1938,
in that its total imports early recovered approximately their former
relation to nationu? income, while imports from the United States
expanded in even stronger measure. This experience might also
be taken to bear out the foregoing suggestion as to the re]atfvely less
onerous bearing of exchange depreciation on imports from the United
States; but it would be hazardous to base any conclusions thereon be-
cause of Japan’s obvious orientation toward military and economic
expansion throughout the thirties, giving rise to an import demand
in which American products were particularly essential.

Finally, whatever may have been the stimulus toward expansion
of United States exports provided by the depreciation of the dollar
in 1933-84, its effects do not stand out in these graphic comparisons.
There was little apparent tendency for imimrts from the United States
to regain immediately their previous relationship to incomes or to
total imports of foreign countries,

OTHER CURRENT TRANSACTIONS
Transportation Payments and Receipts

Receipts and payments for international shipping services in the
United States balance of payments during the interwar period ex-
hibited cyclical variations closely paralleling the fluctuations in mer-
chandise imports and exports. 'fhe relation between the two is, how-
ever, extremely complex, and such other factors as changes in freight
rates and in the competitive position of the American merchant marine
exerted a significant influence,

_Included in shipping receipts are freight on exports carried in
United States vessels, expenses of foreign vessels in United States
ports, fares paid by foreigners traveling on American ships, and cer-
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tain receipts in connection with railroad operations. Payments com-
prise the reverse of each of these with ocean freight including only
payments on imports carried in foreign vessels.”* The relative impor-
tance of each of the components of this item in the balance of payments
is disclosed in chart 14.
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Chart 14.~Receipts from and pay ts to foreig ies for freight and shipping services,
1922-1939,

Except for 1919, 1920, and 1921, when the world was abnormall
dependent on American shipping, payments to foreigners exceed
receipts in the interwar period. en freight and passenger-fare
payments alone are considered, the excess of gaymenta in the years
after 1921 was even greater than appears in table I, since the largest
item of receipts was the expenditures of foreign vessels in United
States t.‘p‘:)rts These expenditures grew continually during the period
with the increase in the portion of United States trade carried in
foreign bottoms. After 1921 there was an almost uninterrupted decline
in the percentage of both imports and exports carried in United States
vessels, as shown in chart 15. The continuation of this trend during

®The problems involved In determining international transportation nts and re-
ceipts are discussed in appendix B, * i i
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and after the depression accounts for the more rapid and relatively
greater recovery in payments than in receipts after the low year of 1933,

The foregoing discussion indicates the relative inferiority and pro-
gressive deterioration of the American merchant marine after the
collapse of the shipping boom resulting from the first World War.
Many of the ships hastily constructed during the war period were fit
only for tramp service and were unable to meet the subsidized compe-
tition of foreign operators with their newer, faster vessels moving on
regularly scheduled runs. In the passenger business, especially, foreign
vessels were predominant, as indicated by the fact that more than
80 percent of the fare payments of Americans traveling overseas in the
boom years of the tourist traffic went to foreign shipowners.
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Chart 15.~Proportion of United States imports and exports carried in Ameri B .
1922-39.

American ships more and more sought the protection of coastwise

trade, from which foreign vessels were excluded, and by 1939 only
23 percent of the United States oceangoing tonnage was engaged in
foreign commerce, as compared with 61 percent in 1920 and 39 per-
cent 1n 1930. Attempts were made to subsidize and otherwise assist
American shipping, particularly under the Merchant Marine Acts of
1928 and 1936, but the portion of United States trade carried in domes-
tic vessels continued to decrease through 1939, and the ratio of receipts
to ﬁayments continued to decline.
. Railroad receipts and payments have been relativelg unimportant
In amount, the excess ofp payments being accounted for largely by
disbursements to Canadian roads for handling United States transit
traffic and by the expenses in Canada of American-operated lines haul-
ing domestic freight between Buffalo and Detroit.

Travel Expenditures

Travel by residents of the United States in foreign countries has
constituted one of the most prominent and, on occasion, spectacular
features of the economic and social relations between this country and

640867 O - 45 -8
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other countries and one of the most consequential items in the balance
of payments. In a broad sense, foreign travel may be said to repre-
sent the most, and indeed the only, important luxury “commodity”
this country “imports” from abroad. Iready a factor of some sig-
nificance before 1914, the number of Americans and resident aliens
traveling abroad grew with great rapidity in the twenties, and
their outlays reached a maximum only slightly below the half-
billon-dollar level in 1929.

During the depression these expenditures fell by 60 percent—from
1929 to 1933—and remained well Eelow the 1929 level thereafter, but
over the interwar period as a whole they aggregated more than
$6,000,000,000. This flow of travel money exercised a profound in-
fluence on the economic structure of foreign countries, stimulatin
the development of shipping facilities, the hotel industry, and a
the numerous trades antl services catering to travelers.” Similar
outlays by foreign visitors to the United States were much smaller,
re&chingba peak of about $140.000,000 in 1929, but they were distin-
ruished by a sharp recovery in the early thirties, which brought them

ack to approximately the predepression level.

Foreign travel is perhaps most frequently associated with tours
in oversea countries, particularly Europe, and cruises in distant
waters. Such travel bulked large, especially in the first decade after
the World War.®* 1In the peak year 1929, 384,000 residents of the
United States departed for Europe, South America, and the Iar
East, and their expenditures aggregated $230,000,000, or some 48
percent of the total in that year.

Foreign travel also includes, however, a vast number of trips to
neighboring countries—Canada, Mexico, the West Indies, and Central
America. The volume of this movement, especially over land borders,
is difficult to measure and summarize in significant statistical form,
since it includes a broad variety of travel, ranging from visits of a
few hours to several months’ duration, and for such different purposes
as shopping and business, and visits to friends and relatives, cruises
in nearby waters, and other forms of pleasure travel. Tt is note-
worthy, however, that aggregate American travel outlays in these
neighboring areas grew far more rapidly in the twenties than did
expenditures for more distant journeys and that the former regis-
t(e-rhed a lshjarper and more zomplete recovery after the great depression

chart 16).

Because of the luxury or pleasure character of most foreign travel
and the obvious connection between commercial trips and business
conditions, outlays for these purposes were keenly responsive to
changes in basic economic activity, As indicated in chart 17, there
was a rather close relationship between gross expenditures for forei
travel (including transportation charges) and national income, The
sharper rise in the former in the twenties is basically a reflection of
the elastic nature of the demand for travel, but it is also attributable

———

* Estimetes of American travel expenditures abroad as earrlod In table T and here cited
do not_inelnde fare nyments and expenses on board foreign vessels (which are inelnded
In the freight and shipping account) and similar outlays for travel on Ameriean-flag vessels
l\\;“llch are not international {ransactions).

A detailed study of oversea travel was issued by the Department of Commeree in 1080,

1',-“"“".7. August. Oversea Travel and Travel Expenditures in the Balance of International

ayments of the United States, 1010-38. U. 8. Bureau of Foreign and Domestic Com-
meree, Economie Series No. 4, 1939,)
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to the concomitant improvement in travel facilities, the tourist-pro-
motion efforts of foreign countries, and the development of the travel
habit on an ever-broadening seale. Faster and more luxurious liners
were placed in service, particularly by foreign shipping companies
vying with each other and frequently aided by government subsidies,
while the growth in tourist and monoclass steamship accommodations
helped to mcrease the number of travelers in the lower income groups,
such as students and teachers.
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The relatively moderate decline in travel expenditures during the
first year of the depression is probably explained by the fact that the
personal savings of people able to travel had not yet been seriously
impaired, while expectations that the recession would be mild were
still entertained—there had been a temporary upturn in business about
the beginning of the travel season—and the break from the strenuous
boom period of 1929 served to free many people for travel who had
previously been too preoccupied. In consequence of these and possibly
other circumstances the number of persons departing for oversea desti-
nations as well as to Canada in 1930 was actually somewhat greater
than in the preceding year, though outlays per capita and the total
volume of travel expenditures declined.*

After 1930 the decline in American travel outlays was precipitous
as the depression gained headway. Not only did the total volume of
departures shrink, but there was a notable diversion from longer
and more expensive trips to travel in nearby areas. Caribbean cruises
as a substitute for costlier tours in Europe were primarily a depres-
sion-born development.

= Extraordinary influences also helped to sustain the volume of travel in 1930 ite-
the onset of the business depression. For example, it was estimated that more than:
50,000 Americans attended the d ial performance of the Passion Play at Oberam--
mergau, and that 3,653 Gold Star Mothers went to France at Gevernment expense,
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Continuation of the fall in ag%;regate travel expenditures on into
1933, after the domestic economy had begun to recover, was probably
a result of the increase in the cost of foreign travel resulting from the
depreciation of the dollar, which had begun in April of that year.
This factor undoubtedly contributed to the failure of travel to
Europe to recover significantly in later years, inasmuch as the gold-
bloc countries that long resisted the pressure to depreciate—France,
Italy, Switzerland, Belgium, and the Netherlands—had previously
been favored tourist areas. Germany, also retaining at least the
nominal gold parity of its cu rrengy, endeavored to offset this handicap
through special travel marks offered at greatly reduced rates, but
travel to that country was affected by the re\«'uﬁaiml with which the
Nazi regime was commonly regarded in the United States. Political
disturbances stemming from Germany exercised an increasingly re-
strictive effect on travel to Europe in the late thirties, although the
business recession in the United States beginning in late 1937 was
probably a factor of more immediate consequence in curtailing travel
generally.

In contrast to the low level of travel to Europe after the depres-
sion, the upturn in American purchasing power was accompanied, as
previously observed, by a marked revival in travel in non-European
areas. Travel to Canada and Mexico was encouraged by the further
growth in motor transportation, especially through the construction
of better roads and the development of resorts and other vacation
facilities. A fter 1929, moreover, air travel increased steadily within
the Western Hemisphere. This development represented in part a
diversion from other types of carriers, but it also opened new oppor-
tunities for pleasure ang business travel by persons of adequate finan-
cial means but with limited time at their disposal. By the end of the
thirties air transportation had also begun to play a modest role in
travel to Europe and the Far East—an augury of its vast potentiali-
ties for the future,

Personal Remittances

Like travel expenditures, personal remittances have long been a
characteristic feature of the United States balance of payments and
have yielded a substantial excess of payments to foreigners over re-
ceipts. Personal-remittance payments, however, have shown a pro-
nounced secular decline not exhibited by outlays for foreign travel.

Personal remittance payments are those made by individuals to
friends or relatives for noncommercial reasons. Payments for goods
and services and transfers of capital are excluded, although some funds
transmitted directly abroad for deposit in foreign banks have un-
doqbtedli,been included in the data reported for this type of trans-
action. Personal remittances from this country are usually made
through banks, travel and steamship agencies, and post-office money
orders. The data in table I also include estimates for cash sent out
by mail. Receipts include money carried on their persons by alien
Immigrants, collections of the head tax placed on these immigrants,
and foreign money orders cashed in the United Staies.”

¥ The composition of these items Is discussed in more detail in appendix B.
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The basic factor determining the long-run trend of personal remit-
tances to foreigners is the size and character of the remitting group
in this country, which is believed to consist almost solely of foreign-
born residents. The number of foreign-born residents tﬁzclined from
14,200,000 in 1930 to 11,800,000 in 1940.** Not only was the number of
potential remitters in the United States declining, but their ties with
the old country were growing continually more remote and their aver-
age remittances smaller. By 1940 about 55 percent of the foreign-
born white population was over 50 years of age, and as early as 1430
over G0 percent of this group had been in the country for more than
20 years,

he downward trend was also influenced by other factors of a more
temporary nature. Remittances in 1919 and 1920 were abnormally
large because of the need for relief in Europe. Chaotic economic con-
ditions, especially in Central Furope, in the immediate post-war
years evoked a vast outflow of relief funds from the United States, of
which increased personal remittances formed a substantial part.

Personal financial circumstances of the remitters must also have been
a factor iuﬂuencin§ the amount of funds sent abroad. Thus economic
conditions in the United States were apparently responsible for the
sharp drop in pa ‘yments from 1929 to 1934, and even durir g the twenties
there seems to have been a rough relationship between total wage
agd s:}lary payments in the United States and personal remittances
abroad.

Receipts of personal remittances are estimated at a substantially
lower figure than payments, but are probably understated because of
incomplete data.*® Because of the inclusion of money brought in by
alien immigrants, including head-tax collections, receipts during the
interwar period bore a rather close relationship to the number of
immigrants admitted but declined relatively less during the depres-
sion. The latter fact may be explained by the contilluaﬁy inereasing
per capita amount of money shown by alien immigrants, which was
probably largely because of the growing proportion of business and
grofnsslional people among them. Exchange restrictions and political

angers abroad, leading to smuggling of currency from foreign coun-
tries, also tended to increase the amount of cash carried on their per-
sons by aliens arriving in this country. On the other hand, personal-
remittance receipts via postal money order declined abruptly after
1929, probably a direct result of lowered incomes received by remitters,
assumed to have been mainly American citizens residing abroad.

Institutional Contributions

Institutional contributions, another typical component of the United
States balance of payments, are like personal remittances in that they
represent gifts for the most part, but they arise out of different moti-
vating factors. They comprise remittances, including shipments in
kind, made by both religious and nonsectarian groups in the United
States, for charitable, educational, missionary, and scientific purposes.
Receipts of such remittances from other countries are considered
negligible.

# Aecording to census data there was n small increase of about 300,000 from 1920 to
1030, but this increase must have been nccounted for mainly by arrivals before the Immigra-
tion Act of 1924, after which the number of immigrants was sharply reduced.

 See appendix B,
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Institutional contributions were at a maximum of $140,000,000 in
1919, as shown by chart 18. From that peak they declined rapidly to
$65,000,000 in 1925 and then more gradually to a low of $27,000,000 in
1935. Under the impetus of war and political and racial persecution
abroad, remittances, especially by Jewish and nonsectarian agencies
registered annual increases in succeeding years and reached a total o
$43;000,000 in 1939.
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Chart 1, —~Institutional contributions to foreign countries, 191939,

The abnormally high amounts in the early post-war years consisted
rimarily of contributions for relief and rehabilitation in Europe, the

ear East, and, somewhat later, Japan, by nonsectarian agencies, such
as the American Red Cross, the American Relief Administration, and
Near East Relief. By 1925 contributions for relief had practicall
ceased, and nonsectarian expenditures after that date, until about 1933:
were mainly for scientific and educational purposes,

Among the religious groups, expenditures by Jewish organizations
were motivated larﬁel y by considerations similar to those that prompted
contributions by the major nonsectarian organizations and tended to
follow the same general pattern, Jewish contributions have been
devoted mainly to the relief, rehabilitation, and resettlement of Jews
in Europe and the Near East, and these needs were greatest in the
early post-war years and after the resurgence of anti-Semitism in Nazi
Germany and elsewhere,

Protestant and Catholic contributions, on the other hand, have been
chiefly for the purpose of building up and maintaining religious
missions abroad, principally in Asia—an activity which dates back to

e early nineteenth century and is an established feature of American
religious life. It is therefore not surprising that these remittances
fluctuated less during the interwar period. A&:though there is evidence
of a secular decline after 1925, the major influence seems to have been

e depression, which reduced Protestant contributions from around
$33,000,000 or $34,000,000 in 1926-29 to a level of ‘about $16.000,000
from 1934 onward. In the same period Catholic remittances fell from
approximately $6,000,000 to $2,000,000.
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Interest and Dividends

Among the current items in the balance of payments, the inter-
national flow of income from investments was second only to merchan-
dise trade in amount during the interwar period. Income payments
exhibited a marked susceptibility to cyelical influences, as indicated
in charts 19 and 20, though changes in the outstanding amount of in-
vestment involved were obviously also of basic importance.

The steadily increasing volume of payments to foreigners from 1922
to 1929 reflected largely ﬁle growing amount of foreign investments in
this country, although high short-term interest rates in 1928 and 1929
were an important contributing factor in those years. The decline
from 1929 to 1933—which was even greater, in percentage terms, than
that in returns on United States investments abroad—was attributable
in part to the rapid liquidation of foreign short-term funds but was
caused chiefly by the decline in rates of income attendant upon the
depression. Payment of interest on demand deposits was prohibited
by the Banking Act of 1933, and rates on bankers’ acceptances averaged
well below 1 percent per annum throughout that year, while total divi-
dends paid by all domestic corporations were only 38 percent of the
1929 -amount.

Although foreign capital entered the United States in large volume
beginning in 1934, the rise in income payments to foreigners must be
attributed largely to increased returns on existing investments, Most
of the new capital went into short-term assets, the earning power of
which was virtually nil. The influence of the 1938 recession 1s clearly
evident, the smaller payments in that year resulting from reduced
Income remittances on direct investments and common stocks,

Curiously enough, income from American investments abroad
appears to have been even more susceptible to business conditions in
the United States than were payments to foreigners, although in-
adequacies of the basic data preclude definitive conclusions on this
point. The declines in receipts coincident with the business recessions
of 1921, 1924, and 1927 were attributable solely to fluctuations in
income from direct investments, as indicated by chart 20. A substan-
tial portion of direct investment capital had been placed in enterprises
producing raw materials and foodstuffs that exported their products
to the United States,” and this factor would seem to account for the
apparent relationship between direct investment income and business
conditions in the United States.

A declining over-all rate of return on direct investments is indicated
by the fact that income received in 1928 and 1929 was not substantially
%Eeater than in certain earlier years, notably 1920, 1928, and 1925.

e establishment of a large number of new enterprises toward the
end of the twenties, which added considerably to the amount of capital
Invested but did not at once contribute substantially to income re-
celved, was in part responsible for the failure of receipts to rise more
markedly. A(fditional factors were the drastically reduced earnings
of the Cuban sugar companies and, with that, of Cuban investments
In general, the d%acline in primary prices, and large new investments

* Notably Cuban ::‘far enterprises. The proportion of capital in Industries product
Taw materials and foodstuffs was undoubtedly much greater in the early years of the perl

88 the major expansion in American manufacturing and, particularly, publie utility hold-
ings abroad occurred in 1927 to 1920,




82 THE UNITED STATES IN THE WORLD ECONOMY

in public utilities, many of which produced only very low rates of
return,

The recovery in income receipts from direct investments after
1932 was almost solely a result of improved economic conditions, new
capital investments having been more than offset by losses and sales
and by deelines in value resulting from exchange depreciation. In-
creases in income were registered from every major area except Euro
and from all the larger industrial groups. The gain was particularly
notable in returns from the petroleum and mining industries, presum-
ably because of growing military demands. Data for 1935 to 1939 are
shown in table 9.

Tapre 9.—Income From Direct Investments, by Areqs and Industivial Groups,
1935-39

[In millions of dollars]
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1 [ncluded In “Manufacturing."

Interest receipts from the American portfolio of foreign dollar
bonds followed a course substantially dil?erent from that of returns
on direct investments. The steady rise to 1930 reflects both the con-
tinually increasing amount of securities held and an increasing aver-
age rate of return. The latter resulted from the fact that holdings
at the beginning of the period consisted largely of issues bearing rela-
tively low interest rates, averaging only about 5 percent, which was
lower than typical rates of most of the new issues of the decade.

The steep decline from the high point of $429,000,000 in 1930 was
largely the outcome of widespread defaults that began with Bolivia’s
failure to meet contractual sinking-fund payments in December 1930
and spread rapidly throughout much of Latin America and Europe
in the following 8 years. German issues constituted the largest single
national group of defaulted bonds, interest payments in dollars being
suspended or reduced in 1933 and 1934. By December 31, 1933, 67
percent of the Latin American dollar bonds outstanding and 46 per-
cent of similar European issues were in default as to interest. Interest
due and unpaid from January 1, 1931, to March 1, 1934, (not all of
which was due to Americans, however) amounted to $187,000,000,
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with an additional $47.000,000 having been paid in seript or funding
bonds.*

The repatriations of the depression years probably did not serve
to reduce materially the amount of interest received by Americans,
since they involved principally issues in default as to interest. Earlier,
Jarge repatriations of European issues and European purchases of
Latin American bonds did, however, have the effect of reducing
interest payments to the United States.

The wave of defaults subsided in 1934 and the continued, though
more gradual, decline in interest payments after that date reflected
the decrease in principal amounts outstanding through normal amor-
tization and ret}:amptlon operations.

The relative ability of direct- and portfolio-investment income to
adjust to changing economic conditions is evidenced by the compara-
tive declines in these items—82 percent and 24 percent, respectively—
from 1929 to 1932. The advantage to the debtor country, in times of
depression, of having obligations the service on which is adjustable, is
evident, Although income from direct investments has often been
blocked and substantial losses to investors have occurred through
reorganizations of American companies operating abroad, direct
investments weathered the depression with considerably lighter losses
to investors, both of principal and interest, than did foreign bonds.
Moreover, direct-investment holdings have not given rise to interna-
tional controversy and ill will to an extent comparable to that which
accompanied defaunlts on foreign dollar bonds.

Short-term assets abroad were an important source of income only
when amounts invested were large and interest rates high. Peaks
of $106,000,000 and $111,000,000 were reached in 1929 and 1931, re-
spectively. In recent years, with the reduction in American balances
in foreign countries and the decline in short-term rates, receipts from
this type of investment have been negligible.

Government International Transactions

International receipts and payments on Government account, as
set forth in the balance-of-payments statement (table I), embrace
& wide variety of transactions. Some of these represent what might
be considered usual and regular governmental operating expenses or
receipts, including costs of diplomatic and consular representation,
maintenance of military establishments abroad, and remittances
related to the operation of the Panama Canal. On the whole, this
class of transactions, designated simply “Other Government items,”
shows no well-defined trends and, aside from 1919, when militarg
expenditures abroad were still heavy, remained relatively stable an
comparatively unimportant in amount during the interwar period.

Far more important in size and variability were other types of
official transactions, chiefly intergovernmental, arising out of various
special circumstances. 'i!hese transactions are entered in table I
under the broad heading, “Government aid and settlements,” inas-

1 4" {E;t‘[.lngt gr International Finance. Forelgn Dollar Bond Defaults. Bulletin 70, May
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much as they involved for the most part extension of financial assist-
ance in some form, repayment of advances previously made, or other
types of settlements. any of these transactions were partly of a
capital nature, but the practical diﬁicultf of segregating payments
of interest from payments of principal led to the inclusion of the
total amount in the trade and service section of the balance-of-pay-
ments statement.

In 1919, the United States Government disbursed abroad almost
$8,000,000,000 largely in the form of loans and gifts to foreign govern-
ments. About $675,000,000 of this amount represented the sale of
surplus war materials and the furnishing of relief supplies on credit.
Additional advances were made in 1920, although on a much dimin-
ished scale, and still smaller amounts in 1921, 1922, and (to Greece) in
1929, Cash settlements made by the Alien Pr?iperty Custodian and
the War Claims Arbiter represented the remainder of these payments
in most years, although beginning in 1937 substantial sums were
remitted to the Philippine Government as a refund of processing taxes
collected in this country on coconut oil imported from the Islands.

Receipts, which amounted to approximately $3,700,000,000 for the
period 1919-39, represented chiefly collections of principal and interest
on cash advances and credits made by the United States Government
to foreign governments from April 6, 1917, to November 1, 1920, in
the total amount of approximately $10,000,000,000.* In general these
payments were received under the provisions of various funding
ag;ements negotiated by the World War Foreign Debt Commission in
1922 to 1926. 1e terms of these agreements varied considerably and
involved “forgiveness,” figured on a 414-percent basis, ranging from
about 20 percent for Great Britain and some other countries, to 53
percent for France, and 75 percent for Italg::

Payments on war debts were received from foreign governments
until the middle of 1931, when the rapidly deteriorating economie sit-
uation, particularly in Central Europe, made suspension almost
inevitable. Under the so-called Hoover moratorium, which was
negotiated in recognition of this situation, no collections were made
during the fiscal year ended June 30, 1932. Installments due in De-
cember 1932 were met by most debtor nations, but after that time
receipts were negligible,

Although the war debts have been the subject of considerable dis-
cussion, much of it controversial, annual receipts from these debts
formed but a small part of total United States national income, aver-
aging 0.27 percent from 1919 to 1931. Their indirect effect, probably
deleterious, on the domestic economy was exerted through S:le pres-
sure on the balance of payments, although even here they accounted
for only about 2.7 percent of total dollars used by foreigners. Duri
the relatively p rous years of the twenties, when the supplyutl?%
dollars was plentiful, the pressure of these obligations on the dollar
positions of the debtors was not serious, Such pressure as existed,

= In 1019, $732,000,000 was received from the sale of lus war materials, of which

:h rtion n;pmented sales on credit, and ls included in the $675,000,000 quoted as &
ursement.

2 ';oh{onlton. Harold G, and Pasvolsky, Leo. War Debts and World Prosperity, 19§2.
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however, was unevenly distributed, inasmuch as the United Kingdom,
whose international position was weakened by overvaluation of the
und, was the only major debtor that had payments to make to the
%(ilited States (in tﬁe years 1924 to 1931) in excess of its receipts from
Germany and other countries on reparations and war-debts account.

Silver Movements

Except in 1919, when silver exports were swollen by large shipments
to India under the Pittman Act at the relatively high war-inflated
prices then prevailing, silver was only a small item in the balance of
payments before 1934. During the intermediate years, from 1920
to 1933, gross annual movements in either direction were rarely in
excess of $100,000,000, and the net flow was generally less than ¥35,-
000,000. Movements of silver during this time followed a fairly uni-
form pattern : Imports consisted primarily of newly mined silver from
producing countries of the Western Hemisphere, chiefly Mexico, Can-
ada, Peru, and Chile; while exports were preponderantly destined to
Asia, mainly to China, which as the only major nation on the silver
standard regularly absorbed large quantities 0} the metal for increased
currency circulation in times of economic expansion, and to India,
where silver has long been extensively hoarded by the natives,

The dollar value of silver movements before 1934 was affected by
the long-run decline in the price of silver after the early post-war
inflation, the generally downward trend being punctuated E; three
sharp breaks. The first of these came with the collapse of the post-
war boom, the price of silver dropping from $1.02 per fine ounce in
1920 to 63.1 cents in 1921, Thereafter the decline was influenced, on
the one hand, by the rise of more than 50 percent in world silver pro-
duction from 1921 to 1929 and by a generu{) reduction in the monetary
use of silver. The decision of the Government of India to dispose
of a large part of its silver stocks, even though gradually over a period
of years, had a particularly depressing influence on the price of silver
and was attended by a secont{ sharp break, from 69.4 cents in 1925
10 56.7 cents in 1927. From this point the decline was somewhat more
gradual until the great depression, when the dwindling away of Chi-
nese and Indian demand brought a collapse in the price of silver to
only 28.2 cents in 1932,

The pattern of silver movements began to be modified in 1938, when
anticipations of action by the United -States in support of silver
brought some advance in price and a substantial inflow of the metal,
and the pattern was drastically changed with the e of the Silver
Purchase Act of 1934. Under that measure the Bnite States Treas-
ury was authorized and directed to purchase silver, at home or abroad,
until the monetary value of the silver stock should be equal to one-
third the monetary value of the gold stock. In an endeavor to comply
with this requirement, the Treasury bought vast amounts of silver
from both domestic and foreign sources in the following years, but
its purchases were never able to keep pace with the flood of gold that
moved to the United States during the same time, and by the end of

® Prices quoted fn the above paragraph are averages per fine ounce quoted in New York
for years specified, as sh:?wn lnl‘?he Angmn.l Report of tﬁ Director ol’qthe Mint,
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1939 the desired 3:1 ratio was more distant than when the program
was inaugurated.®

This program placed the Treasury in a dominant position in the
world silver market and brought about an influx of silver on an un-
E)recedent.ed scale from foreign production and accumulated stores,

“rom 1934 through 1939 silver imports aggregated more than $1,000,-
000,000, most of which was acquired by tﬁe Treasury, while exports
were reduced to negligible amounts. Under the stimulus afforded by
these official purchases and attendant speculation, the price of silver
fluctuated widely during the first 18 months of the program, the New
York price for foreign silver rising from a low of 42 cents in April
1934, to a momentary speculative peak of 81 cents in April 1935
Thereafter the price moved irregularly downward, reaching 45 cents
in January 1936. It remained at or near this level for the following
2 years but further declined to 43 cents in March 1938 and to 35
cents in the summer of 1939, subject to additional minor fluctuations.

During the years 1934 to 1939, when payments to other countries
through more normal transactions were at low levels, as compared
with those of the twenties, the United States purchases of silver placed
a large volume of dollars in the hands of foreigners, but these amounts
did not constitute without qualification an effective addition to the
supply of dollars in the sense employed in this study. With respect
to silver derived from new foreign production, chiefly in neighboring
countries of this Hemisphere, little qualification is requireﬁ, except
to the extent that the heavy participation of American capital n
foreign silver mines caused the returns to flow in part directly to
domestic interests,

Inasmuch, however, as silver purchases, especially early in the pro-
gram, were executed at a rate greatly in excess of new production and
at a substantial rise in price, a large part of the silver acquired was
attracted out of accumulated stocks or currency circulation in foreign
countries. Since China was the only major nation still on the silver
standard and thus committed to permit free movement of the metal,
the drain on that country’s reserves was particularly severe. It pro-
duced deflationary effects in China similar to those experienced by
gold-standard countries undergoing an exodus of gold but rendered
more severe by the concurrent exchange appreciation of the yuan and
a consequent handicai) to Chinese exports,

The exchange of silver for United States dollars, moreover, did not
constitute current receipts for China susceptible of stimulating general
purchasing power, except for the extraordinary profits accruing to
speculators and smugglers, but represented the conversion of one type
of capital asset into another. Under these circumstances, China aban-
doned the silver standard by successive steps in 1934 and 1935, adopted
a paper-currency regime, and subsequently proceeded to a more orderly
liquidation of its remaining stocks of silver.

rom the standpoint of the effects on China, the flow of silver to the
United States during these years might well be taken out of the current
account and gmu]d)e with gold as a movement of monetary reserves,
even though the disturbance to China originated not so much in its
balance-of-payments position on other items as directly in the be-
havior of the price of silver.

* The statement refers to the number of ounces of silver still required. The mu&gf
silver to gold in the monetary stock was actually somewhat higher in 1930 than in 1084
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THE CURRENT ACCOUNT AS A WHOLE

The preceding examination of the principal transactions making up
the current account has revealed a variety of behavior patterns. Some
of the items or subitems exhibited long-run declining tendencies dur-
ing the interwar period, as agricultural exports, erude-petroleum im-
ports, and personal remittances. Other items, such as imports of news-
print and wood pulp, manifested a secular increase. Most current
transactions reacted strongly to changes in basic business conditions,
although this characteristic was much more marked, for example, in
exports of durable goods, imports of tin, travel expenditures, and re-
turns on direct investments than in coffee imports or interest receipts
on portfolio investments.

Many current items, however, were subject in greater or less degree
to special influences }mving little to do with changes in demand
and purchasing power. Thus, the low level of copper imports after
- 1932 reflected in part the excise tax of that year, institutional contri-

butions were greatest in times of social and political disturbances at

the beginning and end of the interwar period, and war-debt pa]yments,
during the time they were being met, were regulated by fixed schedules,
But the heavy influx of silver after 1933 under the Silver Purchase
Act was the outstanding example of the influence of noneconomic
forces on balance-of-payments behavior.

Although individual items exhibited extremes of rigidity and flexi-
bility and, in general, the varied patterns of movement characteristic
of a dynamic world economy, current transactions in the aggregate
followed the major fluctuations in business conditions. Since tﬁese
fluctuations were generally world-wide in scope and because of the
obvious connection between the susply and use of dollars, it is not
surprising that gross Fayments and receipts on current account fol-
lowed roughly parallel courses. There were, however, important di-
vergences ﬁet‘ween the two series that may be Lrieﬁy noted.

eceipts from current transactions tended in general to be consider-
ably more stable than payments. During the virtually world-wide ex-
pansion from 1922 to 1929 receipts from foreign countries increased
each year over the preceding, although by variable amounts, whereas
on two occasions—1924 and 1927—payments registered a temporary
decline. The difference was even more marked in 1938—while there
was & decrease in both receipts and payments, the former fell by only
6 percent and the latter by 28 percent. In other words, fluctuations in
the balance on current account, in the short run, were caused far more
b{ variations in payments than by variations in receipts. The ex-
planation for this contrasting behavior in the two series lies in part in
the greater violence of fluctuations in the domestic economy than in
other countries, as pointed out in the first chapter. It is probable,
moreover, that short-run fluctuations in foreign countries did not occur
simultaneously but tended to exert a mutually offsetting influence and
thus to provide a more stable external market than that offered by the
United States.

he difference between the behavior of receipts and payments on
current account may also be attributed in substantial part to the lack
of responsiveness of United States imports to changes in price. This
factor, indeed, constituted a self-aggravating element, of disturbance
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in the balance of payments. A decline in the supply of dollars, for
any reason, tends to exert a deflationary pressure on foreign prices,
which, under other circumstances, might be expected to produce a
relatively larger volume of imports into the United States and thus
to compensate the initial decline in the outflow of dollars, Because
of the nature of United States im}itlort demand, however, a fall in for-
¢ign prices only tends to reduce the supply of dollars further and to
intensify the original disturbance. This perverse tendency toward
aggravation rather than correction of international imbalance was a
particularly serious factor during the great depression, when its effects
were superimposed upon those produced by the falling off in economic
activity in the United States,

During the great depression, however, there was a greater decline,
both absolute and relative, in receipts than in payments on current ac-
count, in contrast to the more stable short-run behavior of the former.
This fall in receipts reflected in part the world-wide scope of the
depression and the variability of exports in response to such influences,
but the decrease was greatly accentuated by commercial and exchange
restrictions abroad. The greater decline in receipts than in payments
formed part of & major structural change in the international trans-
actionsof the United States. Before 1931 receipts exceeded payments
by an amount which, although highly variable, was generally upward
0¥ $700,000,000. Thereafter, and until again interrupted by the pre-
viously mentioned disturbance in 1938, the excess of receipts was
greatly reduced, and in the 3 years 1935 to 1937 gave way to an excess
of payments. These shifts in the balance on current account were
related to changes in capital movements, which are discussed in the
following chapter.



CHAPTER II11I

CAPITAL MOVEMENTS

Nore—Chapter 111 was prepared by Robert L. Bammons, Asslstant Analyst in Charge
of the Balance-of-Payments Section, assisted, particularly fn the computation of revised
estimates of capital movements, by Milton Abeison. Acknowledgment is made to Dr., Arthur
I, Bloomfield of the Federal Beserve Bank of New York for his comments and suggestions
on early drafts of this chapter and for his contribution to the subject in “International
Capital Movements and the American Balance of Payments: 1920-1940," an unpublished
dissertation submitted to the University of Chicago, 1942

One of the most striking features of the balance of payments of
the United States in the interwar period was the movement of capital,
both short- and long-term, which for magnitude of the sums involved
and abruptness of changes in direction has not been surpassed in the
experience of any nation,

uring the first post-war decade, long-term capital from the United
States furnished a large and, until 192 , increasing annual supply of
dollar purchasing power to foreigners. These large capital outflows
enabled this country to maintain a substantial export surplus without
serious disturbances in the balance of payments. During the same
period, moreover, American short-term capital was employed to a
substantial extent in the direct financing of export trade, principally
through the medium of the banker’s acceptance, which grew steadily
in importance.

The decade of the thirties was marked, first, by a net export of
capital from the United States in 1931-33 (accounted for by short-
term capital alone, since the net movement of long-term capital was
mward), and, beginnin% in 1934, by a capital inflow of unprecedented
Ero rtions. The world-wide desire for liquidity and the severe

anking crises both in this countrﬁ and abroad were chiefly responsible
for the capital withdrawals in the early period. Repatriations and
redemﬂtions of dollar loans and, after 1934, flight capital from abroad,
were the primary components of the inward movement,

Magnitude of Capital Movements

In the period 1919-30 the United States provided $11,600,000,000
to foreigners by way of subscriptions to new foreign issues and new
dlret;t investments abroad—an annual average of about $965,000,000,
During the same time, American short-term assets abroad increased
by somewhat more than $1,000,000,000. This outflow was offset in
part by amortizations and retirements of about $3,300,000,000 and net
purchases by foreigners of foreign securities in an indeterminable but
relatively small amount. The movement of American long-term
capital was then sharply reversed as, with the virtual cessation of
foreign lending after 1930, annual amortization receipts and con-
tinued foreign purchases of foreign securities in this market far out-
weighed sucﬁnnew lending as took place. A net return flow of United

tates long-term capital to the extent, of $1,200,000,000 was recorded
for the period 1981-39; in addition, American investments abroad
suffered large declines in value through operating losses in direct in-

649887 O - 45 - 7 89
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vestments and defaults in foreign dollar obligations. Moreover, after
1931 there was a continual withdrawal of American short-term capital
from abroad, the amount outstanding declining from almost $2,000,-
000,000 at the end of 1930 to $600,0’0§,000 at the close of 1939.

The movements of foreign capital to and from the United States
during the interwar period were also of great magnitude and were
more consistent in direction than movements of American capital,
In most years foreigners were net purchasers of outstanding American
securities, such purchases amounting to over $2,000.000,000 for the 21-

ear period. Likewise, foreign short-term capital moved to the United

tates during most of the period, with the notable exception of 1930-33
when foreign dollar balances were drawn down to tl.» phenomena
extent of about $2,700,000,000. Beginning in 1934, ‘e inflow of
flight capital resulted in rapidly increasing foreign bala. 2+g in this
country and at the end of 1939 they were lﬁaced at $3,300,000,000, an
increase of 575 percent from the amount reported as of the close of
1933.

The observation frequently is made that international capital move-
ments take place as a result of interest-rate differentials in various
countries and that these differentials are the result of the relative
scarcity of capital in the borrowing country. The inapplicability
of this reasoning to such abnormal shifts as the flow of flight capital
to the United States after 1933 has been widely recognizeg, and it is
also obvious that a simple interest-differential analysis is not sufficient
to explain many individual transactions involving an international
movement of capital.

A foreign investment that takes the form of a loan, in the usual
sense of the word, represents an agreement concluded by lender and
borrower and implies a willingness on the part of both to enter into
the contract. However, much modern foreign investment is unilateral
in the sense that the investor places funds abroad with no action, other
than acquiescence, on the part of the capital-receiving nation. As
will be noted in the following discussion of the various types of cap-
ital movements, investments under the control of the capital-export-
inF country seem to have been generally more subject to influences
other than interest-rate differentials. The flow of “hot” money, the
purchase of outstanding securities in expectation of capital apprecia-
tion or merely to diversify an investment portfolio, and the acquisition
of many direct investment enterprises may be mentioned as examples.
Many times such transactions result in an “uphill” capital movement,
of which large inflows of foreign capital into the United States in the
past 20 years are a significant illustration.

LONG-TERM CAPITAL MOVEMENTS

American lending in the decade following World War I included
two rather distinct classes of loans. In the first place, large sums were
loaned to countries, most of which were normally creditor nations,
whose capital shortage was of a temporary nature, having resulted
from relief and rehabilitation needs after the war and from the release
of pent-up demand that had aceumulated during the years of the con-
flict. Subsequent developments showed that many of these countries
did not require long-term loans at all but did need large supplies of
foreign exchange to tide them over a very critical period. e cur-
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rency stabilization loans also resulted more from a need for foreiﬁ
exchange than for capital in the pure sense, if the two concepts can
distinguished in logic or in practice.

Most of the foreign loans of the United States, especially in the
period 1924-28, were contracted specifically for the purpose of long-
term capital investment. Such loans were made to countries which,
with the notable exception of Germany, had been typically debtor na-
tions, although some, such as Canada and Japan, were in a transition
stage. On the other hand, loans directed to alleviating immediate
shortages of foreign exchange or for currency-stabilization purposes
were confined almost solely to European countries.!

New Issues

The eourse of events in the United States during the 13-year period
following the first World War is probably unique in the history of
capital-exporting nations. Although the transition of the country
from debtor to creditor status was not so abrupt as is sometimes sup-
posed, the rapidity with which it acquired foreign investments is un-
paralleled in the experience of any major creditor country in modern
times.

Conditions in the early post-war years were peculiarly appropriate
for a great outflow of American capital. Of the many factors facili-
tating this movement, the following were of particular importance:

1. Through the Liberty Loan eampaigns a wide public mar-
ket for securities had been built up in the United States,

2. The publicly offered foreign loans of the war period—
particularly the large and, as it proved, “safe” issues of the
Allied Nations—had begun to acquaint the investing public
with foreign bonds.

3. Western Europe, which before the war had been an ex-
porter of capital, was in the position of needing outside funds
to purchase immediate necessities, stabilize currencies, and
make permanent, or capital, improvements of both a public and
private nature,

4. At the same time, the capital markets of the western
European creditor countries were partly or completely closed
to foreign issues, and it became necessary for borrowers in other
countries to turn to the United States for their capital needs.

New issues for foreign account floated in the United States market
%{JVIded the vehicle f%lr.} most of the capital export in the twenties.
With the exception of 1923, the net amount of new fcreign security
Issues increased every year from 1919 to 1927 (table III). Over
$1,000,000,000 was made available to foreigners in this way in 1927 and
again in 19282 The rising trend in foreign issues continued until
the middle of 1928, over 70 percent of the flotations in that year hav-
Ing occurred in the first 6 months. From this time the decline was
precipitous and except for a spectacular but very temporary recovery

—_—

! According to Dr. Paul D. Dickens, loans for hanking and currency purposss in the years
1920 to 1629 were important only in Europe, where they comprised about 30 percent of
the total Joans to provide new capital, Only §2,000,000 of the loans to Latin Amerfean
fountries was so classified, and none of the loans to Canada or the Far Bast, Cf. Beard,

3 rlos A, The Idea of National Interest. 1034, P. 550.

- Includes estimates for pr]vnteli‘ taken issues. In most years such lssues were a rela-

Yely unimportant purt of the total.
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early in 1930 foreign capital issues thereafter were unimportant in
the United States balance of payments.

General Influences Determining Volume of New Foreign Issues

Although the course of foreign-loan flotations in the United States
was clearly related to conditions in the borrowing countries, as is
shown later, domestic factors appear'to have been largely responsible
for their general movement and .year-to-ﬁ'ear variations. New for-
eign-bond offerings followed a path roughly parallel to that of new
domestic corporate bond issues in the period 1919-31 (chart 21).
There were, however, important deviations in the two series, especiall
in 1923 and in 1928-29, that indicated the operation of forces witg
special bearing on the volume of foreign issues. A clue to the nature
of these forces is provided in chart 22, which shows the quarterly
movements of foreign-bond flotations and domestic business activity
as measured by the Federal Reserve Board index of industrial pro-
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duction. The apparent relationship was of an inverse character;
foreign issues tended to increase in times of domestic business reces-
sion and to fall or to increase less rapidly under more prosperous
conditions in this country.

The explanation seems to lie in the behavior of long-term interest
rates, which generally tend to harden in the expansion phase of the
business cycle and to decline in times of business contraction, and
thus to discourage or encourage, respectively, borrowing by foreign
entities. Such behavior was particularly true on the occasions men-
tioned, in view of the fact that rising interest rates in the United
States were not accompanied by equivalent increases in foreign coun-
tries, with the result that the comparative advantage of borrowin
in the American market was decreased.* By contrast, domestic bon
issues are not influenced to a similar extent by rising long-term in-
terest rates, because such increases are usually accompanied by an ac-
centuated internal demand for ecapital, resulting from prosperous
business conditions, that tends to offset the depressive influence of
higher interest rates.

he following discussion of new issues applies to foreign bonds
only, without reference to public offerings ofl foreign stocks, which
were of small importance except in 1928 and 19294 The years from
1919 to 1931 are divided into four periods for the purpose of analyz-
ing foreign capital issues in the United States. While a multitude
of forces was at work throughout these years influencing the course
of foaeign borrowing, certain major characteristics distinguish each
period.

Foreign Security Issues in the Early Post-War Years, 1919-22

Despite extremely high interest rates in the United States, foreign
bonds were offered in increasing amounts in this country during the
cars 1919 to 1922, rising from $332,000,000 in the former year to
617,000,000 in the latter, with more than 80 percent of the 1922 of-
ferings occurring in the first half of the year. Long-term interest
rates in the United States during 1920 and 1921 were not only higher
but the relative advantage to foreign borrowers when compared with
Interest rates abroad was less than at any other time during the
decade. Direct country-to-country comparisons are difficult anf mis-
leading because of differences in types of securities and taxation
licies, but the trend after 192D was more sharply downward in the
nited States than in foreign countries geners.ﬂy. Taking 1928 as
100, the following bond-yield indexes obtain for the year 1920: United
States, 131; Canada, 185; United Kingdom, 125; France, 120; and
Australia, 114.

