
BANK FOR
INTERNATIONAL SETTLEMENTS

THIRTY-SECOND ANNUAL REPORT
1st APRIL 1961 — 31st MARCH 1962

BASLE

4th June 1962



TABLE OF CONTENTS

Page

Introduction

Part I - Policy Problems and Tendencies in 1961-62.

Internal economic developments •— Europe: slower expansion (p. 4), higher
prices and wages (p. 7); recovery in the United States (p. 10); fifty per cent,
expansion by 1970? (p. 11): the Six and Austria (p. 12), the Scandinavian
countries and Switzerland (p. 13), the United Kingdom (p. 13); towards freer
trade (p. 15): Stage II of the Common Market (p. 15), U.K. application for
membership of the E.E.C, (p. 16), the tariff agreement in G.A.T.T. (p. 16),
the Trade Expansion Bill in the United States (p. 17); the international
payments problem (p. 17): I.M.F. special funds (p. 18), co-operation in the
gold market (p. 19); strengthening the dollar (p. 19); external payments
of continental countries (p. 24): Germany (p. 24), the Netherlands (p. 26),
Switzerland (p. 27), France (p. 28), Italy (p. 30), Belgium (p. 31), other
countries (p. 32); the defence of sterling (p. 32)

Parti i - Survey of Economic and Monetary Developments . . . . . 37

I. The O u t p u t and Demand Si tuat ion 37

Continental western Europe (p. 37) : gross national product (p. 37), labour and
productivity (p. 39), industrial production (p. 42); the United Kingdom (p. 45);
the United States (p. 47); eastern Europe (p. 49); national savings (p. 51)

I I . Money, Credi t and Capi ta l Marke t s 53

The changing objectives and techniques of monetary policy (p. 53) i the
money supply, quasi-monetary assets and interest rates (p. 57); monetary
policy and new capital issues activity (p. 59); credit developments in
individual countries: the United States (p. 61), France (p. 64), the Netherlands
(p. 67), Germany (p. 69), Italy (p. 72), Belgium (p. 74), Switzerland (p. 75),
Austria (p. 76), the United Kingdom (p. 76), Sweden (p. 79), Denmark (p. 81),
Norway (p. 82), Finland (p. 83), Yugoslavia (p. 84), Japan (p. 85)

I I I . Domest ic and In te rna t iona l Prices 87

Domestic prices and wages: consumer prices (p. 87), wholesale prices (p. 90),
building costs (p. 92), wages (p. 92); production and prices of raw materials:
production (p. 94), prices in general (p. 96), prices for foodstuffs (p. 97), prices
for industrial raw materials (p. 99), commodity agreements (p. 101)



Page

IV. W o r l d T r a d e a n d P a y m e n t s 103

World trade (p. 103); European Economic Community (p. 105); balances
of payments: the United States (p. 106), European O.E.C.D. countries (p. no),
the United Kingdom (p. 112), France (p. II5), Italy (p. 117), Germany (p. 118),
the Netherlands (p. 121), Belgium (p. 122)

V. G o l d , R e s e r v e s a n d F o r e i g n E x c h a n g e 123

Gold production and markets (p. 123); gold and exchange holdings (p. 127);
the U.S. reserve position (p. 130); European monetary reserves: general
remarks (p. 132), the United Kingdom (p. 136), Germany (p. 138), the
Netherlands (p. 139), Portugal and Spain (p. 140), France (p. 140), Italy (p. 141),
Switzerland (p. 142), Belgium (p. 143), Sweden (p. 143), Austria (p. 143),
Denmark and Norway (p. 143); International Monetary Fund (p. 144); foreign
exchange (p. 145) : spot markets (p. 145), forward markets (p. 147), the Canadian
dollar (p. 149), other exchange developments (p. 150)

V I . T h e E u r o p e a n M o n e t a r y A g r e e m e n t 155

Changes in the Agreement (p. 155); operations under the Agreement:
European Fund (p. 156), Multilateral System of Settlements (p. 158);
management of the European Fund and the Multilateral System of Settle-
ments (p. 160)

Part III - Activities of the Bank 162

Operations of the Banking Department (p. 162) : composition of resources
(p. 163), employment of resources (p. 165); the Bank as Trustee and Fiscal
Agent for international government loans (p. 169); the Bank as Depositary
under the terms of an Act of Pledge concluded with the High Authority of the
E.C.S.C. (p. 172); the Bank as Agent for the O.E.C.D. (European Monetary
Agreement) (p. 173); financial results (p. 174); Statutes of the Bankfp. 174);
changes in the Board of Directors and in the Management (p. 175)

Conclusion 177

Balance sheet as at 31st March 1962 and Profit and Loss Account for the financial
year ended 31st March 1962.



LIST OF TABLES AND GRAPHS
(Graphs are indicated by an asterisk)

Page

Part I - Policy Problems and Tendencies in 1961-62

Industrial production * S
Industrial wage rates * 8
United States: Gross national product and its components 10
Rate of growth of gross national product 12
Comparative real per capita gross national products 36

Part II - Survey of Economic and Monetary Developments

I. The Output and Demand Situation

Gross national product and its components 38
Labour market * 40
Employment, working hours and productivity in industry 41
Industrial production * 43
Industrial production in selected countries 44
Output of capital and consumer goods 45
United States : Gross national product and its components * 48
Centrally-planned economies : National income, industrial production and

productivity 49
Agriculture and industry in selected European countries 50
National savings, domestic investment and the foreign balance 51

II. Money, Credit and Capital Markets

Commercial bank lending to the private and public sectors . . . . . . 54
Official discount rates 56
Money supply, quasi-money and gross national product 57
Short and long-term interest rates * 58
Capital market: Net new issues 60
United States:

Credit and equity-market instruments 61
Financial assets and liabilities, by sectors 63

France : Financial assets and liabilities, by sectors 65
Netherlands: Financial assets and liabilities, by sectors 67
Germany: Financial assets and liabilities, by sectors 70
Monetary survey (Italy, Belgium, Switzerland, Austria) 73
United Kingdom: Financial surplus of the private sector. . . . . . . . 78
Sweden : The flow of financial funds 80
Monetary survey (Denmark, Norway, Finland) 82
Yugoslavia: Saving, investment and financial assets, by sectors 84
Japan: Financial assets and liabilities, by sectors 85



I I I . D o m e s t i c a n d I n t e r n a t i o n a l P r i c e s

Consumer prices 88
Wholesale and consumer prices and industrial wages * 89
Wholesale prices 91
Wage rates and earnings 93
World production of basic commodities . ." '. . . . 95
World-market commodity prices . 96
World-market commodity prices * . . . . . . . . 97
Prices of major commodities 98

IV. W o r l d T r a d e a n d P a y m e n t s

International trade, by areas . . . . . . . . . 103
Western European trade, by areas * . . 104
United States: •

Balance of payments 107
Industrial production and foreign trade* 108

European O.E.C.D. countries: Balances of payments i n
United Kingdom:

Trade with western Europe and the Commonwealth 113
Balance of payments 114
Long-term capital account and special transactions . . . . . . . . 115

France: Balance of payments 116
Italy:

Foreign trade in engineering products 117
Long-term capital account 118

Germany :
Balance on current account 119
Composition of foreign trade 119
Balance of payments 120

Belgium: Capital account 122

V. G o l d , R e s e r v e s a n d F o r e i g n E x c h a n g e

World gold production . 124
Sources and uses of gold 124
Gold prices* 126
Gold and short-term dollar holdings 128
United States : Changes in the net reserve position . . . . . . . . . . 131
European countries:

Reserve positions 133
Foreign positions of the commercial banks. 135

United Kingdom: Monetary movements . . . 137
Germany: Short-term foreign assets and liabilities of the banks * . . . . 138
European countries: Gold and foreign exchange holdings*. . . . . . . 141
I.M.F.:

Drawings and repayments 144
Supplementary resources 145

European quotations for the U.S. dollar* 146
Interest arbitrage: New York /selected European countries* . . . . . . 148
Canadian dollar quotations in New York* . . s ; . . . . . . . . . . . . . . 150



Page

V I . T h e E u r o p e a n M o n e t a r y A g r e e m e n t

European Fund:
Credits granted 156
Utilisation of credits granted 158

Payments made under the Multilateral System of Settlements 159
Statement of Account of the European Fund 161

Part III - Activities of the Bank

Annual balance-sheet totals 162
Memorandum accounts 163
Composition of resources 163
Liabilities * 164
Deposits, by origin 164
Deposits, by term 165
Total cash and investments 165
Gold position 166
Assets * . 167
Rediscountable portfolio 167
Time deposits and advances and other bills and securities 168
German External Loan 1924 (Dawes Loan) 170
German Government International Loan 1930 (Young Loan) 171
Austrian Government International Loan 1930 171
Loans contracted by the High Authority of the E.C.S.C 173



THIRTY-SECOND ANNUAL REPORT
submitted to the

ANNUAL GENERAL MEETING

of the

BANK FOR INTERNATIONAL SETTLEMENTS

held in

Basle on 4th June 1962.

Gentlemen,

I have the honour to submit herewith the Annual Report of the Bank
for International Settlements for the thirty-second financial year, which began
on ist April 1961 and ended on 31st March 1962. Details of the results of
the year's business operations are given in Part III, together with an analysis
of the balance sheet as at 31st March 1962.

The accounts for the thirty-second financial year closed with a surplus
of 20,185,172 gold francs, against 27,324,105 gold francs for the previous year.
After deduction of 7,500,000 gold francs transferred to the provision for con-
tingencies, the net profit amounted to 12,685,172 gold francs, compared with
14,974,105 gold francs for the preceding year.

The Board of Directors recommends that the present General Meeting
should decide to distribute, as last year, a dividend of 37.50 gold francs per
share. The Board also proposes that, as an exceptional measure, a lump sum
should be applied to the reduction of the amount of the undeclared cumulative
dividend. This sum, which has been fixed at 4,500,000 gold francs, will
represent an extraordinary distribution of 22.50 gold francs per share. The
total distribution will thus amount this year to 60 gold francs, payable in
Swiss francs in the amount of 85.75 Swiss francs per share.

