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réﬁisfépééch Was Wf;fféﬁ neagly:th;ee;wééks égé in Newrférk and
7 gefiecté:én'ﬁm;fidaﬁ point of’view.';Whai 1 hévé to say is more applicable to.
rother membgrsrof the OECD thanrtornritain, I hope, tharcfdre, that any remarks
" that seem critical will not be interpreted to apply to your country, except
as it shares the responsibilities of OECD and may take on those of the
Common Market. Moreover, since it was written, the OECD has decided to prepare
an agenda for'negofiation, perhaps beginning in a year, of some of the diffi-
culties which I describe. However, the OECD agenda does not seem to include
the monetary and financial questions which constitute the major focus of what
I have to say. The views expressed are of course my own and are not necessarily
those of the organizations with which I have been working and which are respon-
sible for much of the information which I‘have used.

The best way for me to get at the nature of the problems that I want
to discuss is to start with the U.S. balance~of-payments deficit. That deficit
has persisted for 19 of the last 21 years. The probability is high that it
will continue indefinitely if the policies now béing followed by the United
States and other leading industrial nations are not changed. Until about 12
years ago the deficits could be considered to be performing a useful function.
They were providing liquidity for the international monetary system as well as
the means of financing the reconstruction of Europe and Japan. The function of
supplying liquidity has been taken over by the SDR's, and the '"Yankee (dollars)
go home!" signs which central banks have hung out is evidence that shortage of
dollar exchange is no longer a problem.

Continuation of the deficit in our balance of payments (and here I am
referring to the basic balance on current and capital account) is symptomatic
of the major international economic problems now confronting the United States.

It represents the failure of the international economic system to adjust either

automatically or in response to fairly strong policy actions.




,rnrfﬁg{angiysis of thé'pfdﬁlémsrwhich Wg face caﬁrbercénétruétedrby
';éﬁémiﬁingfsomé:pf the méjbr,ééé@ﬁnts in the U.S, balance of pa?ménts. We can
::begin with the balance on trade account, For quite a number of yea?s'céntral
baﬁkers and others argued that the United States had no real balance~of-payments
problem because it had a surplus of exports over imports, But even when that
surplus was substantial it was in part illusory. In each of the last ten years
it has included from $1.5 billion to $3 billion of government financed exports,
A report issued last month by the U.S.VSenate Finance Committee found that,
after adjustment for government financed exports and revaluing imports to a CIF
basis, the United States has had an import surplus of about $4 billion a year
since 1968, Without passing on the merits of such adjustments, the significant
fact is that the surplus of American exports in the past ten years has declined
by more than $5 billion and for all practical purposes has disappeared, I
shall return to the causes of this deterioration a little later,

It is now being claimed by those who wish to curtail foreign investment
that the decline in the American trade balance would not have occurred or would be
smaller if we had not had the large volume of U.S. private investment abroad.
(The annual outflow of our private long-term investments, direct and portfolio,
grew from $2.5 billion in 1960 to nearly $5,3 billion in 1970,) The imposition
of controls over U.S, foreign investments moderated but did not stop this
increase, I shall return again to this subject,

The rapid rise in imports and the loss of the trade surplus, together
with the increase in private direct investment abroad, has created a major
internal political problem in the United States. Industries and interest groups
which earlier were neutral or favorable to a liberal policy toward trade and

capital movements have become vocally protectionist. The major labor organization
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V;Emiin the United States, therAFL-CIO, nowrclalms that the increasing volume of
fimports and of for eign inves;menf represents an export of American jobs of such
fitareatening renortiors that, ma,cr changes in U,S. trade and,invéstment ?olicy,
are eséential. The executive douncil of the AFL=-CIO last monthk called for
(1) drastic changes in U.S, tax laws to remove what is claimed to be an incentive
to invest abroad; (2) for the creation of disincentives for further production
abroad by U,S, based £1rms~ (3) tight controls on investment of U,S., capital
et
abroad and on the export of technology; and more important (4) ‘quantitative
restrictions on imports based on the average level of 1965~69,