Borrowing from the United States in the early post-war years
arose largely from the abnormal demand of European countries for
imports from the United States and other oversea countries, Al-
though part of the necessary dollar exchange was provided by loans

% ! Bond yields in the United States rose slightly from 1922 to 1923, while those in Spain,
itultmll:a. Canada, and the United Kingdom fell. A rise In the United States bond-yleld
nde:5 from 1928 to 1929 was accompanied by a fall in 8 countries, a smaller rise in 4, an
«u:l\nlent rise in 2, and, significantly, a larger rise in 1 (Canada) of the 15 countries for
Which rates were examined. Canada was the only country that borrowed more from
United States in 1926 than in 1028

These stocks were frequently oucstanding lssues, large blocks of which were bought up
on forsign markets and relssued In the United States, usually in the form of “American
:‘ pital ’:‘:‘ type of transaction more closely related to securities movements than to new

5,
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from the Federal Treasury during 1919 and the early part of 1920,

ublicly offered loans to Europe exceeded those to an{ other region
Huring these years. The list of borrowers included ex-Allies Belgium,
France, and the United Kingdom; ex-neutrals Denmark, Norway,
Sweden, and Switzerland ; and one new country, Poland.

In addition to the imperative demand for dollar exchange, the de-
preciated condition of most European currencies lent additional at-
tractiveness to borrowing in the United States. As in Norway, for
instance, restoration of currencies to their old gold pars (which was
anticipated in most countries from the end of the war) enabled in-
dividual borrowers to repay obligations with fewer local currency
units than were received at the time the loans were made. In the
later twenties, many, if not most, of the issues floated during this
enrl{ period were repaid in full or refunded into obligations bear-
ing lower interest rates.

With the rather sharp decline in long-term interest rates that took
place in 1921-22, Latin American issues were offered in substantial
amounts—$230,000,000 in 1921 and $224,000,000 in 1922.° Foreign
loans in 1921 and 1922 were also swollen by the first significant borrow-
ing of IFar Eastern countries; a $100,000,000 issue of the Netherlands
Indies was of particular importance.

Flotations of Canadian securities ranged from $115,000,000 to $194,-
000,000 a year during the 1919-22 period. Canadian issues, however,
must be considered in a special class among foreign bond flotations in
the United States because of the close economic relationships between
the two countries and the high regard in this country for Canadian
Government and Government-guaranteed securities,

To summarize, there was a sﬁ::;*lantiai foreign demand for American
capital in the early post-war period, despite unfavorable money-market
conditions in the United States, principally because (1) European
nations needed United States dollars to pay for essential imports, no
matter what the cost of such borrowing might be, and (2) other foreign
countries, normally debtors, were forced to turn to the United States
for Icapital, the markets of European countries, in general, being closed
to them.

Americans apparently were willing to furnish funds in spite of
turbulent political and economic conditions abroad and the chaotic
conditions of the foreign exchanges because (1) the rates offered were
particularly attractive, yields at offering prices ranging from 5 to over
9 percent and averaging over 7.5 percent;® (2) the borrowers were
largely countries with unblemished debt records, several being normally
exporters of capital and others, such as Denmark, having been consist-
ently able to borrow abroad before the war on extremely favorable
terms; (3) there was a deluge of statements from official, industrial
and banking sources setting forth the economic necessity to the United
States of foreign lending: and (4) the 1919-20 post-war boom, though
of short duration, “tended to revive confidence and to establish condi-
tions more favorable to foreign security underwriting * * *¥¢

* These fleures, ns well as most of the other data for the (Ezom'nphle areas mentloned,

are taken from : Young. Ralph A. Handbook on Ameriean Underwriting of Foreign Securl-

ties. TU. 8. Bureau of Foreign and Domestic Commerce, Trade Promotion Series 104, 1930.
"r}‘flddnxt)n al{m‘e since been revised In total, but not for Individoal borrowing countries.
L ]
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As a result of these special circumstances, foreign bond flotations
{ended to vary positively rather than inversely with the business cycle
in this early period. Foreign issues increased rather sharply as bond
yields began to decline in the middle of 1921, but offerings at this higher
scale continued only through the second quarter of 1922,

Slump in Foreign Security Underwriting, 1922-24

The 2-year period from the middle of 1922 to the middle of 1924
was one of comparative inactivity in foreign flotations. The begin-
ning of the period was marked by rising business activity ; the recov-
ery that had begun in the latter part of 1921 reached a peak in the
second quarter of 1923. This period was also marked by falling bond
prices (rising yields) beginning in the last quarter of 1922 and con-
tinuing until the latter part of the following year.

Rising long-term interest rates in the United States in 1923 were
accompanied by falling bond yields in other important countries,
such as Canada, Australia, and the United Kingdom. Trends in the
United States and several other countries may be compared as follows
(1928=100) :

1928 1988
United States (60 high-grade bonds) 110 111
United States (80 medium-grade bonds) 129 132
EanRan s (Government bondl) o e 120 113
Australia (State securities)_. = 112 105
United Kingdom (4 fixed Interest securities) - .o __.____ 104 08

Under these circumstances alone, new foreign issues would have
discouraged, but events in forei%n countries probably had an
even greater influence on the course of foreign offerings in the United
States. The German economic and financial collapse, the French
occupation of the Ruhr, constantly fluctuating foreign exchanges—
especially those of European countries—and buﬁgetary disequilibrium
In many foreign countries were among the major factors,

Boom in Foreign Flotations, 192428

The 4-year period from the middle of 1924 to the middle of 1928
marked the height of foreign security underwriting in the United
States (chart 21).* Domestic economic conditions were peculiarly
conducive to this large-scale outward movement of capital. Business
activity, as mensuredgby the index of production, continued on a high
and generally rising level during these years; bank credit underwent
& tremendous expansion; long-term interest rates, as measured by
bond yields, declined; and the underwriting of domestic securities
Increased rapidly. ;

Conditions abroad were equally favorable to foreign lending by
the Un_ited States. Prosperity prevailed in most countries, with na-
tional incomes rising and worls trade increasing, although the de-
gendence of these conditions on continued lending by the United

tates was apparently considerable. Restoration of the gold standard
and stabilization of oreign currencies in general made both borrowers
and lenders more wi]linf to venture on the sea of international finance.
In addition, the capital market of the United Kingdom was closed,
n varying degrees at different times, to foreign issues, and the cost

* The quarter] {
Rt par valtes len: mu u; dm?loyed in the charts comprises public offerings of bonds only,
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of borrowing to non-Empire countries was higher in London than in
New York.’

Whatever may have been the influence of these various factors on
American foreign lending, considerable importance must be assigned
to the competition between investment banking firms for this business
and the abuses engendered thereby. Enticed by the prospect of com-
missions much higher than those available on dontestic issues and faced
with the necessity for a continuous flow of new securities to keep large
staffs of bond salesmen employed, American investment bankers had
their agents “sitting on the doorsteps” of prospective borrowers, as one
observer put it, offering them money and many times persuading them
to borrow more than they actually needed. The bonds were widely
distributed, in turn, to the American investing public, which was at-
tracted by the high yields obtainable and apparently willing to rely
on the judgment of the selling bankers as to the safety of th:%oans.

This uncontrolled and extremely competitive method of foreign
lendin% led almost inevitably to unwise, and frequently to wasteful,
use of loan proceeds and to overborrowing by many countries. Evi-
dence presented at hearings held before the Senate Finance Committee
in 1931 and 1932 contains many references to such situations® Funds
provided by loans to Cuba and Peru appear to have been spent in 8
Barticular]y wasteful and extravagant manner. And regardless of the

asic worth of many of the projects made possible by foreign loans, it
was obvious as early as 1926 that many countries were borrowing far
more than they could reasonably be expected to repay. This over-
borrowing was recognized by authorities in the borrowing nations
themselves—in Peru and Germany, for instance—but these authorities
were either unable qr unwilling to stem the flow of American capital
into their countries. Moreover, the governments of some countries
that had been consistently large borrowers for several years were
probably fearful of the shock to their economies likely to result from
a sudden cessation of capital inflow.

The course of foreign-bond offerings during this boom period is
shown in chart 21. After a record fourth quarter in 1924, B(e)tﬂ,ﬁl}llﬂ
continued on a gradually increasing scale, usually varying from about
$200,000,000 to $300,000,000 per quarter. The final quarter of 1927,
however, witnessed foreign-bond issues of more than $350,000,000,
and in the second quarter of 1928 they further increased to $450,000,000,
an annual rate of almost $2,000,000,000.

Most of the influences affecting foreign lending probably found their
expression in comparative interest rates, as measured by the yield on
long-term bonds, and such rates must have been lower in the United
States than abroad. No exactly comparable series for different coun-
tries are available, but the behavior of various series of bond-yield
averages in the United States is of significance in this connection. |

For comg‘ajrativa purposes, average yields on 80 high-grade domestic
corporate bonds (Moody’s rating Aaa) have been selected as most
nearly representing the trend in real interest rates in the United States.

® Roynl Institute of International Affalrs, The Problem of International Investmest
liiit.'i'la Pp. 184-135

ale of Foreign Bonds or Securities in the United States, Heari before Com. o8
;‘gl;snea. U. B. Benate, 72d Cong., 1st sess., purelﬂnnt to 8. Res. 19, pt. gﬁesz. Pp. 1267-

The unsoundness of much of our lending in the twenties has recelved considerable ntten
tion. See especinlly : Lewis, Cleona (assisted l.? Schlotterbeck, Karl T.). Amerlea's Stake
in International Investments. 1938, Pp, 876-387., Kuczynski, Robert B, American
Loans to Germany, 1927, Pp. 123-125,
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This series follows closely the trend of “basic” yields as computed by
Durand, which represent the minimum yields available on the highest
grade corporate bonds. The period selected for comparison is 1922-
29, which encompasses the boom period in foreign security under-
writing.

From 1923 to 1928, the high and low years, respectively, the average
yield on 30 Aaa bonds fell ﬁ‘om 5.12 percent to 4.55 percent, a decline
of 11.1.percent (chart 23). During the same period, the average yield
on 30 Baa bonds—a medium-grade group—declined 24.3 percent, from
724 to 5.48. In terms of the ratio to high-grade yields, the drop was
from 141 to 120.'* The more rapid decline in the yield on lower grade
securities is generally accounted for by the improved credit standing
of the obligors, resulting from increased annual earnings, which pro-
vided a larger cover for the interest charges. The tendency of an in-
creasingly speculative market to reduce the risk premium on lower-
grade 1ssues was also probably an important factor producing the
changed relationship.
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Chart 23.~Yields on selected foreign and domestic bonds, 192229 (annual averages).

. Bond-yield averages compiled for a group of 15 foreign dollar bonds
indicate that these securities did, not fully share the appreciation in
value of the domestic medium-grade issues (chart 23 and appendix A).
Average yields on the foreign dollar issues declined by 16.7 percent,
from 6.77 percent to 5.64 percent. In terms, again, of the ratio to
domestic Aaa yields, the decline was from 132 to 124.

The index of yields on foreign dollar bonds is weighted heavily,
however, by European issues that showed reductions in yields com-
parable with those registered by domestic medium-grade bonds. The

——————

" Durand, David. Basle Yields of Corporate Bonds, 180042 National Bureau of Eco-
nge Reseurch Technicnl Paper 8. 1942,
t During the same period the yleld on long-term United States Government bonds fell
t:‘;“ 4.35 to 3.33, or 23.4 percent. This bebavior, however, may be ascribed to special
Clors not trpleai of the bond market in general, {ncluding the fall in Government bond
mees in the early post-war years consequent upon heavy liquidations by the public and
tise In later years resulting from the Treasury's policy of rapid debf retirement.
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particular European issues included, moreover, are those of govern-
ments with good credit standings; the more speculative bonds of
Germany and eastern European countries are not included. The
behavior of average yields on Latin American and Far Eastern bonds
is, therefore, more significant, these bonds being more typical of new
foreign issues in the 1924-28 period. From 1923 to 1928 average
yields on four Latin American bonds and three Far Eastern issues
fell by 14.1 percent and 10.6 percent, respectively. As these changes
are not substantially different from those for domestic high-grade
g‘i!e]ds, the American market apparently was not, as has sometimes

en assumed, becoming more favorably disposed toward foreign
bonds during this period.,

The Canadian and European issues included in the averages must
be considered as exceptions to the foregoing generalization, although
the decline in Canadian yields, from 5.33 percent to 4.79 percent, was
of the same order of magnitude. The fluctuation in the average yield
for the three component Canadian issues between 111 and 102 percent
of the domestic Aaa yield indicated the high-grade character of the
securities involved, which accounts in turn for the relative stability
of their price.

The yield on European issues, like that on domestic Baa’s, gave
evidence of the improving credit standing of the obligors as a result
of economic prosperity and more stable financial and political condi-
tions. This improvement was strong enough to offset the rising trend
in long-term rates in the United States in 1928 and 1929. The average

ield on these European securities remained at a low level duﬁ.t;ﬁ
th of those years. Average yields on four German bonds ** reach
a low point early in 1927, more than a year before other foreign aver-
ages. From that time, the price of German bonds in the United
States began to fall. This early apparent weakness in the market for
German Eonds was particularly significant in view of the fact that
Germany was the largest single borrower in this period.

The foregoing review of comparative bond yields indicates that,
despite the increasing familiarity of the investing public with foreign
offerings during the late twenties, investors were not disposed to

consider them as any less of a risk than formerly. The fact that new
foreign issues could continue in increasing amounts must be attributed
therefore to the maintenance of a high yield differential and the per-
suasiveness of salesmen of the investment banking fraternity. I])f'ha
situation was fraught with danger, for the whole international struc-
ture was de‘)endent to a Iar[ize extent on the supply of American long-
term capital, and this supply was forthcoming only so long as these
factors remained. The structure therefore collapsed when the rise of
interest rates and the appearance of a speculative boom in equity secu-
rities turned the attention of Americans away from bonds to the then
much more profitable business of selling and investing in stocks.
An accurate evaluation of all the factors underlying the foreign
security underwriting boom of 1924-28 is of course impossible.
clining interest rates—absolutely if not relatively—and the growing
importance of corporate loans as compared with government loans
indicate a degree of normality in the character of tEe lending. This

¥ Basie data for this series are not avallable before September 1025, and the series hat
therefore not been included In the global index. Details are given in appendix A,
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aspect has also been brought out by the members of the Royal In-
stitute, who showed that yields on new foreign loans in the United
States were substantially lower than yields on new foreign (non-
Empire) governmental loans in the United Kingdom.” However, fac-
tors not functioning through the medium of nterest rates, such as
American bond salesmanship and the British embargoes on foreign
hm:is dtlmt operated off and on during this period, cannot be disre-
arded. _
- Special mention should be made of the loans to Germany, which
constituted the most conspicuous feature of the era. Scarcity of
domestic capital in that country, resulting from inflation and high
taxation to meet reparation requirements, led to large borrowings.
Excessive public and semipublic expenditure, much of which was
clearly unproductive, had the effect directly, and indirectly through
the resulting rise in prices, of aggravating the shortage of
capital available for investment in commercially profitable enterprise.’
According to (German estimates, the United States supplied 67.5 per-
cent of a total of 6,000,000,000 marks borrowed abroad on long-term
account in the period 1925-29,1

As already indicated, the close of the period was marked by a shar
rise in the amount of foreign issues offered in this country, the tota
for the last quarter of 1927 and the first two quarters of 1928 bein
the highest on record except the last quarter of 1924. There followe
an abrupt decline to extremely low levels, which persisted until the
close of the following year.

The Collapse of Foreign Lending

The market for new foreign issues, sustained as it had been by
extremely high yields and the sales-promotion activity of investment
houses, was particularly susceptible to the sort of shock provided by
the speculative boom of 1928-29. Rising domestic interest rates re-
acted unfavorably on the bond market, as yields reversed their down-
ward trend in the early months of 1928. New issues of domestic cor-
porate bonds had begun to decline in the middle of 1927. Beginning
m the second quarter of 1928 the boom was reflected in new domestic
stock issues, which reached $1,400,000,000 in the fourth quarter of the
year (the previous high had been $530,000,000 in the fourth quarter
of 1919) and $2,300,000,000 in the hectic third quarter of 1929. Al-
though many of these offerings were issues of investment trusts and
holding companies and hence did not constitute a net drain on the
cnﬂpltal market, the competition for funds had an extremely depressing
efiect on the market for new fixed-interest securities.

e much sharper decline in new foreign bonds as compared with
domestic corporate issues was probably due, in addition to the in-
fluences previously mentioned, to the fact that conditions abroad were
also becoming less propitious for foreign lending. Evidence of de-
clining business activity began to appear in various countries in 1928
and early 1929. In Germany a dellmite recession began in the early
months of 1928, which, besides exercising a depressing influence on

“The Royal Institute of International Affairs. The Problem of International Invest-
ment. 1987. P, 135,

1|“Ea:lﬂﬂ.l:uglztlar Joseph A. Business Cycles, Vol, II. 1639, Pp, 714-722,

T Clted by : Breselani-Turroni, Constantino. Iuductive Verification of the Theory of
ternational Payments. Egyptian University Publieation. [1933.] P. 6.
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foreign confidence, served to bring short-term interest rates down f
meet rising comparable rates abroad, especially in the United State
These factors, coupled with the uncertainty prevailing over repan.
tions and the revision of the Dawes Plan, ei?ectually ut a dam
on public loans to Germany, although short-term credits in substanti
amounts were made available.

The declire in foreign underwriting, especially noticeable for Ger
man securities, was general. It was, however, offset in part by publi
offerings of ‘.merican corporations for foreign purposes (included
under “Dire:t investments,” table ITI) and the extension of short-
term credits by American banks. Canadian issues were an exception,
registering a net increase in 1929 over 1928. This increase was largely
in the Government-guaranteed groulp, high-class securities that fluc
tuste less in value than securities of lower grade, and which undoubt-
edly have a fairly substantial and constant institutional market in this
country. Domestic municipal and farm-loan issues, which may b
considered in about the same class as issues of Canadian municipalities
and Provinces, likewise did not show the substantial decline registered
in 1929 by domestic corporate and foreign offerings other than
Canadian.

An improvement in the bond market occurred in the closing months
of 1929, and, for domestic bonds, continued for about a year. Foreign-
bond prices, however, reached a peak in March 1930, the New York
Trust Co. series declining from 98.88 in that month to 81.53 by De
cember. Stimulated by easier market conditions, foreign flotations—
chiefly by Canada, Germany, and Argentina—were fairly substantial
in the first half of the year. Thereafter, falling prices for foreig
bonds in the United States, world-wide business depression, unfavor-
able fiscal situations, especially in Latin American countries, and dis
turbed political conditions in Bolivia, Brazil, Germany, and elsewhere
served to curtail foreign financing in this market. The year 1931 wit-
nessed the beginning of widespread defaults, which drove foreign-
bond prices to extremely low levels (the New York Trust Co. series
stood at 45.61 in December 1931) and marked the end of an era of for-
eign underwriting in the United States. Since that time foreign issues
have been insignificant in amount and have consisted largely of re-
funding issues. The Canadian and Argentine Governments have been
the principal borrowers.

any explanations of the cessation of foreign lending have been
offered. It is sufficient to note that the principal factors—defaults
political instability, exchange control—were the results of the world
economic depression, which may have been stimulated, at least in ifs
earlier stages, by the 1928-29 decline in foreign lending.

Direct Investments.

Extension of American enterprise to foreign areas, usually termed
direct, or entrepreneurial, investment, also provided an important
source of dollars during the interwar period. It is estimated that
$3,500,000,000 was furnished in this manner during the years 1919 to
1981, with the largest amount, $602,000,000 being invested in 1929, the
peak year of the domestic boom. These estimates, presented on an
annual basis in table I1I, include public offerings of American and
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semi-American corporations for foreign purposes as well as invest-
ments made directly by American corporations without recourse to the
capital market.

irect investments include all foreign enterprises controlled bg
American corporations or individuals or in the management of whic
Americans have an important voice. Extension of American in-
dustry to foreign countries, although not nearly so new a phenomenon
us foreign security underwriting, like the latter became of much
greater importance during the post-war years. In view of the varied
nature of the enterprises constituting direct investments, both re-
garding their form and the manner of their establishment, and the
unreliability of available data, a systematic and accurate appraisal of
the influencing factors is impossible. The following account must be
couched, therefore, in very general terms,

With respect to form of ownership, direct investments may be di-
vided into three groups. First are the direct subsidiaries and other
affiliates of American corporations whose chief field of operations is
in the United States. The far-flung holdings of the Standard Oil Co.
(New Jersey), Ford Motor Co., General Motors Corporation, and In-
ternational Business Machines Corporation are well-known examples,
Such investments are adjuncts to tEe domestic business of the parent
company and are usually financed by the parent company without re-
course to the capital market. They may represent enterprises or-

nized and developed by the American company, or they may have
been purchased as going concerns from foreign owners. Extension of
industry through E:reign subsidiaries and branches has been the most
important form of direct investment.

Next in importance are American corporations organized for the
specific purpose of operating abroad. Although this form of invest-
ment is much mere common in British than in American experience,
to illustrate the importance of this type of American investment men-
tion need be made only of the American & Foreign Power Co., Inc.,
International Telephone and Telegraph Corporation, Cerro de Pasco

pper Corporation, Intemationafﬂailwa ys of Central America, and
the various companies operating sugar properties in Cuba or copper
mines in Chile. This form of investment is sometimes combined with
the first:. American & Foreign Power Co., for instance, is a sub-
sidiary of Electric Bond and Share Co., while the Chile Copper Co.
and the Andes Copper Mining Co. are subsidiaries of the Anaconda
Copper Mining Co. Most companies of this type, however, have been
ﬁnatll{ced by public offerings oF their own securities in the domestic
market.

_American holdings in such companies as Dome Mines, Ltd., Interna-
tional Nickel Co. of Canada, Ltd., Compaiifa Swift Internacional,
8. A. C., and others illustrate the third form of holding—direct own-
ership by American individuals of stock of foreign corporations.
The controlling shareholders were usnally also the founders of the
corporations, but Americans frequently purchased foreign securities
publicly offered in the United States or procured large blocks of se-
curities directly from abroad, either privately or on foreign exchanges.

Subsidiaries of American companies operating abroad are gener-

tlly organized under the laws op foreign countries, or they may be
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incorporated in this country. Various leﬁal and taxation problems
apparently determine the exact form of the investment.

oreign enterprises also may be ciassed in three groups on the basis
of the purpose of the investment. The first of these groups that ma
be distinguished comprises what is generally referred to as bran
plants though broadly it includes foreign sales subsidiaries as well
as ma ufacturing plants. Such enterprises are established either to
substi ute for, or to facilitate, exportation of goods manufactured in
this country. Although theoretically such developments may indi-
cate greater marginal efficiency of capital abroad, practically they have
been induced by tariffs, uncertain exchange conditions, nationalism
and accompanying “buy-at-home” movements, patent legislation,
transportation costs, and similar considerations.” Most American
investments in foreign manufacturing concerns are in countries well
advanced industrially. Tariffs, especially the British imperial pref-
erence scheme, have been particularly important in this development.

The second of these groups includes American enterprises organized
to develop foreign natural resources and raw materials. Often the
object is to provide an assured source of raw materials for the parent
company in the United States. The rubber plantations of the tire-
manufacturing companies and the bauxite mines of the Aluminum
Co. of America may be mentioned. Again, greater profits are an-
ticipated from foreign enterprises than from similar domestic invest-
ments. American investments in Canadian mining and Caribbean
agriculture are conspicuous examples of this incentive.

The third genera] type, like the others, is motivated chiefly by the
Hossibilit}r of greater profit from foreign enterprise, though it is not

ependent on the location of a particular mineral deposit, soil, or
climate. Investments in public utility systems, railroads, banks, in-
surance companies, and theaters are typical examples,

The rapid growth of American direct investments abroad in the
twenties may%:: accounted for by various factors, all of which are
essentially products of the prosperity and economic expansion of the
decade. More than 40 percent of the increase from 1919 to 1929 was
accounted for by public issues of American corporations for foreign
purposes. This type of financing was resorted to especially for in-
vestments in Canada and Latin American countries; in the latter, issues
of sugar, public utilities, and mining companies accounted for most
of the total. These investments were possible for much the same
reasons as was general foreign security underwriting. As a matter
of fact, flotations of domestic corporations for foreign purposes are
ordinarily included in the statistics of new foreign issues. It is not
surprising, therefore, that such issues became prominent in 1925 with
the beginning of the boom in foreign underwriting. Unlike forei
bonds, however, they continued at a high level through 1928 and 1929,
reaching a peak of $252,000,000 (net of refunding and discounts) in
the latter year. These companies, unlike most foreign borrowers,
were able to- issue stocks and take advantage of the 1928-29 stock-
market boom.

Most of the direct investments not financed by public issues
were made from the ample funds of American corporations, whose un-

¥ In a broad sense, of course, the effects of all these Influences are included in the term
“marginal eficiency.”
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distributed earnings during the period 1922-29 averaged more than
$2,500,000,000 a year. The expansionist psychology that possessed
American business in the twenties had its influence, and the resultin
pressure for markets and assured foreign sources of supply was o
great importance. Hence, the course of new direct investments was not
so closely linked with vagaries of the bond market as were new foreign
issues. When financed %rom accumulated earnings, such investments
obviously are not dependent on the money market. American cor-
porations operating solely abroad by having recourse to both the bond
and stock market have usually been able to raise funds for foreign pur-
poses so long as there was an active market for new corporate issues of
either type.

The outflow of capital on direct investment account reached peaks
in 1928 and 1929 of $558,000,000 and $602,000,000, respectively (table
III). Although these figures must be considered as rough estimates, it
may be recalled that in those 2 years the great public utility systems of
the American & Foreign Power Co, andg the uternationa{ ’l{alephone
and Telegraph Corporation were undergoing rapid expansion, the
Ford Motor Co., Ltd., began construction of its huge new plant at
Dafenham, England, and General Motors Corporation acquired a con-
trolling interest in Adam Opel A. G. of Germany. Many other similar
transactions combined to swell the large totals of those years,

Substantial amounts of capital were placed abroad through direct-
investment transactions in 1930 and 1931 and doubtless in subsequent
years also, although the available annual data do not substantiate this
opinion,* American direct investments abroad <declined from $7,500,-
000,000 at the end of 1929 to $7,000,000,000 at the end of 1940, a reduc-
tion of only $500,000,000. The declines in Mexico and Cuba alone,
accounted for chiefly by operating losses, reorganizations, and revalua-
tions, amounted to over $600,000,000, or more than equal to the esti
mated net amount of new direct investment during the 11-year period.
Operating losses were undoubtedly large in other countries as well in
the early thirties, and the exchange rates used in converting foreign
currencies in 1940 were in general much lower than those prevailing
i 1929, If the aggregates are correct, it follows, therefore, that net
outflows of fairly substantial amounts occurred, at least after the worst
phases of the depression.® For instance, the foreign activities of
American petroleum companies were considerably expanded during
the decade. However, the outward movement of funds in these vears
was small as comparec’l with that of the preceding decade and did not
form an important source of dollar exchange to foreign countries.

The following features of significance for the future may be noted :
(1) American direct investments abroad continued to increase when
the more formal type of foreign lending was at a standstill; (2) con-
tinuing American interest and supervision over the operation of the

The annual figures for the movement of capital involved In direct-investment trans-
Actions for the years 1919-29 are not exactly comparable with those for 1080-39. In the
former period, reinvested earnings were Included in new direct Investments abroad and
"PU- on the receipts side, in returns from direct investments in foreign countries. How-
ever, since a large proportion of reinvested earnings of the second post-war decade was
of an involuntary nature, reflecting exchange control and other restrictions, United States

nee-of-pryments compilations since 1030 have excluded unremitted earnings from both
sides of the account, and no attempt to place the data on a comparable basis has been
made in this study,

New eapltnl furnished existing forelgn subsidiaries Is uspally entered In the Inter-
tompany account, for which, unfortunately, no data were collected before 1938,
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enterprises is required, that is, American control over how the funds
“loaned” to the foreign country are spent; (3) such investments have
not been confined to countries that are normally debtors but have been
distributed throughout the world; (4) direct investments have created
an international business community which may help in laymg the
basis for closer international economic cooperation in the future; and
(5) this type of investment provides an avenue for exporting Ameri-
can technical and managerial services, which, if the interests of the
debtor countries are properly safeguarded, aids tremendously in the
industrialization of those countries and thus increases their produe-
tivity and raises their standard of living,

In addition, this form of investment has other advantages from the
point of view of the “borrowing” country. First, most direct invest-
ments are of an equity character; unlike external bonds they do not
carry contractual service obligations payable in foreign currencies,
This has a twofold advantage to debtor countries, especially those that
produce raw materials and are therefore particularly subject to the
swinFs of the business cycle. For one thing, a business depression
usually means that the foreign-owned enterprise will have little or
no profit to remit and hence will not put a strain on already over-
burdened exchanges. It may even result in inward remittances; the
owner of the property, if necessary, will probably furnish funds to
keep it going in anticipation of a business revival. Here, however, the
po&ibiﬁty of disinvestment must be recognized, for in times of de-
pression, a parent company may withdraw funds provided by deprecia-
tion charges, which ordinarily would be used to maintain or build up.
the property. Morever, such profits as do accrue are payable only in
the focaﬁ)currency, and the cwner rather than the borrower must there-
fore stand the loss in the event of currency depreciation. This feature
is an additional protection to the currency of a debtor country in times
of stress,

Secondly, unlike foreign lending through public issues, direct in-
vestments are not a monopoly of mature creditor countries but are
distinctly a two-way affair. An individual company may be in a posi-
tion to expand abroad long before the capital markets of its country
are capable of absorbing foreign issues. Firms in Canada and the
United States, for instance, were making direct investments across the
border while borrowers in both countries were still raising funds in
Europe by means of publie subseriptions. Then, too, some American
subsidiaries abroad, particularly in Canada, establish subsidiaries in a
third country—a move that obviously strengthens the international
position of the second country, especially when the public in that coun-
try is permitted an investment interest in such enterprises. The for-
eign subsidiaries of the Ford Motor Co. of Canada, Ltd., and Imperial
Oil, Ltd., are examples, and manyv others could be cited.

Further, it has been historically true, although it need not have
been so, that direct investments have been more productive than for-
eign bond issues, for through development of foreign natural re-
sources and addition to industrial capacity they have strengthened the
general economic position of the debter countries. The profit motive
of direct investments has operated to insure this outcome, whereas
foreign loans floated in the United States have been largely those of
governmental entities not limited by profit considerations in their
expenditure of borrowed funds.
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Data available on foreign direct investments in the United States
during the interwar period are so fragmentary that estimates of an-
nual movements cannot be made with any confidence. Apparently,
however, these investments increased substantially over the period,
their value in 1939 being estimated at $2,000,000,000. Roughly ap-
proximated, the growth resulted in a demand for dollars ranging
around $25,000,000 to $50,000,000 annually. The demand came chiefly
from the United Kingdom, Canada, and the Netherlands, direct in-
vestments by those countries at the end of 1939 amounting to $847,-
000,000, $476,000,000, and $216,000,000, respectively.

The motives underlying the investments of other countries are not
different from those of American investments abroad. Canadian rail-
roads have extended their systems into the United States, and foreign
owners of trade-marks, patents, and manufacturing processes have
set up subsidiaries to manufacture such varying products as whisky,
dessert powders, soap, and rayon yarn. Other important foreign in-
vestments have been in the industrial-chemical and machinery
fields. British insurance companies have long been important opera-
tors in this country, particularly in marine risks, and one of the leading
petroleum companies in the United States is foreign-controlled.

Many of the investments represent enterprises of long standing, dat-
ing from the period when the United States was a debtor nation.
Laund companies, principally Dutch and British, founded in the past
century, are still in operation in some western States, Of 205 foreign-
controlled industrial enterprises in existence at the end of 1934 for
which the dates of establishment are available, 21 were established be-
fore 1900, and the same is true of 47 of a total of 129 United States
branches or affiliates of foreign insurance companies.

The prosperity of the twenties, high protective tariffs, and the re-
peal of prohibition were specific factors influencing the establishment
of foreign direct investments in the United States from 1919 to 1939.

Redemptions and Repayments

A major item of international receipts by the United States on
capital account during the interwar period was the repayment of
foreign issues previons%y floated in this country. Ideally, this item
includes (1) payments of issues in full, either at maturity or b
call; (2) serial redemptions and purchases by sinking funds: an
(3) repurchases by or for the account of the original obligors.®
The third type of transaction cannot be segregated from movements
of outstanding securities, and hence is not included under “Amortiza-
tion” in table II1.

. With regard to the figures on amortization, a word of cauntion is
in order. The data are not a measure of the contractual annual
obligations of the debtors; that is, in the terms employed in this study,
they do not measure an inflexible demand for dollars resulting from
our status as a creditor nation. For instance, the figures do not
include maturities that were met by refunding, and they do include

* Repayments by means of refunding, by outright conversion lssues or otherwise, bave

tt}'ldluonally been excluded from both new capital issues and amortizations. That prac-

ce has been continued In this study, though it may be noted that such operations may

:gmlt in an entirely new set of bondholders and a substantial change {n the nature of

e obligations outstanding. Moreover, refunding operations have sometimes been accom-
only under difficulties.

849867 0 - 45- 8
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redemptions before maturity. Furthermore, the widespread defaults
oceurring after 1930 served to lower the figures for the later years.
The 1930 figure probably comes closest to representing the actual
contractual requirements for redemption purposes at that time, as
only a few maturities were refunded in that year, and even fewer
issues were called before maturity. However, the actual requirements,
as well as the amounts paid, decreased after that year because of large-
scale repatriations during the thirties, =

The relatively large amounts of amortization receipts in 1919,
1920, and 1921 represented chiefly repayments of Allied war loans,
most of which matured in those years. The years 1925 to 1930
include sizable payments before maturity, attributable to general
world-wide prosperity and the restoration of European currencies
at rates substantially higher than when the loans were made. At
the time of the sudden cessation of foreign lending in the United
States, repayments had risen to roughly one-third to one-half of new
issues annually. Beginning in 1931, however, repayments in each
ﬁear exceeded the amounts of capital furnished on new issues, and

3'2 213938 the former had declined to $87,000,000—the lowest figure after
1923,

It is a truism that unless a creditor country continually increases
its annual export of capital the time will come when repayments will
exceed the net amount currently advanced. While this is true of
foreign loans in the form of new issues, it does not apply to direct
ivestments, which are of a more or less permanent nature. The in-
gistence of American bankers on sinking fund provisions in most loan
contracts served to increase annual repayments in the earlier years
of the loans and made for a more rapid rise in the repayment figure.
But since the obligations are contractual and are not influenced, except
through default, by economic conditions in either the debtor or the
creditor country they constitute a relatively inflexible item in the
balance of international payments,

This characteristic of obligations incurred as a result of foreign
lending through .publicly offered bonds has important implications
for future policy. The danger of saddling a large burden of inflexible
obligations on an unstable international economic and financial system
was amply demonstrated in the depression period. Only if adequate
measures are faken to insure a continuing large volume of interna-
tional transactions is it safe to permit a substantial amount of fixed-
service international indebtedness.

Movement of Outstanding Securities

Capital movements involved in the international trade in outstand-
ing securities must be differentiated in many ways from other long-
term capital movements. First, and perhaps most important, is that
this type of investment is often essentially short-term rather than
long-term in character. As discussed later, an important motivating
factor in the international securities movement is capital apprecia-
tion or speculation, which involves frequent purchases and resales.
Rapid turn-over is also involved in international arbitrage in securities
and in the purchase of foreign securities with “hot money,” or flight
capital. Foreign ownership is concentrated largely in the so-called
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“market leaders,” a circumstance tending to facilitate reselling. The

rincipal indication, however, of the temporary character of these
investments is the low ratio of net sales, or purchases, to gross trading
itable 10). Then, like direct investments, but unlike new issues,

oreign “lending” through security purchases is usually at the initia-
tive of the lender. Moreover, such purchases are somewhat like de-
mand loans, since the securities may be dumped back in the markets
of the debtor country at any time,

TanLe 10.—Transactiong in Outstanding Securities Between the United States
and Foreign Countries, 1919-39

[In millions of dallars]

Domestie securities Forelgn securitios
Pur- . Pur- .
Year chases | Salesto | NSLPU™ | chases | Sules to | NSt pur-
Jdrom | forelgn- | {joe | from | foreikn- | (T30
orelgn- ers ”(] o5 (4 orelgn- ers
13 +) ars sales (4)
195 0] ~105 39 (1) -39
258 0] —258 451 0} —481
20 42 +16 227 32 —108
H +27 326 159 —137
* 54 1412 | *4a58 0 @
1114 1310 | *4205 @ ) (
190 411 1480 ) (&) m
463 578 +115 106 4188
624 504 - 143 336 +183
450 973 +483 483 380 —H
wu7 1, 205 +378 307 412 106
758 +86 420 731
450 536 +86 316 599 +243
278 272 -8 205 351 +140
80 a0 +180 685 b5 =120
480 Y I—— 405 510 +105
970 1, 305 +335 475 425 =50
2,070 2,085 Iﬂl& 540 595 +65
2,014 2,274 260 602 (0] +4
L, 1,128 1, 200 +72 404 303 =10
| R e S et W W 1-71 340 410 +64

! Included in 0 for * Purchases from foreigners,” which are net for these years,
: sactions in domestic and foreign securities cannot be shown separately for the years 1921 to 1925,
The fi shown under * Domestic securities” in these years, therefore, also Inelude transactions in forelgn

¥ Includes $4,000,000 of foreign private takings of domestic obligations.

This “lender’s initiative” leads directly to another differentiation—
the two-way and, frequently, upstream character of this kind of capital
movement. Typically, the international securities movement has been

tween creditor countries, and the movement into and out of the
United States has involved chiefly the United Kingdom, Switzerland,
the Netherlands, and Canada, although nationals of other countries
have undoubtedly been operating extensively through agents in those
countries. Security transactions have brought foreign capital to the
United States during most of the years of the interwar period, although
the United States had no need to borrow abroad. The countries that
were supplied with funds, on a net basis, through the international
seeurities trade usually had a surplus of capital and were exporters on
new capital account.

American net purchases and sales of domestic and foreign securities
are presented in table IIT. Apart from the first 4 post-war years, the
data indicate a predominantly inward flow of capital resulfing from
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a net purchase by foreigners of both classes of securities. The influ-
ences at work were varied, however, and what appears in a sense as &
regular feature was really the product of several somewhat divergent
factors,

Gross movements, as shown in table 10, have been extremely large,
and transactions in domestic securities after the early post-war years
bulked considerably larger than transactions in foreign securities.®

For the first 4 years of the interwar period, 1919-22, the United

States was a net purchaser of foreign securities. This was probabl
the result of speculation in foreign securities denominated in depreci-
ated foreign currencies with the expectation of an exchange profit
when these currencies were reestablished at their old parities. Al-
though for the years 1923 to 1925 no separation was made between
United States and foreign securities in the recorded data, the net
move:lncnt of funds was inward, as it was during most of the ensuing
seriod.
; The dominant factor in the foreign-bond market * during the whole
interwar period after 1922 was the repatriation movement. Although
there was considerable international trading in internal issues,
especially those of Canada and the United Kingdom, and much specu-
lation in foreign dollar bonds, the net inflow of funds recorded in most
years probably resulted from the preponderance of repatriations over
all other forces operating in the market.

In the decade of the twenties these repatriations were of a “normal”
type. Many of the issues marketed in the early years of the decade
were those of European countries, some of which were ordinarily
creditor nations, that had been forced to borrow at the unusually
high interest rates prevailing during this period. With the establish-
ment of more settled economic and political conditions and the restora-
tion of currencies, these securities became attractive investments for
the nationals of borrowing countries, and debtors were able to repur-
chase obligations at figures substantially below their original values
measured in terms of the currencies of debtor countries. A gradual
decline in interest rates abroad also made these securities attractive.

The movement included a type of transaction that, strictly speaking,
is not repatriation at all, but which has been so considered in most
studies o} the subject and was probably important during the twenties.
Reference is made to the purchase by British and other investors of
securities of other countries denominated in United States dollars.
Besides providing a hedge against currency depreciation, which could
have been accomplished by the purchase of {Tnited States dollar securi-
ties, these purchases afforded European investors the advantages of
high yields applying especially to Latin American issues. Further-
more, during lfl(‘. late twenties, yields on foreign dollar bonds in New
York were higher than on the same or substantially similar obligations
in London® It was thus obviously to the advantage of British and

# Beeause of the nature of International security transactions, involving frequent pur-
chases nnd resnles of securities for arbitrage, speculation, and other purposes, only net
movements are shown in table ITL

B It js assumed that most of the transactions in forelgn securlities represented the trade-
in foreign dollar bonds.
wtlllru“g;. \\‘l;}inﬁn‘;_;.ﬂdums‘ Jr. The International Gold Standard Reinterpreted, 1914

B4, 1940, . B3,

See also: P. N, Kemp-Gee & Co. Forelgn Government and Other Dollar Loans [ssuad:
in the United States of America. Ed. 5. 19020, P, xifi.
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other European investors in foreign securities to make their purchases
w the United States.

The interest in foreign dollar securities was so great as to prompt
one prominent English brokerage firm, P. N. Kemp-Gee & Co., to
begin in 1925 the publication of a rather elaborate handbook on For-
eign Government and other Dollar Loans Issued in the United States
of America. An additional incentive for purchases of these bonds
was that many, if not most, of them were.free from income tax in the
country of issue and were also free from United States income tax if
held by persons neither citizens nor residents of the United States.
Thus an opportunity was provided foreigners to purchase securities
payable in United States dollars without suffering the disadvantage of
paying the United States income tax.

By contrast, the extensive repatriation movement of 1931-32 (which
continued to a lesser extent in following years) occurred under de-
adedly abnormal circumstances, namely, that of the low prices of
foreign bonds which had been induced largely by defaults. So long
as this state of affairs prevailed, foreign bonds were particularly at-
tractive to investors in debtor countries and, of course, represented
an opportunity for obligors themselves to retire their bonds at great
savings. Some countries, notably Germany and Chile, went to con-
siderable lengths to encourage repatriations. Exchange controls that
prevented security arbitrage and the payment of interest in dollars
while permitting it in local currencies induced price disparities that
also encouraged repatriations.

A net decline of $5,000,000,000 in American holdings of foreign
doilar bonds from 1929 to 1939, while redemption and sinking-fund
payments for the 10 years totaled only $1,700,000,000, gives some indi-
cation of the amounts involved in the repatriation movement. A total
repatriation of between $2,000,000,000 and $3,000,000,000, par value,
for the decade would seem to represent a conservative estimate,

-As previously indicated, by far the largest transactions on a gross
basis and in most years on a net basis as well have been the dealings
between Americans and foreigners in American securities, chiefly com-
mon stocks, This was especially noticeable in 1926-29, when foreign
purchases of American securities were induced by progressively rising
stock prices and the resultant opportunities for capital profits, and in
1955--37, when huge inflows of Htght. capital sought profitable invest-
ment, among other places, in the stock market. Over the period the
ratio of net sales or purchases to gross amounts has been lower for
domestic securities than for foreign securities; this indicates a larger
amount of speculative, or at least short-term, activity in domestic
issues,

Only in 1919 and 1920 did Americans make large net purchases of
outstanding domestic securities from foreigners. This trend appar-
ently represented a continuation of the wartime liquidation of forei
holdings and was part of the process by which foreign countries sought
Lo obtain dollars wherewith to make settlement for the abnormally
large post-war imports from the United States. Although special
factors accounted for the large inflows of 1926-29 and 1935-37, other
factors were in operation over the entire period to produce the more
or less consistent net foreign purchase of United States securities.
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An obvious incentive to the purchase of these securities was the
investment motive. Some purchases undoubtedly were made because
American securities yieh:le‘F higher returns than comparable foreign
securities, Oftener, probably, they were made merely for the sake of
diversification of portfolios, especially by institutional investors.
The system followed in the Netherlands of issuing bearer certificates
against American securities made American equities readily available
to the Dutch investor. Annual data regarding foreign shareholders
of three major American companies disclose increasing numbers over
most of the period,* a development indicating the interest of foreign
investors in these securities, inasmuch as speculators do not ordinarily
take the trouble and expense to have securities registered in their own
names.