Part I of this Report deals with the policy problems and tendencies which
arose in European countries and the United States in 1961 and the early months
of 1962. In Part II a survey is given of developments in the fields of production,
credit, prices, external payments and international reserves and of the working



of the European Monetary Agreement. Part III deals with the operations of the
Bank and the functions performed by the Bank on behalf of the High Authority
of the European Coal and Steel Community and as Trustee and Fiscal Agent
for international loans.

The Bank has continued to co-operate on the technical plane with other
international institutions, in particular the International Bank for Reconstruction
and Development, the International Monetary Fund and the European Invest-
ment Bank.



PART I

P O L I C Y P R O B L E M S A N D T E N D E N C I E S
IN 1 9 6 1 - 6 2 .

In the past six months economic activity on the continent of Europe
has been expanding fairly vigorously, reversing the slow-down which was
evident up to the autumn of 1961. Demand forces and supply possibilities,
particularly with respect to manpower, have been uneven among the countries
and some have recently been obliged to take measures to restrain inflationary
pressures. While continued expansion is in prospect over the coming year, its
tempo is likely to be slower than in the 1959—60 boom.

In the United Kingdom internal demand has been under tight restraint
since the sterling crisis in the middle of 1961. Production suffered a small
setback in the latter half of 1961; by the spring of 1962 this movement had
begun to reverse itself and the indications for the coming months were for
a moderate recovery.

In the United States the upswing of the economy proceeded very rapidly
after its start early in 1961. In 1962 the rise has continued, but at a less
vigorous pace. A significant reduction of unemployment has been achieved
and the prospects for both output and employment seem favourable — though
not as rosy as they did at the beginning of this year.

In the year since the Bank's last Annual Report the disequilibrium in
international payments has lessened, the deficits of both the United States and
the United Kingdom having fallen and some of the surplus positions of
continental countries also having been reduced. The exchange and gold markets
have at times shown some agitation, but none of menacing proportions since
the outflow of funds from London was stopped after July 1961. Further
improvement in the payments situation is still needed, however, to ensure a
safe workable balance.

What was the outstanding feature of the past year in the economy of
the western countries? Rather than the statistical ups and downs, it was the
readiness of the various responsible authorities to venture new policy initiatives
to deal more effectively with the economic problems facing them. Of these
problems, the payments disequilibrium and wage-cost pressures are of most
immediate importance from the standpoint of the sound management of the
economy. But the problems of adequate growth and freer international trade
have also been in the spotlight. An appraisal of the policy initiatives relative
to these problems is essential for an insight into how and where the economy
is going.
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Developments in 1961 in the centrally-planned economies of eastern
Europe largely continued to follow the characteristic pattern of recent years.
As industrialisation has advanced, however, annual growth rates have tended
to decline in most cases, and in the highly industrialised countries of the
group the rates are at levels not uncommon in the more dynamic of the
free-enterprise economies.

Industrial production exceeded plan targets in almost all the eastern
countries in 1961. The exceptions were Czechoslovakia and eastern Germany,
the former having had only a relatively small rise in labour productivity,
owing partly to a shortage of skilled labour, and the latter being hampered
by a general manpower shortage.

Output of capital goods was everywhere greater than planned targets,
which continue to provide for higher rates of expansion in this sector than
in the consumer-goods industry. In the U.S.S.R. production of consumer
goods actually fell short of the target.

Except in Albania and Poland, agricultural output made very little
progress, largely because of unfavourable weather conditions. An additional
factor, however, is the time needed for investment in the agricultural sector
to produce results, especially when larger investment is accompanied by radical
structural changes in farm management, calling for the formation of a huge
body of skilled labour at all levels.

Before analysing the international payments problem, it will be helpful
to examine internal developments in the western countries and the efforts
made by those countries towards freer trade.

Internal e c o n o m i c d e v e l o p m e n t s .

Europe : slower expansion. The rate of industrial expansion in western
Europe slowed down markedly in the early part of 1961. Although there was
some upturn towards the end of the year, which continued into 1962, output is
still not rising as rapidly as it did during the period 1959-60. As this move-
ment occurred in most of the industrial countries, it may look at first sight
like a repetition of the 1958 "recession". Despite some statistical similarity,
however, the two periods differ fundamentally as regards the forces respon-
sible for the change of pace. Whereas the pause of 1958 was induced by
restraining policies in the main countries, the recent slow-down took place
while fairly free rein was being given to demand forces — except, notably,
in the United Kingdom.

The first steps of restraint in the United Kingdom had already been
taken during the second quarter of i960 in an effort to counteract incipient
inflation and a weakening of the external position. They were only partially
effective, however, as a rapid rise of money incomes continued and the balance
of payments remained adverse. In 1961 sterling came under severe strain, so
that more decisive measures had to be taken in July. With regard to the
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in the early part of the year. The acute labour shortage has kept investment
demand at a high level and consumer demand has continued to be boosted
by sizable wage increases. Exports suffered some setback from the revaluation
of the guilder, although their growth has probably been limited more by the
capacity of the export industries. Since the end of 1961 the upward movement
of production has been resumed; the authorities have been endeavouring to
prevent the boom from getting out of hand by restricting the expansion of
credit.

A rather similar situation prevails both in Austria and in the Scandinavian
countries. All these countries are more or less bumping against the full-
employment ceiling and in all of them restrictive monetary or fiscal policies
have been applied in an effort to moderate inflationary pressures on the price
level (and in Denmark, Norway and Finland on the trade balance also).
Private consumption has tended to become the most dynamic demand
component in recent months, particularly in Sweden, Finland and Austria,
where the private investment and stock-building boom has slackened. Export
demand for certain raw materials and semi-manufactured products — notably
wood-pulp, ores and iron and steel — has fallen off slightly, but that for
finished goods remains vigorous. The slow-down in industrial expansion has
been most marked in Austria; after the very substantial increase (11 per cent.)
of i960, expansion decelerated from the beginning of 1961 until, in the first
quarter of this year, output almost ceased to rise and pressure on the labour
market eased slightly. In Sweden, where restraining forces have been operative
longest, and in Finland and Denmark the increase in industrial output since
early 1961 — 3 per cent., 7 per cent, and approximately 5 per cent,
respectively — has been about half that achieved in the previous year.
Norwegian industry alone maintained its earlier growth rate of 7 % per cent,
right up to the end of 1961. While the Austrian economy probably has scope
for a renewed acceleration of growth in 1962, expansion in the Scandinavian
countries is now so dependent on productivity gains that an improvement on
last year's overall rate of advance seems hardly possible.

The rate of industrial growth in France has not been much slower over
the past twelve months than it was a year earlier. After a hesitant start to
1961, economic activity accelerated in the second quarter, chiefly in response
to higher external demand and a further increase in private industrial invest-
ment. Since then all components of demand have been strong and industrial
production has expanded, despite a short-lived flattening-out in the third quarter
of the year, at a rate of about 6 per cent, per annum. The immediate pros-
pects are for this expansionary trend to continue, with private consumption
and public investment perhaps becoming the more active elements. Recent
credit measures are intended to facilitate the provision of medium and long-
term finance to industry and commerce, while at the same time offsetting
some of the liquidity created by the external surplus. Although the manpower
situation has become much tighter, it is expected for more than one reason
that the labour supply will exhibit sufficient elasticity to enable the present
rate of growth to be maintained.



Only Belgium, Italy and perhaps Switzerland showed a higher rate of
industrial expansion during 1961 than in i960. Belgium is a special case
in that a large amount of output was lost during the fourth quarter of i960
and first quarter of 1961 as a result of the strikes that accompanied the
government's crisis measures. The ensuing recovery slowed down noticeably in
the latter part of 1961. It remains to be seen whether the improvement in the
public finances in 1961, the gradual lowering of interest rates and the intro-
duction of greater flexibility into the monetary system through the reforms of
January 1962 will help to stimulate a faster rise in production this year. In
Italy the rate of growth of output accelerated strikingly in the final quarter of
1961 (simultaneously with a new rise in the external surplus), when industrial
production was nearly 14 per cent, above the level reached in the fourth
quarter of i960. Given the satisfactory external position and the continued
existence of unemployed labour in Italy, the authorities have had no reason
to check the present expansionary trend. This is not the case in Switzerland,
where concern has been aroused by the rise in the consumer-price index
and the substantial increase in the trade deficit. Steps were taken early in
1962 to damp down the boom by limiting monetary expansion and requesting
industry to restrict its investment plans and manpower demands.

Thus, in most countries the rapid expansion of 1959 and i960 could not
continue at the same rate in 1961 owing to limitations on the supply side; for
a few there was, in addition, a distinct levelling-off of demand. While exports
and capital outlays have slackened, increased purchasing power in the hands
of consumers and rising public expenditure are making for a more pro-
nounced expansion of demand in 1962; at the same time, the rate of growth
of output, though unlikely to be much slower overall than in 1961, continues
to be limited in various sectors by labour shortages. There is little doubt,
therefore, that the European economy will continue to find itself fully employed
in the near future. On a longer view, however, recent experience suggests that
certain changes may be in progress at the present time. The expansion of
exports and the large current-account surplus on the Continent, which have
provided such a significant impetus to business investment and to total demand
in recent years, will perhaps be a less powerful force in the period ahead.
Moreover, the approach in certain major industries — the most recent
examples being steel and basic chemicals last year — of a condition of fairly
adequate capacity may mean that the share of industrial investment in total
output will not continue to rise. In both these respects, therefore, demand
stimuli to economic activity are likely to be less spontaneous than in the past
and to become more dependent upon deliberate policy measures.

Europe : higher prices and wages. In the past year the upward movement
of prices and wages has tended to accelerate in most countries. For retail
prices the movement was distinctly sharper after the middle of 1961 and
was largely concentrated on food and services (including rents). Food prices
were affected by unfavourable harvests and in a number of countries by
higher government support prices for farm products. However, prices of



industrial goods also tended to increase, as is shown more clearly by the
industrial-goods component of wholesale-price indexes.

