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External Transactions 

The US Balance of Payments Problem 
by Professor Walter P. Egle, Cincinnat i  

I n the  domest ic  as wel l  as fore ign d iscuss ion  of 
the  pe r s i s t en t  A m e r i c a n  ex te rna l  deficit,  the  aspec t  

of its size has  p l ayed  a dominan t  role. This is un-  
ders tandab le ,  desp i te  the  fact  tha t  a n n u a l  defici ts  
r ang ing  up  to 3.5 bi l l ion dol lars  m a y  seem small  if 
he ld  aga ins t  the  background  of the  vas t  d imens ions  
of the  A m e r i c a n  economy.  The crucia l  point ,  of 
course,  is tha t  the  defici ts  are  no t  small  in re la t ion  
to the  na t ion ' s  ex t e rna l  t r ansac t ions  and  espec ia l ly  
no t  from the  s t andpo in t  of the  dol lar ' s  role as a k e y  
cur rency .  

Moreover ,  the  size and  dura t ion  of ex te rna l  defici ts  
are  not  the  on ly  cr i ter ia  tha t  should  be  appl ied  in  

eva lua t ing  the  degree  of s eve r i t y  of imba lances  in  
e x t e r n a l  accounts .  The  A m e r i c a n  case  furn ishes  
a va l id  example  as to why,  in add i t ion  to quan t i t a t i ve  
cons idera t ions ,  qua l i t a t ive  ones  should  be  employed.  

The Postwar HIMory 

The  term qual i ta t ive ,  in the  con tex t  of this  analysis ,  
refers  to the  source  and  loca t ion  of the  def ici t  in  the  
overa l l  account .  It invo lves  the  a r g u m e n t  that ,  de- 
pend ing  on  w h e r e  the  imba l ance  occurs,  the  deg ree  
of conce rn  ove r  it var ies .  Thus  defici ts  of the  same  
size m a y  h a v e  to be  d iagnosed  d i f ferent ly  from the  
degree  of u rgency  of a d j u s t m e n t  measures .  In one  
case  the  need  for t h e  exerc ise  of d isc ipl ine  m a y  be  
strong,  whe rea s  in ano t he r  the  e l emen t  of u r g e n c y  
is not---or  at  leas t  much l e s s - -p r e sen t .  The  cr i te r ion  
used  for such d is t inc t ion  is w h e t h e r  the  defici t  a r i ses  
f rom w e a k n e s s  or s t r eng th  of the  na t ion ' s  pos i t ion  
in in t e rna t iona l  economic  relat ions.  The  m e a n i n g  of 
w e a k n e s s  or  s t r e n g t h  will be  i l lus t ra ted  by  the  ex- 
ample  of the  pos twar  h i s to ry  of the  A m e r i c a n  ba l ance  
of p a y m e n t s  s i tuat ion.  The  ent i re  per iod  can  be di- 
v ided  into th ree  parts ,  each of which charac te r i sed  
b y  a di f ferent  source  of the  p ro t r ac t ed  deficits. 

In  the  first  subper iod  (from 1949 to 1957) the  defici t  
p roduc ing  t r ansac t ions  occur red  in the  g o v e r n m e n t  
sector .  They  resu l ted  from de l ibe ra t e  aid p rograms  
a iming at  the  r e s to ra t ion  of wa r - t o rn  economies ,  de- 
v e l o p m e n t  of r e t a rded  nat ions ,  and  espec ia l ly  also 
at  the r emova l  of the  ma ld i s t r ibu t ion  of i n t e rna t iona l  
reserves .  T h e s e  de f i c i t s - -pe r t a in ing  to the  e ra  of 
the  so-cal led in t e rna t iona l  "dol lar  s h o r t a g e ' - - w o u l d  
sure ly  defy  a d iagnos is  in te rms of a la rm ove r  the  
condi t ions  of the  A m e r i c a n  economy at  t ha t  time. 