International security transfers were also sometimes made for rela-
tively less important reasons. Arbitrage in securities is one very
commonly identified. Although of considerable theoretical impor-
tance, the volume of such transactions has probably not been large,
especially in recent years. Similarly, a temporary decline or antici-
pated decline in foreign exchange rates will usually lead to the pur-
chase, if recovery is anticipated, or sale of securities denominated in
the currency involved. Historically, this may have been of more
importance than arbitrage in the strict sense, especially in Canada.®

The item “Net long-term movement” in table III reflects all of the
known long-term capital movements in the balance of international
payments of the United States during the interwar period. From
1919 to 1930, except for 1923, dollars were made available to for-
eigners in substantial amounts as the net result of long-term capital
transactions. From 1931 to 1937, however, a movement of funds of
almost equal propertions but opposite in direction occurred. The net
figures for 1938 and 1939 are inconclusive.

t is impossible to predict what the course of private long-term
capital movements would have been if the war had not intervened.

ith restoration of international confidence the United States might
conceivably have returned to its role as an important international
lender. Since September 1939, however, as during 1917 and 1918,
government lending has dominated the scene, The relative position
of government and private lending between nations in the future will
be one of the major problems of post-war international finance,

SHORT-TERM CAPITAL MOVEMENTS

International transfers of short-term capital during the interwai
years were distinguished by their large size and shifts in direction,
with frequently disturbing influences on money markets and inter-
national transactions generally. No other development of the period
was more prophetic o% the deterioration and eventual collapse of the
international financial system that produced them. The movements
of short-term capital were composed of heterogeneous elements, and
were caused by forces of varying nature and intensity. At times
these shifts were predominantly of a “balancing” character in the
sense that they represented a more or less passive building up or

#1. 8. Burean of Forelgn and Domestic Commerce. SBurvey of Current Business, 1040
Su}.nph-muul, 19040. P. 76

Bloomfield, Arthur I. The Signifleance of Ontstanding Securities in the International
Movenrent of Capital. Canadian Jour. Econ. and Polit. Scl. November 1040, Pp. 512-514.



CAPITAL MOVEMENTS 111

drawing down of short-term claims or liabilities as a result of differ-
ences between the amount of dollars supplied and the amount used on
trade, service, and long-term capital account. To a far greater ex-
tent, however, the movement of short-term funds was not merely
sssiveuar balancing but was occasioned by more active or autonomous
orces.?

It is a striking commentary on the complacent laissez faire atti-
tude that characterized the twenties that only the barest data were
collected on the volume and composition of international short-term
funds. Under the wartime control of foreign-exchangﬁsoperations,
approximately complete data by countries and by months were com-
piled through the first half of 1919, but with the cessation of ex-
change control in June of that year compilation of these figures was
stopped and for the following rfecnde the available statistics on for-
eign assets and liabilities of American banks and other institutions
are very defective. Only the total amounts outstanding at year ends,
distributed according to main types of holdings, are known, and for
{hekparly years even this information is very incomplete or wholly
acking.

Nothing was directly recorded as to the geographic distribution of
assets and liabilities, and only an approximation is available as to
how large a part of total foreign balances in this country was for
the account oycent.ral banks and other official agencies—balances that
constituted an immediate claim on, and direct offset to, the gold stock
of the country. The first monthly data on foreign funds in the United
States, broken down by major countries, were for May 31, 1929, and
as of March 381, 1931, corresponding information was obtained with
regard to United States short-term eclaims on other countries. In
both instances the information was reported only by leading New
York banks, which, however, accounte({) for the greater part of the
amounts outstanding. Finally, at the beginning of 1935, a system
was instituted whereby all banks in the United States were required
to report weekly their short-term foreign assets and liabilities, dis-
tributed geographically, as well as statistics on certain other types
of capital transactions.*

The Movement of Short-Term Capital in the Early Post-War Years

According to the early comprehensive reports mentioned, foreign
short-term balances in the United States at the beginning of 1919
totaled $1,214,400,000, and at the same time United States short-term
assets abroad amounted to $332,300,000. Slightly more than $500,000;-
000 of the former amount represented sums due to this country’s
European Allies, chiefly France and the United Kingdom, consisting
mainly of the residue of the large wartime credits granted by the
United States Government, which were subsequently gunded into the
so-called war debfs. The remainder represented largely accumulated
dollar payments to other countries for goods and services supplied
during the war to the United States and its Allies, the principal
amounts being held as follows: European neutrals, $324,700,080;
Japan, $157,900,000; and Argentina, $87,900,000.

The next most nearly comparable figures, not distributed by coun-
tries, are as of July 1, 1921. By that time foreign balances in the

¥ The “balancing” aspects of short-term capital movements are discussed In chepter I.

 The ﬁ'oblems of measuring short-term capital movements are further discussed In
appendix B,
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United States had been reduced to only $403,000,000, while United
States short-term claims on other countries had risen to $1,176,500,000.
a net change in each of more than $800,000,000 and a total recorded
outflow of $1,655,000,000 during the 214-year period. This vast move-
ment reflected in part the wi&drawal of Latin American and Far
Eastern dollar balances in the form of gold after the United States
embargo on gold exports was lifted in ﬁme 1919. The greater por-
tion of the short-term movement, however, was clearly related to this
country’s tremendous export surplus to Europe, which was financed
in part by the utilization of the dollar balances held by European
countries at the end of the war and in part by extension of American
credits on a huge scale. The ontflow as calculated on the foregoing
basis is, in fact, probably greatly understated, since it accounts for
only about one-half of the “Unexplained items” shown in the balance-
of-payments estimates for the first 3 post-war years.”
cause of the inudequate data available, 1t is not known when
American short-term credits to foreign countries reached their early
t-war peak; but, in view of the fact that the depression beginning
in the latter part of 1920 probably gave rise to some liquidation, it was
doubtless some time before the middle of 1921. Certainly, the next
short-term survey, applying to July 1, 1922, indicates a liquidation,
outstanding American credits at that time having been reduced to
$863,500,000. During the same 1-year period foreign balances in the
United States were increased to $465,500,000, the net short-term out-
flow of the previous 214 years thus being replaced by a net inflow of
about $375,000,000. The repayment of American advances and the
concurrent inflow of foreign funds were together mainly responsible
for the net influx of gold in the amount of $340,000,000 during the fiscal _
year ended June 30, 1922,

Growth of Short-Term Balances in the Twenties

During the remainder of the twenties the volume of international
short-term funds was greatly increased. At the end of 1929 leading
American banks reported that sums due them or their customers by
foreign countries totaled $1,776,000,000 and that their liabilities to
foreign countries aggregated $3,030,000,000. These figures would indi-
cate an inflow of foreign funds of some $2,600,000,000 and an outflow
of United States short-term capital of slightly more than $900,000,000
during the T15-year period from July 1, 1922,

While the inflow figure probably involves some overstatement be-
cause of the larger number of banks reporting for the end of 1929 than
at the time of the 1922 survey, the outflow figure is definitely too low,
for two reasons: (1) As indicated, the 1929 figures represent onky sums
reported by banks and do not include accounts receivable by exportil;g
houses and other firms, which accounted for $385,000,000 of the mid-
1922 figure; (2) part of the amounts due American banks and busi-
nesses in 1922 represented unsound claims arising out of the post-war
sreculm:.ive boom and were subsequently written off, with the result
that a simple comparison of the outstanding amounts on the two dates
understates the net volume of new credits extended during the period.®

*® The short-term {tem is not entered in the balance-of-payments estimates for 1919
through 1922, since the avallable data eannot be placed on a calendar-year basis.

™ Any writeoffs of credits extended during the perfiod would have similar effects In
understating the outflow of American short-term capltal.
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According to the incomplete data made available by the various
year-end surveys of short-term capital, American banking funds
abroad increased each year, but by varying amounts. The rate of
growth was relatively small through 1926 but rose sharply in 1927 and
remained substantial in the following 2 years. Table 11 shows the
composition of these short-term assets at the end of 1925 and, in some-
what greater detail, at the end of 1927 and 1929. The largest com-
ponent of the 1929 total—one which accounted for all of the increase—
was the item of acceptance credits, reflecting the rapid development of
American bankers’ acceptances as an instrument for financing United
States exports and foreign business generally. Deposits abroad were
relatively small and seemed to be no larger than necessary for current
tusil:lem operations, as was also true of overdrafts granted to foreign

anks,

As compared with the growth in United States short-term assets
abroad, foreign funds in the American market behaved in much more
irregular fashion during the twenties. In 2 years, 1925 and 1928, there
was a net reduction in foreign short-term holdings. The bulk of the
increase during the decade appears to have occurred in 1926 and 1927,
but the figures on annual changes are of doubtful validity. The data

Tapre 11 —0United States International Banking Accounts, 1925, 1927, 1929,
and 1931

[Year-end data, in miillons of dollars]

Item 1925 1927 1920 1981

Investments, advances, overdrafts, ete.:
American funds invested In forelgn money markets:

By American DankS. ... . ..ccreiicacsnnsasossssssnon 8 20 18 ('}

By customers of American banks 12 2 [

Total Invesiments . - o sis s snssrssnimn (¥ 32 40 (t

Overdrafts by forelgners on Ameriean banks. .. _. [ 176 200 @

Other short-term loans and advances to foreigners. .. ... ( 278
Total investmaonts, ad vances, overdrafts, ete........... 5] 573 5 677
U T ] e e RS RS  S R o S 333 550 1,042 540
Total due from forelgners. - - ooeeeeoeeaaeeaceeeeeaaa| 1,080 1,845 1,770 1,330
II' Due to foreigners:

T R e e e 1,008 1,846 1,708 1,025

Investments, sdvances, overdrafts, ote.:
orelgn funds invested in American money markets:

Dollar acceptances purchased in the market. L 387 865 298
Undiscounted foreign-d P s " (1 112 105 a8
Tmry T T R —— ( 434 62 n
Brokets’ IRDE. .. ..o oiininan i s in s na s Em e 'l a7 Bl

[ e s S T 13 3 [ O

Total INVeStments. « - -.covensoicsonnssssnmnanen 8 1,043 1,260 B
Advances from and overdrafts on foreigners. . .......... 30 o 26
Total investments, ad vances, overdrafts, eto......._._.. balil 1,073 1,287 420
D S T B S e | || A 29 85 20
Total duo to foreIBNers. . .ooe e e ceceecacccecccnnnnns 1,31 2,48 3, 030 1, 465

! Bused on annual questionnsires to leading American banks by the Department of Commerce. The
Dumber of reporting institutions varied ﬁuml;gar to year; hence changes in the year-end totals do alw
forrespond with annual movements as carried in the balanee-of ts estimates, which are 50
I.mfbh on data reported by the same institutions for the ning and end of each year,

Break-down not available in form indicated for other years,




114 THE UNITED STATES IN THE WORLD ECONOMY

in table III show that only about two-thirds of the total inflow
indicated by comparison of the mid-1922 and end-of-1929 figures on
amounts outstanding can be accounted for by the annual movements
from 1923 through 1929, calculated from more or less comparable data
for successive year ends. The total as of July 1, 1922, however, is prob-
ably understated because of incomplete coverage. A

‘Tzhe composition of foreign short-term claims on the United States,
shown in table 11, is in striking contrast to that of American assets
abroad. Whereas before 1914 the greater part of United States im-
ports was financed in London,” foreign acceptance credits played
only a small role in American foreign-trade financing after the first
World War, Borrowings by American banks in the form of ad-
vances from or overdrafts on foreign- banks were also negligible in
the twenties. By far the greater part of foreign claims were in de-

osit accounts with American banks or were invested through the
atter in the American money market—types of holdings of relatively
minor importance in United States assets abroad.

It is interesting that the acceptance market in this country was
financed to a substantial degree by foreign funds, holdings of Ameri-
can bankers’ acceptances by foreigners at the end of 1929 totaling
only slightly less than the volume of such credits extended to foreign
countries and representing 50 percent of the total amount of ac-
ceptances outstanding. These holdings, especially undiscounted for-
eign-drawn acceptances, could be regarded, in a sense, as an offset
to American claims in the form of acceptance credits, but they are

roperly regarded as distinct and separate liabilities of the accepting
institutions in this country. It may also be noted that loans to brokers
made for the account of foreigners increased sharpl during the
stock market boom of 1928-29. %[rlx fact, the volume of ¥oreign unds
put out in this form is greatly understated in the recorded data.®

The huge volume of foreign short-term funds in the United States
had its origin in (1) the relatively large supply of dollars made avail-
able to foreign countries during the perioc{) og heavy lending abroad,
and (2) the desire or willingness of foreigners to hold liquid assets
in the form of dollar balances rather than to take them out in the
form of gold.*® The disposition of foreigners to maintain short-term
dollar assets was related in general to the strength of the international
position of the United States after the first World War. Indeed, the
very fact that the United States held large gold stocks and could

® Before 1014 more than 05 germnt of American import credits were opened In sterling

and advised to the heneficiary London banks, which also accepted and pald the drafts
{%rs 1tlm Igvg;unt of the American k. Cf. Ward, Wilbert. Bank Credits and Acceptances.

M American agencles of forelgn banks mace particularly heavy loans to brokers on their
awn aceannt from funds deposited with them by thelr head offices or clients abroad. Since
such agencles are necessarlly regarded as domestic Institutions, these funds are included
with deposits due foreigners rather than with loans to brokers. The outstanding amount
loaned by three agencles only, concerning which speclal information is avallable, was
$115,000,000 at the end of 1928 and $53,000,000 at the end of 1929,

= (i this feature it might be argued that foreigners had other alternatives—to spend
their dollars on additlonal purchases of goods and services or to acquire Investments here.
Such a contention would unrealistic, however, for the particular foreigners holding
dollar balanees—chiefly central and eommercla]l banks—were not themselves purchasers
of such things in sigmficant amounts but rather held dollar funds both as reserves and
to meet the commercial or other needs of their clients and the general publie. The publie
is ordinarily guided by specific considerations in its demand for dollars, largely related to
the prevall ng] state of economic urtivlt‘\; in forelgn countrlies idlscumd in chapter l'&
Only by stimulating business conditions through liberal eredit policies could foreign bankl
systems eéncourage a more active demmnd for dollars, and the large supply of dollars thus
made avallable was, in fact, partly responsible for the vigorous economie e:pansion abroad
during the twenties (discu in chapter V).
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readily supply virtually unlimited quantities upon demand tended
to make dollar balances tantamount to gold.

Beyond this general consideration, however, were various special
factors and more definite purposes underlying the accumulation of
foreign-owned balances in this country. For one thing, the very
size and growth of our lending operations up to the middle of 1928
at times caused the dollar proceeds of loans to accumulate faster than
they were actively demanded abroad, and thus resulted in what has
been called a “backwash” in the form of short-term balances on for-
eign account, The concomitant growth of this country’s creditor
position arising from these loans required in turn the building up
of a substantial volume of dollar funds to meet recurring interest
and amortization charges. Of still greater importance, the fact that
post-war international trade—especially the foreign trade of the
United States—was largely financed in dollars necessitated the hold-
ing of dollar balances by foreign banks for current operating pur-
poses. For example, the rapid growth of American acceptance credits
to foreigners required that they maintain funds in this country with
which to liquidate these credits as they matured.

Another important factor in the situation was the accumulation of

dollar balances as part of the monetary reserves of foreign countries or
for related purposes. As previously observed, little is known as to
the actual size and behavior of this extremely important component
of foreign short-term assets in the United States, although in June
1927 the Federal Reserve Board expressed the opinion that “* * *
perhaps as much as $1,000,000,000 of the operating reserves of foreign
central banks is in the form of dollar exchange.”™ These holdings
were largely connected with the development of the gold-exchange
standard, under which monetary reserves were held partly or whol%v
m the form of claims on gold-standard countries rather than in gold
and which was widely encoyraged in the early post-war years as a
means of reducing the monetary demand for gold. The holding of
dollar assets for such purposes was further encouraged by the practice
of the Federal Reserve banks in adding their guaranty to bankers’
acceptances purchased for foreign central banks.
_ The contingent liabilities of the Federal Reserve banks on these
items grew rapidly during the late twenties and reached a maximum
of $548,000,000 at the end of 1929. This indicates that more than half
of the foreign holdings of dollar acceptances at that time was for the
account of foreign central banks, which were thus able to combine in
their dollar assets virtually complete safety and liquidity with attrac-
tive yields on acceptance credits.

Although minimum levels were needed for operating purposes, below
which foreign-dollar balances could not fall without serious inconven-
lence, the aggregate was undoubtedly far in excess of absolute require-
ments and hence manifested considerable variability, depending upon
changes in relative interest rates in American and foreign money mar-
Kets, as well as other considerations. The reduction in these balances
1 1925 and the accompanying outflow of gold, for example, appenr to

" Federal Reserve Board. Federal Reserve Bulletin, Vol. 18. 1027. P. 302
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have been caused by the fall in interest rates in New York that began
in 1924

So far as may be judged by the behavior of gold movements, the
outflow of short-term funds appears to have halted in the middle of
1925. Thereafter came a spectacular rise in foreign balances in the
United States aggregating about $1,500,000,000 for 1926 and 1927, ac-
cording to the estimates for those years. The increase may be ex-

lained by the tremendous expansion in dollars made available by the
%nited States on long-term and short-term capital account—a move-
ment that reached a peak in the last half of 1927 and the first half of
1928. There are, however, certain peculiar aspects of these develop-
ments, The great increase in foreign dollar balances shown for 1927
seems to be in contradiction to the easing of interest rates in the middle
of the year and to the large gold outflow that began about the same
time. The explanation may lie in the strong probability that foreign
balances in the United States were more ¢ompletely covered in the
short-term survey for the end of 1927 than for earlier dates, and hence
the increase was overstated for that year and understated for earlier
years.

During 1928 foreign short-term balances in the United States de-
clined and gold moved out—a development more clearly consonant with
the rélatively low levels of interest rates prevailing in New York during
the early part of the year desEita some tightening of Federal Reserve
credit policy. One element that can be specifica Ii identified in this
withdrawal was the conversion into gold by the Bank of France of part
of its dollar funds during the months just before de jure stabilization
of the franc on June 25, 1928. Tt also appears that proceeds of loans
made to Argentina and Brazil in 1927, which had been temporarily
held on deposit in this country and thus had accounted for part of the
increase in foreign funds in that year, were taken out in the form of
gold in the first and second quarters of 1928,

The extent of foreign short-term capital ontflow during the early

art of 1928 is obscured in the annual data by developments later
in the year. Increasingly alarmed by the “excessive amount of the
country’s credit absorbed in speculative security loans,” * the Federal
Reserve Board further tightened credit by raising discount rates and
by open-market sales during the spring and summer. Whatever ma
be the merits of the theory of the absorption of credit by the stoc
market boom, the Board’s policy, to say the least, strongly bolstered
the rise in interest rates generally and rates on security loans in par-
ticular. An incidental result of these developments in the stock and
money markets was a reduction in the outflow of American capital
and a renewed influx of foreign funds. The inflow continued in 1920
as domestic credit conditions became still tighter and brought with
it-a heavy movement of gold during the first three quarters of the
year, despite defensive measures abroad in the nature of higher dis-
count rates imposed in London and other foreign centers.

M =
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,000.  Although most of the proceeds were eventually converted into gold for Relchsbank
reserves, the larger part was held temporarily on deposit in this country, and these
3;’:!2’;12:;2‘13?&?“'“ for a portion of the rise i’; foreign dollar balances in 1024 and the

® Federal Reserve Board. Sixteenth Annual Report. 1030, P. 2.
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According to monthly data covering New York banks, available
beginning March 31, 1929, foreign funds in the United States reached
their peak in October—about the time of the stock market collapse
(chart 24). The easier credit conditions that ensued lessened the
attraction of the American money market for foreigners and led to
some reduction in total foreign dollar balances. There also appears
to have been a transfer of dollar funds from private into official
accounts, as indicated by a rise of about $100,000,000 during the last
guarter in dollar acceptances held by the Federal Reserve banks for
oreign central banks.
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Chart 24.—Short-term foreign assets and liabilities of American banks.

Note.—Breaks in the series indicate improved covernge.

International Liquidation, 1930-33

_ The great depression that began at the end of 1929 brought a sweep-
ing liquidation of the towering short-term credit structure that had
been erected during the twenties. By the end of 1933, according to
reports covering leading banks in this country, American balances
abroad were only $1,100,000,000, a reduction of almost $700,000,000
during the 4 years, while foreign short-term assets in the United States
had fallen precipitously—by $2,550,000,000 to an outstanding total of
less than $500,000,000." These movements were thus offsetting to a
degree, but the decline in foreign balances was by far the greater,
the net outflow being in the order of $1,850,000,000. Including the
reflux of American currency notes previously held abroad, the reduc-
tion in the net short-term debtor position of the United States was,
m fact, close to $2,000,000,000.
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Liquidation of short-term .debts, however, did not set in with
full force immediately upon the downturn in business. In fact,
during the first year of the depression American banking balances
abroad increased. Despite the decline in international trade, accept-
ance credits to foreigners were maintained at the end-of-1929 level,
the percentage of United States exports so financed rising from 53 in
1929 to 72 mn 1930; and American deposits, advances, and other
short-term investments abroad, attracted by the renewed shift in
relative interest rates, rose to their highest point at the end of 1930.
An important element in this growth was the participation by a

oup of American bankers, headed by Lee, Higginson g. Co., in an
mternational short-term loan to Germany aimed at tiding that
country over its financial difficulties.

Foreign balances in the United States were also fairly well main-
tained during the greater part of 1930. In fact, the decline that
began toward the end of 1929 and carried over into the early months
of 1930 was lemgorari]y reversed in the second quarter of the year
(chart 24), probably as a result of the brief revival in new
foreign loan flotations in the United States. By the end of the
year, however, foreign-dollar balances were being rapidly drawn
down, the net reduction for the year being close to %300,000 000. In-
cluding the increase in American credits abroad, the short-term
outflow in 1930 aggregated almost half a billion dollars and, to-
gether with the concurrent inflow of gold, provided the excess dollars
paid to the United States on other balance-of-payments items.

During 1931 liquidation be;I_:;m on a grand scale and continued with
little abatement until 1932. Despite continuing grants of short-term
credit facilities by American institutions, including the Federal
Reserve banks, American funds abroad were pulled out to the net
extent of more than $600,000,000, most of the decline occurring in
acceptance credits, which had bulked so large in the total. By the
middle of the year this withdrawal began to create a virtual impasse.

According to the earliest figures available by countries and by
months, beginning in March 1931, approximately 40 percent of Amer-
ican short-term claims were on Germany, and there were substan-
tial amounts in other central European countries, all of which had
previously depended heavily on external borrowing. The rapid
deterioration of the economic and financial structure of these coun-
tries as the world depression deepened led to a general run on them
by their creditors, which produced the mid-1931 crisis of illiquidity,
characterized by exchange control and blocked balances, and in Ger-
many, by the famous “standstill” agreements providing for a gradual
repayment of a part of its short-term obligations.

imilar difficulties also arose in many countries of Latin America,
which accounted for an additional 15 percent of United States short-
term assets abroad at that time. By the middle- of 1931, therefore,
the greater part of American claims on foreign countries had been
frozen, and thereafter funds could only be withdrawn gradually, and
frequently at substantial loss because of the wide variety of depreci-
ated exchange rates that developed, including the omnipresent black
markets. The reduction in the total during 1932 was in the order of
$200,000,000, less than one-fifth coming out of Germany and Latin
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American countries, the greater part being withdrawn from the
United Kingdom and various other European countries.

The reduction in foreigl balances in the United States proceeded
far more rapidly during this time. The sharp fall that began in the
last month of 1930 proceeded with little interruption for the next
year and a half and aggregated almost $2,000,000,000 by the middle
of 1932, thus accounting for most of the decline during the depression
years (chart 24). This reduction, however, came in two distinet
phases. Until the summer and early fall of 1931 it was primarily a
continuation of the drain already under way in the foreign-exchange
reserves of the United Kingdom, Germany, Canada, and various
other countries hard-hit by tﬁe depression in its early stages or in a
vulnerable short-term position (table 12). During this time, there
was relatively little change in the holdings of France, the Netherlands
and Switzerland, whose dollar balances amounted to almost half o
the total at the end of 1930. This situation was abruptly alteced,
however, after the German exchange crisis in July an tie break-
down of the gold standard in the United Kingdom in September.
The blow to confidence in international financial stability resulted in
the swift withdrawal of French, Netherlands, and Swiss balances, the
decline in the New York dollar accounts of these countries alone
aggregating nearly $1,000,000,000 in the following 10 months and
giving rise to a sudden exodus of gold.

Taste 12.—Short-Term Liabilities to Foreigners Reported by New York Banks
on Selected Dates, 1929-33

[In millions of dollars]

g &
E & v :
: g3 .
Date %15 -g % g 2 | & 2 % Eg
5 g = P! o g 3 8 o g
= £ ] E z 5 ° 2 3 H = S
>0 BT~ 7.3 1 = |9 = | © w | = =
May 31, 1020...... 337.4) 7716 sml 94.1| 163.1| 150, 4| 31891, 922.6/ 302.0| 203.9 54.0| 41.4/2, 625.8
Oct. 81,1029, .- 485.6) 056.1| 107, 5| 107.2| 106.5| 152.0| 342 7|2,321.3) 253 4| 197.8] 60,1 38.0/2,87).8
Mar. 31, 1980 223.1) 690.7| 04.0| 118.6] 191. 6 151, 9| 200.9/1.000.8 204.2 168.0| 53.7| 25012 420.7
Nov. 30, 1980_ . 2654 1| 814.4| 122 6| 253.0| 178.9] 1265/ 304 /2, 004.3, 270.7 1428 47.2| 26.2/2 500.2
Avg. 5 1981, 104.6] 740.90| 118.7| 280.7| 50.7| B80.7{ 203.0{1,538. 3] 151.1] 150.3| Bl.4 28 11,020.2
Sept. 18, 1931 153.1| 6853 111.0| 233,2| 82.8| 73.9| 230.0]1, 579.3| 146.4] 142.5( 40.3| 27.8/},045.3
Nov.4,1631 ... 117.9| 506.1| 44.8| 79.5| 38.0] 40.0| 109.8(1,031.9] 157.3 117.6] 43.5| 25.0/1,378.3
May 11, 1032 " 100.8| 303.8| 29.2) 99.7| 354| 24.2| 621| 75..2 110.2] 106.8] 42.9| 12.&1,022.0
July 13,182 7| 94.5| 57.2 18.5| 83,1| 30.4| 222| 56,3 3622 (7.3 964 334 1.0/ 6.3
V. 80, 1962 166.1) 67.6| 15.0| 73.7| 315 40.4| 75.5] 458.8) 154.3] 120.7| 48.0| 13.0| 798.7
Jan.18, 1083 _ | w58 es.0 150 85.1| 8138 870 63.1| g2 vo.1l 1221 0.8 131 7028
Apr. 5, 1083 " 1| 152.1| 44.4| 10.8] 42.8] 23.7| 17.5| 40.2) 331.6) 682 €50 9.8 13.6 5612
Dee. 20, 1023 50.9| %6.7| 7.7| 12.8| 16.5 9.6) 31.8| 155.6 80,2 no,ul 41.3 10,3 388.4

By the middle of 1932 foreign funds in the United States must have

I at minimum working levels, even at the prevailing low volume
of international trade. In the latter part of the year British, Cana-
d_lan, and Latin American balances increased slightly, although con-
tinental European accounts remained low. Intensification of the
bnnkugﬁ difficulties in the United States in early 1933, however, brought
renewed apprehensions as to the future of the dollar, and the assets
of practically all foreign countries were further reduced, largely
hrough conversion into earmarked gold for eventual export. Opera-
tions of this nature were mstrictedﬁ:?awever. by the emergency meas-
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ures taken in March and April, the effect of which was to suspend
the gold standard. Foreigners nevertheless succeeded in gradually
reducing their balances as earlier fears materialized in the deprecia-
tion of the dollar after April.

The withdrawal of short-term money by foreign countries just before
and during the depreciation of the dollar was accompanied by some
exodus of American funds—also motivated by considerations of safety
and speculative profit—despite official measires designed to limit ex-
change operations to commercial and other legitimate transactions,
It is perhaps partly because of the more devious channels through
which flight capital moves under such conditions that the amount of
the outflow does not appear to be fully reflected in the reported data
on American banking balances abroad. The total of these balances,
in fact, registered a slight decline during the year. The reported de-
cline, however, was in short-term investments and advances and was
occasioned largely by the repayment of previous credits to the Gold-
diskontbank and the Reichsbank, whereas deposits in foreign coun-
tries as reported by American banks rose by more than $100,000,000,

The Inflow of Capital, 1934-39

During the 6 years following the devaluation of the dollar early in
1934, there was an inward flow of short-term capital to the United
States to the recorded extent of $4,000,000,000—a movement even sur-
passing the tremendous shifts in liquid assets occurring during the
twenties and the great depression. About 75 percent of this amount
consisted of foreign-owned funds transferred to this country, princi-
!l)nlly because of disturbed monetary and politi¢al conditions in Euro

‘he balance, some $895,000,000, represented the continued reduction
of American short-term assets abroad that had begun in 1931.%

Widespread exchange controls and generally unsettled world con-
ditions rendered maintenance of foreign balances and extension of
new foreign short-term loans extremely hazardous undertakings dur-
ing this period. As a result, a continued, though gradual, liquida-
tion of American credits took place, and by the end of 1939 short-term
assets abroad amounted to only $600,000,000. The liquidation process
was slowed because of the freezing of assets, particularly in Germany
and Latin American countries. The unusuall; large inflow of capital
in 1935 was doubtless accounted for by repatriation of American capi-
tal that had gone abroad during 1933. .Uncertainty as to the future
exchange value of the dollar apparently had discouraged its return
during 1934, although there may have been an unrecorded repatria-
tion of American funds in that year, corresponding to the presumed
unrecorded outflow in 1933.

As already indicated, financial and political instability was chiefly
responsible for the large flight of capital from Europe after 1934
With the devaluation of the dollar, speculation was directed against
the gold-bloc currencies, especially the French frane, which for some
time had been overvalued ngainst sterling and was then overvalued
against the dollar as well.

However, though the pressure on the dollar was relieved immediately
on devaluation in January 1934, as indicated by a sharp decline in

* The amounts cited in this section are recorded figures. In addition to the recorded
Inflow it is assumed that a large part of the residual Item, which amounted to $2,300-

U“Qgi:wlﬂ over the 8-year period, consisted of unrecorded i{mports of long- and short-term
al.
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the discount on the forward dollar, its status was still uncertain
throughout the rest of the year. As a result, the inflow of forei
funds was relatively inconsiderable, amounting to only $126,000,000,
and the premium on forward dollars that was to prevail during the
ensuing 4 years did not appear until well into 1935.

With the devaluation of the Belgian currency in April 1935, the
attack on other gold-bloc currencies was intensified. The French
franc in particular suffered from this speculation, and large dis-
counts on the forward franc appeared. s’l;‘hese discounts, being far
in excess of the comparative interest-rate differentials between Paris
and New York, intensified capital export by making possible huge
profits in the transfer of spot funds to New York and the coincident
sale of forward dollars. The pressure on the forward franc was evi-
dence of lack of faith in the future value of French currency, and
the expectations of the market were realized in the devaluation of
September 1936. :

lative stability in foreign exchanges followed for several months
after the devaluation, but except for the months of October and
November the flow of foreign funds'to the United States continued
at a substantial rate. In the spring of 1937 certain factors in the
international markets, including the continued inflow of gold to the
United States, led to widespread rumors that the price of gold might
be reduced by the United States Treasury. This “gold scare,” leading
to large-scale dishoarding of gold in London and transfer of the pro-
ceeds to the United States, was responsible for exceptionally large in-
flows in April, May, and June. Renewed attacks on the franc durin
the summer months caused a continued inflow even after the golﬁ
scare had subsided, and foreign funds in the United States reached
a hlﬁh ]aoint of $2,300,000,000 by the end of September.

The flow of foreign liquid funds, which had been consistently in-
ward since 1934, turned sharply outward in the latter part of 1937.
The greatest factor in this withdrawal was undoubtedly the “dollar
scare” that appeared abroad in the fall of that year. Rumors of an
impending further devaluation of the dollar as a counter measure
against the current business recession in the United States appeared in
forelg_'n centers, and led to a flight from the dollar by foreigners ownin
deposits in this country. In addition, a part of the funds that ha
entered the United States during the gold scare of April, May, and
June was undoubtedly repatriated when the fear of a reduction in the
: Erlce of gold had subsided, and some of the outflow is considered to

1ave represented this withdrawal. Moreover, it is assumed that to a
limited extent foreign funds were drawn on directly to pay for ex-
ports from the United States, since it was customary for the British
and others to accumulate funds annually in anticipation of heavy
autumnal purchases of merchandise.

This decline in foreign balances coincided witls the appearance
of a substantial export surplus in our merchandise trade account.
For the 10-month period ended in July 1938, the two were approxi-
mately equal at about $1,000,000,000, The nature of the relationship
Was, for the most part, however, not one of cause and effect, since both

velopments were directly or indirectly the result of the business
recession in the United States. The sharp decrease in United States
Imports and the fears of impending devaluation of the dollar were both

early traceable to depressed conditions in this country. In a broad

849867 0 - 45 - 9
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sense, therefore, this capital movement may be considered as a balane-
ing, or at least, an offsetting item, though not in the usual way in
which movements of short-term funds are considered to redress the
balance on current and long-term capital account. y

From the middle of 1938, political conditions in Europe, especially
the fear of war, were clearly the dominating factor in the movement
of foreign funds. The outward movement was arrested in July, and
under the stimulation of the Sudeten crisis the flow of funds to the
United States was spectacularly resumed. In the two weeks ended
September 21, during the negotiations that culminated in the Munich
a%reement, a phenomenal increase of $266,000,000 in the liabilities
of domestic banks to foreigners was reported, the inflow of foreign
funds for the full month being in excess of $350,000,000. This move-
ment continued up to the outbreak of war, with exceptionally large
amounts entering at the time of the second Czecho-Slovak crisis In
March and April of 1939 and during the weeks in August immediately
preceding the invasion of Poland.

By the end of 1939, as a result of the abnormal conditions prevailing
during the decade, the United States was a net debtor on short-term
account to the extent of $2,600,000,000, in sharp contrast to a net
creditor position on long-term account of an estimated $4,500,000,000.

CREDITOR-DEBTOR POSITION
OF THE UNITED STATES

In addition to the important direct role of capital movements in
the balance of payments, changes in the international investment
Fosition of the United States resulting from these movements, and

rom other factors, also had significant influences through their effects
on the interest and dividend items. Receipts and payments on in-
terest and dividend account have already been discussed in chapter II,
and the evolution of this country’s creditor-debtor status is now re-
viewed briefly,

During World War I, largely as a result of loans floated for the
account of the British and French Governments and the liquidation
of foreign holdings of American securities, the international invest-
ment position of the United States underwent a swift change. A net
debtor status of approximately $3,700,000,000 in 1914 was transformed
into a net creditor status, excluding intergovernmental debts, of the
same amount by the end of 1919.%

The rapid expansion of American assets abroad in the following
decade, accompanied by a smaller growth in foreign claims on the
United States, further increased this country’s net creditor position
to approximately $8,800,000,000 at the end of 1930 (table 13). Asa
result of the extensive liquidation of foreign-owned assets, particularly
short-term, in the ensuing 3 years, and despite a reduction of $2,300,000-
000 in American investments abroad during the same period, the net
creditor position of the United States on international investments
reached what. was probably an all-time high—approximately $9,500;-
000,000—at the end of 1933. The decline in American investments

¥ Lewis, Cleana. America's Stake in International Investments. 1088. P. 447,

Forelgn clalms on the United States for propertles uestrated during the war havé
been eliminated In computing the net position in 1p9219. e
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abroad continued to the end of the period under survey, a reduction of
$3,500,000,000 being recorded from the end of 1933 to the end of 1939.
Concurrently foreign capital again moved:in heavy volume into the
United States. As a result, this country’s net creditor status was dras-
tically reduced to only $1,800,000,000.

Because of differing rates of income earned on various types of in-
vestments and relative changes in these rates, shifts in the composi-
tion of investments, as well as in the aggregate amounts outstanding,
exerted a significant influence on the balance of international pay-
ments, Ior instance, net receipts of interest and dividends in 1939
were approximately the same as in 1933, despite the great change in the
net creditor position of the United States in the meantime, This was
largely because new foreign investments in the United States during
this period included large amounts of short-term assets, the earning
power of which was negligible, while the reduction in the United States
mvestments abroad was concentrated in portfolio and short-term hold-
ings, leaving the more profitable direct investment stake substantially
intact.

Taste 13.—International I'nvestment Position of the United States in Selected
Years (Ewcluding War Debts)

[In billions of dollars]
End of year—
Item
18910 1630 1933 1939
United States investments abrond:
-term:
................................................. 3.9 8.0 7.8 7.0
R e et S i i T Y 2.0 7.2 6.0 3.8
Total I00g-tErm . .uueeenneannan Aesmeasante 8.8 15,2 13,8 10,8
Totalshort-term. ... . cocieaneeciceanercnansans ] 20 L1 .6
Total long- And short-term. ..o vncnnenninnies 7.0 17.2 14,9 1.4
Forelgn Investments in the United States:
Long-term:
.................................................. 114 11,8 2.0
N X e s i e e B s S e Lo 143 13,1 4.3
Total IODELAIT. . ..o ceeaccsrnssnssansnn s ansnnse 2.5 5.7 4.9 6.3
O A T .8 7 B 3.3
Total long- and short-term._ ... oovoeeeeennnns 3.3 8.4 5.4 0.0
Net ereditor position of the United States:
L T S s S P P TR 4.0 05 B 4.5
O ShoTt-Lerm BOCOUNT . o v eeeeceeecceeccemecmeemsmarmnnas .8 -7 ] -7
On long and short-term 8O0UNE. ...eemmnceancnnaianas 8.7 B.8 06 L8
11020 .
11834 g:tt:
! Includes miscellaneous investments
¥ Net debtor position.

Nore: All data for 1910 and the data for 1029 on forelgnl ong-term Investments in the United States are
from unofficial estimates; other data are as estimated by the Department of Commerce. (See appendix A.)



CHAPTER 1V

THE VARYING ROLE OF GOLD

Although the virtually world-wide use of gold as a monetary reserve
during the interwar period would in itself give gold movements a sig-
nificance quite different from that of other international transactions,
their major role in the balance of payments is suggested by the sheer
magnitude of the flow during that time. On occasion gold moved out
of the United States in significant volume, but over the period as a
whole there was a net inflow valued at $10,813,000,000. ese move-
ments, as indicated by table 14 and chart 25, were, however, unevenly
distributed ggographlcaﬂy and from the standpoint of time during the
interwar period.

Inasmuch as gold acquired by the United States from abroad during
the interwar period represents purchases against which dollar funds
were paid out, it might appear that these amounts should be included
in the “supply of dollars” made available to other countries—a con-
cept extensively employed in this study. Under certain circumstances,
such an assignment might be justified. A substantial part of inter-
national gold movements has come directly from new production.
From the standpoint of producing countries, gold forms a part of their
regular export trade like any other commodity except that 1t commands
an unlimited market—the world’s central banks and treasuries—and,
in gneral, has beneﬁtedhliy relatively fixed or rising prices regardless
of the amount offered. Most of the world’s new progucticin has been
sold in the first instance on the London market, but some countries—
notably Canada and Mexico—have more or less regularly disposed of
their current output in the United States. Purchases of newly mined
Fuld, therefore, might well be considered as part of the supply of dol-

ars provided by the United States to the producing countries, particu-
larly after the great depression as world gold production expanded far
beyond monetary needs.

Gold as a “Balancing” Factor

During most of the interwar period, however, gold flows into and
out of the United States represented cllieﬂy transfers from and into
monetary reserves, and an appraisal of the role of gold in our inter-
national transactions must be concerned primarily with movements
of this character. For purposes of international settlements the
United States, except for minor and short-run restrictions, allowed
gold to move freely and readily permitted the conversion of gold into

ollar funds and, contrariwise, the transfer of dollar funds into
gold. It is therefore appropriate to regard gold imports or exports
as a “balancing item” in our international transactions rather than
as a part of the dollars currently supplied to, or used by, foreign
countries.

124
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As the term “balancing item” suggests, gold movements in our
interwar balance of payments represented in part drains on gold
reserves required to cover differences between the amount of dollars
supplied and the amount of dollars used through trade, service, and
investment transactions. This was notably true with respect to the
large inflows of (%old that occurred concurrently with heavy declines
in the supply of dollars in 1921, 1930-32, and 1938. To the extent that
gold movements were caused by such developments, they are sus-
ceptible of explanation only within the framework of a general analy-
sis of our international transactions as a whole, such as is undertaken
in the next chapter.

Unfortunately, the behavior of gold during,the interwar ?eriod
cannot be completely and satisfactorily explained in such simple and
systematic fashion. In brief, gold movements did not accurately
reflect the prevailing state of baﬁmce or imbalance in the supply and
use of dollars, nor did they conform to any particular pattern applying
to the period as a whole. :

For one thing, there were times when severe strains developed in
our balance-of-payment relationships without giving rise to gold
movements of commensurate magnitude. In fact, despite the great
volume of international gold shipments that took place during the
interwar period, there were only a few years in which foreign coun-
tries generally permitted gold to move freely as a medium for settling
mternational accounts,

On the other hand, a very large part of the heavy gold movements
that did take place reflected not so much the current state of dis-
equilibrium in the general balance-of-payments position of the United
States as the operation of special forces producing shifts of short-
term capital in large volume. Broadly speaking, these transfers
arose largely from changes in the preferences of foreigners as to the
particular form and place in which they desired to hold their assets,
and the concomitant gold movements therefore did not necessarily
gmnt to any corresponding disparity between the supply and use of

ollars on trade, service, and long-term capital account. Under such
conditions, any attempt to explain gold movements, or their absence,
solely or chiefly in terms of the balance-of-payments position as a
whole would be unrealistic. The explanation must ge sought in

ge part in the various special influences mentioned above,

Gold Movements in the Early Post-War Years

The heterogeneous and varying character of the influences deter-
mining the movement of gold in the early post-war years and during
the interwar period as a whole is reveafers’ most clearly against the
background of the way gold was assumed to function under the
infernational gold standard. A summary statement of the essential
features of this standard, under extremely simplified eonditions, is
gwven in the following quotation from the report of the Gold Dele-
gation of the League of Nations, presented in July 1932

The normal features of the gold standard in its simplest form would be the
fcceptance of gold without 4imit by Governments at a fixed price for minting

m‘,l" such eircumstances, rold movements may be regarded as balancing with respect
Bhort-term capital rather than to dollars supplied and used op current and long-term
eapital account. These relationships are discussed in chapter I,

P Ilé'ﬂﬂﬂue of Nations. Report of the Gold Delegation of the Financial Committes. 1032,
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mapte 14—Gold Imports and Exports, by Principal Countries, for Specified
Periods, 1919-39*

[In millions of dollars]
Perjod and country ? Amount Period and country 1 Amount
IMPORTS MPORTS—continued
Jan 1920-June 1622, total. ........... 1,231.4 || April 1886-December m&‘.i'—Ccntinued
ted dom...... 507.9 Netherlands. . BL3
233.8 Bwitzerland 62.0
00.9|  Japan_..... 246. 5
7.5 British Ind 117.0
78.9 Philippine Is 42.6
7L9 ada. ... 17L.5
32.0 T [ e e e, 7.4
B5. 4 Other Latin America. 063.7
July 1822-June 1924, total. ... ... ....... 701.1 || January 1988-December 1930, total. ... 5, 554.2
United Klnm{om s o 857.2 nited Kingdom_ ____...._. .| 38,0363
Netherlands. ...... ol 57.8|]  Netherlands....... 6. 6
Germany... = 5.4 180, 6
France. .. £E 43.5 302.1
....... 1 78.6 680, 5
Latin Ameries. ...oooeeneenn- = 47.3 ﬁ; g
October }%&Pumher 1929, total 5 3.9 193.7
Unltedxngd.om_ .......... . %g Aus 113.4
0. 4 EXPORTS
06.3
J y 1919-I ber 1920, total...... 600, 3
L0  Tapan. ... eiieaeane. 105. 8
358.2 Hnng Kong. . 7.6
142.8 011 67.4
172.3 Britls'h India. 4L1
87.9 Other Asia. 26,2
177.8 1460, 6
134.2 28.68
100.9 48.6
July 1932-March 1033, total. .. .o coeeeeen 380.3 241.4
United Kingdom........ 123.2 86,9
[ 40.6 67.3
Notherlands. . ﬁ E .0
British India 4.7 706. 7
Japan..._... 14.4 818.0
Other Asin__ 43.0 4.1
Americ. ..c.caaae 2.4 B2 4
130.8
Jan 1934-June 1934, total.. 852.4 58.0
nited Kingdom...... 440.1 27.9
[ . 189.0
75.0 106.7
56.1 65. 4
47. 6 1
81.3
92,0
2,075.3 65,3
1,035.8 2.0
380.2
256.3 1,204.1
184. 5 T68. 5
118.6 161. 5
T4 187.8
.3
2,714.7
1,070. 5 368, 7
613.7 240. 1
#M.3 48,8
60,7

! Changes in earmarked gold are not available on a country basis
consigned

! Country from which shi
whose account transaction e

or to w

: in & fow instances does not represent country on
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into coin, the free circulation of gold coin as full legal tender and the unrestricted
import and export of gold.