Wage rates rose very sharply, surpassing the high rate of increase in
i960 and substantially exceeding the gain in productivity; the main exceptions
were Italy and Belgium. The resulting increase in costs was reflected to
some extent in higher industrial prices, though it appears that the main
effect thus far has been to narrow profit margins. While industry on the
Continent has been in a position which has enabled it to absorb some
weakening of its competitive standing, there is no doubt that the wave of
wage increases is reaching dangerous proportions; if it continues it will
threaten the high level of investment needed for economic growth as well as
the balance on external account. In the United Kingdom the wage rise
practically halted during the "pause" , but has since been renewed.

Percentage increase in industrial wage rates.
December 1958 to December 1961.
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Wage rates in Switzerland, which has had as intense a labour shortage as
any other country, rose by 4.3 per cent, in 1961, while in many other
countries wages increased by between 7 and 9 per cent.

The rise of prices in France over the past year gives a good illustration
of the process of creeping inflation as it takes place in a full-employment
economy. Between December i960 and December 1961 the index of wholesale
prices in France rose by 3.5 per cent., while prices at the consumer level
increased by 4 per cent. The increase was more sustained than in i960 and,
as prices declined a little during the first half-year, the increase in the
second half was more marked than that recorded for the year as a whole.
There is no indication of a sudden emergence of excess domestic demand,
and it may be assumed that a pressure on costs would have made itself
felt more gradually.

A clearer picture is obtained by examining which groups of prices rose
and by how much. Prices of industrial products rose by 2 per cent, at the
wholesale level and 2.7 per cent, at retail level, i.e. much less than the
general indexes. This rise should be seen in relation to an increase in wage
rates of around 8 per cent. (7 per cent, in i960) and an even larger rise in
earnings. The difference was made possible by a gain in productivity, a
moderate fall in the cost of imported materials and — as manufactured
imports were competitive in price — some squeeze on profits. On the other
hand, prices of foodstuffs rose much more than the general indexes, showing
increases of more than 6 per cent.

The increase in prices of agricultural products in the second half of
1961 was to some extent due to unfavourable harvest conditions. It was
mainly attributable, however, to the measures taken by the authorities, under
great pressure from the farmers, to improve farm incomes. These measures
consisted of straight increases in the prices paid for deliveries of foodstuffs to
official agencies and of support purchases by specialised institutions which
reduced market supplies temporarily or permanently (by sales abroad below
cost).

The upward adjustment of farmers' incomes, although resulting from
administrative action, must be regarded as a delayed effect, concentrated in
time, of continuing increases in wages. In order to prevent a renewal of
inflation after the stabilisation of the franc at the end of 1958, the authorities
have since limited the rise of incomes in fields where they have a measure of
direct responsibility, namely, public-sector wages and agricultural support
prices. At the same time, however, wage increases have been obtained fairly
easily in the past few years in industries with the largest productivity gains,
and these wage increases have been extended to the rest of the private sector
through the wage-bargaining process. This wage-wage spiral was sooner or
later bound to turn into a wage-price spiral, and industrial prices have tended
to move upwards. In these circumstances, the farmers were unwilling to
accept the deterioration of the parity between agricultural and industrial prices
or to be left out of the rising income trend of the non-farm population.
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Recovery in the United States. In contrast to Europe, the U.S. economy
in 1961 was making a vigorous recovery from the recession of i960. The
margin of unused resources at the start of the year was at about a post-war
peak, but, with the stimulus of monetary ease and an expansionary fiscal
policy, the gross national product had increased by 9.4 per cent, by the
first quarter of 1962. Free reserves in the banking system were maintained
at about a half-milliard dollar level and total Federal expenditure (on a
national accounts basis), which had risen at a rate of $7.5 milliard from the
first quarter of i960 to the first quarter of 1961, was increased by a further
$9 milliard by the first quarter of 1962. As might be expected, unemployment
did not respond at once to the expansion of output, but by March 1962 it
had declined from 7 to 5.5 per cent, of the labour force.

United States: Gross national product and its components.

Items

Personal consumption
Durables
Non-durables
Services . . .

Government purchases of goods and services
Federal

Gross private domestic Investment (fixed) . .
Residential construction
Other construction
Producers' durable equipment

Net exports of goods and services

Gross national product

Total Federal expenditure*

Federal surplus or deficit*

1960

1st quarter

1961 1962

Difference:
1stquarter1961

to
1st quarter 1962

seasonally adjusted, in milliards of dollars at annual rates

323.8
44.7

150.5
128.6
96.9
51.8
45.0
68.0
21.5
19.3
27.1
10.9

1.8

501.5

90.5

6.5

330.7
39.4

153.7
137.5
105.0
54.7
50.3
63.8
19.3
20.4
24.2

- 4.0
5.3

500.8

98.0

- 5.5

352.0
44.6

160.2
147.2
1 15.5
61.2
54.3
70.0
21.3
20.5
28.2

7.5
4,0

549.0

107.3

- 2.0

+ 21.3
+ 5.2
+ 6.5
+ 9.7
+ 10.5
+ 6.5
+ 4.0
+ 6.2
+ 2.0
+ 0.1
+ 4.0
+ 11.5
- 1.3

+ 48.2

9.3

3.5

as a percentage of civilian labour force

5 .2 6.8 5.6 -

* National accounts basis.

T h u s , i n 1 9 6 1 t h e p r i m a r y e m p h a s i s i n fiscal a n d m o n e t a r y p o l i c y w a s

o n d o m e s t i c r e c o v e r y . A s h a r p r i s e i n i m p o r t s b e t w e e n t h e first a n d s e c o n d

h a l v e s o f t h e y e a r , a n d a h i g h e r l e v e l o f c a p i t a l e x p o r t s , i n d i c a t e d c l e a r l y

t h a t t h e c o n f l i c t b e t w e e n i n t e r n a l a n d e x t e r n a l r e q u i r e m e n t s o f financial p o l i c y

w a s s t i l l p r e s e n t ; f u r t h e r d e m a n d s t i m u l u s t o t h e i n t e r n a l e c o n o m y w o u l d r i s k

a g g r a v a t i n g t h e b a l a n c e - o f - p a y m e n t s d e f i c i t , a s c o m m e r c i a l e x p o r t s w e r e n o t

r i s i n g . I n t h e s e c i r c u m s t a n c e s , a s h i f t i n financial p o l i c y w a s i n i t i a t e d a t t h e

e n d o f 1 9 6 1 . A s r e g a r d s fiscal p o l i c y , t h e A d m i n i s t r a t i o n p r o p o s e d a b a l a n c e d

( a d m i n i s t r a t i v e ) b u d g e t f o r t h e c o m i n g fiscal y e a r ; w h i l e F e d e r a l e x p e n d i t u r e

w o u l d i n c r e a s e i n t h e first h a l f o f ( c a l e n d a r ) 1 9 6 2 , t h i s w o u l d r e f l e c t m a i n l y

c o n t r a c t s p l a c e d e a r l i e r r a t h e r t h a n a c o n t i n u e d r i s e i n n e w c o m m i t m e n t s .
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In monetary policy the Open Market Committee of the Federal Reserve
System decided that operations should continue to "be conducted with a view
to providing reserves for bank credit and monetary expansion . . . but with
a somewhat slower rate of increase in total reserves than during recent
months". The aim, it seems, was not to impose restraint and higher interest
rates but to allow these results if market demand for credit expanded strongly.

In 1962, up to the spring months, this had not occurred; recovery
continued but at a much slower pace. The Federal financial position (on a
national accounts basis) was not far from in balance in the first quarter
and private demand seemed only just strong enough to overcome this
handicap — together with that of the leakage of purchasing power via the
balance-of-payments deficit. As the demand for consumer durables and business
investment was not as active as had been expected, the outlook was uncertain.
It was uncertain also because it was not clear whether the authorities intended
to avoid pressure on the external deficit by slower internal recovery or
whether greater stimulus would be applied if demand forces failed to strengthen
in the near future.

The expansion has been noteworthy for the general stability of prices
and the moderate rate of wage increases which have prevailed. Industrial
prices even declined somewhat in the course of 1961. The Administration has
laid great stress on the need to avoid a new wage-price spiral and has
brought pressure to bear to this end in a number of cases. There has
appeared to be much greater public recognition of the problem.

Fifty per cent, expansion by 1970? An initiative aimed at adequate
economic growth was taken by the first Ministerial Council of the O.E.C.D. in
November 1961. The Council set a target of a 50 per cent, increase in the
real output of the member countries combined to be achieved over the decade
from i960 to 1970. As there were some differences of opinion on the matter,
a few questions about this action may be discussed. One may ask if it is
sensible to set such a target at all and, if so, whether the 50 per cent,
figure is reasonable. Most important, perhaps, is the question of what the
authorities, in their own countries and in co-operation, must do year by
year to meet the target.

The answer to the first question must depend upon the spirit in which
the production goal was set. If the intention was to impose rigid objectives
on the various countries, to sacrifice other important values, or to make
excessive demand pressure and consequent inflation the order of the day,
then indeed the target would be worse than not sensible. The Ministerial
Resolution makes it quite clear, however, that nothing of the sort is intended.
Rather, starting from the lesson of experience that the creative energies of
the economic system should normally result in an adequate growth of output
over the years, the purpose of the target is to be a spur to deeper appraisal
when growth appears insufficient. In particular, it is meant to incite reflection
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as to whether economic policies are providing a proper climate for the
enterprise system and whether international co-operation has risen to the
challenges presented. In this light, a target is sensible and desirable; it is
even dangerous to avoid policy reappraisal in the face of lagging growth. As
such, the target should give a useful focus for an important aspect of the
work of the O.E.C.D.

Is the so per cent, target reasonable, implying as it does an average
rate of increase in output of 4.1 per cent, a year? One must here consider
the United States and Europe separately, since the output of the United
States is greater than that of all western European countries, and the factors
governing the prospects of the two areas are not the same.