Nor is organized labor alone in calling for drastic restrictions on
imports, The President of the United States. has asked for quantitative limita-
tions on imports of textiles and shoes and in a bill that passed the House last
year there was included an automatic formula which would have limited the growth
of imports of any commodity which had already attained a given percentage of the
U.S, market., Quantitative restrictions on imports have been demanded not only
by the textile industry and related industries such as clothing, but also by
shoes, steel, chemicals and others that are becoming too numerous to mention,

These demands for protection should not bhe considered lightly. The
AFL-CIO since 1934 has supported liberal trade legislation and menbers of many
of its constituent unions have benefitted from the increase in trade which has
occurred, While the complaints of textiles, shoes and chemicals are of long
standing, the addition to this group of industries like steel, which had until
recently been on a net export basis, is ominous., Whereas the Trade Expansion
Act of 1962 passed the Congress with relatively little opposition, one of the

most knowledgeable and powerful members of the House has said that today the

Act would not receive 50 votes in the House, This upsurge in protectionism has
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,oécurred'afia tige when thére isrgoﬁéidérable'slackrin thé U.S. economy induced
: 5& restf§ctiv¢ mdnéfary and fiscal policies,'poiiciesrsorbften urged to bring
therU,S;'inflation unde; control and to correct the U.S, balance of payments.r
Comﬁodnding our difficulty is the determination of protectors of the
environment to eliminate pollution at all costs, not excluding the price to be
paid in terms of exports that may be lost in the process, 6ﬁr difficulty is further
' compounded byrthe built-in resistance to ¢conomic adjustment which is a con~
sequence of tﬁe stand;fd of living of the American worker. Workers forced to
make adjustment have to give up seniority, pensions and other benefits, Most
have an investment in a home and a mortgage that goes with it., It is becoming
increasingly difficult to get workers to accept a change of job and we have yet
to develop an adjustment program which would overcome these obstacles., We have
extensive retraining programs but nothing to take care of the loss of seniority,
pensions and other fringe benefits or to take care of the mortgage and other
debts, The benefits for workers of buying cheaper goods as a result of inter-
national competition have been obscured by the general inflationary rise in
prices of imports és well as of domestic goods,
Now let us move to the most intractable of the factors responsible
for our balance~of-payments difficulty: it is the deficit on government account,
United States government expenditures abroad now run to nearly $8 billion a year,
or $4.3 billion if aid is eliminated, Despite what many would like to believe,
only a fraction of this deficit -~ something like $1-1,5 billion -~ is attributable
to the universally unpopular war in Vietnam, The biggest part of it is military
expenditures in friendly countries that have been allies for almost 25 years,
We are now spending on a net basis more than $1,75 billion in Europe, and another

$0 .25 billion in Canada, all for our mutual defense,




Altogethefr&e sbqnd 37 per:ceht of ourrbudgéf énd nearly Qrpérrcént
ﬁfréur gfbssrnationai'pfoduct on déiénse {and these figﬁresrwill be very iittle
affeétad by the conclusion of the war in Vietnam), whereas our leading trading
partners in Europe and fellow members of NATO spend on the average less than
half ag much relatively . % Japan,‘déSpite substantial increases in recent years,
spends but 7.,2% of its budget and under 1% of its GNP for defense.

This gloomy review of the international economic position of the
United States encompasses some of the major features confronting our Congress
and the informed American citizen. These include many of the same people who
remember that the United States entered the postwar period in a position of
undisputed leadership, animated to make sacrifices in the interest of the large
political ideas of peace, collective security, and Atlantic partnership, On
the ecOnomic'front, they were assured that Marshall Plan aid, liberal trade,
and a return to convertible currenéies would bring prosperity without major
problems, For some years there has been a spirit of disillusionmehf in the land,
which has now turned to resentment, The United States position in the world is
nearer to radical éhange for the worse than at any time since the world economic
collapse following 1929,

Let me turn now to suggest some solutions for the problems I have
outlined,

The Uuited States balance~of-payments deficit is the overriding
problem which we must resolve to relieve increasing tension with our trading
partners and to restore confidence ‘at home in the foreign economic policies

we have been pursuing,

*United Kingdom 17 .2% of budget and 5,5% of GNP; France 20,5% of budget and
4,7% of GNP; Germany 24.,5% of budget and 3,9% of GNP; Italy 11.3% of budget
and 2,9% of GNP, All figures for 1970,