Were gold the only medium of exchange, its movement from one country to
another, whether in the original stages of distribution from the mines, or later
as redistribution becomes necessary between trading countries, would in Itself
produce local changes in the quantity of money in circulation and hence would
have a direct effect upon prices. The influences of gold movements in such cir
cumstances may perhaps best be described by means of an imaginary illustration
We may imagine a country the value of whose exports, owing to an unusually
abundant harvest, appreciably exceeded that of her imports. The excess of
exports, we may assume, was paid for by an import of gold. This gold would
then pass into circulation in the country receiving it, and conditions ‘would be
created likely to result in an increase in the total money income of the population
of that country, and, in consequence, in the demand for (and the prices of) the
goods upon which this Income was expended. This increase in domestic prices
would have made foreign goods, the prices of which had not risen proportionately,
more attractive to buy, and the domestic goods less attractive to the foreigner,
The commodity imports of the country would therefore tend to increase and its
commodity exports to decrease. This process might continue until a new equi-
librium between imports and exports was established. If it continued beyond
that point, the excess of imports would have to be pald for (falling temporary
loan accommodation) by an export of gold. The original gold influx would
thus set in motion a train of events leading to a new equilibrium of values and
to m reverse movement of gold.

Meanwhile, in the country from which the gold had been received a contrary
sequence of events would have been started; money incomes and prices would
have been reduced, exports have been stimylated and imports checked. The
influence of gold movements 'n such circumstances would thus be not only auto
matic but also reciprocal

_The report of the Gold Delegation describes the illustration as
“imaginary and abstract” and adds:*

In fact, a primitive gold standard, under which gold was the only form of
currency in use, hus never existedq among more advanced nations as an Inter-
national gystem. In all countries which adopted gold as the basis for their cur
rency during the nineteenth century, some system of banking was already in
operation and some medium of payment other than metallic coin in use. Buf,
although the existence of other means of payment and of an elaborate credit
structure modifles the sequence of events and renders it at once more complex
and mt:"e subject to deliberate control, it does not fundamentally alter the forces
at worl

The %eneral suspension of the gold standard following the outbreak
of the first World War was commonly regarded as a necessary but
temporary measure taken under the extreme pressure produced by the
conflict on international trade and finance, and the. virtually unani-
mous desire and intention were to return to the gold standard as soor
as possible after peace was restored. Accomplishment of this aim,
however, was delayed for several years.

As early as mid-1919 the United States removed the ban it had im-
posed on gold exports during the war and was thus the first major
country to reestablish the gold standard. Such action by a single
country, however, was not enough to give the standard internationa
status. The chief immediate effect of our adherence to the gold stand-
ard was to provide a ready and unlimited market for foreign gold
reserves liquidated in order to obtain much-needed dollar exchange.
The gold standard in this country also served as a crude guide to
foreign countries in determining the gold parities subsequently
selected for their currencies. -

Post-war economic conditions abroad, particularly in Europe, pre-
cluded an immediate restoration of the gold standard throughout the

*Ibid., P. 10,
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world at large. Foreign countries were understandably reluctant to
reassume the responsibilities of a free gold standard until they had
achieved a greater degree of stability internally and externally. In
France, huge budget deficits, currency inflation, and a strong flight
of capital out of the country were the main difficulties. Germany
was faced also with currency inflation and a flight of capital and, in
addition, with demands for the prompt payments of vast repara-
tions—factors of instability that reached their climax in the collapse
of the German economic and financial structure under the French
and Belgian occupation of the Ruhr in 1923. The United Kingdom,
while avoiding in Hation on the scale experienced by many continental
European countries, inherited from the war a relatively high price
and wage structure, which threw doubt on its ability to restore and
maintain the pound sterling at its old gold parity. Other countries
were also confronted with varying difficulties in returning to the gold
standard and were naturally inclined to await the lead of the major
powers,

In these circumstances, p",rold movements in the early post-war years
did not have the “normal” characteristics imputed to them unger a
E(_lld-standard regime. The first large movements, in fact, were of a
highly abnormal and special character, consisting of a heavy outflow
in 1919 and 1920, at a time when foreign demand for United States
goods was at its highest peak. This demand, however, emanated
chiefly from Europe, whereas the export of golc{ was confined almost
exclusively to the Far East and Latin America, with which the United
States had import surpluses greatly inflated by the post-war price
rise, As mentioned in the preceding chapter, these countries also had
accumulated substantial dollar balances during the war, and these
were partly withdrawn after the United States%ift,ed its embargo on
gold exports.

If the gold stocks of European countries had been made freely avail-
able to bankers and importers for the settlement of international ac-
counts, there would undl?)ubtedly have been a heavy gold movement to
the United States immediately after the war. Such shipments as did
oceur were made directly by foreign governments for specific purposes
or under official limitations. In 1919 the German (ytf'emment de~
posited $173,000,000 in gold in payment for American foodstuffs to
the account of the United States in London, where it was temporarily
held under earmark, and the United Kingdom made small shipments
to this country on its own account to relieve the pressure on sterling
exchange. Additional gold exports from the United Kingdom were
made possible in late 1919 by the authorization of export licenses for
newly mined South African gold sold in the London market.

Gold from these sources, together with special shipments from the
Umte_d Kingdom and France to meet debt maturities, constituted most
of this country’s gold receipts in 1920, By the end of the year the
outflow of gol(f to the Far East and Latin America had ceased and the
influx became general from all areas, although shipments from Europe
g\redommated. The inward movement lasted until the end of 1924,

he exceptionally heavy inflow of $686,000,000 in 1921 was clearly
attributable to the excess of merchandise exports, which remained ab-
hormally swollen despite the collapse of prices, and to the exhaustion
of other means of dollar financing, to wit: The cessation of United
States Government lending ; depletion of foreign dollar balances; and
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the end of easy short-term export credifs, together with repayments
of credits previously extended. The strength of the general balance-
of payments position of the United States was undoubtedly a factor
in"the continued net influx of gold, which remained above the $200.
000,000 level during each of the following 3 years, but the movement
appears to have become increasingl reﬁlteg to the building up of
dollar assets by other countries, including the establishment of bal-
ances in connection with the stabilization of foreign currencies.

Gold Movements Under the International Gold Standard

The various difficulties and deterrents standing in the way of ex-
change stabilization and reestablishment of an international monetary
standard in the early post-war years were gradually overcome or, in
some respects, ignored. Strangely enoui{ah, the first major oountz
besides the United States to return to gold, in the form’ of the gol
exchange standard, was Germany, whose old currency regime had
most completely wrecked. This was accomplished in October 1924
through international action embodied in the Dawes Plan, providing
for the creation of a new monetary and central banking system in
Germany and, of major importance, for external financial assistance in
the form of a $200,000,000 loan. Of this amount, $110,000,000 was
floated in the United States. Such cooperation was dictated not only
by Germany’s own acute needs but also by the desire of the victorious
powers_tiﬁ place reparation payments on a more assured basis as quickly
as ible.

n the following year, 1925, the United Kingdom, disregarding the
danfers inherent in its high and rigid cost and price structure and
guided by mistaken considerations of financial prestige, restored con-
vertibility of the pound at its old gold value.

By 1926 a determined French Government at last succeeded in
restoring fiscal order and arresting currency inflation. The return
of public confidence brought a strong reflux of capital and, confronted
with the unpleasant prospect of a sharp appreciation in the exchan
value of the frane, the Government hastily effected a de facto stabili-
zation in December at about one-fifth of t{e old exchange rate on the
dollar and formally stabilized at this level in June 1928. Repatriation
of private French capital previously shifted abroad provided the
Bank of France with huge foreign balances, chiefly in London and
New York, the shifting of which became one of the principal causes
of international gold movements in succeeding years.

In the meantime, or shortly afterward, most of the other European
countries returned to the gold standard or the substitute gold-exchange
standard, and a concurrent movement in this direction took place
throughout the rest of the world.

The periods during which the leading commercial nations of the
world adhered to the gold or gold-exchange standard are shown in
chart 26. By about the middle of the twenties the gold standard had
reacquired the international status it had lost during the war,
it again lost this position shortly after 1930. It is true that various
individual countries, including the United States, restored converti*
bility somewhat earlier. Itisalso true that during the thirties France
and other gold-bloc countries resisted the pressure to leave the stand-
ard long after the United Kingdom and the United States had done so,
and the United States in the meantime had returned to a modified form
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of the gold standard with the dollar at a 40-percent discount below its
old parity. Adherence to the standard by one or a few countries,
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however, was not sufficient to make of it an international instrument
or to provide the principal mechanism governing gold movements,

Onf) during the brief period extending roughly from 1925 to 1930,
therefore, was gold permitted to move more or ¥ess freely within s
?vstem of stable exchange rates in settlement of international balances,

nterestingly enough, %)old movements to and from the United States
during this period can be explained only in part by basie disequilibria
in our balance-of-payments position and must be attributed largely to
transfers of short-term capital and other special factors. The %ai}:m
of gold movements to mirror balance-of-payments strains more accu-
rately may be ascribed in part to the fact that international currency
reserves, especially those of countries on the gold-exchange standa
were largely held in the form of short-term balances, including dol-
lars, rather than gold.

In 1925 and again in 1927-28 there were substantial outflows of
gold, separated by a brief period of relative inactivity ; thereafter the

1d movement was predominantly and strongly inward until the mid-

le of 1931. The outflow of gold on both occasions appears to have
been partly in response to an outflow of short-term funds following s
relaxation of Federal Reserve credit policy and a decline in short-term
interest rates in the United States, but other and more specific influ-
ences were present. Most of the American tranche of the Dawes loan
to Germany was taken out in the form of gold to provide cover for the
Reichsbank, shipments beginning in December 1924 and continnjns
through the first half of 1925. India was also able to acquire gol
following a marked improvement in its trade balance.

The movement from the middle of 1927 to the third quarter of 1928
was the heaviest outflow of gold from the United States in the twen-
ties, nggregl;t;ir:lg more than $700,000,000. It coincided with the
in foreign-bond flotations, which provided foreign countries with an
am%le supply of dollars. Argentina and Brazil in particular were
enabled to acquire substantial amounts of gold from the proceeds of
large dollar loans during this period, largely for currency-stabiliza-
tion purposes. Argentina resumed gold payments in August 1927,
and Brazil stnbilizrfl on a de facto basis at the beginning of the year
A still larger component of the gold outflow was the export of some
$318,000,000 to France over the 15-month period, reflecting chiefly the
desire of the Bank of France to convert part of its extremely large
foreign-exchange holdings into gold.

In the latter part of 1928 the outflow came to a halt, and from the
final quarter of the year until the collapse of the stock market boom n
October 1929 gold moved steadily inward. This reversal was due
chiefly to changes in the flow of cagital as described in chapter III;
that is, the curtailment in foreign dollar bond flotations and the n-
flux of foreign funds attracted by the speculative rise in securities an
by h%h money rates. The bulk of the incoming gold was drawn from
the United Kingdom and Canada, though other countries also felt
the strain. Substantial amounts eame from Germany, from which an
outflow of funds was stimulated not only by conditions in this country
but also by protracted negotiations on reparations, and from Argen-
tina, already éxperiencing a fall in export prices,

Gold Movements During The Great Depression

The easier credit conditions that followed the collapse of the stock
market in 1929 brought a temporary slackening in gold imports and 8
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brief gold outflow of slightly more than $100,000,000 in the last quar-
ter of the year. Most of this amount went to France, with smaller
quantities going to the United Kingdom, Switzerland, and various
other countries. Thereafter gold imports were resumed in heavy vol-
ume, reaching a peak in 1931 and remaining substantial through the
first quarter of 1933, while the outflow of gold behaved in more er-
ratic%ashion but aggregated even more than the inward movement.
The forces determining these opposing flows were altogether different
in character.

The influx of gold during the depression years stemmed overwhelm-
ingly from the Far East, Latin America, and Canada, whereas imports
from Europe were small by comparison and were confined largely to
the second half of 1932 and the first quarter of 1933 (table 14). The
vast drain on non-European gold reserves reflected the extremely se-
vere balance-of-payments strain, especially vis-i-vis the United
States, to which primary producing countries were subjected by the
fall in prices and the cessation of international investment. Particu-
larly heavy shipments were received from Japan and Argentina. The
latter had already been compelled to release substantial amounts of
Euld in 1929, as a result of which the Government suspended converti-

ility at the end of the year and permitted the peso to depreciate; but

in 1931 heavy additional shipments became necessary to liquidate ac-
cumulated debts. Japan, paradoxically, did not adhere to the gold
standard until January 1930, after the international monetary regime
had already started to disintegrate, and had no sooner dohe so than
it began to experience heavy gold losses, These losses became espe-
cially severe toward the end of 1931 following the United Kingdom’s
departure from the gold standard and led to Japan’s also suspending
convertibility.
. The exodus of gold from the United States during the depression
mvolved another group of countries and was caused by very different
circumstances. As may be noted in chart 25, gold moved out of the
United States on four occasions from the time of the stock-market
collapse in 1929 until the end of 1933. The first outflow, as already
mentioned, came in the last quarter of 1929 and, like the second in
1930, was relatively small. The third, however, was of enormous pro-
portions (uy pre-1934 standards), aggregating $1,200,000,000 from the
middle of 1931 to the middle of 1932. ’Fhe fourth, which came in the
followin; year, was also large, amounting to $367,000,000. These
movements were destined to Europe almost exclusively, with one coun-
try, France, accounting for two-thirds of the total.

_‘f‘he sutflow of gold on these occasions did not result from any
disequilibrium in the United States balance of payments in the direc-
tion of an excess of dollars supplied, but it was caused exclusively by
the withdrawal of foreign dollar balances under circumstances that
have been described in the preceding chapter. Briefly expressed, the
movements reflected an emphatic shift from dollars to OI(F as the pre-
ferred form for holding cash reserves. If the dollar had been esteemed
s equivalent or even preferable to gold in the twenties, it quickly lost
this status during the financial crisis of the summer and fall of 1931.
Foreign holders of dollar balances preferred to take no chances on
repeating the losses they had incurred on sterling assets when the pound
depreciated. This attitude underwent some modification in the second
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half of 1932 with temporarily improved prospects for business recovery
in the United States.

Gold previously purchased and held under earmark for forei
account in the amount of almost $400,000,000 at the middle of the
year was reduced by some $320,000,000 in the followiu§ 5 months,
apparently not by exportation but by conversion into dollars for cur-
rent requirements or for additions to balances. This reduction in ear-
marked gold coincided with the brief period of gold imports from
Europe and, in view of the much smaller increase in foreign dollar
balances in the latter part of 1932, was more truly indicative of the
direction of balance-of-payments strain at that time than was the
preceding heavy volume of gold exports.

The brief upturn in foreign confidence in the dollar was soon
reversed, however, by the domestic banking crisis culminating in the
early part of 1933, E’oreign countries renewed heavy earmarking of
gold in the first quarter and shipped their holdings later in the year
after the dollar had begun to depreciate.

Changed Status of Gold in the Thirties

The devaluation of the dollar at the end of January 1934 inaugu-
rated & new and unique period in the history of international gold
movements. During the following 6 years gold imports into the
United States, on a gross basis, aggregated some $11,250,000,000, This
enormous inflow was offset to the extent of $1,100,000,000 by the in-
crease in earmarking for foreign account, but physical exports were
nefhgible. Gold shipments to the United States began in tremendous
volume immediately after devaluation, amounting to almost $700,-
000,000 in the first 2 months alone, when extraordinary arbitrage
profits were afforded by the slowness with which the dollar-franc and
other exchange rates were adjusted to the new American gold price
of $35 per fine ounce,

This slowness, however, reflected the relative strength of foreign
demand for dollars on other accounts and the practical limitations
on the amount of shipping space immediately available for gold ship-
ments, without which the dollar would have more quickly fallen to
its newly selected paritg. The continuing strength of foreign demand
for dollars responsible for gold movements thereafter was attributable
only in part, and that chiefly in 1938 and 1939, to this country’s
position on trade and other current transactions. Most of the gold
influx was caused by the vast movements of capital from Europe to
the United States under the circumstances already set forth in
chapter ITI.

It is pertinent to recall, however, that gold underwent a trans-
formation during the thirties that made these enormous shipments

ssible.  During the decade following the first World War the
ailure of gold production to keep pace with the growing monetary
needs of the world economy was a subject of much griscuion. While
the price of gold was unchanged in terms of the dollar and the pound,
the much higher level of prices and costs in general had served to
render gold mining less profitable and, hence, to reduce output and at
the same time to expand the required credit base. As a matter of
fact, world monetary gold stocks were actually substantially larger
after the war than in 1913 (chart 27), largely because of new pro-
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duction and the withdrawal of gold from general circulation and
from private hoards during the conflict. On the other hand, tlfe re-
serve problems of foreign countries were a%gra?ated by the often.
discussed maldistribution of gold resulting from the gravitation of
much of the world’s stocks to the United States during and after the
war.

These conditions underwent some change during the early years of
the depression after 1929, as pricés and costs declined and the fixed
price for gold permitted a larger profit for producers, and the situa-
tion was profoundly altered after depreciation of -the pound
sterling and the dollar increased the price of gold. These develop-
ments affected gold stocks in two ways. In the first place, there was
an immediate increase in the value of all gold stocks in terms of de-
preciated currencies. The %?ld-bloc countries, which had long held
out against depreciation of their own currencies and had thereby suf-
fered serious impairment to their competitive position in world trade,
benefited in this respect at least by enhancement of the exchange value
of their gold reserves. In the second place, the world output of
newly mined gold was enormously stimulated after the gold-produc-
ing countries gepreciated their currencies.

he most notable exception to the increase in output—at least until
about 1937—was in South Africa, the largest producing area. There
the advantage afforded by the increased price of gold was directed
toward working low-grade ores and thus lengthening the life of the
mines. In terms of quantity, world gold production slightly more
than doubled, from a total of 19,200,000 ounces in 1929 to 39,500,000
ounces in 1939. Because of the rise in the price of gold, output in
terms of dollars rose even more strikingly, from about $400,000,000 to
slightly less than $1,400,000,000 annually éuring the same period,

s a result of these changes, the world’s stock of monetary gold
at the end of 1939, in terms of new gold dollars, was more than
five times as large as it was in 1913 and more than three times the
amount in 1921, in old gold dollars. The increase from the begin-
ning of 1934 through 1939 alone was greater than the total amount
accumulated by central banks and treasuries up to 1913, again in
terms of new and old gold dollars, respectively. The relative scar-
city of gold in the twenties was thus changed to an evident plethora
in the late thirties. While ret,ain'mﬁ its attraction as a medium for
holding monetary reserves, gold tended tn become more and more an
assured means of obtaining dollar exchange in large volume. On
a percentage basis, the maldistribution of gold was intensified b,
the heavy flow of gold to the United States from 1934 to 1939,
which exceeded the value of new gold production abroad during this

riod by about $3,800,000,000 and for the period 1930-39 by almost
gf.UO0,000,000 (caleulated at $35 per fine ounce). In absolute terms,
however, the gold-reserve position of foreign countries considered as
a whole, with notable individual exceptions, was easier in 1939 than
it had been 10 years earlier, because of the general revaluation of
their stocks and the lower level of world prices after the depression.

¢ Exclusive of ﬁld held In the active portion of the United States Exchange Stabilization
Fund and by s funds of other countries.



CHAPTER V

BALANCE-OF-PAYMENTS EXPERIENCE
OF THE UNITED STATES, 1919-39

Lack of Stability and Continuity

The foregoing analysis of the principal types of transactions be-
tween the %nitcd States and other countries discloses no straight
and simple line of development throughout the years 1919 to 1939,
Aside from such changes as the declining proportion of foodstuffs
and the increasing proportion of manufactures in exports, which were
clearly in evidence long before the first World War, there was little
that can be described as a secular or long-run trend in United States
foreign trade during the interwar period. There was likewise
nothing gradual or regular about this country’s development and
experience as a supplier of international investment capital.

ew generalizations can therefore be made regarding the inter-
national position of the United States during the interwar period
as a whole—except to note the lack of stability and continuity. Be-
cause of this variability, the interwar years may be divided into four
periods which correspond approximately to major cyclical changes:
(1) The early post-war years culminating in the depression of 1920~
21, (2) the period of recovery and prosperity extending throughout
most of the remainder of the twenties, (3? the great depression of the
early thirties, and (4) the years of belated and uncertain upturn
from 1934 to the outbreak of the second World War.

The first and third periods were years of transition during which
the world economic structure underwent profound transformation.
Both were followed by somewhat longer periods of generally upward
movement in international transactions and a fair degree of con-
tinuity in underlying forces and major outward characteristics.

POST-WAR BOOM AND DEPRESSION, 1919-21

The Problem of Post-War Readjustment

Under the most favorable conditions, the transition to a peacetime
economy after the sudden cessation of hostilities in November 1918
was bound to entail a profound readjustment in the whole system
of international transactions built up during the war years. The
heavy draft by Europe on war materials lpm%uced by American in-
dustry quickly disappeared after the Armistice. On the other hand,

e demand for American foodstuffs and other essentials was certain
fo rise and remain strong during the early years of relief and recon-
struction in the starved and devastated areas of Europe, but here,
too, it was inevitable that exports of such items would decline after
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economic life in these areas was restored and as a more nearly normal
trade with other oversea sources of supply was resumed.

Moreover, the extension of cash advances by the Government of
the United States to its Allies, which were the main offset and sup-

ort to the huge export surplus after the entry of the United States
into the war, could not be continued indefinitely. Similarly, the peg-

ing of foreign currencies—notably the pound sterling and the French
rane, which had been made possible by this great flow of dollar
credits—had to be given another underpinning or abandoned
altogether.

These and related problems of adaptation in the international

sphere were accompanied by gigantic tasks of readjustment in the

omestic economy—the demobilization and absorption into ecivilian
life of 4,000,000 men who had been called to service; reconversion of
industry to peacetime production with many more millions of new
jobs requirexrfor former war workers; reduction in Government out-
iays; removal of official controls, and in general the institution of new
directive forces over the whole economic system. All of the other
former belligerents and many of the ex-neutrals faced similar prob-
lems, vastly augmented in most European countries by the physical
impairment of their productive capacity.

Haste to Return to Normal

The general policy followed by this country in meeting both the
int.ernaf and external problems of readjustment was to depart as
swiftly as possible from wartime controls and institutions and to
allow events thereafter to follow their own course—to demobilize rap-
idly and leave to private industry the task of providing employment;
to reduce public expenditure Eromptly and depend on the emergence
of purchasing power from other sources; to drop price controls and
let prices find their own levels; to abandon the pegging of exchanges
andplet them also find their own levels; to cease supEi ing Govern-
ment credits to Europe and invite private capital to El the need or,
that failing, to permit whatever readjustment might occur in exports
and imports.

All of the components of the wartime economic structure could not,
of course, be liquidated at once. However, the control of prices—
one of the most important restrictions in the domestic economy—ceased
automatically and immediately upon termination of hostilities,
although even during the war this control had been far from com-
plete and fully effective. Demobilization of the armed forces required
more time, but was executed with remarkable rapidity and was vir-
tually complete within 12 months after the Armistice. Cancellation
or adjustment of war contracts was also carried out swiftly.

Government expenditures remained high for a brief time, entail-
ing a deficit of more than $4,300,000,000 in the first half of 1919, but
a surplus had already emerged by the end of the year. Official control
over the sterling and franc exchange rates was withdrawn in March
1919, and the whole system of rates grouped around the dollar-
sterling-franc nucleus came to an end. Government credit advances
to Europe remained large during the early months after the Armistice
but were gulckly limited to the extent required by previous commit-
ments and virtually ceased early in 1920. The Government’s views
on the latter question and, indeed, on the entire field of international
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economic relations were set forth at some length in.a letter of January
98, 1920, from the Secretary of the Treasury to the President of the
United States Chamber of Commerce, extracts from which follow:*

The Treasury is opposed to further governmental aid beyond that outlined
* % * with respect to the extension of interest on the Allied Government
obligntions held by the Government of the United States and to the supplying
of relief to certain portions of Burope. The Governments of the world must
now get out of banking and trade. Loans from Government to Government 1_10t
only involve additional taxes or borrowings by the lending Government with
inflation attendant thereon, but also a continuance by the borrowing Government
of control over private activities which only postpones sound solutions of the
problems.

The Treasury is opposed to governmental comtrol over foreign trade and
finance and even more opposed to private confrol. It is convinced that the
credits required for the economic restoration and revival of trade must be
supplied through private channels; that as a necessary confribution to that
end the Governments of the world must assist in the restoration of confidence,
stability, and freedom of commerce by the adoption of sound fiscal policies;
and that the reparations commission must adopt promptly a just and construc-
tive policy.

* * ¢ Such matters as the suggestion of further governmental loans by
the United States, the ecancellation of some or all of the obligations of European
Governments held by the United States Government * * * and the deferring
of obligations of foreign Governments held by the United States to liens ereated
in favor of loans hereafter made for reconstruction purposes, are clearly not
appropriate for consideration * * ¥,

From the moment of the cessation of hostilities the Treasury of the United
Btates has pursued a policy of looking toward the restoration as promptly as
possible of normal economic conditions, the removal of governmental controls
and interferences, and the restoration of Individual initiative and free competition
In business. It has insisted upon strict economy In governmental expenditure
and upon the maintenance of taxes at a level which, with the salvage of war
materials and supplies, etc, will insure the prompt retirement of the floating
debt of the United States and the establishment of a fund adequate for the retire-
ment of the funded debt In the course of a generation. The Treasury long since,
with the cooperation of the Federal Reserve Board, removed the embargo on the
export of gold, thus enabling American citizens and, indeed, the nations of the
world, to the extent that they find credit here, to finance their purchases through-
out the world in cash.

Rightly or wrongly, a different policy has been pursued in Europe. European
Governments have maintained, since the cessation of hostilities, embargoes upon
the export of gold. The rectification of the exchanges now adverse to Europe lies
primarily in the hands of European Governments. The normal method of meeting
an adverse international balance is to ship gold. The refusal to ship gold pre-
vents the rectification of an adverse exchange. The need of gold embargoes lies
in the expanded currency and credit structure of Europe. Relief would be found
in disarmament, resumption of industrial life and activity, and the imposition of
adequate taxes and the issue of adequate domestic loans,

Buch things as International bond issues, international guaranties, and inter-
national measures for the stabilization of exchange are utterly impracticable so
long as there exist inequalities of taxation and domestic financlal policles in the
varivus countries involved; and when these inequalities no lomger exist such
devices will be unnecessary.

* * * The remedy for the situation is to be found not in the manufacture
of bank credit in the United States for the movement of exports, a process which
has already proceeded too far, but in the movement of goods, of investment secu-
rities, and, in defaunlt of goods or securities, then of gold into this country from
Europe ; and in order that such securities may be absorbed by investors our people
must consume less and save. :

The United States could not, if it would, assume the burdens of all the earth.
tcannot undertake to finance the requirements of Europe, because it cannot shape
the fiscal policies of the governments of Europe. * * * Lamentable as would
be the effecis upon our industrial life and upon Europe itself of the continued
—

'In Annual Report of the Secretary of the Treasury on Finances for the Fiscal Year
Ended June 30, 15?0. 1921, Pp. 8104, -
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maintenance of an exchange barrier against the importation into Europe of com-
modities from the United States, this country cannot continue to extend credits
on a suflicient scale to cover our present swollen trade balance against Europe,
while paying cash (gold and silver) to the countries of Central and South Amer-
ica and the Far East with which it has an adverse balance on its own and inter-
national account. The consequence of the maintenance by Europe of this barrier
will be to force the United States to do business with those countries with which
it is able to do business on a cash basis. The only other policy which the United
States could adopt would be the poliey of reestablishing embargoes on gold and
silver and of inflating its own currency to the same extent that the currencies of
Europe are inflated, with a view to lowering its exchange to a parity with theirs.
This would involve taxing the whole people for the benefit of our exporters and
the benefit of Burope and submitting to have imposed on the United States domes-
tic financial policies adopted by Europe but quite contrary to those heretofore
adopted by the United States. It would mean a world-wide Inflation, the
abandenment of the gold standard, and, ultimately, chaos.

If the peoples and governments of Europe live within their incomes, incregse
their production as much as possible, and limit their imports to actual ncces-
sities, forelgn credits to cover adverse balances would most probably be supplied
by private investors, and the demand to resort to such impracticable methods as
government Joans and banks credits would cease,

Domestic Factors of Instability

Although the desire to resume a normal peacetime way of life was
compelling, and the disturbed currency and budget situation in Europe
imposed formidable obstacles to effective international cooperation,
the difficulties and dangers inherent in attempting a swift transition
by the essentially negative expédient of abandoning wartime controls
and practices were seriously underestimated. The domestic problems
of reemployment and restoration of production were met in short order
and with only minor initial upsets but were quickly followed by a
most disturbing boom-and-depression sequence with profound effects
on the international transactions of the e&nited States.

In its most vitlent aspects the post-war boom, which extended from
about the middle of 1919 to the middle of 1920, was largely a specula-
tive price rise of a self—pro%elling and, ultimately, self-destroying char-
acter. Prices rose largely because they were expected to rise, reflecting
both hedging purchases I‘)’y producers and consumers and buying of a
more patentfy speculative nature. The accumulation of inher-
ent in this process, together with other restrictive influences, inevitably
led to its undoing. The mechanism was thus thrown into reverse, the
liquidation of stocks and anticipations of further declines combining
to produce an even more violent price collapse.?

hind this great speculative excess, however, was a coincidence
of more basic factors making first for expansion and then for contrac-
tion. These influences, as Lﬁey affected the American economy, were
of both internal and external origin. While their effects cannot be

gated, some of the principal aspects of the domestic situation may
be briefly noted before reviewing the behavior of international trans-
actions during the period.

There was, first of all, a tremendous deferred demand in the United
States for both capital and consumers’ goods. Reconversion of indus-
try to peacetime production required a rapid and extensive reequip-
ment and modernization of plants and the replenishment of inventories,
setting in motion a flow of capital expenditure temporarily far above

The mechanism of the post-war boom and recession 18 anal more fully in !ﬁfgf

of Natlons. Economle Fluctuations in the United States and United Klnsdmﬁ,
1022, 1042, Pp. 18-20.
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normal. Demand for consumers’ goods of which production had been
curtailed during the war—automobiles, clothing, housing, and other
items—was likewise strong and was fortified by the huge volume of
individual savings accumulated during the war. These savings were
largely in the form of Liberty bonds, which at that time could be
readily sold or used to secure bank loans. Purchasing power was fur-
ther increased during this critical period by the continued excess of
public expenditure, which, as mentioned above, could not be immedi-
ately eliminated, and by the easy-credit policy pursued, despite its
inflationary influence, to facilitate flotation of the Victory loan in 1919.

Althougﬁ the fall in prices and production that came in the summer
of 1920 was largely the natural and inevitable reaction from previous
speculative excesses, changes in basic conditions also made for a
decline. The sudden release of deferred demand for capital and con-
sumers’ goods immediately following the war had entailed spending
at a rate much faster than could be maintained, even though there
still remained a large volume of unsatisfied wants. Special factors,
particularly the sharp rise in costs, brought an early halt to the con-
struction boom, and the volume of new building declined steeply
throughout 1920.

Moreover, fiscal and credit policies, which had continued to be
highly inflationary in the early stages of the post-war boom, were
reversed and remained strongly deflationary throughout the depres-
sion. The Federal budget yielded an excess of receipts of more than
$500,000,000* in the fiscal year 1920-21, while the Federal Reserve
rediscount rate was raised to its highest point of 614 percent in March
1921 and was only gradually reduced thereafter. The behavior of
the Government bonf market illustrates the unfortunate way in which
financial policy tended to aggravate rather than moderate the eyclical
movement. 'throughnut 1919 and during the early part of 1920 the
Treasury had rendered support through open-market purchases, thus
contributing to the ease with which wartime savings could be con-
verted into cash and encouraging inflationary spending. During the
depression, however, when need gor reviving demand was greatest, the
Treasury withheld support, and Government bonds could be liqui-
dated only with heavy losses.

Behavior of International Transactions

In addition to deferréd demand in the United States, the war left a
vast demand in foreign countries for producers’ and consumers’ gr)ocl.:li
enormously intensified in Europe by urgent requirements for relief an
reconstruction. For reasons of an essentially temporary nature this
demand was focused on the United States. European industrial pro-
duction had been reduced far below normal by a number of factors,
including deterioration and destruction of plants, loss of trained man-
power, (ﬁ:arth of raw materials, and political unsettlement.

Moreover, the shortage of ocean shipping—which persisted for well
over a year after the Armistice, as evidenced by the high freight rates
prevailing and the consequently inflated shipping items in the balance
of payments for 1919 and 1920—prevented Europe’s serious deficiencies
n agricultural goods from being satisfied from more distant oversea
countries, For the time being, therefore, American producers and

# After deducting $422,000,000 In debt retirement from expenditures,
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exporters found themselves in a somewhat monopolistic position,
which provided additional impetus to the rise in prices,

The external demand for United States goods was supported, with
respect to the dollar exchange required, by a number of short-run
factors, including particularly Government credits, which remained
heavy c’iuring 1919, as already mentioned; Army and Navy and other
Government outlays abroad, which also were large until the repatria-
tion of American armed forces was completed ; and a large outpouring
of personal remittances, stimulated b Eeavy incomes in this country,
the desperate plight of relatives and friends abroad, and the deprecia-
tion of foreign currencies,

The inflationary impact of domestic and foreign demand on the
American economy was not effectively compensated by increased im-
ports, which remained far below exports because of Europe’s impaired
export capacity, the impossibility of an instantaneous expansion of
primary production, and the shipping bottleneck. Moreover, the in-
crease in prices, reflecting speculative demand for foodstuffs and raw
materials, influenced the value of imports even more than that of ex-

rts. Cimnges in the composition of imports render generalization

ifficult, but the rise in quantity after 1918 appears to have been of
much less consequence. A case in point is the spectacular rise in price
of sugar, as noted in chapter IL.

The break-in the business eycle, which came in the summer of 1920,
was followed by a swift fall in foreign trade. The decline in imports,
according to recorded monthly totals, came first, beginning in Septem-
ber, and is explained chiefly by the end of the speculative price boom.
Import prices, as measured by annual averages, fell by 47 percent from
1920 to 1921, whereas quantity decreased by only 16 percent. Curiously
enough, the value of exports, as recorded, was well maintained
throughout 1920, totaling more in the last quarter of the year than in
the same period of 1919; the definite decline did not come until early
in 1921. The recorded {igures for this period, however, seem to con-
tain serious overvaluations, and definite evidences of weakness in ex-
ports appeared much earlier. Moreover, a heavy volume of shipments
on consignment—another reflection of unsound speculative ventures—
proved unsalable and much of it was actually returned to this country.

As with imports, the fall in dollar value of exports was largely a
price phenomenon.* The collapse in prices, however, was attended and
partly caused by several more basic factors, which brought about a
reduction in volume of exports. As already noted, some of the extraor-
dinary advantages which had been enjoyed by the United States in the
export market were of a short-run character.

In the meantime the United Kingdom, in particular, had begun to
recover its export capacity and to offer more competition to American
manufactures, while the acute shipping shortage was relieved in 1920
and a larger.volume of agricultural shipments from other areas became
possible. Exports of pork, beef, and dairy products were especially
affected, falling sharply in 1920 from their wartime levels. In addi-
tion, after the most critical and immediate relief needs were met, for-
eign demand tended to become more cautious and thus contributed to

* Exports of manufactures declined even more sharply In quantity than In price from
1920 to 1021, demonstrating their particular susceptibility to evelical fluctuations, but the

quiantity of other main frnups of exports was either well maintained (crude materials and
manufactured foodstufls) or actually increased (erude foodstuffs),
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the decline in prices, although the Ehysical volume of United States
agricultural exports remained far above the pre-war level for several
ears.

The decline in exports was accentuated by the inescapable neces-
sity of adjusting the amount of dollars used by foreign countries
to conform more closely with the smaller amount currently supplied
by the United States through trade, service, and long-term capital
transactions. Although the estimates, as shown in table II, are
subject to a substantial margin of error, the excess of receipts over

ayments by the United States on these accounts appears to have
Eeen well over $1,000,000,000 in the first post-war year, despite the
large sums made available for a time by Government credits and
other outlays abroad. These sums dwindled to relatively low levels
in 1920, however, and in the following year the outflow of dollars
was drastically cut by the halving of United States imports and other
current payments. .

An appreciable contribution to the supply of dollars to foreign
countries during these years was made by the flotation of foreign
bond issues in the American market—a course which, as indicated
in the previously quoted statement of the Secretary of the Treasury,
received official support as a substitute for Government credits.
Additional dollar funds were provided by purchases of outstandin
securities, both American and foreign, from European investors an
by the establishment of new direct investments abroad. Long-term
capital outflow through these channels was not without an offset,
however, for at the same time foreign countries were icquired to
make heavy amortization payments on loans floated in uie United
States mnr{(et before this country’s entry into the war. The net
movement on long-term account was far gelow the previous rate of
Government lending.

The exchange problem confronting foreign countries in their
transactions with the United States guring this period, therefore,
was that the volume of dollars which they currently used had to be
reduced (1) not merely in accordance with the decline in the flow
of dollars currently supplied by the United States, but also (2),
sooner or later, by the additional amount of the initial gap. That
difficulties were encountered in making a prompt adjustment is evi-
denced by the fact that the excess of dollars used remained over,
or at least near, the billion-dollar level through 1921. This huge
excess was not eliminated until after a further reduction of more
than £600,000,000 in United States exports the following year and a
nse of about the same amount in United States imports, stimulated
by the revival in domestic business conditions. The means employed
In covering the dollar deficit—since, as always, the gap had to be
bridged in some manner—also attest to the difficulties of adjustment
during the early post-war years.

The Balancing Items—Gold and Short-Term Capital Movements

Although the principal facts emerge clearly enough, available data
do not suffice to explain fully how the disparity between dollars used
and dollars supplied in 1919-21 was met. For that matter, the excess
of dollar payments—aggregating almost $4,000,000,000 for the 3-year
period according to the present balance-of-payments estimates—may
not have been measured accurately,
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It has been pointed out that the recorded export values for 1920,
and possibly other years, appear to contain serious overvaluations.
As has also been mentioned, unduly optimistic expectations on the
part of American exporters as to the ability of foreign countries to
absorb and pay for goods at the high prices then prevailing led to
large consignment shipments, many of which proved unsalable, and
in addition substantial amounts of exports were refused acceptance
by foreign buyers, especially after the sharp fall in prices beginning
in 1920.° Recorded export values for these years therefore do not
serve as an accurate measure of anments made by foreign countries
to the United States on merchandise account. For this reason,
as well as because of various other possibilities of error in the
estimates, the total excess of dollar payments to this country may
be overstated, biit there can be no doubt that it was very large.

The excess of dollars used over dollars supplied on current account
and long-term capital account was met by a reduction in foreign liquid
assets—that is, dollar balances and gold stocks—and by short-term
credits from American sources.

As a result of this country’s heavy wartime purchases from primary
producing areas and the large credits made available to the Allies, the
end of hostilities left substantial dollar balances to the account of
foreigners, The subsequent behavior of these balances cannot be
traced in detail—and in particular cannot be calculated on a calendar-
year basis ®—but during the 214 years from the beginning of 1919 to
the middle of 1921 they Were-red);.lced by $811,000,000. Although by
the latter date foreign dollar balances amounted to only $403,000,000,
they were probably further reduced during the second half of 1921, in
view of the foreign dollar requirements aﬁ'eady described.

In addition to drawing down their previously accumulated dollar
balances, foreign countries were heavily financed through short-term
borrowings in the United States. The expansion in such credits dur-
ing the 214-year J)eriod mentioned was $844.000,000, or about the same
amount as the reduction in foreign balances in this country, The total
outflow of short-term funds during 1919, 1920, and the first half of 1921
thus aggregated $1,655,000,000.

In relation to the size of the dollar Froblém, gold was at first em-
ployed to a minor degree as a means o obt.aini;(lf; dollar exchange to
cover foreign requirements. In fact, as pointed out in chapter IV,
the gold movement was predominantly outward in 1919 and 1920.
This apparent anomaly is explained by the fact that, although the
United States had an enormous export surplus to Europe during these
2 years, it had an import excess in trade with the rest of the world
(table 15). In addition, non-European areas had accumulated large
balances in this country during the war which, after the removal of
the gold-export embargo by the United States in June 1919, were taken
out partly in the form of gold.

On the other hand, European countries, fearful that the tremendous
demand for exchange would drain them of their reserves, maintained
nonconvertibility of their currencies for a longer period and per-
mitted gold exports only under restrictions or for special purposes.
. YA rough attempt to allow for such losses, however, has been made in the *Miscellaneous
services und adinstments™ Item of table 17,

* These Items are therefore shown ag "Not available” for the early post-war years, which
contributes to the large size of the “Unexplained [tems™ gs shown in tables I and IL
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Such measures were sharply criticized by the Secretary of the Treas-
who, as previously quoted, considered that interference with free
old movements prevented a “rectification of the exchanges.,” By the
atter part of 1920, however, the dollar shortage had become so severe
as to require, despite these restrictions, an increasingly large flow of
old from Europe. At the same time, the value of United States
imports from other areas fell off, c-hieﬁy as a result of the collapse
of primary prices, and gave way to a sizable export surplus in 1921.
The gold outflow to these areas was thus reversed, swelling the net
flow of gold to the United States in 1921 to $686,000,000—the greatest
net movement recorded in any year before the devaluation of the
dollar in 1934. :

TasLe 15.—United States Exports (Including Reexports) and General Imports,
by Regions, 1919-21

[In millions of dollars]

1919 1020 1621
Reglon

Ex- Im- Bal- Ex- Im- Bal- Ex- | Im- Bal-

ports | ports Bnee ports | ports ance ports | ports ance

7aL1| 500.2) +20.0| M43 614.6] 2007 520.6 8376 -158.0

545.8| 657.6] —111.8| 044310480 —103.7| 620.1| 417.3 -+11L9

4417 687.5| —245.8] 6239 ‘7610 —)37.1) 2738 2068 -2.3

771.7|1,107.7| —336.0( B71.6{1,306.7| —525,1| 5326/ 617.0) —85.3

125.6  88.6| -37.0| 171.6) 80,0 Im.e uzg 8.5 4773

9.9 122\ —143) 1657 153 4154 728 0.4 324

Total, non-Europe.......[2,713.83, 183.8| —440.013,001.4 4,006 —350.22.041.21,744.2/ +207.0
oy TR ol ey 5, 206.5|  700.5(+4, 456.0,4, 536.6 1, 227. 8|43, 308. 8 2, 443.8| '704.0 +1, 678.9
T s Tt 7,|m.1s,m4i+4,ma.u|ts,mnls,mal-i-z.m.nlq,isﬁ.nls.m.l;ﬂ.mn

Foreign Exchange Rates

The release of gold in large volume by foreign countries scarcely
effected a “rectification of the exchanges” in the manner desired by the
Secretary of the Treasury, who presumably expected that gold out-
flows should give rise to measures of credit and fiscal restriction abroad
that would curb foreign demand for dollars and permit restoration of
exchange rates to their old parities. On the contrary, exchange quota-
tions on foreign currencies, which inevitably declined after the un-
Pegﬁlg of rates on the pound and franc, remained low, and rates on a
number of countries declined further in 1921.

In a fundamental sense, however, this very depreciation of foreign
currencies helped to produce the required “rectification” in this coun-
try’s balance-of-payments position, in that the higher cost of the dollar
to foreign importers tended to discourage purchases from the United
States, (For reasons set forth in chapter II, however, the depreciation
of foreign currencies probably had little, if any, stimulative effect
on the dvﬁlar value of United States imports.) The ,lowering of foreign
exchange rates thus helped to reduce the amount of internal deflation
and depression that other countries had to endure in order to bring
their international transactions into balance” The United Kingdom
and various countries with affiliated currencies subsequently lost these

e —

"This is not to deny, however the necessity of halting the inflation that France and
aﬂm- continental countries were undergoing, chlefly for internal reasons growing out of
Uge budget deficits.
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benefits when they returned to their old gold parities, thus shouldering
the deflationary burden at a later stage.