For the United States, and Canada too, the growth rate from 1955 to
i960 was disappointing and below the potential of the economy; it averaged
2.3 per cent, a year for the United States and 3.2 per cent, for Canada. The
trouble manifested itself in too frequent recessions and in a growing slackness
in the use of available labour and capital resources. In the 1960-70 period
the rate of growth can benefit from this slack at the starting-point as well as
from the prospective rapid increase in the labour force. Hence, if full
employment could be reached and reasonably maintained, with fewer backward
steps into recession, the target for the United States (and Canada) would not
be a difficult one. It would require a yearly gain in productivity of about
2 per cent.

For Europe the situation is quite different. Growth in the 1955-60
period was 4.2 per cent, a year for the countries as a group, which might
suggest by simple projection that the target is easily attainable. This is not
the case, however, as may be seen from the recent situation and prospects
of the principal groups of industrial countries.

Rate of growth of gross national product
at constant prices.

Countries

Austria

Belgium

France

Germany

Italy

Netherlands

Denmark

Norway

Sweden

Switzerland

United Kingdom . . . .

Canada

United States

1950-55 1955-60

in percentages

7.0

3.3

4.5

9.0

6.0

5.7

2.1

3.6

3.1

5.7

2.6

4.6

4.3

5.2

2.4

4.2

6.0

5.9

4.2

4.6

3.3

3.3

4.4

2.4

3.2

2.3

( 1 ) The Six and Austria. T h e s e

c o u n t r i e s t o g e t h e r h a d a g r o w t h

r a t e f r o m 1 9 5 5 t o i 9 6 0 o f j u s t

u n d e r 5 p e r c e n t . T h e r e w a s a

d o w n w a r d t r e n d i n t h e r a t e f r o m

1 9 5 0 t o i 9 6 0 , h o w e v e r , w h i c h w o u l d

h a v e b e e n m o r e m a r k e d b u t f o r t h e

e x c e p t i o n a l l y l a r g e g a i n i n o u t p u t

i n i 9 6 0 . T h e g r o w t h r a t e i n t h e

p r e s e n t d e c a d e c a n h a r d l y m a t c h

t h a t o f t h e p r e c e d i n g five y e a r s

b e c a u s e t h e g r o w t h o f t h e l a b o u r

f o r c e i s n o t r a p i d , a n d b e c a u s e d e -

m a n d i s l i k e l y t o s h i f t t o w a r d s s e r -

v i c e s . M o r e o v e r , t h e r a t e o f p r o d u c -

t i v i t y i n c r e a s e i s l i k e l y t o b e l o w e r

f o r s e v e r a l o f t h e l a r g e r c o u n t r i e s .
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The growth rate should be higher in Belgium, which has faced special difficulties
in the last five years, and the average may be somewhat higher in France, which
had to mark time to stop inflation and to stabilise the franc. These possible
increases will not be sufficient, however, to offset the likely declines for the other
countries. In short, this group should more than meet the target, but not by so
wide a margin as in the years 1955-60.

(2) The Scandinavian countries and Switzerland. This group had an
average growth rate of 3.9 per cent, from 1955 to i960, made up of 3.3 per
cent, for Sweden and Norway and about 4.5 per cent, for Switzerland and
Denmark. The high rate for Denmark is partly a compensation for some
years of stagnation earlier in the decade; a lower rate is to be expected from
i960 to 1970. For Switzerland also a lower rate is to be expected in the
present ten-year period because the importation of manpower on as massive
a scale as during the past five years is hardly likely.

(3) The United Kingdom. The growth rate for 1955-60 of 2.4 per cent,
a year was unsatisfactory. If the persistent balance-of-payments obstacle to
expansion could be overcome, a better record could be achieved in the
present decade, within the limits imposed by a low level of unemployment
at the beginning of the period and a low rate of increase in the labour
force.

That, however, is just the point. The target for the European countries
as a group is reasonable if the growth rate in the United Kingdom can be
raised significantly. But the growth rates of the major continental countries
will not be high enough to make up for an inadequate rate in the United
Kingdom, given the latter's heavy weight in the aggregate.

Thus, although not easy, the overall target is reasonable; it is not so
high as to require the economy to be operated under forced draught, nor so
low that it will be reached by the mere passage of time. A few countries
will have to better their 1955-60 performance substantially, particularly the
United States and the United Kingdom because of their large weights and,
it may be hoped, also Canada and Belgium. All four have the potential
to do so.

Since the target will not be reached automatically, the third question is
relevant, namely, what are the authorities to do about it?

For the continental countries whose rate of growth has been satisfactory
the answer in the main is obviously that they do not have to do very much
that is different. Of course, they must see to it that public services and facilities
keep pace with the needs of the economy, and they must avoid falling into
the error of excessive total demand from over-ambitious plans or projects.
They must also see that there is adequate incentive to productivity growth
by not sheltering excessively the less productive enterprises and sectors of the
economy. Finally, as they cannot expect so powerful an impetus from balance-
of-payments surpluses and from pent-up demand in a few sectors, they will
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probab ly have to give greater a t ten t ion to main ta in ing real d e m a n d at a

s t imulat ing level. F o r the rest, t he re is no reason to suppose tha t they

cannot rely u p o n the creative energies of t h e enterpr ise system, wi thou t having

to dissipate the i r own energies by embark ing on a variety of new pa ths and

techn iques for s t imulat ing growth .

For t h e U n i t e d K i n g d o m the solution of the p r o b l e m is be ing sought

b y t h e author i t ies themselves along t h e mos t feasible lines. T h e weakness of

the balance of paymen t s m u s t be corrected by a faster g rowth of expor t s ;

t hen the growing vo lume of impor t s needed to suppor t a h igher rate of

g rowth of real d e m a n d would no t have to be held in check b y frequent

recourse to restraining policy measures . In this context , t he gove rnmen t is

t ry ing to give a significant s t imulus to b o t h exports and impor t s b y seeking

to jo in the C o m m o n M a r k e t . Grea te r expor t compet i t iveness involves, of

course , an end ing of con t inuous wage-cost inflation.

T h e p r o b l e m for the Un i t ed States, as indicated above, is to mainta in

economic activity closer to a fu l l -employment level and to avoid too m u c h

loss of g rowth t h r o u g h f requent recessions. W h y has t h e U n i t e d States had

this p r o b l e m ? First , t h e f reedom of the authori t ies to p u r s u e an expansionary

policy has been c i rcumscr ibed b y wage-pr ice inflation and, since 1958, by

balance-of-payments difficulties. (Th i s is discussed later in the chapter . )

Secondly, t h e policy ins t ruments used to counterac t business-cycle forces and

to main ta in full employmen t have been inadequate .

T h e impor t an t initiative by t h e Admin i s t ra t ion in propos ing to Congress

to provide for greater flexibility in fiscal policy is a imed at the latter difficulty.

T h i s wou ld give the Pres ident two new policy ins t rumen t s on a s t and-by

basis for s t imulat ing t h e economy w h e n d e m a n d and e m p l o y m e n t were

lagging: power to ini t iate a reduc t ion in income- tax rates, and power to

init iate an increase in publ ic capital improvemen t s . Leaving aside t h e ques t ion

of the appropr ia teness of these part icular proposals , one m a y say tha t greater

fiscal flexibility would he lp t h e author i t ies t o cope wi th t h e stabilisation

problem, as it would pe rmi t rapid and easily reversible fiscal act ion when

this was needed .

D u r i n g m u c h of t h e t ime since 1956 t h e U n i t e d States has found itself

wi th unused labour and capital resources, par t ly because a decision could not

b e m a d e on the appropr ia te fiscal action to induce t h e resources to be taken

u p for e i ther publ ic services or pr ivate wants . T o pe rmi t this state of affairs,

w h e n res t ra int is no t deliberately sought to counter inflationary tendencies

or to correct an external deficit, implies e i ther regret t ing t h e level of saving

tha t the pr ivate economy chooses for its own welfare or hop ing for a level

of inves tment wh ich t h e coun t ry ' s pr ivate enterpr ises consider unjustified

u n d e r existing d e m a n d condit ions. Ne i the r t h e regret nor the hope is wise in

a coun t ry like t h e U n i t e d States, where enterprises are enterpr is ing and the

dis t r ibu t ion of income is not so biased as to yield too m u c h saving for the

nat ion ' s needs . I t is ra ther fiscal policy which should make the necessary

adapta t ion. W i t h o u t it t h e U n i t e d States will risk cont inuing to have a rate
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of growth well below that of Europe — east and west. One might wish only
that flexibility could be provided in the other direction also — to allow more
prompt action against excessive demand.

T o w a r d s freer trade.

The past year has been particularly fruitful of new initiatives on the
road to freer trade. Together they underline the fact that commercial policy
has been irreversibly shifted onto a new tack. While their repercussions will
be gradual, they are bound to affect profoundly the shape of future economic
developments, not only for the western industrial countries but also for the
countries in the process of development.

Stage II of the Common Market. Since the signing of the Treaty of
Rome in 1957 the European Economic Community has been a major influence
on economic developments in the six member countries and has changed the
conception of the techniques by which trade barriers can be reduced under
present circumstances. This influence will be intensified by the success of the
Common Market in passing to Stage II of its transitional period in January
1962. This step is important above all because it shows the readiness of the
Six to compromise differences on basic issues of policy, as well as a political
will to achieve their grand design. In addition, it is significant from a legal
standpoint: although numerous matters of Community policy which will
eventually be decided by majority vote remain subject to the unanimity rule
during the second stage of transition, the future moves to Stage III and
finally to full integration will themselves take place automatically, in the sense
that only a unanimous resolution of the Council of Ministers can prevent
them. This in itself is a powerful assurance for the continued development
of the Common Market.

The major hurdle which had to be surmounted by the Council of
Ministers in January was to settle the broad lines of agricultural policy, as
France and the Netherlands were not prepared to go ahead with the move
to Stage II in the non-agricultural sectors alone. The essence of the agreed
future policy is that Community target prices for cereals will constitute the
basis of a system of common variable import levies to replace other forms
of support for a number of agricultural products. While it is intended that
the costs of such support should ultimately be borne by the import levies
alone, the latter will then be paid into the Community's general budget and
will not be tied a priori to expenditure in the agricultural sphere. For
Germany, as the major importer, the compromise reached involved accepting
the basic implication of this system of protection; for other countries,
notably France, it involved accepting a more gradual transition to the
new policy than they had wished, as well as some weakening of the link
between import levies and the subsidisation of agricultural development in
the Community.
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A l t h o u g h detailed implementa t ion of t h e agricul tural policy remains to

b e agreed u p o n in future negotiat ions, t h e en t ry in to Stage II has b r o u g h t

the a t t a inmen t of t h e goals embod ied in the R o m e T r e a t y appreciably nearer .