As this wr i t e r  has  s t a t ed  e l s e w h e r e  I any  a t t empt  
to f ight  these  de f i c i t s - - i n  the  face of these  de l ibe ra te  
ob jec t ives  of American fore ign p o l i c y - - w o u l d  h a v e  
de se rved  to be  ca l led  a case  of m i sconce ived  bal-  
ance  of paymen t s  discipline.  Admit ted ly ,  this  is the  
s t ronges t  and  c leares t  case  tha t  can  b e  m a d e  in 
f avour  of app ly ing  qua l i t a t ive  cr i ter ia .  

The second  subper iod  (from 1958 to the  las t  qua r t e r  
of 1967) was charac ter i sed  b y  a d ramat i c  r ev iva l  of 
A m e r i c a n  p r i va t e  in te res t  in fore ign inves tment ,  mak-  
ing ne t  capi ta l  expor t s  the  main "offender"  of the  
overa l l  paymen t s '  account .  But by  no s t retch of the  
imag ina t ion  can  this  d e v e l o p m e n t  b e  ca l led  a s ign 
of weakness .  The  ma jo r  por t ion  of the  out f low con- 
s is ted  of "direct"  i n v e s t m e n t  on  the  pa r t  of A m e r i c a n  
pa ren t  compan ies  seek ing  to es tab l i sh  fore ign branches  
and  subsidiar ies .  Behind such i n v e s t m e n t  s tood such 
e l emen t s  as f inancia l  aff luence,  m a n a g e r i a l  aggres-  
s iveness  (often r e sen ted  abroad) ,  t ax  advan tages ,  
and  poss ib ly  the  des i re  to c i r c u m v e n t  foreign pro- 
tec t ionism aga ins t  the  p a r e n t  companies '  products .  
Ne i t he r  does  the  "portfol io"  por t ion  of the  out f low 
ind ica te  weakness .  The  in i t i a t ive  b e h i n d  such t rans-  
act ions  came usua l ly  f rom the  pa r ty  of the  fore ign 
bo r rowers  who  ava i l ed  t hemse lves  of the  oppor tuni -  
ty  to s ecu re  funds more  cheaply and  smooth ly  t h a n  
they  could h a v e  e l sewhere .  In fact, i t  is fair  to say  
tha t  as a source  of loanab le  funds  the  dol lar  was  
"unde rva lued"  r a the r  t h a n  "ove rva lued" ,  speak ing  in 
t e rms  of the  cost  of loans  ( in teres t  rates ,  admin is t ra -  
t ive  expense) .  

Declining Surplus In Trade Account 

Had t r ade  accoun t  con t inued  to y ie ld  h igh  surpluses ,  
t he re  would  h a v e  b e e n  no th ing  wrong.  H a p p y  the  
nat ion,  such as p re sen t ly  W e s t  Germany ,  which can  
afford to compensa t e  for a h igh  surplus  in t rade  
account  wi th  resor t  to ne t  capi ta l  exports ,  r a t h e r  
t han  comply ing  wi th  p r e s su re  on  the  pa r t  of its in- 
t e rna t iona l  r iva ls  to s tage  a second  apprec ia t ion  of 
the  M a r k  on  the  foreign exchanges .  The re  are  long- 
r ange  b a l a n c e  of p a y m e n t s  r ewards  in  such deficits,  
as wel l  as accommoda t ion  of cap i ta l  needs  in coun-  
t r ies  def ic ien t  of domes t ic  ab i l i ty  to mee t  t h e m  
(whereas  compl iance  wi th  the  a fo re -men t ioned  pres-  

I "The Problem of Balance of Payments Discipline: In General 
and in Regard to the United States'.  Weltwirtschaftliches Archly, 
Band 99, 1967, Heft 1, pp. 1-9. 
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sure might merely encourage the rivals to shun neces- 
sary adjustment in their external accounts}. 

Alas, as the following chart shows for crucial years 
of this period, the United States is not in such an 
enviable position. Its surplus in trade and service 
account deteriorated substantially and furnished less 
and less of an offset for the deficits in capital ac- 
count. The decline refers primarily to trade account, 
since in the remainder of "current" accounts {trans- 
portation, travel, military expenditures, investment 
income receipts} credits and debits, taken as a whole, 
have more nearly offset each other. Thus in 1967 the 
surplus in trade account was down roughly $1.3 bit- 
lion from what it had been in 1964 (the comparable 
figures for the deficits were $ 4.8 billion in 1964, and 
$ 3.5 billion in 1967). This latter development is real- 
ly the alarming feature because it reflects unfavour- 
ably on the international competitive strength of 
American enterprise. 