In this connection it may be noted that the depreciation of foreign
currencies during this early post-war é)eriod apgarently was not accom-
ganied at that particular time by widespread flights of capital, which

ave exercised such an evil influence under fluctuating exchanges in
recent years" This was probably because of the prevailing expecta-
tions that foreign currencies, including even some of those most hope-
lessly depreciated, would ultimately be restored to their pre-war pari-
ties—a situation that tended to stimulate a speculative flow of funds to,
rather than away from, countries with depreciated currencies. Such
results could scarcely be anticipated in any future situation combining
heatl'{y dollar requirements and a fluctuating and-uncontrolled exchange
market.

Evaluation of Early Post-War Experience

Readjustment of the international transactions of the United States
from war to peace conditions inherently involved extremely serious
problems, but the difficulties of transition were greatly aggravated by
the violent boom and depression of the first 3 post-war years. The
following are among the most unfortunate consequences of these wide
cy]cligal uctuations on this country’s international trade and financial
relations:

1. The simplest and most obvious effect was that foreign coun-
tries (as well as individuals and enterprises in the United States)
wasted a substantial part of their accumulated reserves and
ineurred additional heavy liabilities, in obligations to the United
States Government and‘q;y other long- and short-term borrow-
ings, through intense competition on a high and rising market
for goods the supi:ly of which could not be immediately and ade-

uately expanded. American exporters similarly lost heavily
through overoptimistic evaluation of foreign demand.

2. The speculative boom of 1919-20 brought into being a great
deal of overcapitalized, excess agricultural production in this
country that made no substantial contribution to immediate
gg_ﬁt-war requirements but quickly became a glut on the market.

ile it would be a gross oversimplification to explain the
“farm problem™ solely or chiefly in these terms, the land boom,
which an in the the stages of the war and reached much
higher peaks in 1919 and 1920, added greatly to the difficulties
of readjustment to the declining export market in later years.

3. While some regrouping and downward adjustment of
prices after the war was perhaps inevitable, the drop of more
than 40 percent in the general level of dollar prices imposed a
heavy burden on all debtors. In the balance-of-payments rela-
tions of the United States this meant that the heavy volume of
indebtedness incurred by foreign countries at wartime and post-
war boom prices had to be carried at a substantially lower price
level. The so-called transfer problem—by which is meant in

' Germany was perhafn the principal exception, but [ts sitnation was aggravated by the
reparations question. In France the flight of private capital did not assume serious pro-
portions until somewhat later.
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the present connection the acquisition of sufficient dollars by
foreign countries to meet debt service to the United States—
was thus aggravated. In addition, the effect of lower prices
was to stimulate overindebted primary producers to increase
their output still more—the most obvious way by which the
individual producer can seek to maximize his income.

4. Another long-run consequence of the price fall was to in-
crease the deflationary difficulties of foreign countries that,
however unwise their policy may have been, desired to restore
their currencies to pre-war gold parities, In the United King-
dom, the most important country in question, prices as expressed
in sterling had risen more than dollar prices in the United States
during the war. Restoration of a viable international balance
required that this disparity be removed, if the pound was to be
returned to its former exchange relationship with the dollar.
Despite the difficulties of reducing costs (not only wages but
also and especially the large volume of fixed charges incurred
by British industry during the war and post-war boom) the
adjustment in prices could doubtless have been satisfactorily
made if dollar prices had remained relatively stable. The sharp
fall in American prices, however, greatly increased the problem.

The major problems in the early post-war experience of the United
States, in botE its internal and external aspects, resided not so much
in the technical difficulty of readjusting production to peacetime con-
ditions as in the sudden release 0% pent-up demand and, shortly after-
ward, the equally sudden weakening of this demand and of its financial
supports. The imprudent attempt to restore markets forthwith to the
unrestrained play of the abnormal forces then prevailing was bound
to have unhappy consequences.

In view of t,l:e impatience of the public and the Government alike to
be done with wartime restrictions and to return to normal, it is not eas
to suigest what alternative courses could have been followed witK
any chance of general acceptance. What was needed can be stated,
however, with assurance. e basic requirements certainly included
the following: (1) Continued control over both the price and distri-
bution of goods until the most pressing internal and external require-
ments had been met; (2) a more gradual release of accumulated pur-
chasing power, including foreign dollar balances, in such a way as to
support an orderly and sustained expansion in the domestic and inter-
national economy; (3) continuation of official lending to foreign coun-
tries, although on a declining scale, until private finance was ready to
assume the risks. Such policies would Eave promoted a smoother
transition from war to peace and would have avoided or mitigated the
unfortunate results stemming from the post-war boom and depression.

For the longer run, however, the United States was confronted with
& most perplexing problem of readjustment, the difficulties of which
were often not adequately grasped either by the authors or the critics
of this country’s policies. The problem may be stated as follows:

e very forces that had transformed the United States in a few war
and post-war years into a great creditor nation imposed enormous
difficulties in the way of an early adaptation to that position through
A change in the balance of trade.

During the war the United States had greatly expanded its capacity
for, and hence its dependence on, a huge volume of exports, both agri-
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cultural and industrial. At the same time the heavy demands of war
and the separation from former sources of supply had brought the
development of certain domestic industries that produced goods
}'Jreviously imported and were ready to defend their positions, at
east through demands for tariff protection, while the scope of goods
that might be imi)orted in significant amounts was already largely
limited to essential materials and foodstuffs by previous tariff legisla-
tion and internal economic developments. Under these circumstances
an adjustment in the trade balance to accommodate a return flow of
debt service payments could probably have been accomplished with-
out serious disturbance to the export structure and the whole internal
economy only over a relatively long period of years through S])
continued investment of American capital abroad, though eventually
on a gradually declining scale, and (2) a positive effort to promote
im’Purts on a selective basis.
here was in fact a continued outpouring of capital in increasingly
heavy volume during most of the first post-war decade, but there was
nothing gradual about its curtailment, and public policy was directed
t.owardg restricting rather than encouraging imports. The ultimate
adjustment to the changed creditor position of the United States after
the first World War was therefore not merely postponed, as was desir-
able, but was rendeced more difficult and was effected under disastrous
conditions. These later developments will be traced in the following
sections,

A PERIOD OF UNCERTAIN BALANCE, 1922-29

Recovery and Prosperity

The end of the post-war depression inaugurated a period of
sustained econcmic expansion for the world as a whole, from which
short-run financial ang economic crises in some countries or chronie
difficulties in others stand out only by way of exception. However
insecure its foundations may have been and whatever the causes of its
ultimate collapse, the era from 1922 to 1929 was marked by an un-
paralleled growth in production and consumption of economic goods.

In the United States, industrial production turned definitely up-
ward in the fall of 1921, following signs of business recovery earlier
in the year, and in 1922 output was only slightly below that of the

ak year 1920. There followed a period of relatively steady progress,
ed by the machinery and automotive industries, which brought a
further increase of 50 percent in production by 1929. Industrial out-
gut passed throuﬁh a recession of some severity in 1924 and a minor

ecline in 1927, but these temporary set-backs produced only slight
deviations from the strong upward trend in national income. The chief
exception to the general pattern of rising prosperity was agriculture
where a further moderate expansion of production was nccompanied
by chronie price weakness and a relative decline in the exchange value
of farm produce for other goods as compared with the pre-war rela-
tionship. In contrast to the experience of other major groups, farm
income remained depressed at levels around 25 percent less than those
of 1919-20.

Unlike its part in the boom-and-depression sequence immediately
following the war, foreign trade does not appear to have played a
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role of any consequence in initiating recovery in the United States
after 1921. So far as international transactions were a factor influ-
encing the upturn in the world economy, the stimulus seems rather to
have come from the American side, with a strong increase in imports
accompanying the revival in domestic production and a smaller rise
in new capital investment abroad. Exports, on the other hand, de-
clined further from 1921 to 1922. The decline, however, was con-
fined to the first quarter of 1922 and was apparently caused by a num-
ber of special factors rather than by general economic conditions
abroad.?

Although Latin America remained in a depressed state in 1922, and
the situation in Central and Eastern Europe underwent further de-
terioration, most other countries experienced a recovery roughly co-
inciding with that of the United States, not only in their internal
economic situation but also in their foreign trade and exchange
positions.

Economic expansion abroad after the post-war depression was no
less rapid than in the United States, so far as may be judged by the
rise in foreign trade, industrial production, and national incomes.
This comparison requires qualification, however, because production
in Europe had fallen to a low level by the end of the war and part of
the subsequent expansion represented only the recovery of lost ground.
Further qualification is required, moreover, because of the uneven rate
of progress in different countries, as shown in part by the comparisons
of national income and industrial production in charts 28 and 29.*
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Chart 28.—Percen incrense in national income in the United States and selected foreign
countries, 1 to 1929, (Based on foreig ¥y val converted to dollars.)

The percentage increases shown in charts 28 and 29 are affected to
some extent by the selection of base years, and the relative position of
e various countries would be somewhat different had other base years

een used. For example, German industrial production was compara-
tively high in 1922 under the stimulus of the depreciating mark but
was virtually paralyzed in the following year with the occupation of
the Ruhr and the final stages of currency collapse. The increases in
national income plotted in chart 28, moreover, reflect variations in

*Among these special factors were: (1) Previous heavy overstocking of American goods
from ordgrs hce«? during the post-war boom ; (2) fall In coal exports attribotable to ces-
wation o kes in British mines and the outbreak of coal strikes In the United States;

4) decline in wheat exports due to a bum?er cre%p In Italy and diversion of United Kin

m imports to other sources of aupplg: 4) reduction by almost $50 000,000 in Bri

takings of American leaf tobacco. A decline of about 5.6 percent in the general level of
prices was also a factor.
Bee also charts 13-A, 13-B, and 18-C,
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both the internal and external values of currencies. The expansion
shown for Norway and Denmark, for instance, is attributable to the
heavy discount on their currencies in the base year 1925. Subsequent
stabilization of these currencies at their pre-war gold parities increased
the value of their national incomes as converted into dollars but in
fact imposed a heavy deflationary burden on their economies. In terms
of their own currencies, national income is estimated to have fallen by
about 19 percent in Norway and 10 percent in Denmark from 1925 to
1929.
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Chart 29.~Percentage | in industrial production in the United States and selected
foreign countries, 1922 to 1929,

In some countries, notably France, Belgium, Czecho-Slovakia, Can-
ada, and Japan, there was a marked economic expansion over the peri
as a whole, even though occasional set-backs occurred. Despite the
declining tendency in primary prices, a rapid economic growth also
took place in more predominantly agricultural countries, In a few
countries, however, there was only moderate expansion after 1922, the
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United Kingdom being the most important. British industrial pro-
duction rose somewhat, but national income and foreign trade showed
little or no increase. While various factors contributed to the lag in
economic progress in the United Kingdom during this time, it is gen-
erally recognized that the return to the pre-war gold parity in 1925
constituted a serious overvaluation of the pound sterling at the relative
price levels then prevailing and imposed a heavy deflationary burden
on the British economy. The weakened position of the United King-
dom and its consequences for the international transactions of the
United States are described in more detail in later sections.

Strength of the International Position of the United States

The internal vigor and growth of the United States during the
twenties was matched and supported by its position in the world econ-
omy. Important elements of its international strength were the in-
crease in its monetary reserves resulting from the heavy influx of gold
during and after the war and the concurrent change from a debtor to
a creditor status. Of still greater significance in the subsequent evolu-
ctlioll; of its position was the continuing strength of foreign demand for

OLIATS,

The strength of this demand was reflected, for one thing, in the large
and increasing amounts of dollars used in payment of current-account
items. In absolute terms, the largest and most rapidly growing pay-
ments were made against purchases of United States merchandise ex-
ports. During the early part of the period requirements of foodstuffs
to cover the deficiencies in European production were urgent, and the
decline in these needs after the middle twenties was far outweighed
by a vigorous expansion in foreign purchases of American manufac-
tured goods, which proved to be particularly responsive to the rise in
purchasing power and industrial growth abroad.

The greatest proportionate increase among receipts on current ac-
count was in returns on United States investments abroad, including
the intrinsically inflexible payments of interest on the growing volume
of long-term loans. War de{;ts also entailed a substantial volume of
Palyments to the United States, although the annual amounts remained
relatively stable during the period.

Besides the excess of payments to the United States on current
fccount, foreign countries employed a large and growing volume of
dollars in long-term capital transactions. These were to a large ex-
tent contractual amortizations of previous dollar loans. In addition,
foreigners made heavy purchases of American securities, resuming
Investment interests and practices long antedating the World War.

ey also repatriated a sizable volume of foreign dollar bonds more
l’ecengl’y floated in the United States. The exceptional capacity of the

ew York stock market to attract specilative buyers from all over the
world was also evident at times, especially during the boom of 1928-29.

Another manifestation of the strong international position of the
United States was the desire of foreigners to hold their liquid assets
in the form of dollars, In its simplest form this desire was expressed
n the hoarding of United States currency, large amounts of which
were drawn abroad during the early years of currency depreciation in
Europe. Far more important, however, were the foreign-owned dollar
balances built up here, partly for the account of individuals but chiefly
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for foreign central and commercial banks. The growth of these bank-
ing funds mirrored the newly acquired haportance of New York asa
repository for foreiFn monetary reserves under the gold-exch
standard and as a clearing center for international commercial and
financial transactions.

Payments to foreigners on current account likewise rose swiftly
from 1922 to 1929, and, in fact, roughly paralleled the increase in
receipts for goods and services. Although severely restricted in com-
Hosition by an extremely high tariff policy, which was in manifest con-

ict with the country’s claims as a creditor nation, imports expanded
in keeping with the strong rise in United States industrial production.
Still larger proportionate increases were registered in American travel
expenditures abroad and in interest and dividend payments on foreign
investments in the United States, which were again growing after
having been reduced during the war. Notwithstanding these increases
in payments, the current account continued to show over the entire
period a large excess of receipts.

Despite the strong foreign demand for dollars, there was no serious
imbalance in our international position during the greater part of the
1922-29 period, as was indeed evidenced by the ability of foreigners
to accumulate substantial short-term balances in the United States.
The explanation lies in the heavy outflow of American capital for in-
vestment abroad, which was on a generally growing scale until the
middle of 1928. This outflow of capital was not, however, merely a
coincidental and fortuitous offset or a passive adaptation to an inde-
pendently determined excess of receipts on merchandise trade and
other current transactions. It may have been so to some extent, but
this does not provide a satisfactory explanation of our balance-of-
payments relationships during the period. The search for a_more
complete explanation is rendered difficult by the very multiplicity of
forces at work, the absence of severe disturbances until near the end
of the twenties, and the more or less autonomous functioning of the
world economy during this time. L

It is precisefy these features, on the other hand, which lend special
interest and importance to the 1922-29 period. At other times during:
the interwar years there were violent cyclical changes, fluctuating ex-
change rates, and, especially in the thirties, a high degree of control
over trade and financial transactions by many éreign governments,
Under such conditions, balance-of-payments problems and adjust-
ments may stand out rather clearly. At least by comparison, the
period 1922-29 exhibited a substantially greater stability in fora(iign ex-
change rates and a more regular course oi production and trade, despite
continuing variations and disturbances in several important countries
in the early years. Moreover, governmental influence on internationsl
transactions was limited in the main to broad economic and financial
policies with relatively little direct state intervention.

Out of the entire interwar period only during the years from 1922
to 1929 could one expect to find balance-of-payments relationships
regulated chiefly by the autonomous forces of the market and perhaps
to detect some sort of natural or semiautomatic “balancing mechanism,”
whereby changes in the flow of dollars at one point were offset, with-
out undue disturbance, by compensating changes elsewhere in our
international transactions. The principal questions with respect to
the period relate therefore to the means by which international bal-

—a
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ance was maintained for a time and the reasons for its ultimate col-
lapse. The outward characteristics of the United States balance of
payments in these years, as already briefly summarized, suggest that
the answer to these questions should be approached through an exam-
ination of two major relationships: (1) The approximately equal rise
in receipts and payments on current account and (2) the connection
between the excess of receipts on current account and the net outflow
of long-term capital.

Relationship Between Receipts and Payments on Current Account

Although capital movements played a critical role in the United
States balance of payments, doﬁars paid cut on trade and service
transactions constituted about 83 percent of total payments from 1922
to 1929 and thus formed the major offset to receipts from other coun-
tries. The fact that both payments and receipts on current account
exhibited, without any substantial direct control, a strong and approxi-
mately equal increase is therefore of elementary importance in the
evolution of the international transactions of the United States during
this period. There were, to be sure, certain deviations from these
upward trends, as in 1924 and again in 1927, when payments declined
slightly in the face of a continued rise in receipts, but over the period
#s a whole the increases were of approximately the same magnitude,
From 1922 to 1929 dollars supplied on current account rose by $1,979,-
000,000, or 45 percent, and dollars used by $2,123,000,000, or 42 percent.

The analysis in chapter IT has shown that the different goods and
services making up the current account were all subject in greater
or less degree to special influences, but the analysis has also indicated
that, except under the impact of abnormal and powerful forces, pay-
ments and receipts on current transactions, in the aggregate, moved
rather closely in response to changes in basic economic conditions at
home and abroad. Certainly the fact that industrial production and
incomes in foreign countries, considered as a unit, increased by about
the same proportions as in the United States accounts to a great extent
for the approximately equal rise in receipts and payments on current
account tlluring the 1922-29 period. Whether this parallelism was
attributable chiefly to a chance coincidence in economic progress at
home and abroad or reflects a more definite relationship and interde-
pendence is a matter for consideration,

Economic expansion in the United States in the twenties unquestion-
ably rested chiefly on such primarily internal factors as the phenome-
nal development of the automobile industry, the heavy volume of

uilding construction, and the inflationary stimulus of tﬁe growth in
tonsumer installment financing, Similarly, economic expansion in
foreign countries was attributable to factors that would have made
their influence felt even though transactions with the United States had
not increased—for example, the reconstruction and rationalization of
European industry after the war, the industrialization of younger
countries, and the opening up of new territories to production. To

_sure, American equipment and capital played a significant role in
this development, but the greater part of the financial and material
resources required undoubtedly came from elsewhere, including, of
tourse, each country’s own internal contribution.

y comparison with such factors, trade and service transactions be-
tween the United States and foreign countries would appear, upon

840067 O - 45 - 11
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superficial observation, to have exercised only a minor influence on
the growth of economic activity at home and abroad, The increase
in United States receipts on current items directly accounted for only
about 9.2 percent of the rise in total national income from 1922 to 1929,
During the same period, out of the aggregate expansion in national
income only about 8.6 percent was expemfed on ncreased purchases
of foreign goods and services, These transactions represented an
even smaller percentage of the aggregate income of foreign countries,
possibly only about half as much, although data necessary for precise
measurement are not available.

On the basis of such com Iparis.oms the connection between the growth
in receipts and the growth in payments on trade and service items
would seem remote indeed. The ratios mentioned are, however, a gross
understatement of the repercussions of international transactions on
the economy of both this country and other countries, and, by the same
token, they exaggerate the problems of adjustment under conditions
as they existed in the twenties.

In the first place, money received from exports and services does
not forthwith exhaust its effects on domestic incomes but enters into
the stream of money payments, In addition to those-who derive in-
come directly from foreign sources, others obtain employment and
income indirectly as a result of exports and other transactions. These
include persons engaged in supplying food, clothing, and other goods
und services to workers employed in producing goods for export;
makers of machinery, equipment, and plants used in export industries;
and persons employed in other reldted activities, such as transporta-
tion, brokerage, and insurance. Similar situations prevail, of course,
with respect to the ultimate influences of American purchases from
foreign countries. As one illustration, sums spent by American trav-
elers abroad—which reached nearly $500,000,000 in 1929—pass
promptly from railways, hotels, and shopkeepers' to employees
grocers, and clothiers, and thus stimulate the economie life in generni
of foreign countries.

Hence, the mere ratio of the dollar volume of international trans-
actions to domestie income is clearly a gross understatement of the
influence of the former on the latter. ile allowance must be made
for the usual delays between receipts and disbursements of individual
incomes and for various *leakages”—additions to savings, repayment
of debts, and increased imports and other payments abroad—the cumu-
lative effects on national income of a rise in receipts from exports
or other transactions is unquestionably much larger than the amount
of the initial increase. Accurate measurement of these effects is,
unfortunately, impossible, but it may at least be concluded that the
total annual income of this country directly and indirectly derived
from exports and other current transactions was several times the
$6,266,000,000 figure that these items averaged during the 1922-29
period, and that the rise of almost $2,000,000,000 in these receipts
during that time contributed a far larger amount to the growth in
national income. Similarly, American purchases of foreign goods and
services produced ultimate effects abroad substantially greater than
the mere magnitudes of the items would suggest.

Variations in foreign purchases from the United States or in
United States purchases from foreign countries also produced further
indirect effects that at times profoundly influenced trends in genersl
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economic activity at home and abroad. In addition to the cumulative
effects of the spending and respending of funds derived from exports
and services, an increase in foreign purchases tended, through its in-
fluence on prices and business prospects, to call forth a larger volume
of expenditure from domestic sources, and was a key factor on oc-
¢asion in initiating recovery and expansion. The following quota-
tion provides an illustration of the special impact that events a road
exercised on the domestic economy at strategic moments—one which
was no doubt frequently paralleled by the influence of developments
in the United States on tﬁe economic life of other countries:

* * * The revival of 1924 seems to be one of several in American history
which were greatly influenced by events and conditions abroad. The Dawes
Plan was adopted on August 16, 1924. The British pound was appreciating and
sentiment abroad wus improving. Especially important was the accident of
large crops in the United States with small crops in Europe. As a result, the
price of wheat in December, 1924, was nearly 60 parcent above Décember, 1923,
and the price of hogs also rose. Between July and October, the adjusted index
of the value of exports increased from 85 to 119 (1923-25=100), and exports
during the last four months of the year were the largest in the peacetime history
of the country."

In summary, under the conditions prevailing in the twenties, foreign
trade and service transactions appear to have exercised an equilibratin
influence whereby the general trends in ecomonic activity at home an
abroad were brought into line with each other and compensating ad-
Justments made to changes in the flow of dollars supplied and dollars
used, This does not suggest that in all or most circumstances mainte-
nance of international balance requires merely a parallel development
between the internal economic activity of one country and that of
other countries.”

In the evolution of the United States balance of payments from
1922 to 1929 such parallelism, in conjunction with the outflow of
American capital, apparently was an important part of the balancing
mechanism although, for reasons subsequently discussed, the relation-
ShiJ) would have been more viable and less subject to shock if there
had been a larger increase in imports,

Offsetting Relationship Between Capital and Current Items

The proximate factors responsible for the behavior of capital trans-
actions have been discussed in chapter II1. Their relation to other
items in the balance of payments and their significance in the evolution
of the international position of the United States from 1922 to 1929
remain to be examined.

As a point of departure, the simplest and most obviously true state-
ment that can be made regarding the role of capital movements in
the twenties is that the additional dollars supplied through the out-
flow of capital from the United States render E possible the excéss of
receipts in this country on trade and other current items. In view of
the limitations imposed by the American tariff and other factors de-

i Blichter, Sumner H. The Period of 1919-103868 in the United States: Its Significance for
Buginess-Cycle Theory. Review of Feonomic Statistics, February 1937. Pp. 10-11.

M At times the basic situation may require or permit a different line of development.
For instance, the fall in the price of Cuba’s principal export, sugar, after 1924 necessitated
& decline in its imports and, as the “natural” mechanism whereby this was accomplished,
Produced a general downward trend in Cuban incomes in opposition to the rising trend in
the world at large. In the United Kingdom, the decision to restore and maintain the
pound at its pre-war parity produced an unbalanced situation in its international accounts,
which required, In the absence of other measures, n deflationary pressure on its internal
economic activity.
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termining the course of trade and service transactions, there is scant
likelihoog that outpayments on current account would have been sig-
pificantly larger in the absence of an outflow of capital. Under suc
circumstances, the full effects would have fallen on exports and other
items of receipts, probably involving a continuation of the decline that
had been under way from the middle of 1920 until early 1922. While
these effects would doubtless have been felt throughout the entire gamut
of export trade, and debt service charges as well, exports of farm
goods were in a particularly vulnerable position after 1925. The agri-
cultural depression of the twenties might therefore have been more
%uickly precipitated into the crisis that eventuated in the early thirties.

or better or worse, the supplying of dollars through new loans and
other investments abroad prevented, or rather postponed and ulti-
mately intensified, a large and perhaps {;uin ful readjustment, which
otherwise would have had to be made in both the international trans-
actions and internal economy of the United States.
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Chart 30, —Net reccipts on current transactions and net payments on long-term capital truns-
actions, 1921=30,

Although the generally offsetting nature of net inpayments on cur-
rent account and net outflow of long-term capital is a self-evident fea-
ture of the United States balance of payments during the twenties,
the year-to-year movements in the two series were not strikingly close
(chart 30). Capital outflow was for the most part substantially
smaller than the current-account balance througﬁ 1925, increased
sharply in relation to the latter in the next 2 years, and then fell pre-
cipitously in 1929 in the face of a much smaller decline in net current
receipts. Because of these differences and the difficulty of tracin
processes of an inherently obscure nature, discovery of a precise an
smooth mechanism relating the two balances cannot be expected.

The question as to the connection between the current and capital
items has commonly been posed in this form: Does trade follow the
loan, or does the loan follow trade? In other words, does the move-
ment of capital vary for reasons not directly related to the balance-
of-payment position but create changes in demand that cause com-
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pensating adjustments in trade and service items? Or do the latter
vary for independent reasons and give rise to a chain of events caus-
ing capital to move in an offsetting manner? While the causal factors
may have operated in both these directions to some extent, the Ameri-
can balance-of-payments experience during the twenties indicates that
fluctuations in both the current-account balance and the long-term
capital balance were chiefly determined by common forces or were
otll:erwise related in such a manner that neither the one nor the other
could be regarded as an independent or causal factor.

Direct Ties Between Capital and Trade

At times the movement of capital and the movement of goods were

art of the same transaction. So-called tied loans—loans for which
Eorrowers are contractually obligated to spend the proceeds in the
lending country—were rare in the American experience, though
funds were in fact frequently borrowed for the specific purpose of

urchasing goods in this market., However, so far as may be judged
v the direct evidence available and by more general information
concerning the types of borrowers, the acquisition of funds for ex-
penditure in the United States was apparently not the primary pur-
pose behind most of the foreign loans floated here. Rather, the origi-
nal borrowers presumably converted the loan proceeds into other cur-
rencies via the international banking mechanism, and the dollar funds
thus became part of the general supply of dollars currently made
available to meet foreign demands.

In the establishment of new American direct investments abroad the
movements of capital and goods have often been even more insepara-
bly bound together than in foreign dollar loans, In fact, when Amer-
ican owners supply plant equipment and materials from this country,
the movement of goods is actually the movement of capital. The
rapid growth of American branch factories abroad during the twenties
suggests that shipments of this nature must have been common. Es-
tablishment of other types of direct investments in foreign countries
also frequently involved the application of distinctively American
techniques and hence the use of American machinery and equipment.

The outflow of direct investment capital, however, has not always
automatically and immediately taken the form of American 8.
The building up of all such investments necessarily entailed substan-
tial outlays for local labor, materials, transportation charges, and
other expenditures in foreign countries. Sometimes the equipment
required was obtained from a third country. One large American-
owned public-utility enterprise, for example, obtained from its manu-
facturing subsidiaries in Europe a substantial part of the equipment
and apparatus needed for its operating subsidiaries, chiefly in Latin
America.’

Finally, a large number of American-owned enterprises in foreign
countries were not newly constructed but were purchased as going
concerns. A few examlpIes may be given. General Motors Corpora-
tion purchased Vauxhall Motors, Ltd. (United Kingdom) in 1925 and
Adam Opel, A. G. (Germany) in 1929. The Anaconda Copper Min-
Ing Co., 1n association with the W. A. Harriman interests, purchased
a participation in Polish mining enterprises from German owners, the
mines being in territory awarded to Poland from Germany after the

B 0On the other hand, the Brazil Railway Co., financed in Europe, purchased most of ita
equipment in the United States,
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first World War. Several of the Latin American subsidiaries of
International Telephone & Telegraph Corporation and of American &
Foreign Power Co. were incorporated in the United Kingdom and
were acquired from their British owners.

In short, a large, although indeterminate, part of the outflow of
American capital for direct investment abroad did not entail a cor-
responding and immediate {:urchase of American goods but tended to
become part of the general supply of dollars currently accruing to
foreign countries, In such investments, as in the greater part of
foreign dollar bond flotations, the utilization and transfer of funds
through the purchase of American goods and seryices must obviously
be explained in terms of a more indirect and general relationship.

Indirect Connections Between Capital and Trade

A logical assumption as to the manner in which capital transfer not
directly related to the export of merchandise increased the export
surplus, or the total balance on current account, is that the disburse-
ment of the funds abroad tended to raise or supi)ort the general level
of purchasing power and economic activity in foreign countries and
thus to promote or permit a larger volume of purchases from the
United States,

In some countries the purchase of goods and the procurement of
capital from the United Iémtes were so0 intimately bound up in the
whole process of economic expansion that it would not be valid to
assign a causal role to either capital or trade. In other words, the
processes of industrialization ang general economic development cre-
ated a demand for goods, both producers’ and consumers’, which the
United States was in a favorable position to supply, and at the same
time they gave rise to capital requirements beyanci the capacity of
local sources, which the United States was also well able to meet. This
would appear to have been true in Canada, which borrowed $1.261,-
000,000 in the United States from 1922 to 1929 and received in addition
a heavy volume of direct investment capital.™s

Even in Canada continuation of expansion in economic capacity at
such a rapid rate as occurred was dependent on the influx of capital
from the United States. In many otgleer countries still less self-suffi-
cient financially, American investments played a much more distinctly
causal role in stimulating a rise in production and purchasing power
with an attendant increase in imports. This was true of most Latin
American countries, where American as well as European capital was
heavily invested. For example, Colombia, with a population of less
than 8,000,000 in the twenties floated loans totaling $173,000,000 in
the United States from 1922 to 1929. In addition, a large part of United
States direct investments in that country, which aggregated
$124,000,000 at the end of 1929, were made during this period. “’%hare
was a great boom. Competitive railway building and other public
works sent up w by leaps and bounds; imports vastly increased;
food was impo where before it had been produced locally.” **

¥ The amount borrowed does not Include some $253,000,000 floated by A d
semi-American corporations for operations in Canada; this sum i:.megluti‘;d E"t}:?”m?a'h
N Unites Sixtes girest lovestments: tn Cansda at'the end of 1920 are ssttmasted n
n en anada at the end o are
more than $2,000,000,000, but a substantial part had been made befor;u ?922.at o
';Eommmu on Finanee and Industry Report (Macmillan Committee), London. 1931

"The United States Government also made Indemnification ents to Colombia of
J‘?g’o&o&nlgﬂ?my from 1922 through 1928 under the treaty of 1014 uo mfe:dmed‘m
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Many times foreig& dollar loans did not serve to increase the pro-
ductive capacity of borrowing countries but were used for such pur-

as covering deficits in their current budgets, as in several of the
E:Stai; American countries, or for expensive evelopments of a social
rather than economic character, as happened to a large extent in
Germany. In all such loans, nevertheless, disbursement of the pro-
ceeds tended to expand or inflate foreign incomes and thus to give rise
to heavier demancﬁs for goods and services in general, including those
purchased from the United States,

In most countries, individually considered, fluctuations in borrow-
ings from the United States were not closely reflected in the course of
their imports from this country. Only in Canada, whose purchases
from the United States constituted a dominant place in its total im-
ports, did the connection seem to stand out clearly. In other countries
the relationship was blurred by the multiplicity of influences affecting
import capacity, including changes in the quantity and price of their
exports and in borrowings from other countries.

ariations in the flow of American capital to individual countries
tended to be reflected more in their total imports than in their imports
from the United States®® Under these conditions, the stimulative
effects of capital investment were not confined to the borrowing coun-
tries but spread from them to third countries and thus tended to raise
the general level of foreign production and incomes and to increase
total foreign demand for American goods and services.

Response of Capital and Current Transactions to Domestic Factors

The influence of year-to-year changes in the flow of capital likewise
does not stand out clearly in the movement of total United States
exports or in total receipts on current account from abroad, both of
which showed a fairly regular increase from 1922 to 1929. The
absence of a close parallelism does not conflict, however, with the
statement that the outflow of capital tended to raise the level of eco-
nomic activity in foreign countries and the general volume of their
payments to the United States. Rather, it points to the very signifi-
cant fact that annual variations in the movement of long-term capital
were more closely related to changes in the volume of dollars supplied
than in the volume of dollars used on current account. As has
already been noted, receipts on current transactions exhibited a more
even increase than did payments, fluctuations in the latter being chiefly
responsible for changes in the balance on current account.'?

The connection between capital movements and payments on cur-
rent account and the reasons therefor emerge clearly from an inspee-
tion of chart 81, which is based chiefly on relationships developed in
chapters IT and III. Briefly expressed, when domestic economic ac-
tivity rose, as measured by the index of industrial production, there
Wwas an increase in imports and in total dollars supplied on current
account and a decrease or a definite slowing down in foreign dollar

3 Comparisons between the flow of eapital and that of goods from tis United States to
Indlvidual countries are further handicapped by lack of accurate data, by country, on
&nnual movements of direct investment capital.

" The probable explanation of this contrasting behavior is discussed in chapter 1T (ef.
8ection on The Current Account as a Whole).
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bond flotations. When, on the other hand, domestic economic activity
declined, as in 1924 and 1927, payments on current account fell and
foreign loan issues rose. Changes in the flow of payments on current
transactions and changes in the outflow of American long-term capital
were thus compensating, with the result that the year-to-year move-
ment in the total supply of dollars made available to foreign countries
exhibited greater regularity than either of the two major components
taken separately.'®

Another noteworthy aspect of the relation between capital move-
ments and the current account, also revealed in chart 81, is that the
net inflow of foreign funds through transactions in outstanding secu-
rities before 1930 hikewise tended to fluctuate with changes in domestic
business conditions, varying positively with changes in the index of
industrial production and i the opposite direction to new foreign
dollar bond flotations. This response of foreign investors to changes
in the American business situation is what might have been expected,
especially in their purchases of domestic issues. Unfortunately, the
latter cannot be segregated in the security transactions data for 1923
to 1925, but their behavior in subsequent years is interesting. A small
net liquidation of American securities by foreigners occurred during
the mild recession of 1927, but their purchases rose to almost $500,-
000,000 net in 1928 with the development of the stock-market boom
and remained high in 1929 as reflected in the figure for that year, even
though there may well have been extensive liquidation after the col-
lapse of the boom in October,

Abrupt Fall in Capital Outflow

Although both the outflow of American capital in the form of
subscriptions to foreign dollar loans and the inflow of capital from
abroad for the purchase of domestic and foreign securities behaved
in a manner roughly compensating for variations in the volume of
dollars supplied on current account, the relationship was far from
perfect (charts 30 and 31). It was not until near the end of the
period, however, that the deficiencies in the relationship began to
produce serious effects,

From 1927 to 1929 dollars supplied against imports and services
rose by $543,000,000, whereas new foreign-loan flotations in the
American market declined by $700,000,000 and the inflow of capital
from abroad for security purchases rose by $320,000,000—a net
change in the last two items combined of more than $1,000,000,000.
Capital movements were far more responsive to the drawing power
of the stock-market boom than were imports to the concomitant rise
in basic economic activity, a situation tending to upset the balance
in international transactions to a dangerous degree. That the strain
did not become more serious immediately may be attributed in part
to the fact that the outflow of direct investment capital rose by
about $250,000,000 from 1927 to 1929, reflecting the general spirit
of optimism and business expansion during these years.

_ ile the speculative rise in share Erices appears to have been the
immediate factor primarily responsible for the decline in foreign

"The responsiveness to changes in domestic business conditions thus bears out the
carller suggestion that fluctuations in the current and capital accounts were largely
Attributable to the infl eof a force.
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dollar bond flotations, as suggested by the fact that the latter rose
again for a time after the ccﬁﬁtpse of the boom, other more basic in-
fluences tended to curtail the outflow of American capital in the
Jate twenties. As shown in chapter III, these deterrents included
the development of unfavorable politica] and economic conditions
in various countries and the notorious overindebtedness of many bor-
rowers, notably Germany and a number of Latin American countries,
resulting from the reckless speed with which their issues had been
solicited and sold during the preceding heyday of foreign lending
There is one additional consideration of i{mgmnental importance:
The very ‘fact that the maintenance of international balance had
" come to depend in large measure on an outflow of American capital
was in itsei)f a factor tending toward instability and collapse. Any
interruption in the outflow, even though due to temporary causes,
was likely to produce economic and exchange disturbances on such
a scale as to impair the prospects of foreign investments in general,
thus preventing a full resumption of investment activity and lead-
ing to further and protracted dislocations in the world economy.

Balancing Items and Central Banking Poliey

Under the international gold, or gold-exchange, standard generally
adhered to in the latter part of the twenties, disparities between the
supply and use of dollars of sufficient size to cause substantial trans-
fers of gold and short-term funds were supposed to give rise to ap-
gropriata credit measures calculated to reinforce the natural in-

uences tending to restore balance. This requirement resulted not
from any moral or legal obligation but from the nature of the gold
standard. The latter, in its simplest terms, means the maintenance
of stable exchange rates within a regime of general freedom for the

ublic to engage in transactions requiring the purchase or sale of
oreign exchange. Stable exchange rates between countries obvi-
ously could not be assured without protection of gold and exchange
reserves against undue depletion and also against undue increase at
the expense of other countries’ holdings.

It follows, therefore, that under the international gold standard—
or any monetary regime aimed at maintenance of fixed exchange
rates combined with freedom for individual transactions—a net loss
of gold and exchange reserves in significant and continuing amounts
muires the contraction of internal purchasing power in order to

uce purchases from other countries. Conversely, a net increase
in gold and exchange reserves of a substantial and prolonged nature
requires an expansion of internal purchasing power to prevent &
severe and possibly dangerous depletion in other countries on the
gold standard.

In point of fact, central banking policy at home and abroad does
not appear to have played a very active or effective role in maintain-
ing balance in the international transactions of the United States
during the 1922-29 period. The explanations are in part of a seem-
ingly contradictory nature: (1) Until near the end of the period
there was no severe and %otracted strain in the general balance-of-
gggments position of the United States; (2) some of the strains that

id develop, especially in other countries, were far too severe to
dealt with satisfactorily by the techniques available to central bank-
ing systems in influencing the course of economie activity; and (3) it
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would seem that definite mistakes which might have been avoided
were made in the field of money and banking policy both in the
United States and abroad. The pertinent facts regarding these
points may be briefly noted.

It is an eloquent commentary on the strength of the balance of
payments of the United States—or, more precisely, the relative
strength of foreign demand for dollars—that at no time during the
1922-29 period was there an excess of dollars supplied over dollars
used sufficient to produce any important evidence of strain. Only in
the 3 years, 1922 and again in 1926 and 1927, do the estimates indi-
cate an excess of payments over receipts on current and long-term
capital account, and in each of these years the excess was small by
comparison with the accumulated gold reserve of the United States.
It was particularly inconsequential, moreover, in view of the ready
disposition of foreign countries to augment their short-term balances
in this country.

As long as the outflow of long-term capital from the United States
continued in large volume there was likewise little evidence of severe
strain in the direction of an excess of dollars used over dollars sup-
plied. Serious dislocation developed on two occasions. The first
was in 1923 when a combination of exceptional domestic prosperity
and unfavorable Foiitica] conditions in Kurope temporarily reduced
the net outflow of long-term capital far below the usual level of the
twenties. The other began in the middle of 1928 when, as previously
deseribed, the stock-market boom in combination with various other
factors again sharply reduced the net outflow of long-term capital
and brought what proved to be a definite curtailment i new United
States investment abroad.

It is true that during the 1922-29 period the United States con-
tinued to receive gold on balance from other countries, the net inward
movement aggregating $410,000,000. Only in the years referred to
in the prececﬁng paragraph, however, was the inflow primarily attrib-
utable to a disparity between dollars supplied and used on current
and long-term capital accounts. At other times, gold movements,
both into and out of the United States, were largely caused and off-
set by shifts in short-term balances, as discussed in chapters ITI and
IV. The general evolution of our position during the period as a
whole may be summed up by observing that (on the basis of the in-
complete annual movements shown in table I) the net rise in forei
balances in the United States exceeded by more than $200,000,000 the
net gain in United States gold stocks from abroad combined with -

e rise in United States short-term claims on other countries.

In contrast to its position on long-term investments, the United
States became a substantial net debtor on short-term account: At
the end of 1929 foreign dollar balances aggregated $3,030,000,000
against §1,776,000,000 in United States short-term claims on other
tountries. Although potentially capable of causing temporary em-
barrassment to the United States if they were to be withdeawn sud-
denly, foreign balances did not constitute a basic threat to financial
stability in the United States because of its much larger gold stocks.®

the other hand, the heavy accumulation of foreign-owned. dollar

h" United States ghort-term claims abroad were, in fact, more of a potential threat to
reign stability because they were largely held in countries with far weaker gold positions.
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funds may be taken as evidence of the absence of any severe and
protracted strain in our general balance-of-payments position during
the greater part of the 1922-29 period.

Contrasting Money and Banking Policies in Britain and France

Examination of the country of ownership of foreign dollar balances
however, points to the fact that developments during the twenties had
been less satisfactorily balanced than would appear from the mere
total of such funds. According to a break-down available for $2.673.-
000,000 of foreign balances in New York banks at the end of 1929,
French holdings alone amounted to $924,000,000, or 35 percent, where-
as British and German short-term claims were only $302,000,000 and
$205,000,000, respectively.?® Furthermore, the United King(iom and
Germany owed heavy amounts on short-term account against which
their gold holdings were relatively small and were hence in a vulner-
able short-term position. France, on the other hand, held the largest
ﬁ:ld stock, $1,631,000,000, outside the United States and also had

avy short-term balances in other countries, including claims on
both the United Kingdom and Germany as well as the United States.

The contrasting gold and short-term positions of the United King-
dom and France, as well as the widely divergent trends in their
internal economic activity, observable in charts 28 and 29, may be
attributed largely to the different currency and exchange policies
pursued in the two countries.

The return of the pound sterling to its gold parity in 1925 con.
stituted a substantial vvervaluation on the basis oF relative prices and
other relationships then prevailing, while the franc, on the other
hand, was undervalued wEen it was subsequently stabilized at one-
fifth its pre-war parity. As a result of these exchange maladjust-
ments and various other factors, including the continued outflow of
British long-term capital, the ba]ance-of-})nyments position of the
United Kingdom during the twenties exhibited chronic weakness.
British prices and production were subject to continued deflationary

ressure, resulting both from the impaired competitive position of

ritish industries in world trade and from a restrictive credit policy
necessary to restore a more terfable position in its international ac-
counts and to protect gold reserves.

The situation was aggravated by the presence of large French bal-
ances built up in London during the flight from the franc; the inflow
of these fungs had helped to give an undue appearance of strength
to the pound at the time of the United Kingdom’s return to the gold
standard but became a constant threat of instability after the franc
in turn was stabilized. The Bank of England was therefore com-
pelled to rely on the maintenance of relatively high interest rates as a
means of attracting and holding foreign balances.

At the end of 1929 short-term assets held in London on fore:
account, as computed by the Macmillan Committee, amounted to the

uivalent of $2,200,000,000, against which claims on foreign coun-
tries in the form of sterling bills accepted on foreign account aggre-
gated about $850,000,000.2* While foreign balances in London were

= Federal Reserve Bulletin. May 1937. P. 420,

* The $850,000,000 does not include British short-term claims of other types, data for
which are not available,
ppC‘iTﬁ'l'ﬁ? on Finance and Industry Report (Macmillan Committee). London. 188L
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substantially lower than in the United States, the British gold stock
was only shightly more than $700,000,000, or about one-sixth that of
the United States at that time,

The deflationary pressure in the United Kingdom, with a conse-
quent depressing influence on world prices generally, might have been
alleviated somewhat if France had actively pursueg] an expansionist
monetar{l policy. Such a policy would seemingly have been called
for by the large volume of French gold and exchange holdings in
the late twenties.

These balances originated, however, not merely from France’s ex-
cessively strong balance-of-payments position following stabilization
of the franc at its undervalued level but also, and probably in major
gart, from the flight of French private capital during the period of

epreciation. Reconversion of these private claims into francs just
before and during the period of de facto stabilization was undoubt-
edly the principal source of the heavy foreign exchange holdings of
the Bank of France, which alone were equivalent to more than
$1,400,000.000 at the time of the legal return to the gold standard in
June 1928,

A reduction or redistribution of French gold and foreign exchange
assets would have required either a sudden renewal of long-term
investment abroad in heavy volume or a rapid internal rise in money
incomes and prices sufficient to reverse the country’s balance on cur-
rent account. These results could scarcely have been readily and
safely induced by central banking policy alone on a scale large and
rapid enough to affect the situation significantly, although there was
a substantial further increase in French currency circulation, pro-
duetion, and national income after 1927, accompanied by a decrease in
exports and a rise in imports,

“Sound Credit” Policies in the United States

Central banking policy in this country during the twenties was
%redicuted partly on the belief that much of the gold stock of the

nited States was subject to withdrawal by foreign countries and
hence did not constitute a safe basis for a large expansion of credit.