I t is indeed a mark of w i sdom in those responsible to have recognised t ha t

w h a t seem big obstacles today can s u c c u m b to gradual ad jus tment in the

course of t ime and tha t in any case the p rob lems themselves are liable to

change in our rapidly changing economy.

United Kingdom application for membership of the E.E.C. T h e o ther

initiatives in t r ade policy were all taken in t h e light of the new env i ronmen t

tha t is resul t ing from the integrat ion of the Six. F i rs t may b e men t ioned t h e

var ious reques ts for m e m b e r s h i p of or association wi th t h e C o m m o n Marke t ,

of w h i c h t ha t of t h e U n i t e d K i n g d o m has t h e wides t significance. F o r t h e

U n i t e d K ingdom, its applicat ion for m e m b e r s h i p , accompanied b y its accept-

ance of t h e full political and economic implicat ions of t h e R o m e Trea ty ,

represents a major change of course from tradi t ional policy.

I n t h e agricultural sphere t h e main p rob lems would seem to be those

connected no t wi th Brit ish acceptance of t h e E .E .C. ' s f a rm-suppor t system b u t

wi th C o m m o n w e a l t h exports , notably from Austral ia , N e w Zealand and Canada .

O t h e r C o m m o n w e a l t h difficulties m a y prove less serious t h a n previously t h o u g h t :

on t h e one hand , the Six appear increasingly to favour a policy of " m o r e aid,

less p re fe rence" towards the i r associated underdeve loped terr i tories, mainly

producers of tropical foodstuffs; and, on t h e o ther hand , the conviction is

growing — as evidenced b y t h e five-year ag reement o n co t ton textiles reached

in G . A . T . T . in F e b r u a r y of this year — tha t the W e s t has a responsibil i ty

for ensur ing satisfactory marke t outlets no t only for such foodstuffs b u t also

for manufac tu red exports f rom t h e less-developed countr ies . Un i t ed K i n g d o m

preferences o n manufac tu red impor t s f rom developed C o m m o n w e a l t h countr ies

are likely to b e less of a s tumbl ing-block t h a n t h e E . E . C , tariff on certain

C o m m o n w e a l t h semi-manufactures , notably lead, zinc, a l umin ium and wood-

p u l p , t h e last two of which are subject to the addi t ional complicat ion of be ing

p r o d u c e d in quan t i ty b y o ther m e m b e r s of the E . F . T . A .

T h e successful compromise of such differences is by no means a

foregone conclus ion; in fact, negotiat ions have no t yet reached a stage where

definite resul ts are foreseeable.

The tariff agreement in G.A.T.T. A n o t h e r event of impor tance in t r ade

policy was t h e satisfactory conclusion of t h e G . A . T . T . negotiat ions which had

been s tar ted in Sep tember i 960 following proposals m a d e by M r . Di l lon

w h e n h e was U .S . Under -Secre ta ry of State. Bo th the E . E . C , and the U n i t e d

K i n g d o m signed major agreements wi th the U n i t e d States in M a r c h of this

year, as a resul t of wh ich tariffs on a wide range of p r o d u c t s will be reduced,

broadly speaking, by 20 per cent . T h e U n i t e d K i n g d o m is expected to make

its reduct ions effective before t h e end of this year, t h e U n i t e d States in two

stages b y July 1963, and the E .E .C , gradual ly over t h e next few years as

t h e c o m m o n external tariff is established. I n addi t ion to i ts new concessions,
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the E.E.C, is taking steps under Article XXIV of the G.A.T.T. to incorporate
in its common external tariff all concessions previously made by one or more
of the Six acting individually.

The significance of these agreements is twofold. First, they should allay
fears that the establishment of the Common Market will encourage protec-
tionist policies in world trade. Secondly, they represent the first departure
from the item-by-item type of trade negotiation which has been followed in
G.A.T.T. since its inception. Unfortunately, the United States could not
accept a straight 20 per cent, "linear" tariff reduction because of restrictions
imposed by the existing Trade Agreements legislation. This was appreciated
by the E.E.C., which in fact granted more concessions than it received.

The Trade Expansion Bill in the United States. As it is evident that the
types of reciprocal concession that have been made within the G.A.T.T. for
many years are no longer feasible, the President of the United States has laid
before Congress a new bill designed to eliminate the restrictions of the older
legislation and hence to permit "linear" tariff negotiations as the only practical
means to freer trade. Three kinds of authority are sought by the bill. The
first is power to reduce existing tariffs by 50 per cent, in reciprocal negotia-
tions. The second is authority to reduce or eliminate tariffs on groups of
products for which the United States and the E.E.C, together account for
80 per cent, of world trade. This may be of limited significance at present,
but it will become very much more important if the United Kingdom —
and other countries — join the E.E.C. The third is power to free, in concert
with the E.E.C., imports from less-developed countries of tropical agricultural
products not produced in quantity in the United States. This reflects thé
widespread desire to ensure that underdeveloped countries participate in the
continued rapid expansion of world trade which is in prospect.

The bill also provides for "trade adjustment assistance", which shows
a will to face up to the implications of free trade for competition and
structural change in the domestic economy. However, the decision in March
1962 to raise the tariff on carpets and glass indicates very clearly the difficulties
with sectional interests that have to be overcome in pursuing a freer trade
policy. During the past eight years, in fact, resort by the United States to
increased protection (through tariffs or quotas) has not been negligible in scope
or amount.

T h e international p a y m e n t s p r o b l e m .

The main problem of the North American/west European economy is
still the imbalance in international payments, with the two reserve currencies,
the dollar and sterling, beset by weakness in the basic balance of payments,
roughly paralleled by a surplus position for the continental group of countries.
There has been significant movement towards a better overall balance in the
positions of many of the countries. This has been most evident in the
immediate changes away from large deficits or surpluses, as the case may be.
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The indications are also that the basic disequilibria are being corrected,
probably more so than is suggested by statistics as yet available; but these
statistics give emphasis more to what remains to be done than to what has
already been accomplished.

Many aspects of financial and economic policy have to some degree
had to reflect the requirements of the external payments problem, and the
past year has been noteworthy for the firmer hand with which policy has
been directed and, particularly, for the new departures that were made.

What is the essence of the complex of measures by means of which the
various authorities have been seeking to resolve the payments problem? With
regard to the basic disequilibria, the adjustment sought has two main aspects.
One is to use shifts in government net external transactions as part of the
mechanism of adjustment. The other is to influence market conditions so as
to secure shifts in private trade and capital flows; the United States and the
United Kingdom have exercised direct restraint on costs and prices to improve
their competitive positions and have tried to discourage net capital outflow;
the continental countries have "played the rules of the game" by giving quite
free rein to the monetary expansion inherent in their external surpluses so as
to reduce their trade surplus and to promote net capital outflow.

With regard to the immediate situation (as basic adjustments obviously
require time to take effect), action has been directed towards securing
temporary accommodation, maintaining order in the exchange markets and
having the means at hand to counteract possible speculative waves against
any of the financial centres. In all this, one can say that a new and more
determined effort at international co-operation has been evident among the
responsible national authorities. The Organisation for Economic Co-operation
and Development has provided a meeting ground for discussions among
governmental representatives, and the meetings at the B.I.S. have facilitated
co-operation among the central banks. This co-operation has shown itself not
only in international and bilateral arrangements but in changes of policy in
particular countries. Before the actions of the individual countries are discussed,
two international initiatives may be mentioned.

I.M.F. special funds. A major buttress to the international monetary
system was secured in December 1961 by the agreement among a group of
ten industrial countries enabling the International Monetary Fund to borrow
supplementary resources under Article VII. A sum of $6 milliard has been
pledged on a stand-by basis, the purpose of which is to put the Fund in a
position to aid a member of the group whose currency is threatened by a
flight of short-term capital. It is also intended to provide effective resources
in the event of a large drawing by the United States or others in the group,
without impairing the Fund's more usual operations. The special procedure
agreed upon for the use of the Fund involves the co-operation of this group
of countries and provides safeguards by leaving the principal decisions in the
hands of the lending countries.
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There was initially some difference of opinion among the countries on
the ways and means by which this protection should be provided. From the
start, however, there was full accord on the need to safeguard the principal
currencies against large movements of funds and, particularly, to support the
dollar as the central currency of the whole system. It is not surprising that an
agreement to amass a fund of $6 milliard required some discussion of the
terms and conditions governing the use of the resources and even some
negotiation on the relative contributions of the various countries. If anything
is surprising, it is the ease and speed with which a compromise was found.

The operations of the Fund itself have been skilfully conducted so as to
contribute to better international balance. In 1961 net drawings on the Fund,
including the large U.K. drawing to fund the short-term assistance provided
under the Basle arrangements, were at a record level of $1.7 milliard, of which
less than one-fifth was provided by the United States.

Co-operation in the gold market. Another international effort was that
arranged among the central banks which meet monthly at the B.I.S., aimed at
maintaining the gold market on an even keel. The flare-up on the market in
the last quarter of i960 showed that an unchecked speculative movement in
gold could threaten the international monetary system and important steps
were taken at that time to minimise this danger. The U.S. and U.K. authorities
came to an understanding which facilitated intervention by the Bank of
England to overfeed speculative appetites; the United States made it illegal
for its citizens to buy or hold gold abroad; and the group of central banks
agreed informally not to purchase on the market when the latter was under
pressure.

This co-operation respecting gold has been strengthened at various times
during the past year - the understanding among the central banks being
changed when needed from month to month. When the supply on the market
was short the banks agreed to refrain from purchasing gold and to participate
with the United States in supplying gold to the market. In addition,
arrangements were made to avoid unco-ordinated buying, which had at times
contributed to the pressure on the market price.