With respeét to the U.S, t'mdé defi’éiti I héve alluded to the fact
;that the trade surplus reported in the official flgures is mislead1ng because
1trcmntains U.S, guvernment financed expo:t There is a further qualifie 2o~
tion of the figures. U.S, export totals, like those of many other industrial
rnations, alsc include exports from ihternational corporations to their subsidi-
aries abroad., Such exports account for at least one=quarter of total U,S,
exports, or about $10 billion per year, Those, including U,S, labor organi-
zations, who would restrict the operations of international corporations based
in the United Statés would do well to keep that fact in mind,

Those on the European side who would like to restrict the inflow of
American capital should take notice of some further facts. We have heard it
argued, especially by some European political leaders, that the U,S., balance-
of-payments deficit is financing the takecover of Europe by the United States.
It would be well to note ~- and this is something that politicians seem not to
know =~ that the U.,S, private foreign investment outflow is more than balanced
by the return flow of income, royalties and fees, This condition has prevailed
for a number of yeérs. In 1970, an outflow of $5.3 billion was overmatched
by a return flow from direct and portfolio investment of $10,3 billion, The
balance-of-payments deficit of the United States is not financing the private
investment flow from the United States. On the contrary, the income flowing
back to the United States from foreign investments is helping to finance the
pleasures of American tourists, the maintenance of miiitary forces of the
United States in the rest of the world, and the income on investments realized by
foreign capital in the United States. The point I want to stress is that, with
the current account in balance and the private capital account in surplus, it

can be argued that the U.S. payments deficit is really financing the maintenance




'ofU.S./government ekpenditﬁféS'abroad fér the common defense!

s '7~ ”Bﬁfrhofé imﬁorténf froﬁ the standpoint of Europe, the tranéféffdf, '
'VAmericéﬂféﬁpitalband technology constifutes, as Servan~Schreliber has pointedr
out, anr"economy" in Europe bigger than that of any single countryrwhich exports
Vfrom Europe and an - economy that éxports more than the American economy e#ports
to the world,

Because of ihe importance of the international corporation in the
téchﬁology, exports aﬁd income of Europe, it would be the height of foolhardi-
ness for this source of European prosperity to be restricted by Europe. Becauser
of its important contribution to the credit side of the U.S. balance of payments,
it would be equally foolish for the United States to restrict it further. 1In
fact, it is foolish even to maintain present restrictions on U.S. private
investment abroad., This does not argue, however, for less restriction on short-
term money flows; indeed, these and the Eurodollar banking system need to be
brought under control. If there is an elephant in the row bhoat, as
Mr, Emminger says, it was Europe who let him aboard!

Now I should like to take up a frequenply expressed non-solution to
the U.S, balance~of-payments problem, I have heard it arguqd by economists who
are taken seriously that the United States has no obligation to restore its
balance-of-payments equilibrium, that this is the problem of those who are
recelving more dollars than they want., This is the doctrine of benign neglect,
If, these economists argue, the rest of the world does not want to receive more
dollars than they can properly use, they should revalue their currency -=- mean-
ing that they should devalue the dollar in terms of their own currency. This
doctrine assumes either that the U,S, balance-of-payments deficit is a conse=-

quence of a difference between the increase in costs and prices in the United States
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vand'thoseébroad,orthatafavorable differential can be established by a
'cﬁangefinjéQQfeﬁéy yéiﬁés;V Tﬁé faét ié, gé;£heée'economists:§ndithe'fégfrof'usr
know, éur inflution'hasrﬁeen,relatively—modergte. It is largefrthan,we:wént;
buf 1tris 5till less than the inflation that has been experienced in the last
ten years byrourrprincipél competitors, That inflation is indicative of a
problem whicﬁrthe major indusfrial countries have in common, the inability of
‘policies so far dévised to cope with wage-cost-push inflation. The demand that
currency revaluation by others be the principal means to correct our deficit
suffers from the same flaw as the reliance on fiscal and monetary policies alone
to control inflation =~ a faulty diagnosis. If the root cause of the persistent
U.S. balance~of-payments problem is structural rather than financial, currency
revaluations would have to be improbably large to do much good, If, as I have
argued, our deficit depends heavily on our government expenditures abroad, then
fevaluations would hurt rather than help, It does not follow, however, that
revaluations would not be helpful on trade and service accounts,