By the late twenties there was good reason' for regarding part of
the foreign balances as a potential claim on the then further ex-
panded gold reserves of this country, but, as seen in retrospect, ap-
prehensions concerning the seale of such withdrawals were greatly
exaggerated. This was certainly true at the beginning of the period
when the view was expressed that “the great supply of specie now in
the Federal Reserve Banks and aggregating in the neighborhood of
$3,000,000,000 is not normally the property of the United States and
must eventually be exyected to go back in part to the countries which
are seeking to reestablish themselves upon a specie basis.” **

By the end of the early post-war defﬂltion foreign balances in this
country had been reduced to bare working levels, the United States
had accumulated heavy short-term and long-term claims abroad, and
the strength of its current balance-of-payments position was mani-
fest. While an element of uncertainty was injected because foreign
countries had not yet returned to gold,*it is not apparent how stabili-
zation of their currencies could have been expected to alter the basic

B Foderal Reserve Bulletin. Janvary 1922, Pp, 8-4.
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situation and enable them to draw gold from the United States in
substantial amounts,

During the 1922-29 period, therefore, the credit policies of the
Federal Reserve system were not closely related to the country’s gold
or gold and short-term position. The principal determinants of
policy were the views of the Federal Reserve authorities as to the
requirements for maintaining “sound credit conditions” in domestic
business. Only in connection with the liberalizaton of credit in 1924
and 1927 were international considerations of some importance, but
on both of these occasions such policy was perhaps more emphatically
dictated by the need to check recession in internal business activity,

Even though the Federal Reserve Board was guided primarily t:ﬁ
domestic considerations, its policies were not in open conflict wi
the requirements of international balance so long as they supported or
permitted a steady growth in business activity and national income
at home.® The chief question that might be raised is whether a more
agg}l]'essive policy of credit expansion could have been safely followed
with a view to supporting a higher level of prices and money incomes
in the United States, thus helgping to meet the foreign demand for
dollars and relieving the strain on foreign exchanges and the general
world deflationary pressure that developed in the latter part of the
twenties,

In 1928 and 1929, however, the Federal Reserve Board inaugurated
a progressive tightening of credit in direct conflict with the require-
ments of international stability. This policy was pursued in the belief
that credit was being absorbed in speculative security transactions to
an alarming extent. In the international sphere it had the effect
of adding the attraction of high money rates to the lure of the stock
market for foreign funds, thereby imposing a further drain on the
gold and exchange resources of foreign countries in general and the
United Kingdom in particular. Defense of reserve positions thus
led to a general world-wide tightening of credit at a time when
serious price weaknesses were already evident.

The threat to international stability, although not overlooked,
was regarded as a regrettable but necessary risk to be run in rectify-
ing an unsound domestic situation. That the tightening of interest
rates was actually required in the interest of domestic business is ques-
tionable. The polic¥ clearly did not succeed in its primary objective
of diminishing speculative fervor on the stock exchange or in lessening
the impact of the eventual crash. Of greater consequence is the fact
that it resulted not in any alleviation of credit for business in general
but in further stringency and that the policy was persevered in after
the volume of new construction had fallen and other signs of business
decline were in evidence. While the question is subject to different
interpretations, to the extent that central banking policy was a factor
contributing to the downturn in domestic economic activity it also
made a further forceful contribution to the upset in international
balance by reducing the supply of dollars paid out on current account.

¥ An exception was in 1823 when the Federal Reserve banks, beginning in the spring,
followed a policy of moderate credit restriction that was instrumental in halting the vigor-,
ous rise in business under wni since the post-war depression. By the middle of 1924,
notwithstanding a reversal of Federal Reserve policy in the meantime, industrial produe-
tion had fallen by 19 percent and wholesale prices by 10 percent from their 1923 peaks
(based on monthiy averages). Although other influences were partly and perhaps pri-

marily responsible for inaugurating this recession, the need for reinforcing them by cen
hanking policy remains highly questionable.
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Review of Balance-of-Payments Experience, 1922-29

The analysis of transactions between the United States and other
countries from 1922 to 1929 has brought out certain relationships
that tended toward the maintenance of international balance and
stability during the greater part of the period and which, despite
gerious weaknesses, may be characterized as constituting a “balancing
mechanism.” The {)rincipal features of these relationships may be

recapitulated as fol

OWs:

1. The general upward trends in economic activity at home
and abroad were interrelated and roughly parallel, although
there were divergences growing out of special situations in
some countries, Both as a resuﬁ: and as a means whereby the
rates of expansion at home and abroad were kept in line, re-
ceipts and payments on merchandise trade and other current,
transactions exhibited, in the aggregate, a strong and approxi-
mately equal growth.

2, Transactions on current account, however, consistently
registered an excess of receipts over payments, the excess vary-
ing from year to year primuri]{r because of fluctuations on the
payments side in response to changes in domestic business ac-
tivity. Receipts, on the other hand, showed a somewhat
smoother rise than payments, probably because variations in
economic conditions in foreign markets were differently timed
and tended to balance out into a more even rate of progress for
foreign countries as a whole and also partly because of the con-
tractual nature of debt service payments to the United States.

3. Excess receipts on current account were offset, over the
period as a whole and in most years, chiefly by the net outflow
of long-term capital from the United States. This movement
reflected the abundance of investable funds made available by
the high levels of national income and savings in the United
States and the foreign demand for outside capital for economic
reconstruction and currency stabilization, general economic de-
velopment, and, unfortunately, other less productive or neces-
sary gurposea. )

4. Outflow of capital and export of merchandise were often
directly related as counterparts of the same transactions. Far
more important were the effects produced by the disbursement
of American capital abroad in supporting and stimulating
economic activity and consumption in foreign countries at
levels higher, sometimes much higher, than could have pre-
vailed otﬁerwise. Foreign purchases of American goods and
services were thus sustained in larger volume than would have
been possible in the absence of capital outflow,

5. %hc net outflow of long-term capital, though fluctuatin
rather widely, showed a strong upward trend during most o
the period, reaching a maximum in 1927-28. The year-to-year
variations were apparently closely related to changes in domes-
tic business conditions, the outflow tending to decrease in good
years and increase in bad years,

6. Fluctuations in the balance on current account and in the
net outflow of long-term capital, both influenced largely by
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changes in economic activity in the United States, therefore
tended to offset each other and prevent the development of
sevgrg and protracted strains during the greater part of the
eriod.
% 7. The offsetting relationship between variations in the cur-
rent account and in the capital account, however, was far from
?erfeet, changes in the latter being of much greater amplitude.
n 1923 the net outflow of long-term capitafz fell to negligible
amounts, but thereafter it rose somewhat irregularly and in
1926 and 1927 yielded a considerable excess over net receipts on
current transactions. The ease thereby produced in the inter-
national exchange mechanism in those years was sharply re-
versed in 1928 and 1929, when a severe fall in net outflow of
long-term capital far outweighed changes in the balance on
current account,

The last point brings out the chief structural weakness in the bal-
ance-of-payments position of the United States during the 1922-29
period: namely, the dependence upon the behavior of a highly un-
stable factor—outflow of long-term capital—for' the maintenance of
a satisfactory balance between the supply and use of dollars. As
has been noted, receipts and payments on merchandise trade and other
current items are not ordinarily subject to sharp fluctuations, in the
aggregate, except in keeping with c{mnges in basic economic condi-
tions. While during the twenties economic conditions also appeared
to exercise a more or less systematic influence on long-term capital
movements, the latter were inherently less stable and, under the cir-
::lu:lli:stances‘ described, constituted a particularly unreliable source of

ollars.

It is perhaps a rather obvious conclusion that the international
position of the United States in the twenties would have been much
sounder if American investments abroad, especially flotation of for-
eign dollar bonds, had been undertaken with great caution and more
continuity and if the total volume of dollars supplied had consisted
somewhat less of capital funds and more of payments for goods and
services. A smaller but more regular outflow of capital would have
required attitudes and practices quite different from those that actually
prevailed—more self-discipline by the various elements making up
the capital market, the exercise of official restraints to rule out obvious
excesses in loan flotations, and, if necessary, active participation by
itl)verllmcntﬂl institutions with a view to regularizing the flow of

nds and preventing the development of severe strains and defla-
tionary pressure. A more conservative investment policy necessarily
would have meant a lower level of exports, unless imports had been
permitted in larger volume than was possible under the high-tariff
policy of the United States.

The dangers inherent in the structural instability of the United
States balance of payments during the twenties were accompanied
and aggravated by an unfortunate distribution of balance-of-payments
strength and weakness among other countries, the most critical point
being the pressure on the United Kingdom resulting from overvalu-
ation of the pound. After the difficulties in the way of internal defla-
tion in the United Kingdom were intensified by the weakening of the

_world price structure and by undervaluation of the frane, the wiser
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course might well have been to reduce the gold parity of the pound.
Such a devaluation would have permitteg0 an expansionist credit
policy and encouraged a rise in British production.

Under the circumstances that developed in the late twenties, main-
tenance of international and, hence, national stability would have
required that central banking policy in the United States seek to
mitigate insofar as possible the abrupt fall in the outflow of long-term
capital and at least to avoid, except for the most compelling reasons,
any action susceptible of adding to deflationary pressure. The restric-
tive credit policy followed by the Federal Reserve Board in 1928 and
1929 must be regarded as doubly unfortunate inasmuch as it was
diametrically opposed to these objectives and was of very doubtful
necessity in the interest of domestic economic stability more nar-
rowly considered.

A final question concerns the connection between the strains arising
in the balance-of-payments relations of the United States with other
countries during the late twenties and the world-wide decline in eco-
nomic activity which constituted the great depression. The curtail-
ment of American lending and the increased flow of foreign capital to
the United States with the concomitant general rise in interest rates un-
doubtedly exercised a powerful deflationary impact on foreign coun-
tries and in turn reacted unfavorably on the (fmneslic business situ-
ation. But too many elements of disturbance and instability were
present in the world economy to permit ready allocation of major
responsibility to the decline in capital outflow alone. The break
in business in the United States in particular must be attributed pri-
marily to internal factors, with the final shock administered by the
collapse of the stock market in October 1920.

The basic question, however, is not so much what particular dis-
turbances were immediately responsible for the downturn in economie
activity, but rather what caused the depression to be so severe and

rolonged with such devastating effects on the world economic system.
Elere the essential points relating to the behavior of the United States
balance of payments during the twenties as a causal factor in the
depression of the thirties are: (1) The levels of income and produc-
tion at home and abroad had become adjusted to an unequal exchange
of goods and services offset by an outflow of capital from the United
States; SEZ) especially in view of the lending excesses which had gone
before, this outflow of capital could not continue in the face of any
serious impairment in confidence and business prospects; and, hence,
(3) a general recession in world economic activity was bound to cause
a particularly severe decline in the supply of dollars and to necessitate
difficult and disturbing readjustments in balance-of-payments rela-
tionships, These deveﬁ)pments during the great depression are traced
in the following section covering the years 1930 through 1933.

THE GREAT DEPRESSION, 1930-33

Fall in World Production and Trade

The years 1930 to 1933 constitute a }l)eriod of transition during which
the international trade and financial relations of the United States
underwent a striking transformation under the impact of the great
depression. However obscure the causes may have been, the general

640867 O - 45 - 12
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effects of the depression on economic activity throughout the world
were abundantly clear. Industrial output declined abruptly, the in-
dex of industrial production for all countries (excluding the
U. 8. 8. R.) falling from 100 in 1929 to 87 in 1930, to 75 in 1931, and to
a low of 64 in 1932.% Prices of industrial products, after stubborn
resistance, also declined substantially. The effects on primary produc-
tion, particularly agricultural, were expressed not so much in curtailed
output as in an accentuation of the secular decline in prices and growth
of unused stocks. Total stocks of primary commodtties, according to
the League of Nations world index, had risen by 30 percent from 1925
to 1929 and grew by another 23 percent to the middle of 1932.%

Reflecting the combined influence of dwindling industrial output and
falling prices in general, national ineomes at home and abroad de-
clined drastically. Business anticipations, after reluctantly abandon-
ing ezirly false hopes of a brief and mild recession, gave way to deepen-
ing gloom. :

ﬁ' 1e physical volume of world trade was fairly well maintained in
foodstuffs and raw materials, which declined by only 11 and 185
percent, respectively, from 1929 to 1932, but the quantity of manufac-
tured products decreased by more than 40 percent. In terms of dollars,
the fall in world trade was swift and (f():zp, from 100 in 1929 to 81
in 1930, 58 in 1931, and 39 in 1932. To be sure, part of this decline,
particularly after September 1931, reflected the depreciation of the
exchange values of foreign currencies vis-a-vis the dollar; but for a
world indebted to the United States in terms of its own curreney, the
measure is pertinent. As was inevitable under such circumstances, the

ressure on debtor countries, as well as on internal debt structures,

came intolerable, producing widespread defaults and serious credit
and monetary disturbances.
Especial Severity of the Depression in the United States

The strains produced by the depression would have been severe in
any event, but they were enormously aggravated by the dispropor-
tionately heavy fall in business activity in this country. It has indeed
been asserted that the depression was essentially of United States
origin. While the initial causes of the depression were too complex
for any such ready allocation of responsibility, the charge has much
Lo support it in that the American economy responded to the original
disturbances with especial severity and thereafter appeared to be the
chicf drag on world recovery. The disparity was u¥ the greatest sig-
nificance in the evolution of the United States balance of payments
after 1929 and exercised a powerful influence on world economic,
financial, and commercial history in the thirties.

The foregoing reference to the greater severity of the depression
in the Umted States is based solely on the extent of decline from
the peak year 1929. Whether or not the depression was absolutely
more severe in the United States than in other countries is a different
and more doubtful matter. Many foreign peoples probably suffered
more acutely because of their initially lower living standards. With
respect to the influence on variations in international transactions
however, it is the degree of change in basic economic activity, au
not the absolute level, that is of primary concern. On this point,

:lrngue*.?f‘g?tlons. World Production and*Prices, 1038-39. 1939. P. 103.
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the evidence 1s clear that economic activity declined more swiftly
after 1920 and fell to a lower level in the United States than in foreign
countries as a grouﬁ. This is shown by the annual data on indus-
trial production at home and abroad plotted in chart 2 (chapter I).
As reflected in monthly figures,® production both in this country
and abroad began to level off in the middle of 1929 and to fall in
the last quarter. By the final quarter of 1930 it was 26 percent
below the 1929 average in the United States as compared with a
decline of some 13 percent abroad, and by the last quarter of 1931
the decrease from 1929 was about 40 and 21 percent, respectively.
The low points were reached in the summer of 1932. In the 3-month
geriod from June through August industrial production in the United
tates was off by 51 percent as compared with the 1929 level, whereas
out&ut abroad had fallen by some 31 percent. Then came an upturn
in the autumn, which proved to be a definite revival in foreign coun-
tries but which was interrupted in the United States by a renewed
decline at the end of the year. It was not until the second quarter
of 1933 that production in this country again turned strongly npward.
Although the sharper fall in, industrial production in the United
States than abroad is a valid and basic consideration for purposes of
this study, to speak of the trend in foreign countries as a group is a
broad generalization—one which became increasingly unreal in later
years as wide divergences appeared. The two major areas where in-
dustry was most depressed were (1) the United States and Canada
and (2) Germany and several smaller neighboring countries, par-
ticularly Austria, Czecho-Slovakia, and Poland. Even in these other
countries, however, the decline in industrial production was not as
precip:tous as in the United States. The heaviest stage of the depres-
sion in Germany and other Central European countries did not set
in until after external pressure on their banking and monetary struc-
tures had become irresistible. In most other industrial nations the
decline in production did not exceed 20 percent on the average during
;he iworst. year, and in some countries, notably the Scandinavian, it was
ar less. .
Much the same relative trends are revealed by a comparison of the
various national income series plotted in charts 5, 12, 13-A, 13-B, and
18-C, chapter IL

Collapse of Trade and Service Transactions

The downturn in domestic business in the fall of 1929 was imme-
diately followed by a sudden and prolonged drop in United States
- purchases from otﬁer countries. l‘*3 rom a total of $4,400,000,000 in
1929, imports fell more than $1,300,000,000 in 1930 and an adt{itional
$1,000,000,000 in the following year. It was not until 1933 that a
slow and labored increase began. The physical volume of imports
followed, as usual, a course closely paralleling the decline in indus-
trial production, but the fall in total value was accentuated by
the exceptional weakness of prices of raw materials, which made up
such a IaltBe proportion of the aggregate.

Part of the decline in imports was undoubtedly caused by the new
and heavier duties embodied in the tariff of 1930, but how large a

» Mnnthlf data on Industrial production in the United States are taken from : Federal
Reserve Bulletin August 194(). p. T04XTHG. The data for foreign countries are from :
Wall, Norman J. Monthly Index of World Industrial Production 1920-1835. U. 8. DepL.
Agriculture P'relim. Rept. 1926, Supplementary tables. (Processed.)
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part is difficult to say. Several general facts suggest that the restrie-
tive effect of the new duties was relatively far less than that of the
depression. For one thing, the fall in quantity of imports was some-
what less than that of industrial production. Moreover, the drop
in imports subjected to heavier duties was not impressively greater
than that in other commodities. Nevertheless, the unfortunate con-
sequences of this additional barrier to trade at a time when foreign
countries were already undergoing a heavy loss of gold to the United
States should not be minimized. :

The decline in United States exports started earlier than the decline
in imports and proceeded somewhat more gradually in the early stages
of the depression. Because of the larger totals involved, however,
the absolute decline of $1,400,000,000 in 1930 was slightly greater than
that in imports, reducing the export surplus to $782,000,000, as com-
pared with $842,000,000 in 1929. Further sharp declines in exports
of $1,400,000,000 in 1931 and $800,000,000 in 1932 reduced the surplus
to less than $300,000,000 in the latter year.

The reaction of exports to the depression was similar to that of
imports in certain respects. Shipments of crude materials, includ-
ing the important item of cotton, were well maintained on a quantity
basis, falling by only 5 percent from 1929 to 1931 and increasing slight-
ly above the 1929 level in 1932, But prices sagged as sharply as those
of similar import classes and were chiefly responsible for ti’;e fall of
more than $600,000,000 in the value of erude material exports from 1929
to 1932. The greater part of the decline in exports was in finished
manufactures, which fell by 75 percent, or more than $1,900,000,000
from 1929 to 1932, and was far more the result of smaller quantities
than of lower prices. This behavior, at least in the early stages of
the depression, can be explained largely by the high income elasticity
of demand for many leading export manufactures, but also by the
resistance to price declines manifested by finished goods. Later, how-
ever, depreciation of foreign currencies and restrictive commercial
policies abroad became increasingly strong barriers to United States
exports. These developments will be traced subsequently.

Initially, service transactions appear to have resisted the depression
much more strongly than merchandise trade. Whereas from 1929 to
1930 exports fell by 27 ‘)ercent and imports by 30 H)ercent, both receipts
and payments on all other current transactions fell by only 10 percent.
This difference is attributable to various s[f)ecial factors affecting serv-
ice transactions: The resistance of ocean freight rates to adjustment;
the expectation of the traveling public that only a brief slump was
in prospect; and, of particular importance in receipts from abroad,
the contractual nature of interest on international indebtedness. By
1931, when interest obligations hegan to be broken through default, the
fall in service transactions became almost as precipitous as that in mer-
chandise trade,

Cessation of American Lending

For a brief time after the collapse of the stock market in October
1929 a revival in the outflow of American capital seemed possible. An
undue interest in speculative stocks had been a major force interfering
with bond flotations, and the end of the boom tended to render con-
ditions more favorable for such issues. Both domestic and foreign
bond flotations in the American market showed definite signs of re-
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vival in the first half of 1930. Domestic corporate issues were higher
in the first and second quarters, in fact, than at any time in the twen-
ties. Foreign dollar issues did not recover so sharply but moved well
above the 1929 low. There was thus some basis for hope that a re-
newal of American lending might help to reverse the unfavorable
turn in world business conditions,

Such hopes were quickly disappointed. Any benefits that may have
ensued from the small upturn n new foreign flotations were quickly
submerged by the rising tide of the depression. The discouragement
to further lending was reinforced by strong political disturbances and
uncertainties in Latin America and Europe, and by the second half
of 1930 new foreign flotations began a swift decline from which they
never recovered. The sharpness of the fall in long-term issues was
tempered somewhat by a continued outflow of American short-term
funds. This outflow, however, was on a lower scale than in previous
years, and much of it consisted of special credit arrangements impro-
vised in an effort to bolster the reserve positions of other countries.

Provision of American capital in the form of direct investments
abroad also declined precipitously after 1929. This outflow is esti-
mated at not more than $300,000,000 in 1930, or at about half the 1929
rate, and further declined to near the $200,000,000 level in 1931.
Thereafter new investments of this type sank to insignificant amounts,

The brief upturn in foreign-bond flotations in the first half of 1930
accounted for a slight increase in net outflow of long-term capital to
approximately $300,000,000 for the year. Thereafter the net move-
ment was sharply reversed as new American investment abroad de-
clined while the inflow of foreign long-term capital continued. The
larger part of the inflow was, more accurately, the return flow of Amer-
ican money previously placed abroad. This consisted in part of con-
tractual amortization payments on foreign dollar bonds, which in
1930 amounted to some $300,000,000 but subsequently declined with
the beginning of a wave of defaults. In addition, there was heavy
repatriation of outstanding foreign securities as buyers abroad, who
had concentrated on American stocks during the boom of 1928 and
1929, turned their interest chiefly to repurchases of foreign issues.

World Shortage of Dollars

The fall in purchases of foreign goods and services and the vir-
tually complete cessation in new investment abroad resulted in an
extraordinarily rapid and severe shrinkage in the supply of dollars
currently made available to foreign countries, As indicated by
table II, the amount of dollars paid out or transferred in this manner
dropped from a level of about $7,400,000.000 for the 3 years 1927 to 1929
to a mere $2,400,000,000 in 1932 and 1933—a reduction of 68 percent
over a span of only 3 years.

This drastic decline in United States purchases from foreign
countries and in the world supply of dollars must rank as one of the
most severe disturbances to the world economy during the period,
directly depressing business activity abroad and producing foreign-
exchange problems of unparalleled dimensions. This does not imply
that the origin of the world depression was exclusively or chiefly
in the United States and that the behavior of foreign economies was
merely a passive and forced reaction. Unfavorable economic and
political conditions abroad, superimposed on the already over-bor-
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rowed position of many countries, presented a grave deterrent and
ultimately a prohibitive barrier to further investment of American
capital. Moreover, it would be difficult to divide resFonsibilit.y be-
tween this and other countries for the disastrous fall in prices,
particularly of primary goods, which were an important element in
the decline in value of imports. Finally, the depression and other
disturbances abroad-in turn reacted most unfavorably on business
activity in the United States.

In a study of these complex relationships, attention might first
be centered on the shrinkage in foreign payments to the United States
as the disturbing element and then directed to the effects on the
domestic economy. In fact, however, the abrupt fall in dollars sup-

lied was by far the more active disturbance, and conditions in the

nited States were primarily responsible for the decline, at least with
respect to current transactions. The principal considerations sup-
porting this conelusion may be summarized as follows:

1. The curtailment and eventual stoppage of the ontflow of
American capital, which had accounted for 20 percent of the
total supply of dollars in 1927 and 1928 and 14 percent in 1929,
was alone sufficient to create serious problems of readjust-
ment.

2. The decline in economic activity in the United States was
sharper and deeper and revival was longer delayed than in
foreign countries, which, in conjunction with the new tariff
of 1930, produced a particularly severe and prolonged decline
in Unite(s) States imports.

3. Fixed payments due the United States for service on war
debts and foreign dollar bonds aggregated about $900,000,000
in 1929, and the contractual amounts due in years immediately
following were probably of about the same magnitude. The
volume of dollars supplied foreign countries and available for
other purposes, if these obligations were to have been met in
full, declined from $6,500,000,000 in 1929 to $1,500,000,000 in
1932—a fall of 77 percent in 3 years.*

4. With few exceptions, foreign currencies were under pres-
sure vis-a-vis the dollar throughout the greater part of the
depression—a position leading to a steady drain of gold and
exchange reserves of foreign countries to the United States.
By contrast, the dollar was under pressure only during brief
{xeriods (speciﬁca]lg during the several months following the
Jnited Kingdom’s departure from the gold standard and again
for a short time before, and in anticipation of, the depreciation
of the dollar). Moreover, this pressure emanated from an out-
flow of short-term capital, which produced a temporary but
heavy exodus of gold from the United States, rather than from
the position on current and long-term capital account. The
movements of short-term funds and gold, traced in detail in
chapters IIT and IV, were partly offsetting, but the prevailing
condition is indicated by the fact that the net reduction in for-
eign gold reserves and dollar balances through payments to the
United States and through liquidation of American short-term

¥ Cf. table 1, in Summary and Recommenda tions.
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credits was in the order of $2,600,000,000 during the 4 years
1930-33.

5. Finally, the pressure generated by the shortage of dollars
was reflected in the reactions of foreign countries to the result-
ing strains in their balance-of-payments positions,

Adjustments to Shortage of Dollars

Foreign countries endeavored in several ways to make the necessary
and inevitable adjustments to the decreasing supply of dollars. They
could meet the excess of their dollar requirements over the currently
accruing supply in part by drawing on their previously accumulated

1d stocks and dollar balances orgby borrowing dollar funds from

erican sources. They were limited, however, in the use of their
gold and dollar reserves by the amounts on hand and by the inability
and unwillingness of the authorities to exhaust them under the mini-
mum reserve requirements of the various national monetary systems.
Recourse to borrowing in the United States was also limited by the
extent to which American banks would respond to the foreign demand
for funds and by the extent to which foreign and American authori-
ties were willing to enter into special financial arrangements.

In fact, the extension of new dollar credits soon ceased and previous
credits were rapidly liﬂuidated, while, as mentioned above, foreign
countries were subjected to heavy losses from their reserves, Cover-
ing the excess of foreign dollar requirements in these ways was there-
fore at best only a temporary expedient suitable for tiding over short-
run and relatively small deficiencies. Adjustment to strains as pro-
longed and severe as those that developed during the great depression

uired sterner measures capable of curtailing foreign dollar re-
quirements to a level consistent with the reduced supply. There were
six principal methods by which this reduction in foreign dollar
requirements might be accomplished:

1. By deflation of foreign incomes and depression of foreign
business activity, thereby decreasing the demand for goods and
services in general as well as for American goods and services.

2. By a general increase in the tariffs of foreign countries,
which would cut down their total imports, including imports
from the United States. Within limits, such action could be
taken in some countries without necessarily curtailing domestic
business activity to a like extent and would definitely stimu-
late their local industries, at least in st?eciﬁc lines, to produce
commodities previously obtained abroad.

3. By the establishment of preferential tariff systems amon
grouﬁs of foreign countries designed to divert their externa
purchases away from the United States and foster trade with
each other.

4. By obtaining concessions or defaulting on their debt-
service obligations to the United States.

5. By depreciation of foreign currencies, which would entail
a consequent increase in the cost of the doilar on the exchange
market and discourage purchases from the United States. (For
reasons related to the inelasticity of United States import de-
mand, a cut in the cost of foreign-currencies could not be ex-
pecteii to induce a higher dollar volume of imports into this
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country, but rather to reduce it and thus place a still heavier
burden of contraction on United States exports.)

6. By direct intervention of foreign governmental authori-
ties in the trade and foreign exchange mechanism through
institution of licensing systems for import and exchange trans-
actions, thereby forcibly reducing purchases from the United
States.

Of these major possibilities of adjustment, only the first two were
consistent with the principles of the world trade and financial system
as it was generally understood and accepted at the time the depression
began. Moreover, the second {r(mﬂicmt{’ with the spirit of the system,
although general tariff increases were commonplace in recent com-
mercial history and beyond question were strongly sanctioned by
American policy. Preferentiﬂc{ tariff treatment, however, was in vio-
lation of the most-favored-nation principle, which had won fairly wide
acceptance and was energetically supported by the United States.

Reductions in debt-service obligations to the United States were a
possible form of relief for some countries, but such relief was obvi-
ously limited and could be obtained only at the cost of an impairment
of their international credit standing. Depreciation of the currency,
while regarded as one of the prerogatives of national sovereignty, in-
volved at least a change of established parities and, unless immediately
followed by revaluation at a lower level, a departure from the inter-
national gold standard. Direct trade and exchange control consti-
tuted the most violent change of all from the principles of laissez
faire and free enterprise, which the leading commercial countries
had endeavored to maintain and respect in considerable measure and
to which they at least rendered lip service.

The reluctance to resort to the extreme measure of exchange con-
trol prevented foreign countries from obtaining the relief that might
have been achieved by reducing or eliminating the flow of foreign
capital to the United States—specifically, by cutting down on pur-
chases from this country of outstanding foreign and domestic secu-
rities. Net foreign purchases of such securities had averaged more
than $400,000,000 in 1928 and 1929, and, in principle, a considerable
saving in the use of dollars could have been effected at this point.
These purchases, however, represented the sum total of many indi-
vidual transactions and, at least initially, did not reflect the consid-
ered policy of foreign governments (although, subsequently, repre-
hensible practices developed in Germany and certain other countries
in connection with repatriation at low prices of their defanlted secu-
rities from the Unite:FStates). In the second place, under the condi-
tions then prevailing, it was perhaps as logical to expect foreig
buyers to increase as to decrease their security purchases, thereby
aggravating instead of alleviating the shortage of dollars.

Limitations to Adjustment Through Deflation

Since deflation and, as a somewhat more dubious measure, general
increases in tariffs were the only methods consonant with the financial
and economic orthodoxy of the period whereby foreign countries
could reduce their demand for dollars, a realistic appraisal of the
requirements and limitations of adjustment along these lines is per-
tinent,
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It has been noted that the amount of dollars currently supplied by
the United States to foreign countries through purchases of goods
and services and new investment abroad declined Ey some two-thirds
from the 1927-29 level to 1932-33 and that, deducting the amount
required to meet contractually fixed obligations, the flow of dollars
available for other purposes fell by slightly more than three-fourths
over this period.

In view of the limits on gold and short-term credit resources, forei
payments to the United States had to be reduced in keeping with tf;
volume of dollars supplied. Since purchases of American goods and
services might be expected to vary in rough correspondence with trends
in the internal economic activity of foreign countries, they would
have had to enforce a most rigorous deflation if the adjustment was
to be made without resort to defaults and other unorthodox methods.
This does not mean that the rest of the world would have had to com-
press incomes by such extremes as two-thirds or three-fourths. As
already discussed, many leading American export items are subject
to a high income elasti¢ity of demand, rising relatively rapidly in
times 0? business expansion and falling swiftly in times of recession,
while other exports, especially agricu‘itural goods, are particularly
variable in price. With full allowance for such qualifications, how-
ever, and without any attempt at mathematical precision, the burden
of adjustment imposed by the falling supply of dollars was manifestly
far %reater than could have been borne by Jcﬂatinn alone.

There are practical limits beyond which deflation cannot be carried
without producing vielent social disorders. Because. of the high
American standard of living in the late twenties, the United States
was presumably able to stand a sharper depression than were other
countries, yet the fall in national income from $83,300,000,000 in
1929 to $40,000,000,000 in 1932 was attended by grave social diffi-
culties. Even more convincing were developments in Germany,
where the sudden compression of national income by 40 percent dur-
ing the same period brought on a state of near chaos which, to say
the least, greatly advanced the fateful rise of the Nazi party. The
unfortunate role of the United States in the international economy
during this time was not, of course, directly or mainly responsible
for the collapse in Germany, which was suffering from serious in-
ternal weaknesses and also from heavy financial and economic pres-
sures by third countries. The German experience with deflation
shows, however, the dangers inherent in any deflationary process
that places too great a strain on economic, social, and political strue-
tures.

There are somewhat similar limits to the use of general tariff in-
creases as a means of adjustment to balance-of-payments disturbances.
Many foreign countries, far less self-sufficient than the United States,
are dependent on outside sources of supply for indispensable food-
stuffs and raw materials as well as manufactured goods. Since the
United States is an important producer and exporter of a wide ran
of these goods, general increases in foreign tariffs could scarcely
have accomplished the purpose of restricting purchases from the
United States'without at the same time literally starving and crip-
pling foreign economies.

Even had foreign countries been able to permit or enforce more
severe deflaticnary policies and to curtail imports more sharply, they
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could not have successfully adjusted their balance of payments unless
short-term capital had remained-at least a neutral factor in the inter-
national situation. Sudden withdrawals of credit and flight of capi-
tal from weakened countries enormously aggravated their difficulties.
These violent capital disturbances, superimposed on more basie
strains, were often the immediate factor compelling resort to depre-
ciation, exchange control, and other methods of adjustment that had
been rejected earlier in the depression.

Cumulative Effects of Trade Curtailment Abroad

The course of events abroad, the accumulation of economic and
financial pressure, and the methods of adjustment varied widely from
country to country during the depression. The strain first became
severe in primary producing countries becavse of the rapid accelera-
tion of the decline in prices received for their exports and the cur-
tailed inflow of investment capital. Argentina and Australia sus-
pended the gold standard as early as December 1929, allowing their
currencies to depreciate,*® and various other primary producinﬁ coun-
tries soon followed. Among more industrialized countries, the gen-
eral reaction to the fall in prices was at first an upping of tariffs in
an effort to maintain as far as possible the prices received by their
own farming classes.

As the depression deepened and prices and trade further Jdeclined,
balance-of-payments pressures became more widely felt and drains
on gold and exchange reserves became increasingly severe. In 1931
the exchange crisis developed with full intensity in Central Europe,
marked especially by the withdrawal of short-term credits from Ger-
m&nﬂy and the imposition of exchange control in that country in July.
In the following months the short-term position of the United King-
dom rapidly grew worse, leading to suspension of the gold standard
in September. The pound was followed in its fall by most of the
other British Empire currencies, with a further decline against gold
by those that had already depreciated, and also by the Scandinavian
currencies. These currencies were, with minor variations, henceforth
attached to sterling.®* After approximately 1 year on the gold
standard under increasingly adverse conditions attended by heavy
losses of gold, Japan also depreciated in December 1931.

This phase of the depression was marked by a rapid extension of
exchange control throughout most of Central and Eastern Euro
and Latin America; a further raising of tariff barriers and, partic-
ularly in France and other countries which had determined nof to
depreciate, by direct quota limitations on imports. A notable event
was the-abandonment of free trade by the United Kingdom through
adoption of a general tariff in March 1932. This action was followed
a few monthsﬁater by the Ottawa agreements for preferential tariff
arrangements favoring trade within the British Empire. Durin
the latter part of 1931 and early 1932 there also began a wave o
defaults on external debts, including a substantial part of the dollar

- 1 =
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*The Canadion dollar depreciated less than the pound and was held stable with the
United States dollar after the latter was revalued in January 1934, The South African

;,?“?{1 did not depreciate until the end of 1932 and was thereafter linked to the pound
erling.



BALANCE-OF-PAYMENTS EXPERIENCE, 19190-39 179

bonds floated by Latin American and many other countries. Fol-
lowing the Hoover moratorium, the close of 1931 likewise brought
the beginning of the end of war-debt and reparations payments.

Although the basic disturbance generated by the drastic reduction
in dollar payments to a world heavily indebted to the United States
could scarcely be overstated, it would be erroneous to squose that the
various measures taken by foreign countries along the lines outlined
were directly and consciously promlpted in all or most instances b
the shortage of dollars, In the early stages of the depression, tari
increases and exchange depreciation were undertaken largely in an
effort to counteract or mitigate the effects of the fall in prices, to
which, of course, the swift decline in business activity in the United
?tatas and the reduction in capital outflow were powerful contributing

actors.

As losses of gold and exchange reserves to the United States and
other strong balance-of-payments countries assumed increasingly criti-
cal proportions, the defensive measures taken by individual countries
were for the most part of general applicability, frequently accentuated

protectionist and nationalistic interests beyond the actual necessi-
ties of the moment, and thus tended constantly to enlarge the area of
pressure and restriction. 1In brief, the disturbing effects of the decline
in dollars supplied by the United States became inextricably merged
with the whole interplay of restrictive forces intensifxing the down-
ward course of world trade during the depression. case in point
is afforded by the tariff adopted by the ‘?Jnit,ed Kingdom in 1932,
which happened to bear with particular severity on its imports from
Germany and led to retaliatory measures by the latter.

The cumulative effects of trade and exchange restrictions abroad
quickly reduced international commerce far below’ the corresponding
level of internal activity in the various national economies and pro-
duced a state of near-strangulation for countries heavily dependent
on imports and exports. Few countries, however, possessed either the
economic and financial strength or the disposition to reverse these
trends and reopen the channels of trade by unilateral action.
Under the circumstances it was inevitable that a more direct approach
to the problem should have been taken by pairs and groups of countries,
able and willing to trade with each other, without opening their com-
mercial and financial systems to unsupportably heavy one-sided pay-
ments to other countries. The forms assumed by these arrangements
were many and varied. Especially noteworthy was the network of
bilateral clearing and compensation agreements which, beginning in
late 1931, rapidly spread over most of Europe and the Near East and
came to be most vigorously exploited by Germany in its relations with
smaller countries. Less narrowly bilateral and less complicated in
their provisions were the preferential tariff arrangements made within
groups of countries, among which the Ottawa agreements were of
greatest scope and importance,

These various bilateral and plurilateral arrangements, although
contrary to the spirit and frequently to the letter of the most-favored-
nation clause, were founded on the practical consideration summed u
in the phrase “Buy from those who buy from us.” They caused trn.dg
to move along new and far more costly channels and would have been
the antithesis of reason under a smoothly functioning multilateral
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trading system, but under the circumstances prevailing they succeeded
in averting complete stagnation. While these exclusive and preferen-
tial arrangements were not necessarily directed against the United
States in particular but rather emerged from the general chaos into
which international exchanges had fallen, an inevitable consequence
was a relative decline in foreign-country imports from the United
States as compared with their total trade and a narrowing of the gap
between dollars supplied and dollars used.

Failure of International Efforts to Revive Trade

Restoration of world trade along broader lines permitting greaver
freedom and international competition would have required, as its
first and most indispensable condition, prompt and vigorous economic
revival in the United States and, beyond that, concerted effort by all
‘major nations to combat depression, modify trade barriers, and restore
a more normal flow of capital. The most ambitious attempt along
international lines was the World Monetary and Economic Confer-
ence, which met in London in June and July 1933, under the auspices
of the League of Nations, The United States has been widely cred-
ited, both at home and abroad, with responsibility for the failure of
the conference to achieve any significant results, ﬁvrst, by undertaking
a policy of deliberate depreciation of the dollar only a few weeks
before the conference was scheduled to convene, and, secondly, by
refusing -to enter into any engagements at the conference for the
prompt restoration of excﬁange stability.

It is undoubtedly true that there was nothini_z in the balance-of-
payments position of the United States compelling depreciation of
the dollar, and, except for this development, certain agreements in
the international sphere might have been formulated and generally
accepted. As far as any action susceptible of genuinely ameliorative
effects was concerned, however, there is good reason to consider that
the conference was foredoomed to failure. The preliminary proposals
and the speeches of the various delegates show an overwhelming pre-
occupation with superficial effects rather than basic causes. Attention
was directed toward restoration of the gold standard and elimination
of trade and exchange barriers by direct action rather than by a com-
mon effort to combat the disruptions and disequilibria primarily
responsible for these conditions. What may be regarded as the final
judgment of the League of Nations’ experts on the international efforts
made at that time is expressed in the recent volume “Commercial
Policy in the Interwar Period: International Proposals and National
Policies”: *

* * * At the beginning of the depression there was a quite inadequate
knowledge of the concerted measures between countries, or even within each
country, by which recovery from a major depression might be brought
about. * * * The propesals put forward with International authority for
maintaining some measure of freedom in trade relations were directed rather
against one of the secondary effects of the depression, namely the drift towards
isolationizsm, than against the depression itself. And when constructive pro-
posals for restoring economic activity—for instance, the cheap money policy
recommended by the London Conference Preparatory Committee—were made,
agreement on them could not be reached.

There was indeed in those early days no plan for concerted action to relieve
the depression; the machinery for executing a plan, had there been one, was

® League of Natlons, 1942, pp. 144-14T,
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embryonic; there was no accepted corpus of doctrines for national action. Sauve

i peut.
wTh? momentum of the depression was such that it could only have been ar-
rested by courageous and constructive policies carefully timed and unhesitatingly
applied by at least the major industrial countries acting in unison * * =

The breakdown of the Monetary and Economic Conference of 1833 (when
some constructive proposals were put forward) was of fateful consequence for
the subsequent course of economic policies. The world’s hopes of finding a basis
on which International trade could be revived were turned to that Conference.
The very magnitude of those hopes served to enhance the psychological effect of
the Conference's failure, which helped to confirm every country in the belief that
it must solve its depression problems and plan for recovery itself, as best it could.
But while recognizing the adverse psychological effects of that failure, it remains
of course true that neither currency measures alone (in the narrow sense of
that term) nor the reduction of trade barriers would have sufficed to restore
economic activity or to put the International financial mechanism into working
order. Indeed, no proposals which failed to deal with, for instance, the problem
of short-term capital movements and the breakdown of the world system of
multilateral settlements, could have proved more than a temporary palliative.
To some extent it is true to say that the disequilibria in international trade were
the cause of the trade barriers rather than caused by them and that to deal with
the barriers alone would have meant mistaking effect for cnuse.

The shortcomings in the international efforts to revive world trade
were largely those mentioned by the President in his famous message
to the London Conference announcing this country’s refusal to enter
into an agreement for currency exchange stabilization.

Effects of Dollar Depreciation

As to the actual effects of the depreciation of the dollar during 1933
and its stabilization in January 1934 at about 59 percent of the old
glld parity, formulation of any definite judgment is singularly difficult,

rrency depreciation is usually assumed to promote exports ana
retard imports. Inasmuch as the volume of dollars supplied by the
United States had been chronically less than the volume used in pay-
ments to this country, even after depreciation of the pound and many
other currencies, I‘B(ﬂlction in the exchange value of the dollar might
appear to have aggravated the shortag;s of dollars. This result ap-
pears, at first glance, to be borne out by the trade figures for 1934,
which show a much stronger rise in exports than imports and a conse-
quent increase in the export surplus by some $250,000,000 over 1933.
There had already been a substantial depreciation in 1933, however,
and the export surplus in that year was s]]ightl smaller than in 1932,
The explanation lies partly in the fact that while the dollar was de-
preciating and up to the time of stabilization importers tended to build
their stocks in anticipation of still higher costs for foreign goods,
whereas foreign buyers of American exports tended to postpone their
purchases until the dollar had reached its lowest point, The tem-
porary character of these influences may help to explain also why the
export surplus was again reduced in 1935. Behind the movements in
the trade totals during these years, however, trade in different com-
modities or with different countries followed confusingly varied
courses,

Exports of manufactures and semimanufactures, which had fallen
sharply through 1932, appeared to respond vigorously to the stimulus
afforded by depreciation. Dollar prices of these goods had declined
less than those of other products ang after depreciation increased little
or only moderately. They thus became more attractive to foreign
buyers, and physical quantities and aggregate dollar values of exports
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of manufactures and semimanufactures began a steady increase. Ex-
ﬁmrts of crude materials and crude and manufactured foodstuffs be-

aved quite differently. Whatever increase there was in total dollar
value of these exports was distinctly a price phenomenon, since physi-
cal cﬁmntities were sharply reduced on the whole. The competitive
benefits conferred by depreciation apparently were more than offset
by the increase in prices of agricultural goods under the domestic
recovery f{)rog-m.m. —r

The influence of depreciation on exports was also narrowly confined
by the network of trade restrictions and controls abroad, which were
generally tightened, and by the further depreciation of many foreign
currencies, esPecialIy those of Latin American countries. The dollar
was at a small discount below its predepression relation with the pound
sterling, however, and was some 40 percent below its old ratio to the
currencies of France, the Netherlands, Belgium, Switzerland, Italy, and
other countries which banded together in an effort to maintain their
Enld parities. After depreciation, exports to the members of the gold

loc at first rose more sharply than those to other countries, as might
have been expected, but the imncreases were soon nullified by counter-
active measures in the gold-standard countries, That the stimulus to
exports was thus contained does not-demonstrate that the dollar was not
undervalued but only that foreign countries were able largely to offset
the effects in one way or another. There can be little doubt that the
dollar was undervalued with respect to the gold-bloc currencies in
particular and that the deflationary pressure on the gold-bloe countries
was thereby greatly increased ; but in view of the widespread deprecia-
tion that had already occurred elsewhere, it is more correct to say that
these currencies were overvalued with respect to those of the rest of
the world in general, including the dollar,

With respect to imports, depreciation of the dollar probably did not
have the retarding effects that might have been expected on more
%anerul a priori grounds. In the first place, the unresponsiveness of

nited States import demand to changes in price must be taken into
account as noted in chapter IT; imports consist predominantly of
essential raw materials and foodstuffs and price changes exercise rele-
tively little influence in the aggregate on the total quantities par-
chased. To the extent, apparently svbstantial, that Repreciation of
the dollar tended to raise dollar prices of these goods rather than
lower prices in foreign currencies to the producer, the depreciation of
the dollar resulted in a larger rather than a smaller aggregate volume
of dollar payments to other countries. A second important consider-
ation is the relationship between depreciation and domestic recovery.
Whether the decline in the dollar was a necessary condition for busi-
ness revival in the United States is a matter that cannot be decisivelg
proved or disproved, but it undoubtedly did facilitate a sorely neede
price reflation even though the effects abroad may have been tempo-
rarily deflationary. Under the circumstances that have been de-
seribed. nothing was more essential to world recovery than an upturn
in economie activity in the United States,

Summary of Experience, 1930-33

The principal conclusion that may be drawn from the foregoing
survey of the international transactions of the United States during
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the great depression is simple and obvious: Whatever may have been
the other factors contributing to the break-down of the world economy,
an orderly and integrated international society could not be expected
to survive a contraction in the supply of dollars on the.scale that
occurred after 1929.