Owing to the volume of ordinary central-bank operations during the
year, notably substantial sales of gold by the United Kingdom at the time of
severe pressure on sterling, it is not easy to determine the precise amount of
gold used specifically to prevent excessive movements in its price. The scale
of intervention varied according to need but was much less than the unofficial
guesses that have been in circulation. Of course, over the year as a whole
private demand absorbed only a part of the new supplies of gold coming onto
the market.

Strengthening the dollar. At the start of 1961 the policy-makers in the
United States were faced with a difficult dual problem - a recession in
economic activity and a balance-of-payments deficit. The margin of unused
resources in the economy was large and the recession likely to deepen unless
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c o u n t e r a c t e d b y e f f e c t i v e m e a s u r e s . T h e e x t e r n a l d e f i c i t , o n t h e o t h e r h a n d ,

a l t h o u g h p a r t i c u l a r l y l a r g e i n t h e l a s t m o n t h s o f i 9 6 0 o w i n g t o a flight o f

c a p i t a l , w a s n a r r o w i n g b e c a u s e o f t h e r e c e s s i o n a t h o m e , c o n t r a s t e d w i t h v e r y

h i g h d e m a n d a b r o a d . A s t h e P r e s i d e n t c o u l d , a n d d i d , g i v e t h e a s s u r a n c e s

t h a t w o u l d s t o p t h e c a p i t a l flight, g e n e r a l fiscal a n d m o n e t a r y p o l i c y w a s

t h e r e f o r e d i r e c t e d t o s t i m u l a t i n g a n i n t e r n a l r e c o v e r y . A t t h e s a m e t i m e ,

v a r i o u s s t e p s w e r e s e t i n m o t i o n t o p r o m o t e a b a s i c i m p r o v e m e n t i n t h e

b a l a n c e o f p a y m e n t s . T h i s i m p r o v e m e n t c o u l d o n l y b e g r a d u a l , p a r t l y i n t h e

n a t u r e o f t h e c a s e , a n d p a r t l y b e c a u s e p o l i t i c a l a n d e c o n o m i c r e s p o n s i b i l i t i e s

t o t h e o u t s i d e w o r l d c o u l d n o t b e n e g l e c t e d . H e n c e , o t h e r m e a s u r e s w e r e

t a k e n t o p r o t e c t t h e s h o r t e r - t e r m p o s i t i o n o f t h e d o l l a r , i . e . t o g u a r d a g a i n s t

a n e x c e s s i v e o u t f l o w o f g o l d r e s e r v e s a n d t h e p o s s i b l e r e n e w a l o f c u r r e n c y

s p e c u l a t i o n . S u c h , i n b r i e f , i s t h e l o g i c a l f r a m e w o r k b e h i n d o f f i c i a l p o l i c y i n 1 9 6 1 ,

i n t o w h i c h t h e m a n y m e a s u r e s t a k e n a n d p r o p o s e d m a y b e r e a d i l y fitted.

T h e m e a s u r e s a i m e d a t c o n t a i n i n g c u r r e n t p r e s s u r e s o n t h e d o l l a r w e r e

e x p e r t l y c o n c e i v e d a n d m a n a g e d .

( 1 ) T h e i n t e n t i o n t o m a i n t a i n t h e i n t e r n a t i o n a l v a l u e o f t h e c u r r e n c y

w a s s t r o n g l y r e a f f i r m e d , w i t h t h e h u g e g o l d s t o c k o f t h e U n i t e d S t a t e s

p l e d g e d t o t h i s o b j e c t i v e . T h i s s t o p p e d t h e flight o f c a p i t a l f r o m t h e c o u n t r y a n d

t h e r e h a s b e e n l i t t l e s i g n o f f u r t h e r s p e c u l a t i v e m o v e m e n t s a g a i n s t t h e d o l l a r .

( 2 ) W h i l e m a i n t a i n i n g m o n e t a r y e a s e b y p r o v i d i n g a m p l e r e s e r v e s t o t h e

b a n k i n g s y s t e m , t h e a u t h o r i t i e s a c t e d t o p r e v e n t s h o r t - t e r m i n t e r e s t r a t e s f r o m

f a l l i n g t o t h e l o w l e v e l s o f p r e v i o u s r e c e s s i o n s i n o r d e r t o l i m i t t h e i n c e n t i v e

t o s h o r t - t e r m c a p i t a l o u t f l o w . T o t h i s e n d , t h e F e d e r a l R e s e r v e ' s o p e n - m a r k e t

p u r c h a s e s o f g o v e r n m e n t s e c u r i t i e s w e r e s h i f t e d t o w a r d s l o n g e r - t e r m i s s u e s

a n d T r e a s u r y c a s h - f i n a n c i n g w a s c o n c e n t r a t e d i n s h o r t - t e r m s e c u r i t i e s . I n

D e c e m b e r 1 9 6 1 i n t e r e s t r a t e s p a y a b l e o n d e p o s i t s o f s i x m o n t h s o r m o r e

u n d e r R e g u l a t i o n Q w e r e r a i s e d t o a l l o w b a n k s t o c o m p e t e m o r e e f f e c t i v e l y

f o r d e p o s i t s i n t h e i n t e r n a t i o n a l m o n e y m a r k e t .

( 3 ) O f f i c i a l d e a l i n g i n f o r e i g n e x c h a n g e , i n c l o s e c o n s u l t a t i o n w i t h

f o r e i g n c e n t r a l b a n k s , w a s e n t e r e d i n t o t o h e l p a v o i d t e m p o r a r y d i s t u r b a n c e s

o n t h e e x c h a n g e m a r k e t s w h i c h c o u l d i n c r e a s e t h e o u t f l o w o f d o l l a r s . T h e

o p e r a t i o n s w e r e b e g u n b y t h e T r e a s u r y , w i t h t h e N e w Y o r k R e s e r v e B a n k

a c t i n g a s i t s a g e n t , a n d l a t e r t a k e n u p a l s o b y t h e F e d e r a l R e s e r v e S y s t e m

o n i t s o w n b e h a l f . R e s o u r c e s f o r s u c h o p e r a t i o n s w e r e o b t a i n e d i n t h e f o r m o f

D e u t s c h e M a r k r e c e i v e d a s a r e s u l t o f t h e G e r m a n d e b t p r e p a y m e n t s a n d

f r o m v a r i o u s a r r a n g e m e n t s w i t h m o n e t a r y a u t h o r i t i e s o f o t h e r c o u n t r i e s w h i c h

m a d e f o r e i g n e x c h a n g e f u n d s a v a i l a b l e .

T h e m e a s u r e s t a k e n o r p r o p o s e d t o s e c u r e a b a s i c r e d u c t i o n o f t h e

d e f i c i t w e r e l e s s i n c i s i v e . S o m e o f t h e s e m e a s u r e s h a d b e e n s t a r t e d b y t h e

p r e v i o u s A d m i n i s t r a t i o n .

( 1 ) A g r e e m e n t w a s r e a c h e d , p a r t i c u l a r l y w i t h G e r m a n y , f o r s o m e o f f s e t

t o m i l i t a r y e x p e n d i t u r e a b r o a d t h r o u g h f o r e i g n p u r c h a s e s o f d e f e n c e e q u i p m e n t

i n t h e U n i t e d S t a t e s .
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( 2 ) P r o c u r e m e n t a b r o a d u n d e r m i l i t a r y a n d a i d p r o g r a m m e s w a s r e s t r i c t e d .

( 3 ) T h e g o v e r n m e n t m o v e d a c t i v e l y t o w a r d s e s t a b l i s h i n g a w a g e s p o l i c y

s o a s t o l i m i t c o s t a n d p r i c e i n c r e a s e s t h a t w o u l d i m p a i r t h e c o m p e t i t i v e

p o s i t i o n o f U . S . i n d u s t r y .

( 4 ) R e v i s i o n s o f d e p r e c i a t i o n s c h e d u l e s f o r t a x p u r p o s e s w e r e i n i t i a t e d

a n d a t a x c r e d i t o n n e w i n v e s t m e n t p r o p o s e d w i t h t h e a i m o f i n c r e a s i n g

c a p i t a l o u t l a y s t o p r o m o t e h i g h e r p r o d u c t i v i t y a n d n e w - p r o d u c t d e v e l o p m e n t ,

a n d t h e r e b y r a i s e t h e c o m p e t i t i v e n e s s o f i n d u s t r y .

( 5 ) C h a n g e s i n t h e t a x a t i o n o f b u s i n e s s e a r n i n g s a b r o a d w e r e p r o p o s e d

s o a s t o r e d u c e t h e i n c e n t i v e t o i n v e s t a b r o a d o r t o h o l d ' e a r n i n g s a b r o a d

p u r e l y t o g a i n a t a x a d v a n t a g e .

( 6 ) S t e p s w e r e t a k e n t o e n c o u r a g e f o r e i g n t o u r i s m i n t h e U n i t e d S t a t e s

a n d t h e d u t y - f r e e a l l o w a n c e f o r r e t u r n i n g U . S . t o u r i s t s w a s r e d u c e d f r o m

$ 5 0 0 t o $ 1 0 0 .

T o t u r n t o t h e r e s u l t s a c h i e v e d b y t h e s t e p s t a k e n t h u s f a r , s u p p l e m e n t e d

a s t h e y w e r e b y m e a s u r e s t a k e n a b r o a d a n d i n t e r n a t i o n a l l y , n e w s t r e n g t h h a s

b e e n g i v e n t o t h e i n t e r n a t i o n a l financial s y s t e m , w i t h t h e d o l l a r a t i t s c e n t r e .

A s t o a m o r e b a s i c i m p r o v e m e n t i n t h e U . S . e x t e r n a l d e f i c i t , t h e g a i n s t o d a t e

m a y b e s o m e w h a t g r e a t e r t h a n i n d i c a t e d b y t h e l a t e s t s t a t i s t i c a l i n f o r m a t i o n .