A More Constructive Adjustment Policy 

The third subperiod began in the latter half of 1967. 
To treat it as the beginning of a new episode in 
American balance of payments experience may ap- 
pear to be premature, But the fact remains that events 
of substantial importance have occurred recently. One 
is that in the last few months trade account has 
suffered an accelerated deterioration to the point 
of showing actual monthly deficits, namely $ 32 mil- 
lion in May, and $ 87 million in June, 1968. ~ But 
the really striking feature is that toward the end of 
1967, as the chart shows, a drastic change occurred 
in regard to net capital outflow, in terms of a sharp 
reduction. This has been the result of governmental 
interference, first on the basis of extracting "volun- 
tary" restraints, and later of compulsory measures, 
for direct investment and bank loans, and the well- 
known "equalisation tax" on portfolio investment. 
As a result the overall deficit, measured on the 
"settlements" basis, was down to $ 600 million in 
the first quarter of 1968, from $1.740 billion in the 
last quarter of 1967.3 

This quantitative success should not blind us to the 
fact that the method of adjustment fails to come to 
the core of the problem. The choice of method fol- 
lowed political expediency aside from promising 
quicker results than could have been achieved with 
attempts to improve the trade balance. Whatever  
private resistances the control of capital exports 
have met, they are not comparable to those mobilised 
in the Congress against the Administration's plan to 
fight the deterioration in trade account with anti- 
inflationary measures. After many months of futile 
pressure by Washington's Administration on the 
Congress--joined by the Federal Reserve authorities 
- - the  plan to use fiscal restraints has now finally re- 
ceived grudging legislative authorisation. It had be- 

= "Trade Deficit Deepened in June: Data Disturbing =, The Wall 
Street Journal, July 30, 1968, p. 2. 
8 Loc. Cit., p. 18. 

come clear that tight money policy was not sufficient 
to achieve the task despite considerable efforts which 
demonstrated, among other things, its highly dis- 
criminatory effects. 

The sadly delayed resort to budgetary restraints (a 
combination of tax increases and expenditure cuts) 
indicates two important facts. First, it indicates that 
the persistent deterioration of trade account is traced 
to a rate of inflation which since the middle of the 
sixties has been in excess of that experienced in 
most of the foreign industrial rivals. Secondly--and 
this point is in line with the tenor of this analysis--  
the final readiness of the legislators to attack ~he 
payments' problem with such distinctly unpopular 
measures suggests that not merely the dimensions of 
the external imbalance, but also the q u a 1 i t a t i v e 
nature of the deficits, has gained recognition in 
Congress. No longer can one justly speak of adjust- 
ment policies which attack the problem merely from 
angles which are questionable from long-range con- 
siderations and fail to attack the true source of the 
malady. The earlier temptation to seek solutions 
along the lines of political expediency, and to ex- 
ploit chances of quick success at the price of post- 
poning overdue reform in vital areas, is no longer 
at work. It is true, of course, that the legislator's 
readiness to resort to a more constructive adjustment 
policy has been aided by widespread domestic and 
foreign reaction to the losses of gold and the fear 
of a dollar devaluation. Unfortunately, it is also true 
that the combination of fiscal and monetary re- 
straints is bound to have a greater depressing effect 
on employment and output than on prices, but when 
this happens it will at least be the "income effect" of 
shrinking total demand on imports that will improve 
the trade balance. Those who are of the opinion that 
this effect is more important than the "price effect" 
will derive comfort from the action that has been 
taken since the middle of this year. 

Balances on Goods and Services  
and on Capital Transactions 

3~, 0 

o , ,  , l , , ~  l ,  , ,  I [  , ,  l t s I t , + I i t i t i i t I i r e .3 .5 .  
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* Exclude nonscheduled repayments of Government credits and 
long-term liabilities of U.S. banks. 
U.S. Department of Commerce, Office of Business I~conomics. 

S o u r c e :  "The US Balance of Payments: First Quarter 1968"= 
Survey of Current Business= June 1968, p. 20. 
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