The correct diagnosis, in my view, must begin with the burden of
defensé expenditures to which I have already referred, That burden is necessary
until we have achieved some reasonable reduction in armed forces in agreement
with the Soviet blbc, which, despite being the common threat, is becoming one
of the larger trading partners of Europe and Japan.,* I do not know the correct
defensce posture for the West against the East, but I would assert that the

burden on the United States of defense expenditures abroad for the mutual

security of all of us is too high, The difference of opinion between the

*Our trade turnover with Eastern Europe in 1969 totalled $444 million, whereas
the rest of the free world trade with Eastern Europe in that year totalled
more than $16 billion,
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'fﬁ:United Statea and Europe an *his quesiion endangcrs the common security. Iiif

;negotiatxons with the Sov1et Unxon do not make it pdssible for the Uﬁitéd
VStateﬂ to reduce its milltary expendifure in Europe, then we must negonlate
with Luropeans for a substantlal reduction in these expenditures, w1th suchr
assumption of the defense burden as Europe wishes to makeron its own,

| A second point in the diagnosis that I wish to present is that the
Uniyed States has been disadvantaged by the formation of the Common Market and
will be damaged further by its enlargement . Washington not only has supported
but advocated the formation of the European Economic Community, and has long
favored British membership, Americans can only rejoice in its success, It
is one of the miracles of modern pelitical adaptation, We continue to support
British entry and hope that current negotiations will be successful. But
there is no ignoring the fact that the six-nation Common Market has had conse-
quences for the United States long forccast by economists, It has had trade
diversion effects which have been obscured by the worldwide inflation and by
the enormous economic growth which has followed from the formation of the
Community, Those trade diversion effec%é‘have been most evident in agriculture
where but for still another minor miracle, that of the adaptability of tAe United
States in growing soybeans, we would have seen an absolute decline in U, S,
agricultural exports to Europe, Other farm exports to the Community subject to
the common agricultural policy have stagnated or declined,

We now confront the fulfillment of the original concept of the

European Community =~ its enlargement to include Britain, and presumably some
of the other members of the EFTA, With that enlargement there will follow a

further trade diversion which may cost us several hundred million dollars of

exports., The United States will lose large markets for grain in Britain and
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riin fheréthé¥ counirsesrcémingrgithin fhe éo@mon agrlcultural policy of thu
Community.' Under the GATT rules, as I understand thom, a customs union whion'i
iincreases the level of nrotectlon owes: compensatlon to those countries which '
are damaged

| Despite these dlsadvantages to the United States, as I noted earlier
rit has continued to support not only the present Community but also its
enlgrgement. It does not support, however, the use of the buying power of the
: Comhuﬁity arising from the mere fact of its existence to enter into trade agree-
ments with non-member countries which discriminate against the United States and
Vother third countries, Discrimination both in the form of reduction of trade
barriers into. the Community and reciprocal geductions by otper countries for
imports from the Community without their becoming mémbers of the customs union
is contrary to the rules of GATT, contrary to the expectations of those who have
supported the Community, and is the proper subject of legitimate demands for
compensation for damage to trade done,

Let me continue with the diagnosis. With the formation of the EEC
there was set in motion a program for the harmonization of border taxes so as
to eliminate the need for customs inspectors at common borders of member
countries. There had been established in France a tax on value-added lon; before |
the Community was formed, In its zeal for the reform of the system, the United
States had not only acceded to but probably promoted the GATT rule with respect
to direct and indirect taxes, This represents a classic case of what a learned
Justice once said: 'Sometimes the law is an ass,"
I have never been able to find an ecconomist engaged in the negotia-

tion of the GATT agreement who would admit that he was in any way responsible

for this monstrosity, It assumes that all indirect taxes are passed on in
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 “?~pf1¢es7an§rthat no amount of di¥éct taxes are so pasued on Eachrprinclple

rl,;is faulty 1n terms of eccnomics that is older than I am but still valid

rNevertheleSb, in rellance upon those CATT rules and for other very good reasons;