A s i t i s , a v a i l a b l e s t a t i s t i c s s h o w t h a t t h e i m p r o v e m e n t h a s b e e n r e l a t i v e l y

s m a l l a n d h a s b e e n p r o c e e d i n g m o r e s l o w l y t h a n i s d e s i r a b l e . F o r 1 9 6 1 a s a

w h o l e , f o r e x a m p l e , t h e o v e r a l l d e f i c i t w a s $ 2 . 5 m i l l i a r d , a s a g a i n s t $ 3 . 9 m i l l i a r d

i n i 9 6 0 . B u t o f t h e r e d u c t i o n , $ 0 . 7 m i l l i a r d i s a c c o u n t e d f o r b y f o r e i g n d e b t

p r e p a y m e n t s a n d a f u r t h e r l a r g e a m o u n t ( o f u n k n o w n s i z e ) m u s t h a v e b e e n

g a i n e d b y t h e s t o p p i n g o f c a p i t a l flight — w h i c h m e a n s t h a t t h e e x t e n t o f

t h e " b a s i c " i m p r o v e m e n t i s d i f f i c u l t t o a s s e s s . I n a d d i t i o n , t h e d e f i c i t w a s

s u b s t a n t i a l l y b i g g e r i n t h e s e c o n d h a l f o f t h e y e a r t h a n i n t h e first h a l f ,

m a i n l y o w i n g t o a n i n c r e a s e i n c a p i t a l e x p o r t s a n d a s m a l l e r c u r r e n t - a c c o u n t

s u r p l u s . H e r e a g a i n , s p e c i a l t r a n s a c t i o n s a n d r a n d o m c h a n g e s i n c e r t a i n

c a t e g o r i e s o f n e t p a y m e n t s m a k e i t d i f f i c u l t t o a s s e s s t h e p r e c i s e t r e n d o f t h e

b a s i c c h a n g e . B u t , w i t h e x p o r t s f l a t o v e r t h e y e a r ( e x c l u d i n g a i d - f i n a n c e d

s h i p m e n t s ) , t h e r e w a s a s h a r p r i s e i n i m p o r t s f r o m t h e first t o t h e s e c o n d

h a l f o f t h e y e a r , r e f l e c t i n g t h e i m p o r t d e m a n d s o f i n t e r n a l e x p a n s i o n . T h i s

t r e n d c o n t i n u e d i n t o t h e first t h r e e m o n t h s o f 1 9 6 2 , w h e n e x p o r t s w e r e

m a r g i n a l l y d o w n a n d i m p o r t s s l i g h t l y u p o n t h e t o t a l s f o r t h e final q u a r t e r

o f 1 9 6 1 .

T h i s s i t u a t i o n w a r r a n t e d a r e a p p r a i s a l o f i n t e r n a l a n d e x t e r n a l p o l i c y ,

s i n c e i t w a s a p p a r e n t t h a t c o n t i n u e d r a p i d d o m e s t i c e x p a n s i o n c o u l d e a s i l y l e a d

t o a g r o w i n g p a y m e n t s d e f i c i t . I t g i v e s t h e r a t i o n a l e f o r t h e s h i f t o f e m p h a s i s a t

t h e e n d o f 1 9 6 1 , w h e n i t w a s d e c i d e d t o t a p e r o f f t h e fiscal s t i m u l u s t o e x p a n s i o n

a n d t o p r o v i d e r e s e r v e s f o r b a n k c r e d i t a n d m o n e t a r y e x p a n s i o n a t a s l o w e r r a t e .

S i n c e , a t t h e s a m e t i m e , c o n t i n u e d r a p i d e x p a n s i o n b a s e d o n r i s i n g c o n s u m e r -

d u r a b l e s a n d i n v e s t m e n t d e m a n d w a s f o r e s e e n , t h e o v e r a l l o r i e n t a t i o n o f p o l i c y

i s s o m e w h a t o b s c u r e .
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T h e o b j e c t i v e s o f t h e g o v e r n m e n t i n c l u d e s a f e g u a r d i n g t h e d o l l a r w i t h o u t

i m p o r t r e s t r i c t i o n s o r e x c h a n g e c o n t r o l s , m a i n t a i n i n g a d e q u a t e f o r c e s o v e r s e a s ,

k e e p i n g t o f o r e i g n a i d c o m m i t m e n t s a n d c o n t i n u i n g d o m e s t i c r e c o v e r y . T h e s e

g o a l s t a k e n t o g e t h e r a r e n o t a n o p e r a t i n g p o l i c y b e c a u s e t h e y d o n o t s p e c i f y

a n o r d e r o f p r i o r i t i e s a n d b e c a u s e t h e y m a y i m p l i c i t l y r e s t r i c t p o s s i b l e a c t i o n

t o p u t a g i v e n p r i o r i t y i n t o effect . B a l a n c e - o f - p a y m e n t s d e v e l o p m e n t s o v e r t h e

p a s t y e a r i n d i c a t e a n e e d fo r a h i g h e r p r i o r i t y o n a c h i e v i n g a f a i r ly r a p i d

d e c l i n e i n t h e e x t e r n a l d e f i c i t ; w h i l e t h e a t t a i n m e n t o f f u l l - e m p l o y m e n t l e v e l s

o f d o m e s t i c a c t i v i t y r e m a i n s a f u n d a m e n t a l n e e d o f t h e A m e r i c a n e c o n o m y ,

t h e p a c e o f f u r t h e r e x p a n s i o n ( w h e t h e r s p o n t a n e o u s o r p o l i c y - s t i m u l a t e d ) m u s t

b e c o n s i s t e n t w i t h a n d g u i d e d b y r a p i d p r o g r e s s o n e x t e r n a l a c c o u n t .

T h i s c o u l d , o f c o u r s e , o c c u r o f i t s o w n a c c o r d , w h i c h w o u l d b e a

h a p p y t u r n o f e v e n t s . H o w e v e r , g r e a t e r a s s i s t a n c e m a y b e n e e d e d f r o m

p o l i c y m e a s u r e s ; t h e p r e s e n t p r o g r a m m e a p p e a r s t o p o s t p o n e t h e r e - e s t a b l i s h m e n t

o f e x t e r n a l e q u i l i b r i u m t o o fa r i n t o t h e f u t u r e . T h e m a i n p a y m e n t s flows i n t h e

f o r e i g n b a l a n c e m a y b e c o n s i d e r e d f r o m t h i s s t a n d p o i n t .

O n e m u s t a s s u m e t h a t m i l i t a r y e x p e n d i t u r e s a b r o a d a r e b e i n g t h o r o u g h l y

c o m b e d f o r p o s s i b l e s a v i n g s , a n d t h a t a l l f e a s i b l e a r r a n g e m e n t s a r e b e i n g

m a d e fo r a n offset f r o m p u r c h a s e s b y f o r e i g n c o u n t r i e s o f d e f e n c e e q u i p m e n t

a n d s e r v i c e s i n t h e U n i t e d S t a t e s . A s u b s t a n t i a l i n c r e a s e i n t h e l a t t e r i s

e x p e c t e d .

F u r t h e r t y i n g o f g o v e r n m e n t g r a n t s a n d l o a n s t o f o r e i g n c o u n t r i e s m a y

a l s o b e p o s s i b l e , t h o u g h w i t h a l m o s t t h r e e - q u a r t e r s o f s u c h a s s i s t a n c e a l r e a d y

t i e d t h e l i m i t t o b a l a n c e - o f - p a y m e n t s s a v i n g s f r o m t h i s s o u r c e is p r o b a b l y

b e i n g a p p r o a c h e d .

O n t r a d e a c c o u n t , t h e r i s e o f i m p o r t s d u e t o c o n t i n u e d i n t e r n a l e x p a n s i o n

c o u l d b e s h a r p l y l i m i t e d o n l y b y i n c r e a s e d ta r i f f s o r q u o t a s . E i t h e r w o u l d b e

a d i s a s t e r f o r s o u n d c o m m e r c i a l p o l i c y i n t h e w o r l d a n d c o n t r a r y t o b o t h t h e

i m m e d i a t e a n d t h e l o n g e r - t e r m i n t e r e s t s o f t h e U . S . e c o n o m y . A s fo r e x p o r t s ,

a r i s i n g t r e n d m a y b e a n t i c i p a t e d . H o w e v e r , t h e r e i s n o t i n p r o s p e c t a r i s e b i g

e n o u g h t o offset t h e p r e s e n t de f i c i t a n d , i n a d d i t i o n , t h e e x c e p t i o n a l i n c r e a s e

i n i m p o r t s t h a t w o u l d a c c o m p a n y ful l u s e o f i n t e r n a l r e s o u r c e s — b o t h i n a

y e a r o r t w o .

T h e A d m i n i s t r a t i o n ' s a i m t o s t i m u l a t e h i g h e r p r o d u c t i v e i n v e s t m e n t s o

a s t o r a i s e p r o d u c t i v i t y is h i g h l y d e s i r a b l e . B u t t h i s i s n o t a m i r a c l e d r u g ;

i t c a n n o t c h a n g e t h e c o m p e t i t i v e p o s i t i o n o f U . S . i n d u s t r y v e r y s u b s t a n t i a l l y

i n a s h o r t s p a c e o f t i m e b e c a u s e t h e U n i t e d S t a t e s is n o t a c o u n t r y o f l o w

p r o d u c t i v i t y . I n t e r m s o f o u t p u t p e r m a n - h o u r , t h e p r o d u c t i v i t y o f U . S .

i n d u s t r y a t p r e s e n t is m o r e t h a n t w i c e t h a t o f E u r o p e a n i n d u s t r y , w h i c h a c c o u n t s

fo r t h e m u c h h i g h e r l e v e l o f r e a l i n c o m e t h a t U . S . i n d u s t r y c a n a f fo rd t o

p a y i t s e m p l o y e e s . N o r is i t a p p a r e n t t h a t U . S . m a n a g e m e n t h a s m i s s e d m a n y

o p p o r t u n i t i e s f o r p r o d u c t i v i t y i n c r e a s e . B u s i n e s s a t t i t u d e s i n t h i s m a t t e r c a n n o t

b e m e a s u r e d b y s t a t i s t i c s o r g e i g e r c o u n t e r s . T h e r e s e e m s n o r e a s o n , h o w e v e r ,

t o d o u b t t h e c o m m o n l y - h e l d j u d g e m e n t t h a t t h e U . S . b u s i n e s s m a n is g e n e r a l l y

m o r e r e a d y t o t a k e r i s k s t h a n h i s o p p o s i t e n u m b e r i n E u r o p e , t h a t h e m o r e
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easily changes old e q u i p m e n t for new, a n d tha t he still leads t h e wor ld in

new-p roduc t deve lopment .