The reasons for the decline, although by no means exclusively in-
ternal, resided largely in (1) the exceﬁ)tionally severe decline in busi-
ness activity in the United States, with effects on imports accentuated
by an ill-considered and ill-timed increase in the tariff and (2) the
misguided international investment practices of the preceding decade,
which had created a particularly vulnerable dependence abroad on
an outflow of capital from the United States.

Gold and short-term funds could serve as temporary stopgaps, as
they did under more normal conditions, but they were wholly inade-

uate to offset an imbalance of such magnitude as developed during
the depression. Deflation, the prescribed method of adjustment under
the gold standard to balance-of-payments pressure, would have had
to be pushed to an intolerable degree in foreign countries to brin
their use of dollars into balance with the curtailed amount supplied.

It was inevitable that many foreign countries should have ceased to
depend on internal contraction as a means of adjustment to external
pressure, left the gold standard. and embarked on programs of do-
mestic expansion. And it was also inevitable that most of them should
have resorted to additional and more direct nreasures of curtailing
imports and that these measures should have fallen with particular
severity on imports from the United States in order to redress the
balance. Under these conditions many approaches to the problem
aimed at immediate restoration of the international gold standard and
removal of trade restrictions and diserimination were more concerned
with the outward manifestations than with the basic causes of dis-
order.

READJUSTMENTS AND NEW DISTURBANCES,
1934-39

Following the revival that started in most countries in 1932-33,
world economic activity again moved strontﬁl! upward, although,
broadly expressed, the subsequent expansion did little more than re-
store in a very uncertain and unequal way the level of output attained
before the great depression. World industrial production, as mea-
sured by the League of Nations index (1929=100), had fallen to
63.8 in 1932 but recovered to 77.7 in 1934 and thereafter advanced
swiftly to 103.7 in 1937, or to a point slightly above the predepression
level.®* The recession beginning in late 1937, however, brought an 11-
point reduction in the index for 1938, from which there was only an
incomplete recovery by the beginning of the war in 1939. Primary
production, of course, had not declined in keeping with the collapse.
of industry in the early thirties, nor did it rise so spectacularly in
later years. But economic conditions in primary producing countri
through changes in prices and unsold stocks, were strongly affec
by changes in the principal consuming markets in industrial areas.

3 Beries used excludes the U. 8 B..R. The League of Nations index including the U. 8.
B. R. shows a rise of 19.4 percent from 1029 to 1937.
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The upswing in world economic activity during the thirties, how
ever, was very unlike that in the first decade after World War L
Some of the basic differences of particular relevance to the interna-
tional position of the United States may be briefly noted.

Disintegration of the World Economy

Developments after the great depression were characterized, for one
thing, by far greater disparities in the trends and levels of economic
activity in various countries than was true of the twenties. In the
earlier period, as previously discussed, production and incomes in-
creased throughout most of the world, even though fairly wide differ-
ences prevailed in the rates of expansion. In the latter period any
semblance of uniformity over the world at large was lost. Most coun-
tries, of course, achieved at least some advance from the low points
reached during the depression, but the extent and timing of recovery
varied enormously. The resulting disparities stand out clearly in
table 16, which shows for various countries the percentage c]um%n:
from 1929 to 1935-38 in industrial production, national income, an
for purposes of comparison with the other series, cost of living. The
countries included in the table are in five groups, four of which are
based on currency relationships, although in each country there were
numerous other significant and sometimes more important factors.
Germany and Japan, however, are grouped because of their most im-
portant feature in common—the concentration of their economic en-
deavors in preparation for war. Italy is also included with the latter
two countries, although it was one of the original members of the gold
bloe and might have been placed in that group.

TasLe 16.—Fconomic Conditions in Selected Countries, 1935 to 1938 as Compared
with 1929
[Pereentage change from 1924)

Phwﬁvmﬁ%&gndm National income Cost of living

Country
1035 | 1936 Im'lm 1935 | 1936 | 1087 | 1938 | 1935 | 1936 | 1987 | 1938

Sterling-blo¢ coun-
les:
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Unlon of South [
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New Ze
Latin American
paper-currency

countries:

E'J (1) |4+824/443.6461.7|468 7
1) 0] L0 0 2 O I 0
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—14.9| —9.1}—13.1 —&5:+ll.s,+u5
—20.2{ —16. 6|—18. 9{—21. 4/~ 15, 2{~17.5
M | 0y |-201|—153 —82| —6.2
0] () |—40.3!—42.3/—38. 3| —30.4

—14.2| —22.0|—18.9|~18.0/—15,3|—16.7
~157] =175 -ns—lul—u —15.9

1 Not available, ¥ Fiscal onded March 31 of follo .
! Fiseal ypar ended June 30. R T
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Industrial expansion was rapid, on the whole, in the countries of the
gterling group and also in the two Latin American countries shown.
In several of these countries, however, industry was on a new and nar-
row footing, so that any increase appears large on an index basis; and
Denmark, %ew Zealand, Chile, and Mexico in particular remained
more dependent on primary production than on manufacturing.

There can be no doubt, unfortunately, as to the large and steady gains
made by Germany and Japan. While the impetus in both countries
came from production for war purposes, their currency policies were
widely divergent, Germany attempting to maintain the fiction of gold
parity under rigid exchange and trade controls and Japan resorting to
sharp depreciation, with substantial freeddm for commercial transac-
tions until after 1937. Italy, although also on a war footing, showed
the strain of its cmexgnaigns in Ethiopia and Spain, including the effects
of sanctions applied by other nations in an effort to deter the Italian
Government from the former undertaking, and also the results of its
experience as a member of the gold bloc.

The gold-bloe countries, which had united to defend the gold parities
of their currencies after the doliar was depreciated in 1933, suffered a
marked deterioration in their economic activity. The position of
France was particularly weak; high internal costs and expectations of
further depreciation tended to prevent any genuine recovery even
after the relatively high exchange value of the franc was eventually
cut in September 1936. Production also slowly revived in the Nether-
lands, which, however, employed deflation as a means of adjusting in-
ternal prices and costs more successfully than did France and achieved
a much stronger increase in industrial output after the guilder was
devalued. Belgium, because of its greater (ﬁpendence on export mar-
kets, had felt the restrictive effects of currency overvaluation even
more strongly than France and accordingly succumbed to the pressure
to depreciate much earlier (April 1935) ; thereafter production in-
creased somewhat but remained well below the 1929 level.*

In the United States and also in Canada, whose economic activity
is sharply affected by conditions in this country, industrial production
rose even.more strikingly than in most other countries from 1932 to
the post-depression peak in 1937. Output almost doubled, in fact, over
these 6 years. However, because of the extraordinary depth to which
North American industrial production had fallen and the delayed
upturn, which did not definitely set in until 1933, the ensuing expansion
left the level of output as compared with 1929 substantially below that
achieved by most other countries with the exception of those forming
the gold bloc.

Increased Government Participation in Economic Life

A second important difference as compared with the world-wide
economic expansion of the twenties lay in the extent to which the up-
turn in the thirties was dependent upon and controlled by official pol-

= Onfortunately, no g 1 rea of eco it activllfy. such as national-income esti-
mates or an index of industrial production, are available for Switzerland, which, like the
Netherlands, appears to have been relatively more successful than France In meeting the
:iomag?n but, nevertheless, suffered from the general handlcaps common to the gold-bloe
untries.

646887 O - 45 - 13
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icy. This was most notably true of the war-economy countries, Ger-
many and Japan, where the government “contribution” to the rise in
production and incomes in the form of military outlays and official
controls over production and consumption were dominant factors from
the beginning in a strong and steady expansionist movement. While
the demand emanating from these countries tended to increase produc-
tion and prices of raw materials procured from other areas, notably
minerals, the armaments boom did not become a decisive factor else-
where until shortly before or after the outbreak of open hostilities in
Europe in 1939.

The influence of government finance and controls was expressed in
other ways, however, particularly through unemployment relief and
public works. The dependence of recovery in the United States upon
such measures was suggested by the recession which began in the latter
part of 1937 following a sharf reduction in Federal expenditures, al-
though various other causal factors were also at work. The United
Kingdom afforded the most important exception to the general pat-
tern, recovery in that country being founded primarily upon a heavy
volume of housing construction to meet previously accumulated needs
and upon other types of production for the home market. This devel-
opment was greatly facilitated by the policy of easy money and credit
expansion which became possible after deflationary pressure on the
Eound was removed. Even in the British experience, however, the

idden subsidies provided by its new tariff of 1932 should not be over-
looked, and these were a factor of considerable consequence also in
most other countries.

Low Level of World Trade

A third major distinguishing characteristic of the years leading up
to the second World War was the failure of international trade to re-
cover in keeping with the ¥ener3,l expansion in most national econo-
mies. The index of physical volume of world trade as computed by the
League of Nations (1929=100) had fallen to 74.5 for 1932. The rise
from that point was slow and uncertain and did not carry beyond 96.5
in 1937, the year of maximum post-depression prosperity for the world
in general. The following year the index fell 11 points below the 1929
level. In terms of current dollars, world trade fell in 1932 to only 39
percent of its 1929 value and thereafter recovered, at first slowly and
then more quickly, to a maximum of 78 percent in 1937, followed by a
fall to 68 percent the next year.”* As measured in sterling, the index
fell to 54 percent in 1932, the higher figure reflecting the earlier depre-
ciation of the pound, but was similar to the dollar value index in later

ears. None of these measures is entirely satisfactory, but the general
ag in world trade is clear.

A principal factor accounting for the failure of world trade to at-
tain }}re-depression levels was the crystallization of the various na-
tional recovery measures adopted during the depression. These meas-

® The reference is to dollars of current value In the years mentioned. Attempts to
measure trade in old gold dollars are apt to be sericusly misieading.
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ures in general included encouragement of production for home mar-
kets and severe import restrictions, adopted both as a stimulus to in-
ternal expansion and as a means of adjustment to balance-of-payments
pressure. The consequent wide gaps that developed between internal
economic activity and imports in most foreign countries have already
been noted in chapter IT. -

A second factor accounting for the relative decline in world trade
was the particularly low level of United States imports during most
of the thirties. As indicated in table 17, foreign countries tended in

eneral to maintain a steadier and higher flow of imports than did the
%nited States, despite the sharper growth in trade barriers abroad.
Trade between foreign countries, excluding their imports from the
United States, was maintained at a somewhat higher level still, since
their commercial policies tended to divert their purchases away from
the United States to other sources of supply. The behavior of United
States imports was important, however, not so much because of their
weight in the mere computation of the world aggregate as because of
the general restrictive effects engendered by the low level of dollars
supplied. These effects during the highly critical period of economie
decline in the early thirties have alrear[iry n examined, and the situa-
tion as it evolved in later years remains to be reviewed.

Tasre 1T—Imports of All Countries, the United States, and All Foreign Coun-
tries, 1929-38

[Indexes of vahue i current dollars]

All foreign countries | European countries N"““;W ooun-

L, All eoun- | United
voar | Tiries | states Fiports” Hiports Niparts”
Total from Total from Total from
United United United
Etates States Stntes
100, 6 100. 0 100. 0 100.0 100, 0 100. 0 100, 0 100. 0
81.0 60, 6 Eza B.5 853 B3 TR0 8.8
844 47. 5 5.9 627 (8] 66. 6 6L 8 M7
0.2 80,1 40. 5 42 5 43.0 4.4 89,2 388
43.3 320 45,0 47.6 47. 5 40. 1 40,6 44.5
56.3 3.6 540 6Ly 61.3 64 3 Mo 5.4
&7.8 46.5 56.4 66 .1 81L& Mo 627
619 851 620 8] 65,8 65.3 6.9 680
6.0 70.1 7.0 0.8 TR 4 BL 3 7.1 w7
071 4.6 0.3 25 70.5 T3 0.8 e

Changed Balance-of-Payments Structure

The international transactions of the United States in the 1934-39
period also underwent striking changes in composition and behavior
as compared with the twenties. Ourﬁlance-of-payments position re-
mained strong in that there continued to be an extremely lively demand
for dollars most of the time, but otherwise it presented a very different

ﬁt«em. The principal characteristics of the later period are as

ollows:

1. Both payments and receipts on current account rose rapidly
to a peak 1n 1937, the increase being even faster than that ex-
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perienced from 1922 to 1929, but 1938 brought a set-back from
which there was only an incomplete recovery in 1939. The rise
in 1934 and later years, moreover, represented only a partial
revival from the low points reached during the depression, and
at the maximum, current transactions remained far below the
levels reached in the late twenties.

2. Receipts on current aceount had declined even more than
payments during the depression and increased somewhat more
slowly thereafter, except for a sudden rise in 1934. An excess
of payments was therefore registered in the 3 years 1935-37—a
sharp contrast to the balance-of-payments structure of earlier
years. The subsequent decline, however, was far heavier on
the payments side and produced a renewed large excess of re-
ceipts.

?E New long-term investment of American capital abroad was
almost negligible (although probably understated in the esti-
mates for direct investments) and was greatly outweighed by
the withdrawal of capital previously placed abroad, chiefl
through continuing amortization receipts and resale of outstand-
ing foreign dollar bonds.

4. Foreign long-term capital continued to move into the
United States in large volume, as it had during the twenties,
and on occasion rose to far greater amounts than ever before,
The net movement of long-term capital was therefore strongly
inward as contrasted with the heavy outflows before the great
depression.

5. Short-term capital also moved into the United States in
great volume, the inflow of foreign-owned funds being joined
to the continued repatriation of American balances abroad,
which had been incompletely liquidated during the depression
and had temporarily increased at the time of the flight from
the dollar,

6. As a result of the foreﬁoing factors, gold moved into the
United States on an unprecedented scale, never aggregating less
thzml $1,000,000,000 a year and sometimes rising to far greater
totals.

In terms of dollars supplied and dollars used, there continued to be
a large excess of receipts over payments on current and long-term
capital account, the difference rising to the billion-dollar level in 1938.
For two major reasons, however, this computation is much less satisfac-
tory as a measure of imbalance in international transactions in recent
years than for earlier periods.

The first relates to the changed status of gold after general currency
depreciation set in, a feature discussed in chapter IVE.' Although the
vast shipments of gold to the United States that began in 1934 were
largely passive in character, reflecting the relative strength of forei
demand for dollars, gold came to be prized not only as a medium I;(:Jn
holding monetary reserves but also as a ready and regular means
of obtaining dollar exchange. It clearly served this purpose for most
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of the gold-producing countries of the Western Hemisphere, ‘whose
output—increasing from $64,000,000 in dollars of the old parity in
1929 to $171,000,000 in 1934 and $283,000,000 in 1939 in new gold
dollars—was chiefly marketed in the United States. Even with re-
spect to gold originally held as monetary reserves, the attitude of
foreign countries underwent considerable modification. The most
extreme example was furnished by Japan, whose gold shipments to
the United States, aggregating some $580,000,000 from 1937 through
1939, came chiefly from previously accumulated stocks. These ship-
ments reflected Japan’s deliberate policy of acquiring essential indus-
trinl materials and equipment and not balance-of-payments dis-
equilibrium in any usual sense of the term.

The second limitation on the significance of the dollar sum}:]y-and—
use comparison arises from the special character of part of the long-
term capital movement into the United States in the latter half of the
thirties. It has been noted in chapter III that investments made
through purchases of outstanding securities basically tend to be less
stable than other types of long-term holdings. As discussed in the
following section, the unstable nature of the influences underlyin
these transactions in recent pre-war years was especially pronounced,
with the result that n substantinl i’mt indeterminable part of the
capital inflow through security purchases during this period might
appropriately be regarded as short-term rather than long-term.

he massive inflow of gold throughout the period and the abrupt
ghift in the balance on current account after 1937, together with the
underlying disruption of world economic unity and the substantial
degree of Government intervention, all suggest that an endeaver to
find any natural or semiautomatic forces tending toward maintenance
of international stability and balance during these years would be
fruitless. However, this country’s dealings with the greater part of
the world during at least part of the period were not as unbalanced and
chaotic as would appear on the surface.

Gold and Capital Movements

That the inflow of gold after 1934 was predominately determined
both in the aggregate and in detail, by the concurrent movement of
capital into the United States may be readily established. This 4s
shown by chart 82, The upper part of the chart presents the net
monthly movements in both series and shows that every important
change in the inflow of capital had its counterpart in the movement of
ld. In the latter part of 1937, however, the correspondence became
ess cloge when the net withdrawal of capital which began at that time
and extended into 1938 was only partly compensated by an exodus of
gold; thereafter the renewed inflow of gold was substantially greater
than the inflow of capital. These deyiations are more clearly shown
by the cumulative figures in the lower part of the chart, which also
indicate that they were primarily attributable to the rise in the export
surplus coincident with the fall in imports that set in at that time,
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The fact that the inflow of capital entailed such large and con-
tinuing transfers of gold might E))e accepted, under more usual cir-
cumstances, as evidence of chronie balance-of-payments disequilibrium.
The basic circumstances, however, were far from normal, both as to
the changed status of gold and as to the causal factors responsible for
the influx of capital, rile due account must be taken of amortiza-
tion payments to the United States, even though they were reduced by
defaults, and of the continued interest of foreign investors in Ameri-
can securities, the greater part of the movement must be ascribed to
monetary and political instability in Euro‘m and teok the form of an
inerease in foreign dollar balances or speculative security transactions.
The summary statement in table 18 shows that more than three-fourths
of the capital inflow from 1935 through 1939 came from Europe. The
major constituents of this movement were as follows: *

1. A heavy outflow of capital from the creditor countries of
the former gold bloe (France, the Netherlands, and Switzerland)
in 1935 andgthe first 9 months of 1936, largely in anticipation of
the depreciation of the currencies of these countries and the
continuation of the capital outflow from France during the early
part of 1937.

2. The accumulation of this capital in the United Kingdom
and the United States (the Netherlands and Switzerland being
transit countries for part of the French capital).

3. A movement of funds from the United Kingdom to the
United States, offsetting part of the inflow of capital to the
United Kingdom.

4. The withdrawal, in the last quurter of 1937 and the first
half of 1938, of a portion of the foreign capital that had taken

TasLE 18—Net Inflow of Capital Into the United States, by Counlries or Areas
and by Classes of Transactions, 1935-39

[In millions of dollars, Minus sign indleates not movement from United Stutes]

Banking balancos ! Seourlty transnctions
Country or ares Incresse in | Decresse in | Purchases bf Purchases by | Total
forelgn funds | United States) foroigners of | forelgners of
in United funds domestie forol;
St abirosd securities securities
E 2

“mtf:de Kingdom.... 37,0 8.9 W1 125.5 1,101.3
Franoe. ......... 64 B4 70,8 421 408, 7
Notherlands. . 105 1 180 7.7 20.4 470.3
SBwitrerland 3773 6.1 M7 45,0 773.0
Jermany. .. —20.4 171.9 —28.2 306 1059
« SRR R 106 15.8 —-4.9 .6 55,0
Dther Europe. .. 4726 0.9 ol 4 180.0 TELD
Total, Eurape........ 1,084.8 600, 2 1,004.4 4052 37001
176.0 6L 6 —26 -7.8 20.4
210.2 80,1 30.1 1840 483.4
8257 -251 57.6 428 4110
614 -0 1.3 1.3 8.4
2,467.8 643, 3 1,187 7.7 50212

! Includes brokerage bal The m in these bal were relatively small,

M Ag summarized in the 1937 issue of Balances of Pamuta.“rubmhec by the League
of Nations, with the exception of the parenthetical words ipserted in paragraphs 4 and 5.
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refuge in the United States, chiefly owing to the stock market
decline in New York and the (fear of further) depieciation of
the dollar.

5. A fresh inflow of capital to the United States (beginning)
in the autumn of 1938, owing to political irsecurity in Europe
and the advance in stock prices in the United States.

Capital movements from non-European countries, part of which
was actually on European account, also consisted pregominantly of
short-term funds, chiefly in the form of increases in foreign dollar
balances but including in addition some further reduction in United
States claims abroad.

Adjustments on Current Account

Although apparently little related to the huge inttux of capital from
Europe, there was a substantial adjustment in the balance on current
account in the years 1935 to 1937, as compared with its status in the
twenties. During these 3 years, for the first and only time in the inter-
war period, current transactions yielded a small excess of payments
over receipts.

Under other circumstances capital movements on the scale experi-
enced from 1935 to 1939 might have been expected to produce impor-
tant stimulative effects on the domestic economy and in turn to
encourage imports and other 1lmyment.s on current account, as did
investments of American capital in foreign countries durirg the twen-
ties. While internal economic activity did expand and a small excess
of payments on current account did appear from 1935 to 1937, the
influx of foreig;n capital into the Unibe(feStates was apparently not
an important factor in these changes. The capital was held largely
in liquid form or employed in stock market transactions, and was
not directly expended on a significant scale in new investments of an
income-generating character.

It is true that this capital inflow served to increase the sum of
investable funds available to banks or to American sellers of securi-
ties. And the attendant influx of gold expanded the credit base of the
entire banking system to such an extent as ultimately to cause appre-
hension regarding the ability of the monetary authorities to control
inflation and to induce an increase in member bank reserve require-
ments and the sterilization of incoming gold in 1936 and 1937. The
inflow of foreign capital and gold, however, was scarcely the efficient
cause of the expansion in total bank credit and the rise in production
and money incomes during this period. The monetary goFd stock of
the United States was adequate at all times, even before revaluation
to support the growth of credit during the thirties; and a policy of
extreme monetary ease was required and pursued in the interest of
business recovery an¢ was not dependent upon the rise in banking
balances and gold stocks produced by the influx of capital from abroad.

The problem confronting the American banking system in par-
ticular and the economy in general was not a shortage of credit facili-
ties but a dearth of borrowers able and willing to employ funds in
business expansion. Certainly other factors, including particularly
heavy Government expenditures in many forms, exercised far more
influence over the upturn in business than did the accumulation of idle
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foreign-owned balances or the expansion of banking reserves already
far in excess of minimum requirements.

In consequence of the low levels at which the American economy
was functioning during the years of labored recovery from the depths
of the depression, the physical quantity of imports did not again reach
the 1929 peak until 1937. In value terms, imports were further re-
duced as compared with predepression levels by the slow and incom-
plete recovery in the prices of many primary products. The aggre-
gate volume of dollar payments on trade and other current transac-
tions would have been even lower than it was in these years, had it not
been for several special developments.

One of these factors, entirely fortuitous in nature, was the drought,
which affected large areas of the Midwest in 1934 and 1936 and gave
rise to uncommonly large imports of grain and other agricultural

oods.

5 Another development was the silver-purchase program, under which
purchases of foreign silver reached a maximum of $415,000,000 in 1935,
or one-fifth as much as total merchandise imports in the same year
and were near or over $100,000,000 in other years. A large part of
this silver, however, came out of the currency and banking system of
China. These withdrawals, which soon caused that country to aban-
don the silver standard, had the immediate effect of depressing rather
than stimulating Chinese purchasing power.

A third factor was the reciprocal trade agreements program inaugu-
rated in 1934, While supremely important in tending to moderate the
high-tariff policy of the United States, the effects of the program on
either imports or exports cannot be accurately appraised in quantita-
tive terms.

Although the upturn in business in the United States, together with
the special factors enumerated, brought an increase in imports and
other current transactions from the low point reached in 1933, the
emergence of an excess of payments on current account in 1935 to
1937 reflected chiefly the adjustments made in foreign countries to the
reduced flow of dollars supplied by the United l'iéntates after 1929,
These adjustments had originated under the compelling forces gener-
ateqﬂdby the depression, as discussed in the section dealing with that

riod.

Broadly speaking, the adaptations made by foreign countries had
the effects of encouraging their internal economic activity and of pro-
moting commercial exchanges among themselves, both of which tended
to lessen their dependence on the United States as a market and source
of supply. These general results stand out clearly in the various charts
showing the national incomes and industrial production of foreign
countries with their total imports and imports from the United
States.” There was, however, considerable variation in the success
with which foreign countries adapted themselves to the changed con-
ditions of the world economy in general and to the reduction in the
supply of dollars in particular. T’Tzne results depended largely on their
exchange and monetary policies and on other important conditioning
factors peculiar to each country or group of eountries,

®Cr charty 2, 12, 13-4, 13-B, and 13-C, chapter 1L
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Varying Character of Adjustments in Foreign Countries

In general, the most successful adaptation was achieved by countries
that depreciated their currencies and thereafter were able to pursue
policies of monetary ease or to adopt more positive measures of eco-
nomic expansion without the necessity of defending rigid gold pari-
ties. The members of the sterling bloe were, on the whole, outstand-
ing. They not only attained, for the most part, their pre-depression
levels of production and income by 1935 but also maintained virtually
complete exchange stability among themselves, once the realinement of
their currency ratios had been made during the depression, without de-
pending on exchange controls or other intricate measures of direct
intervention in the trading mechanism.*

Many of the American Republies also staged a rapid recovery from
the depression and had achieved a relatively high degree of internal
prosperity by the mid-thirties, marked by a vigorous expansion in
domestic industry and building construction in the larger countries,
especially Mexico, Brazil, Argentina, and Chile. This adaptation was
rendered possible by the sharp exchange depreciation of most of their
currencies, which tended to restrict imports and, if not to promote
exports, at least to mitigate the internal effects of the low prices
which they fetched on world markets.

In addition to depreciation, most of the Latin American countries
maintained exchange restrictions and other forms of direct control,
which were frequently so administered as to limit purchases from the
United States and favor imports from other areas. Another im-
portant aspect of the curtailment in use of dollars by these countries
was the continued default on debt service of most Latin American
dollar bonds—an “adaptation” seriously abused on occasion and car-
ried beyond the actual limits imposed by the shortage of exchange.
Despite widespread exchange control and other measures, however,
the Latin American currencies did not in general attain any such
degree of exchange stability in the thirties as characterized the in-
ternal relationships of the sterling bloc.

The course of events in countries which endeavored to retain their
old gold parities after the vest of the world had depreciated was of
a very different order. As previously noted, the gold-bloc countries—
particularly the leading member, {i‘rance-—-remained seriously de-
pressed in 1935 and continued so until they at last submitted to de-
valuation. These countries were subjected to considerable pressure
in their foreign-trade positions, which they countered on the import
side largely by higher tariffs and quota limitations. The major diffi-
culty, however, appears to have resided in their inability to carry out
golieies of general monetary and economic expansion without further

istorting their price relationships with other countries and pro-
ducing even heavier flights of capital.

Germany, while assuredly no longer on the gold standard after im-

sing exchange restrictions in mid-1931, attempted to maintain at

east the nominal parity of the reichsmark. Although subjected to
many of the same pressures as the gold-bloc countries, Germany suc-
ceeded in a program of vigorous internal expansion by ever more

* The only Important exceptions were Denmark, which practiced excha; control r;!g‘-

larly after 1981, and New Zesland, which Imcroaed exchange restrictions in ber 1
following & rapld Internal expansion and a option of cost-raising soclal legislation,
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severe control over all aspects of the internal and external economic
and financial mechanism. Despite the depths to which it had plunged
during the worst years of the depression, by 1935 German industrial
production had been pushed up near the 1929 level.

Although by the middle of tﬁe thirties many foreign countries, with
the notable exception of those forming the gold bloe, had achieved
considerable economie recovery and expansion, carried out mainly
along national lines and accompanied by various preferential trading
devices, n number of them faced definite limitations in the extent to
which they could free themselves from dependence on foreign trade in

eneral and on trade with the United States in particular, Canada
Iriurnishes an outstanding example. Canadian manufacturing produe-
tion was better maintained in general than that of the United States
during the depression and subsequent years, but possibilities for execu-
tion of an independent business-recovery program were narrowly re-
stricted by Canada’s close trade relations with the United States—
in 1929 the United States took 46 percent of Canada’s exports and
supplied 69 percent of its imports. Through the preferential features
of the Ottawn ngreements and by virtue of the relatively less de-
pressed conditions in oversea countries, these percentages were re-
duced to 85 and 56, respectively, by 1935, but the course of production
and incomes in Canada still remained closely dependent upon condi-
tions in this country.

Various other countries also found their possibilities for recovery
inextricably bound up with the state of business in the United States,
This was notably true of predominantly raw-material-producing areas,
in which possibilities ofp trade reorientation and industrial develop-
ment were limited. For example, the countries of southeastern Asia,
whosc rubber, tin, and other products were consumed so largely in the
United States, could do relatively little along independent lines or by
way of establishing new markets for their goods. Some of the Latin
American countries were in a similar position, and primary producing
countries in general, regardless of what currency or credit policies
they might follow, could not hope for full recovery without a revival
in world markets and especially in the United States.

Renewed Upswing in International Transactions

From 1935 to 1937 it appeared that the latter condition was being
fulfilled. Business activity in the United States moved out of the
period of vacillating revival which had characterized 1933 and 1934,
progressed into a more sustained recovery in 1935, marked by only a
minor set-back in the spring, and then staged one of the most vigorous
expansions on record. From the middle of 1935 to the middle of 1937
industrial production increased by some 44 percent and carried some-
what beyond the 1929 level. This expansion was accompanied by
a strong inerease in both price and quantity of imports and by a con-
siderable increase in most other current transactions. In consequence,
a%gregute payments on current account in the year 1937 increased by
almost $1,200,000,000, or about 35 percent, above the 1935 level.

One of the remarkable aspects of the rapid upswing during this
brief period was the way in which the volume of dollars used by
foreigners on current-account transactions rose in keeping with the
increase in dollars supplied, the growth in receipts in this country
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bein&about $1,300,000,000 from 1935 to 1937." If it had appeared dur-
ing the last stages of the depression that American exports were being
strait-jacketed by the complicated network of trade and exchange
restrictions and preferential arrangements abroad, this expansion,
facilitated by the growing number of reciprocal trade agreements con-
cluded with other nations, demonstrateg that foreig{n demand for
American goods remained lively and was still susceptible of increasing
as the volume of dollars made availahle to foreign countries rose.

It is noteworthy, however, that agricultural goods on the whole
failed signally to recover their lost markets—a condition attributable
to a combination of circumstances: The prevalence of droughts
throughout much of the interior of the United States during this
period, the maintenance of high farm prices which impaired the com-
Eetitive position of American agricultural products on foreign mar-

ets, the increase in output of cotton and other commodities in other
countries, and the apparent preference of foreign countries to utilize
their dollar availabilities for the purchase of other types of goods.

Part of the increase in exports from 1935 to 1937 may be attributed
to the growing military demands of foreign countries rather than to
the operation of normal economic forces. The strength of this influ-
ence 1s suggested by the heavier weight of war-related items, such as
iron and steel products and chemicals, in the composition of exports.
The importance of military demand at this time, however, should not
be overestimated. With 't?;e exception of such distinctively military
items as firearms and explosives, of which exports were negligible,
commodities required for war purposes are also peacetime essentials
and, as pointed out in chapter })I, are ordinarily exported in rapidly
incregsing volume in times of rising prosperity. Their relative im-
portance was enhanced, moreover, by the failure of agricultural ex-
ports to recover after 1933, Although Japan and Europe were the
most important centers of armaments demand, the increases in exports
to these countries from 1935 to 1937, amounting to 42 and 32 percent,
respectively, were substantially lower than the expansion of 58 per-
cent in shipments to Canada and of 71 percent in those to Latin Ameri-
can countries,

In brief, developments during the short period 1935-37 offered con-
siderable evidence that the inevitable readjustment in the interna-
tional transactions of the United States had been substantially com-
Eleted and that a new balance was in fair way of achievement. This

alance entailed, at least for a time, the maintenance abroad of vari-
ous restraints on United States exports. But despite these restrictions
foreign demand for American goods and services remained flexible an
capable of rapid expansion. The parallel growth in payments and
receipts on current account suggested that the mutually stimulatin
and equilibrating influences og economic éxpansion at home an
abroad which had been o[ip)erat.ive during the twenties were still power-
ful even though more subject to control by national policies. There
was also room for hope that returning prosperity in the United States
might lead to a more natural balance getween the supply and use of
dollars and, in conjunction with the reciprocal trade agreements pro-
gram, gradually reduce the direct barriers to United States exports
and restore a fuller measure of freedom in international transactions.

These trends were ebscured by the heavy flow of capital from
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Europe and the concomitant influx of gold, but here also the situation
showed definite signs of improvement. The deflationary burden
carried by France, Switzerland, and the Netherlands was lifted by the
depreciation of their currencies in September 1936, This action was
accompanied by the tripartite currency arrangement between the
Uniteg States, the United Kingdom, and France, and subsequently
adhered to by Belgium, Switzerland, and the Netherlands, under
which these powers declared their intention to “maintain the Fraa_test
possible equilibrium in the system of international exchange” and to
avoid “any disturbance of that system” by their monetary policies.
The deelarations also stressed the importance of “action being taken
without delay to relax progressively the present systems of quotas
and exchange controls with a view to their abolition” and expressed the
hope that no country would “attempt to obtain an unreasonable com-
petitive exchange advantage and thereby hamper the effort to restore
more stable competitive relations”. *

Recrudescence of Balance-of-Payments Pressure

Whatever hopes there may have been in the late thirties of achievin
a durable balance in this country’s international position were, o
course, illusory and futile because of the imminence of the second
World War. Any discussion of such matters as equilibrium, disturb-
ances, and adjustments in international transactions in the years im-
mediately preceding the war is likely to appear unrealistic or irrele-
vant. As political and military erises in Europe increased and the
probability of war became more apparent, the flow of capital and gold
to the United States assumed even more tremendous proportions than
during the earlier stages when they were primarily related to the
monetary difliculties of the gold bloe.

Other developments in the late thirties not primarily related to
the approaching war, however, demonstrated once again the peculiar
instaEﬁit characteristic of the balance-of-payments relations of the
United States. The rise in business activity in this country, which
appeareéd to assume the proportions of a major boom during 1936,
leveled off in the following year. In the fall of 1937 industrial produe-
tion began the sharpest drop on record, and by the end of the year
most of the increase from the middle of 1935 had been wiped out. The
decline then became more gradual and was halted in May of 1938, after
which there came another sharp rise that earried back to and slightly
beyond the mid-1937 peak by the end of 1939.

The drop in domestic business activity in the latter part of 1937 was
immedintef followed by a sharp decline in imports, accentuated in
agricultura [l)mducts by the abundant American harvests which fol-
lowed the end of the drought. In the second quarter of 1938 imports
.'uggregated only $454,000,000, compared with $858,000,000 in the sec-
ond quarter of 1937—a reduction by almost one-half in 12 months’
time. During the full year 1937 imports were $1,100,000,000 lower
than in the preceding year, a fall of 37 percent, and total payments
on current account were lower by $1,250,000,000,

In sharp contrast to this behavior, exports and other current receipts
items declined by only about $250,000,000 in the aggregate from 1937

= Excerpts from the statement issued by the Secretary of the Tmnuﬁ Seg:tember 28,
1086. Annual Report of the Secretary of the Tremsury for 1937, Pp. 258-208,
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to 1938. In consequence, the balance on current account changed
sharply from a small excess of payments to a heavy excess of receipts,
amounting to almost $1,000,000,000 in 1938. The shift in the balance on
current account beginning toward the end of 1937 did not immediately
give rise to an increase In gold imports, being offset by the outflow
of capital which occurred at that time. By the summer of 1938, how-
ever, capital was again moving inward in large volume, and the influx
of gold was resumed in doubly heavy amount.
aintenance of exports at a hi E level despite the drastic fall in

imports reflected the relatively light effects of the 1937-38 recession
on most foreign countries. There was a mild recession in the United
Kingdom and a somewhat more severe set-back in two of the former
ﬁld-bloc countries, France and Belgium, and in Canada, attributable

th to the influences engendered by the decline in the United States
and to various special factors more or less peculiar to each country.
Production in the Scandinavian countries, on the other hand, was we
maintained, and in Germany, Japan, and most other countries indus-
trial activity decreased only slightly and temporarily at most and ap-
pears to have been little aﬁectecf by events elsewhere,

Failure of the 1937-38 recession in the United States to have more
perceptibly serious international repercussions may be attributed in
part to the fact that the decline in domestic business activity, although
extremely severe, was arrested in fairly short order. Vigorous anti-
depression action by the Government, including an increase in public
works outlays and an expansion of the credit base, were probably the
primary factors in checking the downswing; but maintenance of rela-
tively good export markets was also a stabilizing influence. As a result,
import demand again improved slightly in the second half of 1938,
although it was not until after the outbreak of the war in Europe the
lfalltl)wmg year that the value of imports again moved close to the 1937
evel.

The major reason, however, that the recession produced only mild
effects on other countries appears to be that they resorted little or not
at all to deflation as a means of adjustment to the pressure on their
balances of payments. On the contrary, the tendency was definitely
in the opposite direction. Most countries, including many dependent
on primary production, at least took measures to offset direct effects
on the volume of internal credit produced by the driin on their gold
and exchange reserves and endeavored to maintain easy money condi-
tions. A still more important influence was the increasing flow of
public expenditure abroad on armaments. In the war economies, of
course, production was maintained at forced draft, while by the latter
part of 1938 military outlays in the United Kingﬂiom, rance, and
:‘trher countries had become substantial enough to have a stimulating

ect.

The ability of the war-ecomomy countries to maintain or increase
production presents no mystery in view of the iron controls that they
exercised over their internal and external trade, and other countries
with effective exchange restrictions were also insulated to a substan-
tial degree against outside influences.

In countries permitting greater freedom of transactions the ability
to follow policies of expansion in face of the contraction in the United
States, whether specifically for anticyclical reasons or in preparation
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for war, was the result of two factors: (1) The enhanced position
of their reserves, reflecting the expansion in production and value of
gold and their generally stronger balance of payments position in the
middle thirties, enabled many countries to endure a prolonged drain
before taking measures to counteract the loss; (2) inasmuch as most
countries had not reestablished their currencies at fixed gold parities,
they were generally free to absorb part of the external pressure by
allowing their currencies to depreciate. While the outflow of capital
from the United States was under way during the “dollar scare” from
the latter part of 1937 to the middle of 1938, the United Kingdom,
France, and other European countries did not experience any down-
ward pressure on their reserves and exchange rates, which rather
tended to rise. But the currencies of Argentina, Brazil Mexico, and
most other Latin American countries, which had tended to strengthen
during the preceding period of international trade expansion, depreci-
ated sharply after the recession in the United States began and re-
mained low in the following 2 years.

Appraisal of Balance-of-Payments Experience, 1934-39

Despite the tragic culmination of the 1934-39 period in World War
II, the experience of those years throws considerable light on the
behavior of our international transactions under varying conditions,
The major conclusions correspond roughly to the cﬁrom)lugicul se-
quence of developments during the period.

1. The inflow of foreign capital, normally attracted to the
United States in substantial and regular volume for purposes
of investment, assumed inordinately large and disturbing pro-
portions in times of monetary or political instability abroad—
a propensity suggesting the inevitability of exchange restric-
tions 1n foreign countries unless a greater general stability can
be assured in the future.

2. Apart from the heavy influx of capital, the position of
the United States on international account in the mid-thirties
indicates that after serious economic recession and monetary
crises foreign countries were able in the main to adjust them-
selves to a relatively small volume of dollars supplied by the
United States and yet attain a substantial degree of internal
wosperity. The experience alzo indicates, however, that a low

evel of dollar transactions is likely to be accompanied by trade

barriers and exchange controls bearing with particular severity
on this country’s exports and by a general disintegration of the
world economy into more independent national units and trad-
ing blocs.

8. The marked rise in both payments and receipts on current
account up to 1937 shows that, although the dependence of other
countries on a large volume of exchanges with the United
States had been lessened, the mutually stimulative influences
of expanding economic activity at home and abroad were still
active and that foreign demand for American goods remained
strong.

4. The period furnished another manifestation of the un-
fortunately high degree of instability which has characterized
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the international transactiens of the United States because of
the peculiar susceptibility of the domestic economy to wide
fluctuation.

5. Since foreign countries could have maintained exchange
stability with tE: dollar only by keeping their internal life
attuned to the fluctuating fortunes of the American economy,
many of them found it preferable or indeed unavoidable to
follow independent policies aimed at maintaining their da-
mestic activity on a more even keel and to let their exchange
rates fluctuate or to apply more direct methods of keeping their
international accounts in balance.

6. The amount of depreciation and trade restriction required
abroad after 1937 was mitigated, however, by the relative abun-
dance of gold supplies and by the willingnéss of foreign coun-
tries to release, ang of the United States to accept, gold in large
volume. While the greater s;art of the gold inflow during the
1937-89 l!l)eriocl was caused by capital transfers of uncertain
tenure, that part which offset the excess of receipts on current
account represented, in essence, the amount of dollars required
to prevent further a%preciation of the dollar under the condi-
tions of profound imbalance caused by the fall in United States
imports 1n the latter part of 1937. If, despite these conditions,
the attempt had been made to maintain complete exchange sta-
bility, the amount of dollars that would have been required, in
the form of gold purchases or special credits, would have been
much larger still.

7. By way of final conclusion, based on the experience of the
entire interwar period and strongly reinforced by events toward
the end of the period, it is clear that—whatever may be the
other requirements—stability in international economic rela-
tions generally and in foreign exchange rates in particular can-
not be assured solely or chiefly through technical financial ar-
rangements but must be firmly based on a vigorously and regu-
larly functioning domestic economy.
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A. NOTES ON CHARTS AND TABLES

CHART 1:
Based on table II at back of volume.

CHART 2:

Physical volume of total imports of foreign countries—Series for 1020-38 is
constructed from indexes for Europe, Canada, and the “Rest of World,” exclud-
ing the United States, as published by the League of Nations, Review of World
Trade, 1988, pp. 64, 68, These three indexes are assigned weights (Burope, 63.9;
Canada, 8.7; and “Rest of World,” 32.4) derived from value of each area’s im-
ports for 1925-29. Series for 1925-29 |s League of Nations index of physical
volume of total world trade, same source, p. 80. Inclusion of the United States
does not lmpair series appreciably as a measure of imports of foreign countries
before 1929,

Physical volume of imports of foreign countries from the United States—Index
of quantity of United States exports, Statisticl Abstract of the United States,
1841, p. 532, and earller annual volumes; shifted from 1923-25 to 192D base.

go;:.lzrces of all other series plotted in chart 2 are as shown for charts 4, 5, 6, 9,
an 5

CHART 8:
. Comsumption of raw materials and foodstuffs.—Source as shown In footnote
» P .
Value of industrial production.—Source as shown in footnote 2, p. 20. Data
adjusted to exclude U. 8. 8. R,

National income.—Estimates in foreign currencies are converted to dollars at
average rates of exchange for 1929, Sources for United States and 11 foreign coun-
tries are as shown for charts § and 13-A to 13-C. BEstimates for 12 additional
countries—Austria, Bulgaria, Czecho-Slovakia, Estonia, Finland, Greece, Hun-
gary, Ireland, Poland, Rumania, Switzerland, and Yugoslavia—are from the
League of Nations, World Economic Survey, 1938-39, p. 84.

CHant 4:

Industrial production in the United States—Federal Reserve Bulletin, August
1940, p. 764. Index shifted from 1935-39 to 1920 base.