'rthe European Economic Communlty is standardizing upon a value-added tax at a
common level Qf something like 15%, This tax on impérts and subsidy to exports
will be extended to the EFTA countries which join the EEC. I would argue --

- as would many others -- that the United States and other non-member countries
are owed compensation for this extension of protection by an indirect route no
matter What the GATT rule may be, (An excise on manufactures of from 5% to
20% is also rebated on Japanese exports, much to our disadvantage.)

| The restoration of the economies of Europe and Japan is now accom=
plished, Both areas have strongly monetary reserves and a strong competitive
position in trade, Yet each maintains quantitative restrictions on imports,
some of which are illegal under the GATT, that hamper American and third
country exports, The United States loses two ways, We lose exports, but we
also get the full force of Japanese exportis which are excluded from Europe by
the tight quantitative réstrictions maintained there against Japanese exports,
Japan cannot and must not be excluded from full participation in the world
economic community, The maintenance of quota restrictions by Europe on exports
from Japan with the consequences of such action upon the United States and
others is a major source of concern to us and incompatible with the strength
of Europe's ecunonmy,

Still another part of the structural diagnosis relates to govern~-
ment procurement, It is a delicate subject. As in most other cases, we in
the United States also maintain restrictions, They are open and spelled out,

On ordinary commodities we give a margin of preference of 6 per cent to



,démésticfpfodgcérs;Vr(ThiS is douﬁleiior éméilrﬁusinesé and déprésseé}éréas;rr
'iWﬁi@h subpiff;:sﬁali ﬁdrf of fhé;téféi.) Government procurement in Euﬁépe
'fiS feigtively,more impartart than it is in the United States. Europeénr
rrestrictions are not only more onefoug, they are virtually hidden from the
'butsfder. Those of the Japanese are even more inscrutable, As in the case
of ﬁhe generalization of anti-dumping procedures, we need to adopt a common
code for government procurement so that everyone will know where he stands.
rThoserwho dornot subscribe fo the code should not be eligible sources of
supply to those who do.

We now come to the end of this dissertation., It has outlined the
dimension of the problem as seen from the UﬂS' point of view -- unofficially,
privately, but with the benefit of study and consideration. It has listed a
bill of particulars of monetary, trade and other restrictions exercised by
friends and allies against a friend and an ally with a balance-of-payments
deficit that will not go away. Continuation of the present trend would be
disasfrous for both sides, What is called for, therefore, is a frank exposi-
tion of positions on both sides and the development of some reasonable
solutions which can be negotiated. I have perhaps suggested what some of
those solutions might be. Without resolving these trade and payments problems
the world may well fragment in ways which cannot be forecast. The benefit of
a more rational distribution of the world's production and marketing which is
within our graep could be lost. The basis for a future conflict between
economic blocs will have been laid,

What is necded at once is a negotiation which would take an honest
look at the structural factors (as well as exchange rate values) which account

for the intractable U.S, deficit. Europe is preoccupied with the problems




Vfassociated with Britlsh entry into thc Comﬁonzerkef.r So it may £ake rathe?
',Strong med101ne to Faln Luropean uttentlon fox the problems of a tranbatlantlc
rpartner. “Although the rccent OECD decision to prepare a negotiating agenda is
encéulaylnw for thc longer run, the problem has become so urgent that the
United States should not wait to take such action as it can,

Accordingly, I would propose that the United States at once adopt a
femporary across~the-board surcharge on imports and subsidy to exports of
between 5% and 10%., Such a step would provide some relief of both domestic and
international pressures which threaten to blow up the world economic system,
The method is preferable, especially in view of our inability to devalue, to
establishing a quota system as authorized by the GATT and preferred by a large
part of the U.,S, Congress, Establishment of the surcharge-subsidy might hasten
the negotiation of long-standing differences which must be resolved to provide
continuing relief, As that relief is achieved, the tax-subsidy arrangement
would, of course, be dismantled,

Once the problem of the U.S, payments balance has been resolved and
British entry settled, we can get on with the task of developing the best of a
new world in which goods and caﬁital will have free movement, in which the
benefits of productivity will be shared by all, and in which living standards
can move progressively upward, That is the prospect we must not lose from our
vigion during the long and difficult days needed to resolve our present

difficulty,