Moreover , t he flow of internat ional business depends o n relative costs and

prices, in which product iv i ty is only one factor. T h i s under l ines the impor tance

of t h e Admin i s t r a t ion ' s efforts to ins t i tu te a wages policy and to p reven t a

new wave of rising prices. Some government responsibi l i ty in th is regard is

necessary to main ta in stable m o n e y w h e n monopol is t ic forces have been

cont r ibut ing to t h e process of creeping inflation. T h e fact tha t indust r ia l

prices decl ined somewhat du r ing t h e sharp recovery of 1961 suggests renewed

cost-consciousness on t h e pa r t of m a n a g e m e n t and labour . W h a t m u s t be realised

is t ha t cost and price-consciousness will have to b e main ta ined over t h e

longer run . Eu ropean indust ry , only in pa r t because of t h e C o m m o n Marke t ,

is in t h e course of developing a large mass marke t . In t h e years ahead it will

benefit f rom economies of scale, as U .S . indus t ry d id decades ago w h e n it

discovered mass -produc t ion m e t h o d s . A s E u ro p ean indus t ry has the oppor tun i ty

for some ca tch ing-up on Amer i can s tandards of product iv i ty , a t ight re in will

have to be kept on m o n e y costs and prices in t h e U n i t e d States to main ta in

the count ry ' s competi t ive posi t ion. T h u s , here again, it would no t seem p r u d e n t

to coun t too heavily on the possibilities of widen ing the t rade surplus , even

though wage costs in E u r o p e have been rising.

Finally, t he re is t h e ne t outflow of pr iva te long and s h o r t - t e r m capital.

U .S . capital exports have cont inued at a very h igh rate, t h o u g h the errat ic

movemen t s in the sho r t - t e rm outflow — very h igh in t h e four th quar te r of

last year and low in the first quar te r of this year — obscure t h e immedia te

t rend. Capi ta l inflow from abroad rose in 1961 b u t was still only a m i n o r offset

to capital expor ts .

T h e vo lume of foreign inves tment may subside t h r o u g h some change

in marke t forces; unless n e a r - t e r m indicat ions p rov ide t h e basis for substant ia l ly

more t h a n vague hopes, however , a review of policy measures will b e called

for. T h e r e is a wide marg in in this flow for improving t h e balance-of-

p a y m e n t s posi t ion and the policy ins t rumen t s now in tended to assist in

this direct ion are of l imited scope. T h e U n i t e d States is t h e only coun t ry

tha t has no t p u t major emphas i s in mone ta ry measures on external r equ i re -

ments , which has been seen to b e necessary since t h e r e t u r n to convert ibi l i ty.

M o n e t a r y ease has been main ta ined to encourage domes t ic recovery. A t the same

t ime t h e authori t ies have set their face firmly against exchange controls on

the various types of capital outflow, while clearly recognising t ha t the re

exist al ternative in s t rumen t s by means of wh ich t h e size of this outflow m a y b e

influenced. I t is necessary to see that , if t h e policy of mone ta ry ease p roduces a

large n e t outflow of capital, i t is ap t — instead of con t r ibu t ing to in ternal

recovery — to involve t h e main tenance of a marg in of u n u s e d domest ic resources,

ei ther because t h e capital expor ted is no t invested at h o m e or because i t p reven ts

more in ternal s t imulus by o ther policy measures .

Prevail ing opinion in t h e U n i t e d States appears to consider it m o r e

desirable t o move towards external equ i l ib r ium by raising the t r ade surp lus
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t h a n b y lowering the capi tal-account deficit. Besides the fact tha t it is no t

a ques t ion of "e i ther . . . o r " , this is a doubtful proposi t ion in p resen t

c i rcumstances , because the practical possibilities of raising the t r ade surp lus

over t h e nex t year or two are likely to b e considerably less t h a n the possibilities

of nar rowing the deficit on capital account . T h i s requires a t igh ten ing of

financial l iquidi ty and an appropr ia te incentive from a h igher level of in teres t

rates to a t t ract foreign inves tment funds to the Un i t ed States as well as to

keep U . S . funds at home . T h e r e is ample E u r o p e a n experience to show tha t

the possible internal restraint of a t ighter mone ta ry policy can be alleviated b y

fiscal and o ther policy means . O v e r the longer r u n the Un i t ed States, as a

great financial centre, should be an expor ter of capital and have an interes t

rate s t ruc tu re t ha t facilitates the inves tment of its excess savings overseas. G iven

its o ther bu rdens , however, t he Un i t ed States has n o excess savings on external

account at t he m o m e n t , and it is no t appropr ia te t ha t the combina t ion of policies

followed on bo th sides of the At lan t ic should be encouraging a ne t flow of capital

towards E u r o p e wh ich has to b e financed b y U .S . gold losses and the p i l ing-up

of sho r t - t e rm dollar liabilities.

E x t e r n a l p a y m e n t s o f cont inenta l countr ies . T h e r e has no t been a

consistent pa t t e rn of balance-of-payments changes over the past year a m o n g the

cont inental countr ies . In some countr ies , notably G e r m a n y , the Ne the r l ands ,

Switzerland and Portugal , there was a marked decline in the basic external

surplus . In contrast , however, the re were h igher surpluses in France , I taly and

Belg ium and, o n a smaller scale, in Aus t r i a and Sweden. O n balance, the re

has been some reduct ion in the surplus posi t ion of the Con t inen t as a whole .

T h e rise in official reserves, however, has been at a m u c h lower level, owing

principally to special compensa tory t ransact ions designed to hold d o w n reserve

gains and to a t u r n - r o u n d in shor t - t e rm capital flows.

Germany. T h e massive accumulat ion of gold and foreign exchange

reserves by the Bundesbank which cont inued th roughou t i960 was reversed in

t h e second quar te r of 1961. In tha t and the following quar te r reserves fell by

D M 3.9 mill iard, since w h e n m o n t h - t o - m o n t h fluctuations had resul ted in a

fur ther ne t decline of abou t D M 1.6 mill iard u p to t h e end of Apr i l 1962.

O v e r t h e same per iod t h e basic balance of p a y m e n t s moved conspicuously

closer to equi l ibr ium. F o r bo th these satisfactory deve lopments gove rnmen t

and cent ra l -bank measures were to a considerable extent responsible . T h e

measures taken were in par t designed to compensa te the under ly ing imba lance ;

in pa r t t hey a imed at correct ing it.

T h e essentially compensa tory financing was obtained in several w a y s : by

increased lending t h rough the I . M . F . and t h e I .B .R.D. , by p r e p a y m e n t of

foreign debt , and by the provision of special swap facilities to the commercia l

banks to encourage the expor t of sho r t - t e rm funds. T h e two former were

part icular ly impor t an t and accounted for D M 4.7 milliard, or about 35 per

cent. , of t h e t u r n - r o u n d in reserve m o v e m e n t s du r ing the twelve m o n t h s

end ing M a r c h 1962 as compared wi th a year earlier. Over the same period there

was a ne t improvemen t of D M 1.7 milliard in the commercia l banks ' foreign
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position, while the total net short-term capital outflow (including unrecorded
items) amounted to just under half this size. During the time between the
revaluation of the Deutsche Mark and the United Kingdom's July measures the
export of bank funds stimulated by the provision of the swap facilities together
with the lowering of domestic money-market rates did not suffice to offset the
gross short-term capital inflow. Since then, however, the correlation between
changes in the banks' foreign asset portfolios and the net outflow of short-term
capital has been much closer. Since the beginning of 1962, with the basic accounts
closer to balance, the Bundesbank has in fact offered rather less favourable swap
terms for money exports than before; moreover, as from ist May it once again
authorised the payment of interest on foreigners' term deposits, which had been
banned since June i960.

Steps have been taken also to use direct government transactions to reduce
the basic external surplus. This involves higher expenditure on long-term
development aid and on foreign purchases of military goods. Actual outlays
have so far risen only moderately, but substantial commitments have been
made which will lead to a much larger volume of payments in the next
few years.

Finally, measures have been adopted in order to influence commercial
transactions through changes in market conditions. Even before the revaluation
of the Deutsche Mark the gradual abandonment of monetary restraint after
November i960 had indicated the authorities' intention to allow free play to
expansionary forces. The introduction of a regime of monetary ease was aimed
at affecting both the current and capital accounts of the balance of payments.
The currency revaluation of March 1961, on the other hand, had the double
purpose of influencing the surplus on goods and services and of enabling
internal expansionary forces to function with less danger of price inflation.

The impact of this policy in narrowing Germany's surplus went hand
in hand with other forces which were partially independent — the continued
rise in domestic wage costs, a generally slower rate of increase of export
demand and the upward trend of German payments on invisible account.

The results of all this show up strikingly in the development of the
current balance since the first quarter of 1961. The trade surplus for the
year was actually D M 1.4 milliard larger than that for i960, but this was
only because of the substantial net amounts earned in the first half; thereafter
a downward trend set in. Towards the end of 1961 exports virtually ceased
to rise, while greatly increased imports of consumer goods (and to some
extent also of food, owing to the inferior harvest) outweighed the decline in
imports of raw materials and semi-finished goods due to the slower rate of
industrial expansion and stock-building. In the first quarter of 1962 (allowing
for a change in the timing of trade statistics as from ist January) the trade
surplus was only about half as large as it had been a year earlier. The surplus
from services, including receipts from foreign troops, began to decline rather
earlier and had in fact disappeared completely by the end of 1961. Finally, the
outflow in the form of donations (mostly restitution payments) again rose by