Industrial production in foreign countries.—Series for 1025-38 is the League of
Natlons index of world industrial production, excluding the U, 8. 8 R., World
Production and Prices, 1938-39, p. 108, adjusted to e¢xclude the United States,
Serles for 1920-25 ig from Monthly Index of World Industrial Production, 1920~
1085, by Norman J. Wall, U. 8. Department of Agriculture, Preliminary Report,
1686. The two series are spliced at 1020 by applying the percentage 0.7454 to the
Department of Agriculture index.

CHART 5:

National income.—Data for 1020-30 are estimates of the Department of Com-
merce. Data for 1919-28 are derived from estimates by Simon Kuznets, National
Income and Capital Formation, 1918-35, National Bureau of Economle Research,
Inc., 1937; data for 1909-18 from estimares by W. 1. King, The National Income
and Its Purchasing Power, published by the same bureau, 1930,

I'mports,—Dollar value of general imports, Statistical Abstract of the United
States, 1041, p. 523.

CHART 6

National income at constant prices—Index derived from estimates by the
Department of Commerce for 1820-39 (original base 1985-39) ; and from estimates
by Simon Kuznets for 1910-28 (source as shown In notes on chart 5).

Industrial production.—Federal Reserve Bulletin, August 1940, p. 704, Index
shifted from 1085-39 to 1929 hase,
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Quantity of imports—Statistical Abstract of the United States, 1941, p. 532,
and Foreign Trade of the United States, Calendar Year 1835, pp. 88-39. Index
shifted from 1923-25 to 1920 base.

CHART T:
Sources as shown for quantity of imports in chart 6.

CHARTS 8-A to 8-D:

Quantity and value of imports.—Statistical Abstract of the United States, 1941,
pp. 613-644, and earlier volumes.

Output of related products.—Federal Reserve Bulletin, August 1940, pp. 826-
880. Indexes shifted from 1935-39 to 1929 base.

Industrial production—Federal Reserve Bulletin, August 1940, pp. 764. Index
shifted from 1935-39 to 1929 base.

CHarts 9, 10-A, and 10-B:

Total imports of foreign counties.—Department of Commerce, Foreign Com-
merce Yearbook, 1939, p. 312, and earlier volumes, World import totals are ad-
justed to exclude United States imports. Figures for 1933-38 are converted from
old gold dollars to current dollars.

Imports of foreign countries from the United States.—Value of United States
ex{mrts. Statistical Abstract of the United States, 1041, pp. 545-549, and earlier
volumes.

CHART 11:
Statistical Abstract of the United States, 1841, p. 713, and earlier volumes.

CaaArt 12:

National income.—Estimates for 11 countries, from sources as shown for c¢harts
13-A to 18-C, are converted from original currencies into dollars at annual aver-
age rates of exchange. Index is computed from the sums of these dollar values,
which are as follows (in billions of dollars) : 1924, 62.2; 1925, 65.5; 1926, 65.1;
1927, 70.3; 1828, 73.0; 1920, 74.0; 1930, 70.5; 1931, 50.9: 1932, 46.4; 1933, 57.5;
1934, 76.0; 1935, 80.6; 1036, 88.0; 1837, 91.6; 1938, 00.3. Estimates for Germany
covering 1924 and for New Zealand covering 1924 and 1925 are extrapolated on
basis of aggregate for other countries. Estimates for Australia and New Zealand
are converted from a fiscal-year to an approximate calendar-year basis by aver-
aging successive pairs of fiscal-year figures.

Total imports—Data for 11 countries are from official foreign sources and from
Foreign Commerce Yearbook of various years, Original foreign-currency values
are converted Into dollars at annual average rates of exchange,

Importg from United States.—Series plotted in chart 12 is derived from Import
statistics of the 11 countries rather than from United States export statisties.
The two sources, however, yield similar results, especially on an index basis, as
shown in table 10. The generally higher dollar totals derived from foreign sources
are attributable chiefly to the inclusion of shipping and insurance costs in the
fmport valuations of most foreign countries, whereas United States export statis-
ties are on an f. o. b. basis. Table 19 also indicates that the trend in United
States exports to the 11 countries was representative of the trend in total United
States exports.
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TasLe 19.—United States Total Exports and Exports to 11 Countries and Imporis
of 11 Countries From the United States '

United States total United States exports | Imports of 11 countries
exports to 11 countries from United States ?
Year
Millions of |  Index Millions of | Index | Millionsof| Index
dollars (1929 = 100) dollars (1926=100) dollars (1920=100)
4, 581.0 £8 2,004. 5 o4 2,008, 6 80
4,000.8 04 3 1156 o8 8,274 8 100
4,808, 7 02 3,082 7 06 83,1756 7
4,885 4 03 3,111.2 08 3,102.4 08
5,128.4 08 8,208.3 101 38,1840 98
5210 100 3,183.1 100 3,205.1 100
8,843.2 73 2,320.2 73 2,487.9 70
2,424.8 40 1,476.8 46 1,044, 4 47
1,611.0 i | 1,027.7 32 1,020,2 32
1, 8750 a2 1L,M80 3 1,083. 4 83
2,132.8 41 1,286.0 40 1,387.4 42
2,282 9 44 1,355.0 43 1,360. 1 42
2,450.0 47 1,462.2 40 1,527.0 47
8,340.2 04 1,920.0 60 1,004 7 00
3,004. 4 50 1,70,.2 50 1,880.8 58

1 The 11 countries are those covered by chart 12, namely, United Kingdom, Canada, Australis, New
Zealand, Denmark, Norway, Bweden, France, Netherlands, Germany, and Japan,
3 Orlginn] data In forelgn currencles converted Into dollars at annual average rates of exchange.

CHARTS 13-A to 18-C:

Total imports and imports from the United States.—Officlal foreign sources
and Foreign Commerce Yearbook, various issues,

National income.—From various officlal and private estimates, as follows:

United Kingdom: Clark, Colin, National Income and Outlay, p. 88; The
Conditions of Economic Progress, p. 174; figures represent gross
national income. Estimate for 1938 from the London Economist,
April 12, 1941, based on official white paper,

Canada : Dominion Bureau of Statistics estimate of “Income produced.”

Australia : Clark, The Conditions of Economic Progress, p. 172,

New Zealand : Clark, op. cit., pp. 39, 173, adjusted to Include interest pald
abroad on State and local debt.

Germany: Clark, op. ecit.,, p. 97. Clark used the figures given in Statis-
tisches Jahrbuch fiir das Deutsche Reich after adjusting them to
inelude publie services,

France : Figures for 1922-34—Clark, op. cit., pp. 99, 107 ; for 1935-38, extra-
polated on the basis of serles carried in League of Nations, World
Economie Survey, 1938-39, p. 84,

Netherlands : Figures for 1922-36—Central Bureau of Statistics, De Neder-
landsche Conjunctuur, special issue, October 1939, entitled Enkele
RBerekeningen Over Het Nationale Inkomen Van Nederland. Figures
for 1937 and 1938—RExtrapolated on the basis of series in League
of Nations, loe, cit,

Sweden : Figures for 1922-86—Clark, op. eit., p. 87; series consigts of total
income adjusted to exclude imputed income. Figures for 1937 and
1938—Series extended on the basis of estimates contained in a special
study by the Swedish Department of Finance, .

Denmark : Statistisk Aarbog, various years.

Norway : Clark, op. cit., pp. 143, 175. Represents total national income as
adjusted by Clark to include direct taxes.

Japan: Figures for 1922-20—Monthly Circular of Mitsubishi Research
Bureau, March 1684, compiled by 8. Hijikata; figures for 1030-38,
Japan Economie Federation, National Income of Japan, October
1939, pp. 48, 101,
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CHART 14:

All series are revised estimates of the Department of Commerce., See ap-
pendix B.

CHART 15

Statistical Abstract of the United States, 1941, p. 504. Based on cargo tonnage
data,

CHART 16:

All series are revised estimates of the Department of Commerce. See appendix
B. Estimates are exclusive of fare payments. and expenses on board ship,

CHaART 17

National income.—Sources as shown for chart 5.

Travel espenditures—Revised estimates of the Department of Commerce. See
appendix B. Serles plotted includes fare payments and expenses on board
American and foreign ships,

CHART 18:
U. 8. Department of Commerce, Balance of International Payments of the
United States in 1940, p. 77.

CHART 19:
Based on table I, at back of volume.

Caarr 20:
Revised estimates o1 the Department of Commerce: See appendix B.

CHaRrr 21:

Domestic curporate bonds and stocks—Complled from monthly data published
in the Commerclal and Finaneial Chronicle.

Foreign bonds.—Revision of data originally published by the U. S. Department
of Commerce in Handbook of American Underwriting of Foreign Securities, 1830,
and American Underwriting of Foreign Securities in 1930, 1931.

Data for both domestic and foreign issues are nominal amounts, less refunding,
with no deduction for discounts and commissions. Four-quarter moving averages
were computed from the monthly figures,

CHART 22;

Ind;g of industrial production.—Federal Reserve Bulletin, August 1040, pp.
T64-765.

Foreign bond flotations—Sources as shown for chart 21. Index is lagged
(that is, shifted to the left in plotting) one gquarter in view of the lapse of time
that ordinarily ensues between loan negotiations and actual flotation of the
issues.

CHArT 23

Yields on domestic bonds.—Moody's Aaa and Baa as published in the Survey of
Current Business, November 1937, p. 19.

Yields on foreign dollar bonds.—Specially compiled for this study. The
monthly average yields obtained are given in table 20. (The German series is
not available before September 1925 and for this reason has not been included in
the global average or in the average for European issues.) The data presented
are arithmetic averages of monthly yields on each issue, the latter based on the
mean of the high and low price for each month as reported annually in the Com-
mercial and Financial Chronicle, Yields are computed to maturity unless the
bonds were selling above the call price; ylelds of such bonds are computed to the
earliest call date,

Using only issues listed on the New York Stock Exchange, it has not been pos-
sible to obtaln’data for 15 Issues, properly distributed geographically, outstand-
ing from 1922 to 1929. Substitutions were made for issues of Chile, Norway, and
Belgium, as indicated in the following tabulation, but yields on the issues substi-
tuted were not substantially different from those on the Issues supplanted. The
effort to mwaintain comparability over the 8-year period also led to the inclusion
of a few issues closer to maturity or call than was preferable. The following
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issués are included in the averages, each given equal weight. All are issues of

national govemments unless otherwise indicated,

Duminlm of Canad

Canadian Northern RI.IIWI'J’ Co..
Mnntrul Tramways.

Mo <
State of Quaem}m ...............................................

Netherlands Indies. .

T e e SR R TR O, s

Germ i an Governm
City ol’ BN s
Central Bank of Agﬂcn]mu .

Allgemeine Elektricitaets-Gesellschaft. ..

's of 1041

514's of 1630
-.- O's of 193¢

.- B'sof 1931
.- BM's of 1048
- B'sof 1841

7's of 1041
.- U's of 1947
&'s of 1952 (sterling issue)

.. T'sof 1840 (Dawes loan)
of 1050

Tasre 20.—Foreign-Bond Yield Averages, 1922-29

[Percent per anmum]

m-zx;
024-29

's of 1945 (for 1922-27)
6's of 1054 (for 1028-20)

shr 1022)

Month 1022 | 1928 | 1024 | 1025 | 1924 | 1097 | 1028 | 1020
FIFTEEN FOREIGN BONDS
84| 077| 602 630| e622| 59| 563 5N
670| 677| 687| 637| 615| &503| 562 5.76
6.02 6.68 6. 90 6. 40 6.20 5 89 5 59 5 68
6.49| 6.60| 683| 644| 6.15| 588 580 5.B4
648| 661| 68| Aa32| 619| b587| 5859 5. 87
6.53| 667| 600| 62| 6I11| &S| 5TD 587
6.59| 675| 661 031| 612| &85 560 5.80
6.83| 68| 645| 0.31] 612 50| A&T1 5.82
647 670| A43| 62| 610| B5IB| 565 5.92
661 | 68| 64) 0623]| 800| 57| 5063 |........
683| 695| 641| 620| 003| 675 566 3
ber 670 69| 643) B.24| 600 574| B5T8|........
Monthly BVerage. .. ....coaameaanas 662 68| 665| 631| 6.13| 6583 564| 1584
FIVE EUROPEAN DONDS 2
687| 703| 7.11| 62| 613| B573| 535 5.20
675| 7.0| 695| 63| 605| 572| 533 5.83
6.58| 68| 700| 63| e622| 57| 530 5. 54
642| a72| 68| 640 620| &68| 517 5.31
63| 67| 67| 62| 625| b562| 520 5.31
648| 686| 6.62| 6.25| 618| 560| 541 5.34
6.61| 6.95| 6406| o0.2¢4| 6.25| 550 538 541
650| 7.12| 6.22| 62| 6.22]| 640| 6533 5.25
64| 705| 622| 610| 6.17| S541| 533 528
665| 7.04| 621 610| 0O9| A37| 52
700 7.19| 6.16| 0.17| &04| 542| 625
6B4| 7.18| 6.27| 6.17| 584| 5643 535
663| 698| o0.57| 624 6.13| 58| 531

Hee footnote at end of table,
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TasLE 20.—Foreign-Bond Yield Averages, 1922-29—Continued

[Pereent per annum]

eNRgRNzn AT 2 IBIEUZ|2TI2AY | ENZQRSEERSSE 8 2Rg8seaEeESs 2
m codddSSdES NI © sHuviCGEsESEse G SodddvSdddEd & ddddddSd s o
g PTIREIIR2INS 2 SRLLRISRHIST 2 LLEYIVSVESES & GE2LREEREERE 8
= sodddddSEESe & W W W A S cudunEdnsedd o coddsdcddude <
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CHART 24

Monthly data, 1929 -34.—Federal Reserve Bulletin, May 1937, pp. 420-420, The
chart is an adaptation and continuation of a chart carried in this source, p. 899.

Monthly data, 1935-39.—Derived from U. 8. Treasury Department Bulletin,
various monthly issues, and Statistics of Capital Movements Between the United
States and Forelgn Countries and of Purchases and Sales of Foreign Exchange
in the United States, various quarterly issues,

Annual data, 1029-33.—From reports of leading United States banks to the
Department of Commerce.
CHART 25

Gold exports and imports—U. 8. Department of Commerce Monthly Summary
of Foreign Commerce,

Changes in earmarked pold—Federal Reserve Board, Federal Reserve Bulletin,
December 1940, p. 1202, and earlier issues; Annual Report, 1937, p. 81, and earljer
reports,

CHarT 26:

Data from various official and unofficial sources. The share of each country
in world trade in the period 1926-20 is based on League of Nations, Memorandum
;‘m International Trade and Balance of Payments, 1813-1827, and subsequent
L5108,

CHART 27

Federal Reserve Bulletin, September 1840, pp. 925-927 ; 1000-1007.

The data, Bspecially after 1034, are subject to several mportant gualifieations.
Excluded from gold reserves are unreported holdings of central banks and gov-
ernments, gold in circulation, and gold held in the active part of the United
States Exchange Stabilization Fund and in similar funds of other countries,
(United Kingdom gold holdings appear nonexistent at the end of 1039 following
transfers to the British Exchange Equalization Account from the Bank of
England.) Included are estimated holdings for a number of countries based on
official reports for earlier dates. Gold owned hy central banks and governments
was probably several billlon dollars higher at the end of 1989 than the total
indicated in chart 27,

CHART 28

Based on national-ilncome series described In notes to charts 8, 5, and 13-A
to 13-C.

CrART 20 ¢

United States—Sources as shown for chart 4,

United Kingdom.—London and Cambridge Beonomic Service, Monthly Bulletin,
May 238, 1931, p. 159. Series Is adjusted to exclude agriculture and bullding.

All other countries—Supplementary tables to Monthly Index of World Indus-
trial Production, 1920-1985, by Norman J. Wall, U. 8. Department of Agrienl-
ture, Preliminary Report, 1986; with original sources and derivation of esti-
mates as stated therein.

Total, all foreign countries.—Souree as shown for chart 4.

CHarT 80
Based on table I, at back of volume,

CHART 31:

Industrial production.—8ource as shown for chart 4,

Gross payments on current transactions and net outflow of long-term capital.—
Based on table I, at back of volume.

New capital issues for foreign account and transactions in outstanding securi-
ties.—Based on table ITI, at back of volume.

CHarT 82:

Capital movements—Derived from U. 8 Treasury Department, Bulletin, vari-
ous monthly Issues, and Statistics of Capital Movements between the United
States and Foreign Countries and of Purchases and Sales of Foreign Exchange
in the United States, various quarterly issues.

Gold—Department of Commerce, Monthly Summary of Forelgn Commerce
of the United States, various monthly issues, and Federal Reserve Board, Annual
Report, various years,

Merchandise.—Monthly Summary of Foreign Commerce of the United States,
various issnes.
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Tase 1:

Annual amount of dollars supplied is as shown in table 1I. Estimated debt
gservice due the United States in 1929 includes $234,000,000 on war debts, and
$276,000,000 for amortization and $400,000,000 for interest on foreign bonds held
in this country.

Tasie 2:
Source as shown in footnote 6, p. 22

Tanre 3:
Derived from League of Nations, International Trade Statistics 1988, p. 111.

TABiE 4:
Statistical Abstract of the United States, 1930, pp. 556-591, and 1938, pp.
523-561.

Tanre 5:
Statistical Abstract, 1939, pp. 547-585, and earller volumes.

TaAmE 6:
Source as shown for table 3.

Tase 7:
Statistical Abstract, 1041, p. 520.

TasLe B:
Statistical Abstract, 1940, pp. 521-574, and earlier volumnes.

TABLE 9:

Sammons, Robert L., and Abelson, Milton, American Direct Investments in
Foreign Countries—1940, U, 8. Department of Commerce, 1942, p. 30.

TanLe 10:

Department of Commerce compilation. See appendix B for general sources
of data.

Tasre 11:
Source as shown for table 10.

Tamie 12: y
Federal Reserve Bulletin, May 1937, pp. 420-422,

Tamye 13:

All 1919 data and 1920 data for foreign long-term investments in the United
States are from Lewis, Cleona, America’s Stake in International Investments,
1938. Other data from compilations of the Department of Comimerce.

TapLE 14:

Derived from Monthly Summary of Foreign Commerce, December 1939, p. 31,
and earlier issues,

TasLe 15:

Statistical Abstract, 1931, pp. 500-501. Exports to northern North America
and to Europe adjusted for grain exports to Europe by way of Canada, according
to figures given in Statistical Abstract, 1031, p. 502

TasLe 16:
Industrial Production—

United States: Federal Reserve Bulletin, August 1940, pp. 764-765.

United Kingdom, Sweden, Norway, Denmark, Finland, Chile, Mexico, Ger-
many, Japan, Italy. France, Netherlands, Belgium, Poland: League
of Nations, Statistical Yearbook 193940, p. 164.

Union of South Africa, New Zealand : League of Nations, World Production
and Prices, 1938-39, p. 39,

Canada: Ibid. Index excludes building and electric power generation.

National income.—Sources as shown for charts 13-A, 13-B, and 13-C.
Cost of living.—League of Nations, Monthly Bulletin of Statistics, July 1939,
pp. 843-344.
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TaBLE 17:
Indexes computed from basic data in Foreign Commerce Yearbook for 1039,
p. 312, and earlier volumes, and in Statistical Abstract, 1841, p. 541.

Tasre 18:
Federal Reserve Bulletin, December 1941, pp. 1287-88, and U. 8. Treasury
Department Bulletin, various issues,

Tasces I, IT, and III:
The derivation of the data shown in these tables is discussed in appendix B.

B. NOTES ON BALANCE-OF-PAYMENTS ESTIMATES

Changes in methods of computing balance-of-payments estimates since the
Department’s first bulletin on the subject, covering 1922, was published inevitably
led to figures that are not comparable over the years. The various retrospective
tables published from time to time, as in the annual bulletins for 1832 to 1037,
necessarily were affected by this defect and were therefore dropped. In the
meantime, a number of special studies were undertaken with a view to deriving
more accurate and comparable data on the International transactions of the
United States. These studies, a number of which have been published, dealt with
American investments abroad, foreign investments in the United States, foreign
travel, international insurance transactions, institutional contributions, personal
remittances, government transactions, short-term capital movements, and other
related subjects,

In connection with this analysis of the balance of payments during the Inter-
war years, it was necessary to extend the work of revision to all other types of
transactions not previously recomputed and to bring to completion as consistent
and comparable a statement as possible for the period. The revised estimates
are shown in table I, arranged on a dollar supply and dollar use pattern In table
II, and supported by a more detalled statement of capital transactions In tuble
I1I. The estimates contain many imperfections, partly because of lack of time
to explore every possible source of information but to a much greater extent
because of the lack of satisfactory basie data for some of the Items. Despite
these qualifications, the figures are believed to be reasonably comparable through-
out the period and to present on the whole a fairly correct summary of the inter-
national transactions of the United States,

An adequate statement of the methods employed in computing the estimates,
supported by the great mass of factual data on which they are based, would alone
require several volumes. Such an exposition is impracticable at this time, but
the following notes set forth in concise form the principal methods and sources
of data used in computing the more important items.

Current Transactions

MERCHANDISE TRADE

The data for merchardise exports and imports are the unadjusted data as
published annually by the Department of Commerce In Foreign Commerce and
Navigation of the United States. Exports include reexports of forelgn merchan-
dise, and imports inelude Imports entered for immediate consumption plus
entries into bonded warehouses. Actual payments and receipts involved In mer-
chandise trade are not accurately reflected in the recorded data; estimates of
the necessary adjustments are included under “Miscellaneous adjustments and
services.”

FREIGHT AND SHIPPING

The derivation of the freight and shipping estimates may be best explained
with the aid of a defailed statement of the component parts in a recent year,
The composition for 1837 is shown in table 21,

Items la and 6.—Estimates of earnings of United States and foreign vessels in
the carriage of this country's foreign trade for the years 1926 to 1939 were
obtained from the Maritime Commission and predecessor organizations. The
data for 1987 are shown in table 22, For balance-of-payments purposes, only
earnings of United States vessels in carrying exports (a receipts item) and of
foreign vessels in earrying Imports (a payments item) are included in the freight
and shipping account. Before 1926 corresponding flgures were estimated from
recorded data concerning cargo tonnages carried by United States and foreign
vessels and average freight rates extrapolated on the basis of trade reports and
Lloyds' index of freight rates,
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Item Ib.—The figure was based on data compiled by the Finance Division
of the Maritime Commission covering operations of subsidized vessels for 1938
and 1039. It was estimated at 2.5 percent of total revenues of United States
flag vessels from the carriage of United States exports and imports.

Items 2 and 7.—Passenger-fare receipts and payments represent the series pre-
viously published by the Department of Commeree, extended to cover 1939, and
include expenditures on board ship as well as fare payments proper. (See
discussion of travel expenditures).

Tasre 21.—Composition of Freight and Shipping Account, 1937
{In millions of doliars]

Item Amount
pls:
1 Frelf]ht received on ocean traffic:!
R 0 b LT S S 65.2
b. Cargo carried between, foreign ports e e e 3.7
dige o i s e s 5 6.9
A A g p N T ST TR ST - SR DT A 9.3
i. E.hﬁrtluwdmhnupmmu{rm&nmm United States ports............o... 142.2
" a. Freight on intra-Canadian traffiec carried by Amerionn railroads. ______________ 1.8
b. Freight on United States exports carrled within Canada by American raflroads. 3.7
¢ ij![hl on Canadian exports and imports carried through the United States. . 7.9
d. Freight on Mexiean exports and imports earried tlu'oqu the United States... 25
o e e T e e fe e G 157
Rl I I e i et i Al e s AT e e s LN S S e S W S e e 6.1
Payments:
8. Ocean freight paid on United States Imports ... ... .oooeioeoniiiiiiamnann 180.4
AL BT TR ) e e B Ry L S e e P e .7
g. gfum"‘&:}dothermnrAmuiunvmlamrmlznpmu_.......-.“__-..... 45.8
" 8. Freight on United States transit traffic routed via Canads on Canadlan rafl- s
b. American railroad operating expenses in Canada. .. ___._____TT Tl 188
TOML. o o PO 3.8
DO DOTIIBNIR oo s v min i e i e s RS U n S S A e b 366.5

1 Includes a small amount of Great Lakes traffic,
1 Includes passenger expenditures on board ship,

TasLe 22 —FEstimated Freight Earnings by United States and Foreign Vessels
in the Carriage of United States Exports and Imports, 1937

[In millions of dollars]

United States imports | United States exports Total
Class of freight Earned by Earned by Earned by

gg:: Em;n (é’nlled E%y gmm E?mad by

vessels vessels vessels 4 vessels ¥
Il)”’m‘ht 66.9 1704 531 125.8 120.0 208.0

LY OADGOBS...ocucaanccnan

Tankers. ........ 4.2 10.0 10.4 76.5 4.6 8.5
Total ocean freight...... 8.1 182, 4 63.6 2021 144.6 354.6
Great Lakes freight .8 3.9 17 0.8 25 0.7
Total frelght............ 519 186. 4 65.3 28,9 147.2 395.3

Nors: Discrepancies in addition are caused by rounding of figures,

Item 3.—Port expenditures of foreign vessels, except bunker fuel purchases,
were estimated In all years as a fixed percentage of the gross revenues of such
vessels resulting from the carriage of freight and passengers to and from the
United States. Bunker fuel sales were recorded beginning in 1928, Hstimates
of such sales in earlier years were derived by extending the recorded series back
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on the basis of such factors as the volume of United States foreign trade carried
by foreign vessels and domestie prices of bunker coal and oil.

Items 4 and 9.—The estimates were based on information furnished by Ameri-
can rallroads operating in Canada, published data on freight rates, information
taken from freight density maps, revenue freight data publigshed by the Canadian
Government, and unpublished records of the Department of Commerce on Ca-
nadian and Mexican exports and imports in transit through the United States.

Item 8.—BExcept for bunker fuel purchases, port expenditures of American ves-
sels abroad were computed on the basis of the Maritime Commission data for
1938 and 1939 previously mentioned. Foreign bunker fuel purchases were com-
puted by deducting recorded domestic purchases, as published in Monthly SBum-
mary of Foreign Trade, from estimated total purchases. The resulting average
percentage of gross revenues in 1938 and 1839 was employed in caleulating the
estimates for earlier years.

TravEL EXPENDITURES

Payments and receipts arising out of travel with noncontiguous areas were
treated in detail in a special study on Oversea Travel and Travel Expenditures in
the Balance of International Payments of the United States, 1619-38, by August
Maffry, published by the Department of Commerce in 1039, That study presents
revised estimates from the beginning of the interwar period. The only further
change of consequence made for purposes of this study was the allocation of ocean
passenger fares and outlays on board ship to the freight and shipping account
rather than to the travel aceount,

The flow of international payments growing out of travel between the United
States and Canada and between the United States and Mexico is considerably
more difficult to estimate than oversea travel expenditures because of the more
varied nature of traffic over the land borders and the absence of satisfactory
statisticul records. The nature of the basie data available and the methods of
computing past estimates are indicated in the various annnal studies of the De-
partment of Commerce on the United States balance of payments.'

Institution of exchange contrel in Canada following the outbreak of war In
1939, together with other measures more specifically designed to yield better in-
formation on that country's travel receipts and payments, has provided an
abundance of more accurate and detailed statistical data on the subject, espe-
cially on typical rates of expenditure per capita. While these data were first
available for 1940, it became evident that the travel item in the United States-
Canadian balance of payments had been greatly overstated in previous years.
The estimates for United States travel outlays in Canada in 1939 were accord-
ingly cut from $256,000,000, as published in the balance-of-payments bulletin for
that year, to only $140,000,000, as carried in the 1940 bulletin, Receipts from
Canadian travelers in the United States were also reduced, although not so
sharply, from the original estimate of $03,000,000 for 1030 to a revised estimate
of $70,000,000.

For purposes of this study, a complete revision of the United States-Canadian
travel account was therefore necessary, not only to eliminate serious disparities
from year to year in the data and methods formerly used but also to lower the
general level of past estimates. In general, the method followed was to remove
so far as possible various statistical irregularities in the basic records of vol-
ume of travel and to recompute more appropriate annual average rates of ex-
penditure for the varlous classes of travel. These averages were based on the
results for 1940 and such general factors as trends in cost of living, national
income, and travel outlays in other areas over the interwar period.

Information on travel payments between the United States and Mexlco is still
very inadequate, especially on the heavy volume of traffic along the border. The
revisions incorporated in the estimates were based on a careful serutiny of all
statistical and other relevant data bearing on travel between the two countries,
and an endeavor was made to apply uniform methods over the entire interwar
period.

PERSONAL REMITTANCES
Before 1937, so-called immigrant, or personal, remittances to foreign countries

were based principally on reports received from United States Government repre-
sentatives abroad, supplemented by information from a few of the chief remitting

p’ E;. “g;peclnlly The Balance of International Payments of the Unlted States in 1939,
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agencies in this country and by private estimates. In recent years, however,
estimates have been reached by a progressive adjustment of the base figure
established for 1931 ; the yearly adjustment was effected on the basis of compara-
tive annual ‘data supplied by principal private remitting agencies and published
figures of post office money orders cashed abroad,

The resulting figure for 1937 was $144,000,000, or $13,400,000 in excess of the
sum of the reported total sent abroad by private remitting agencies ($100,700,000)
and total post office money orders cashed abroad ($29,000,000). The difference
presumably represents currency sent out through the mails and money carried
out by alien emigrants,

The relative importance of the various items composing personal remittance
receipts is indicated by the following breakdown of the 1939 total:

Millions

alcnq ars

Money shown by Immigrants 20. 4
Foreign postal money orders cashed in the United States____.__________ 14.5
Receipts from head tax on immigrants 1.0
Total - 85.9

Money shown by immigrants upon entry into the United States for 1938 and
1980 was a special compilaticn on a ealendar-year basis of the Office of Research
and Education Services, Immigration and Naturalization Service, Department
of Justice. For fhe years 1919 to 1937 the calendar-year figures were estimated
by averaging the data for two consecutive fiscal years as published annually in
the Statistieal Abstract.

Similarly, foreign postal money order receipts were estimated on a calendar-
year basis from fiscal-year data published in the Annual Report of the Post-
master General. For this purpose, it was assumed that all such receipts repre-
sent personal remittances. Although this assumption may not be completely
justified, these money orders probably do represent items not adeguately covered
in other balance-of-payments estimates.

Receipts from the head tax on immigrants are published annually in the
Statistical Abstract under the heading “Miscellaneous taxes” in the table on
receipts of the national Government.

InstiTuTIONAT, CONTRIBUTIONS

The estimates for institutional contributions to foreign countries are based
on data furnished the Department of Commerce by all the principal institutions
engaging in such transactions. In the computation of these estimates, 1937
was used as a base year (1931 for Catholic remittances) ; annual aggregates' for
identical organizations were used to compute chain relatives extending forward
to 1989 and backward to 1923 for Protestant agencibs, to 1924 for Catholic, to
1922 for Jewish, and to 1926 for nonsectarian. The relatives for certain years
for which available data were not adequate were interpolated. The final esti-
mates were based on base-year data adjusted by means of the chain relatives.

In the absence of data for the early post-war years, it was assumed that
remittances were approximately the same as in the nearest year for which an
estimate was possible. For certain nonsectarian contributors, data from varions
published and unpublished sources were employed to arrive at estimates for the
years 1019 to 1925,

It was assumed that similar contributions received in the United States are
negligible,

INTEREST AND DIVIDENDS

Receipts of income from abroad were estimated separately for portfolio, direct,
and short-term investments. For the years 1930 to 1939 interest on foreign dollar
bonds was based on an issue-by-issue compilation made by the Department of
Commerce. For years before 1930 estimated rates of return were arrived at by
adjusting the computed rate for 1930, 5.89 percent, backward on the basis of the
weighted average yield of new foreign securities as published in the Handbook
on American Underwriting of Foreign Securities. Arbitrary rates of 5.0 and 5.1
were used for 1919 and 1920 ; the rates thus obtained were applied to the estimated
annual average of forelgn dollar bonds held in this country.

For the years 1920 to 1839 the return on direct investments is substantially
as reported In the annual balance eof payments bulletins, with certain minor revi-
sions appearing in American Direct Investments in Foreign Countries—-1940.
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The general methods employed are set forth on page 37 of that bulletin. Data
for years before 1930 have been extensively revised on the basis of data regarding
profits of American concerns operating abroad as reported in Moody's manuals,

As indieated on p. 103, footnote 18, income for years before 1030 includes profits
not remitted; data for 1930 to 1839 exclude reinvested earnings.

Receipts of income from short-term investments represent rough estimnates
based on the average amount of such assets outstanding in each year and an
assumed average rate of return determined from an inspection of various short-
term interest rates abroad. Previous estimates for the years 1926 to 1939 were
adjusted in accordance with revisions of the short-term capital item made for
this study. Bstimates for years before 1925 are original in this study.

Separate estimates for payments to foreigners were made for bonds, stocks,
and short-term assets. Bond-interest payments were based largely on data from
withholding tax returns filed with the Bureau of Internal Revenue, although
somewhat arbitrary estimates were made for early years. Dividend payments
(including some miscellaneous income items) for 1037, 1088, and 1980 were also
based on withholding tax data. Estimates for 1919 to 1936 were derived by em-
ploying an index of total dividends paid out by all domestic eorporations (na-
tional income series) and were adjusted to take account of changes resulting
from the international securities movement. Short-term interest payments, like
corresponding receipts, were based on estimated average holdings and average
annual rates determined from available data regarding short-term rates in the
New York money market.

GOVERNMENT TRANSACTIONS

In general, information concerning transactions of the United States Govern-
ment was recelved directly from the departments and agencies concerned, although
published reports were relied on extensively, especially for earlier years, Unlike
most of the service transactions, the Government account is almost completely
composed of recorded data, with the expenditures of foreign governments in the
United States the only important component based only on estimates. An exten-
sive investigation of this account, which has not been published, was under-
taken by the Department of Commerce in 1939-40, and the revised figures used
in this study are the product of this research. Information concerning costs of
foreign representation in this country were recelved from the respective govern-
ments in 1927 only; data for other years were estimated on the assumption that
such expenditures varied directly with changes in similar American disburse-
ments abroad.

The nature of the division between “Government ald and settlements” and
“Other government items” is probably sufficiently indicated on pp. 83-84., The
division differs from previons methods of presenting this account in the annual
balance-of-pnyments statements in that settlements under treaties, conventions,
and the like, were combined with settlements arising out of World War I to form
the first group. Receipts and disbursements of the executive establishments nnd
egpznieslror foreign representation in the United States are included in the
“Other” items.

Capital Transactions
NeEw IssvEs

The annual volume of new issues includes new foreign securities sold both
publicly and privately, exclugive of issues of direct investment companies. The
estimates are net of commissions, discounts, and refunding, and are based upon
data previously published by the Department of Commerce,” with revisions,
Also included are private takings of foreign securities, and advances of the
War Finance Corporation from 1919 through 1922

* Handhook on Amerlcan Underwriting of Foreign Securities; Ameriean Underwriting of
Fo Becuritles in 1030 ; American Underwriting of Forelgn Securities in 1031 : annual
bulleting on The Balance of International Payments of the United Btntes, 1082 to 1030,

!The War Finance Corporation loans, although not made dlm&y to forelgners, were
made to firms and banks In the United States, which In turn granted eredits to forelgners
for the purchase of American commodities, Inasmuch as ealendar-year short-term data
are not available for this period and as most of the War Finance Corporation credits were
for a perlod of more than 1 year, they have been included in the series of privately taken
igzues as ghown in table ITL. The annual amounts advanced were as follows (In millions
of dollars) : 1910, 1; 1920, 45 ; 1021, 29 ; 1922, 10.
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AMorTizATION RECEIPTS FROM FOREIGN COUNTRIES

Retirements in part or in whole, through sinking fund operations or redemp-
tions, of issues of foreign securities originally sold in this country are referred
to as amortization receipts. BEstimates of this item for 1919, 1920, and 1921
are inadequate in that they relate only to complete redemptions of maturing
foreign government (national, provincial, and munleipal) bonds,* and include
peither sinking fund receipts on such bonds nor sinking fund or redemption
receipts on corporate bonds. For later years, the amortization estimates in-
clude both sinking fund and redemption operations for all classes of issues,
although the figures for the twenties probably understate actual receipts.

TRANSACTIONS IN OUTSTANDING FOREIGN AND DOMESTIC SECURITIES

Compilation of international security transactions In the United States balance
of payments underwent a gradual evolution from estimates based on reports from
26 financial institutions to those based on reports from practically all institutions
conducting an international business in securities. Data were collected on an
annual basis by the Federal Reserve Bank of New York for the years 1919 through
1923, and by the Department of Commerce thereafter until 1935, when the Treas-
ury Department and the Federal Reserve banks undertook to colleet weekly
figures, with a certain amount of geographic detail.

From the beginning, the security transactions data compiled by the Department
of Commerce related to outstanding securities only ; flotation of foreign securities
in this country was the subject of a separate inquiry. In the late twenties
respondents were requested not to include foreign bond sinking fund and redemp-
tion transactions Inasmuch as these data were also compiled separately. At
about the sgame time an attempt was made to eliminate confusion concerning the
definition of the term *“foreign" as used in the questionnaire, the term being
defined to embrace all concerns and persons resident abroad, including foreign
branches of American companies. Similarly, the term “American" was defined
to include branches of foreign firms or banks located in this country.

Until the early thirties the published statistics of security transactions, par-
ticularly of transactions in foreign or domestic securities considered separately,
represented chiefly estimates made by reporting institutions. Not until weekly
reports were requested in 1035 were the data based on detailed records kept
by the reporting institutions. The data reported to the Treasury through the
Federal Reserve Bank of New York from that time on included sinking fund and
redemption transactions and new bond flotations. These are excluded from
security transactions in table IIT and appear elsewhere under their proper heads,

The statisties of security transactions collected by the Federal Reserve Bank
of New York were published in the Federal Reserve Bulletin and in the Treasury
Department’s Statistics of Capital Movements Between the United States and
Forelgn Countries and of Purchases and Sales of Foreign Exchange in the United
States for the period from 1935 through the third quarter of 1938, and thereafter
have appeared in the monthly Bulletin of the Treasury Department.

DirECT [NVESTMENTS

Beginning in 1030 the net movement of funds associated with American direct
investments abroad is composed of ; (1) New direct investments, including public
offerings of securities of American and semi-American corporations for foreign
purposes; (2) sales of, or other cash realizations from, existing Investments
including amortizations of publicly offered securities of direct investment com-
panies, In addition, the net movement of funds on intercompany account is
included since 1938,

For the years 1819 to 1629, inclusive, a considerably less exact method was
employed. The net increase in the value of American direct investments abroad
from December 31, 1018, to December 81, 1920, was estimated at $2,972,000,000.
Enown new investments, including public offerings of securities, amounted to
$1,766,000,000, leaving $1,206,000,000 to be acconnted for. The last figure was
apportioned to each of the years on the basis of an index of the number of new
investments established during those years and still in existence at the end of
1920.' This method of computation had the effect of including reinvested earn-
ings as capital ontflow, a proper procedure, since such reinvested earnings are
also included in receipts of interest and dividends for those years.

t Except for the followin, ments to the War Finance Co th .-

doll?)ria 3 191;3. ll'bmi}). !!5 mg%;ai: }922, 45: 19%%. 13! 1924% .;‘lm Vil 4
ckens, Panl D, meriean Direct Investments Abroad, 1938, -

ment of Commerce, 1938. Pp. 4T—40. it 1
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: No figures relating to the movement of foreign direct investment eapital into
and out of the United States are presented inasmuch as available data are
fragmentary.

AMORTIZATION PAYMENTS T0 FoREIGN COUNTRIES

Bond-redemption and sinking-fund payments to foreigners in connection with
their holdings of United States corporate bonds during the interwar period were
estimated on the basis of known amortization payments to foreigners during 1035,
Inasmuch as it is assumed that the par value of aggregate holdings did not vary
greatly between 1919 and 1939, yearly amortization estimates, rounded to units
of $5,000,000, show only one change, during 1933,

SuHorT-TERM CAPITAL MOVEMENTS

The earliest data on the international short-term balances of the United States
were compiled by the Federal Reserve Board in connection with its wartime
exchange-control functions. The information was collected weekly from Febru-
ary 1018 :hmu‘gh June 1919 and was subsequently published in the Federal Re-
serve Bulletin.® Less comprehensive data, as of July 1, 1920 and July 1, 1921,
were collected by the Federal Reserve Bank of New York, while the Department of
Commerce elreularized banks and business firms for international accounts-
receivable and accounts-payable data for July 1, 1921, and July 1, 1922, Although
these varfous sets of figures constitute a valuable adjunct to available balance-
of-payments Information for these years, they were not incorporated into the
balance-of-payments statement since they are mid-year rather than year-end data.

The earliest available calendar-year, short-term data relate to the year 1928,
when in response to a questionnaire inquiry of the Department of Commerce 88
finaneial Institutions reported deposits due to foreigners. Similar data are
avallable for 1924 and 1925, and to these were added foreign investments in
domestic aceeptances purchased through Federal Reserve banks. Data relating
to Ameriean banking balances abroad were not obtained until 1925, and for
1928 and 1924 changes in amounts due from foreigners were based only on ac-
ceptance credits granted In this country to foreigners, data for which are avall-
able in bulleting of the American Acceptance Council,

After the middle twenties the Department of Commerce obtained fairly com-
prehensive data from financial Institutions for the items “Due from foreigners”
and “Due to foreigners” under the following heads: (1) Deposits; (2) investments,
advances, overdrafts, ete.; and (3) acceptance eredits,

The data previously published by the Department for the years up to 1034
were considerably revised, particularly with reference to changes in the volume
of acceptance credits granted by Americans to foreigners. The difficulty and
confusion associated with the balance-of-payments classification of acceptance
credits led to the substitution of the acceptance figures of the American Ac-
ceptance Councll for those reported by respondents as having been granted to
foreigners, Changes in the volume of acceptances outstanding for the follow-
ing purposes were adopted as representative of changes in the total volume of
acceptance credits granted to foreigners from the early twenties through 1984 :
(1) Financing exports from the United States; (2) providing dollar exchange;
an;i t(3) financing goods stored in foreign countries or shipped between foreign
points.

Beginning with 1835 the international short-term assets and liabilities of banks
and brokers in the United States have been reported weekly to the Federal Re-
serve Bank of New York." The movement of short-term capital was computed
from changes in the data so reported combined with changes in the following
items, some of which were included before 1835: (1) Accounts of the Philippine
Government with the United States Treasury; (2) commercial balances—un-
published data compiledby the Federal Reserve Bank of New York: (3) Recon-
struction Finance Corporation and Export-Import Bank loans to foreigners;
and (4) other accounts. Changes in commercial balances on a calendar-year basis
were available for the first time in 1033,

* December 18921, pp. 1400-1412,
T The figures include funds glltud abroad for the account of domestic clients and corre-

spondents, References to published sources are included in the section Transactl
in Outstanding Foreign and Domestic Securlties. s o i
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CurrENcY MOVEMENTS

The annual net movements of United States currency (movements of foreign
currency into and out of the United States are assumed to be negligible and
approximately balaneing in amount) include movements through banking chan-
nels as reported by the Federal Reserve banks of New York and Atlanta and
estimates for unrecorded net exports, principally through the malls and in the
form of eurrency carried by persons leaving the United Stares for travel or
residence abroad. Total unrecorded currency exports to Europe for the period
May 1923 to the end of 1934 are assumed to be equal to the excess of recorded
imports during that period, less a deduction of $100,000,000, the estimated
amount returned during the period from currency held abroad on May 1, 1923,
(On the assumption that 1928 and 1929 were “normal” years, in which all currency
carried or malled out was returned, unrecorded exports in those years amounted
to 5.5 percent of combined tourist expenditures and immigrant remittances. This
percentage was used to distribute $294,000,000 of the total estimated unrecorded
outflow of $£330,000,000 during the period, the balance of $36,000,000 being diss
tributed according to the annual variations in the recorded outflow. For years
subsequent to 1834, the unrecorded outflow of capital to Europe was considered
to be 5.5 percent of total tourist and immigrant payments, plus a small allowance
for unrecorded outflow resulting from other factors.

For all other countries (except the Dominican Republie, for which the recorded
data apparently also reflect the actual net movement, and Cuba, for which
special estimates based on the tourist movement were made) it was assumed
that exports and Imports of currency were approximately equal; unrecorded
exports, therefore, were estimated to equal the net recorded excess of imports,
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Tance [11.—Capital Transactions Between the United States and Foreign Countries. 1919-39
[In miilions of dollars, Plus sign indieates inflow of funds into the United States; minus sign, outflow from the United States,] !
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