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SUMMARY

Very large amounts of funds have flowed through the
foreign exchanges during recent international monetary crises.

Such capital movements tend seriously to disrupt the domestic and
international economic policies of many nations, and complicate the
problems of establishing and maintaining appropriate exchange rates
between currencies. What are the possibilities of the United States
Government's using controls to prevent or substantially to moderate
these disruptive flows in a time of exchange market crisis, without
at the same time interfering to an unacceptable degree with normal
trade and investment transactions?

The discussion here does not deal with questions of whether
controls or other measures could be so used as to prevent the emer-
gence of speculative crises, nor with the still broader questions
of achieving and maintaining basic equilibrium in thé balance of
payments. Large flows of short-term capital in response to interest-
rate differentials sometimes have disruptive effects in domestic
financial markets, and sometimes are among the background causes of
a speculative crisis in foreign exchange markets. The discussion
here deals only with flows at times when market participants are
already expecting or fearing an early change in currency values.

The observations and conclusions contained in the body

of the paper can be summarized as follows:
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Certain types of transactions in the U.S. balance of

payments have been especially important at times when participants

in exchange markets have expected a change in official policies

(either abroad or in the United States) that would lead to a depre-

.ciation of the dollar against one or more major foreign currencies.

Broadly defined, these are:

ae.

Ce.

changes in the timing of international pay-
ments and receipts for current account trans-
actions (e.g., acceleration of payments for
imports and delaying of export receipts)
commonly referred to as ''changes in leads

and lags";

direct placements of funds abroad by persons
and businesses not covered by any of the
existing control programs;

outflows of funds that in principle are
covered by existing control programs but
that in practice may nevertheless occur
(the OFDI program covers major corpora-
tions and the VFCR program applies to
banks and nonbank financial institutions);

other borrowings by foreigners from U.S.
sources of credit (e.g., borrowings by
foreign companies from their direct invest-
ment affiliates located in the United
States, which in turn borrow from U.S.
banks); and

actions by foreigners to reduce normal inflows
to the United States -- equities as well as
interest-bearing assets -- or to withdraw
funds from the United States by selling assets.

The first type of flows -- changes in leads and lags -- has probably

been the most important quantitatively.

———
s RAI AN
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2. The existing control programs (OFDI, VFCR, IET)
might be tightened up so as to reduce the possibilities for out-
flows of type (c) and further extended to deal with outflows of
type (d), but not without introducing further complications into
normal business and banking operatiéns. Changes in legislation
ﬁight be required.

3. A tightgning up and extension of existing control
programs that was not combined with an effort to control flows of
type (a) (leads and lags) and flows of type (b) would fail to meet
the objective of stemming a major fraction of the disruptive flows.
In fact the result might be a larger outflow through the uncon-
trolled channels.

4. The only possibilities for controlling leads and lags
and flows of type (b) would involve surveillance of all payments
from U.S. residents to nonresidents, and probably also receipts
by U.S. residents from abroad.

5. It would be technically feasible to design such a
system of exchange controls. Banks would of necessity play a major
role in its administration. But the system would have to reach into
the entire network of normal trade and investment transactions.

6. If capital outflows of type (e) above were to be
controlled, ‘exchange controls would have to be extended- to nonresi-
dents (e.g., preventing foreigners from reducing their deposits
in U.S. banks or repatriating the proceeds from the sale of

equities without prior authorization). Such controls would
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discourage normal inflows, with serious long-run effects on the
U.S. balance of payments. Furthermore, there would be no way to
prevent the cessation of normal inflows at times of speculation
against the dollar.

7. The experience of foreign countries has been that
without willingness to inflict very severe penalties on violators
it has been impossible to organize and administer water-tight
exchange control regimes. Even in countries that had quite compre-
hensive exchange controls in the earlier post-war years, there were
sharp spurts in outflows at times when market participants believed
exchange rates were seriously out of line. Growth of the operations
of multinational corporations has been a significant factor making
reliance on banks as administrators of controls an inadequate strategy.

8. Because of the number and complexity of U.S. businesses
and financial institutions, and a past history of relative freedom
for foreign payments and receipts, the chances of instituting a
U.S. program of exchange controls that could effectively prevent
disruptive flows in an exchange crisis are even less than the chances
of doing so in other countries.

9. Thus, on technical and administrative grounds alone,
there is substantial doubt that the U.S. Government can effectively
control disruptive capital flows'in a time of exchange crisis --
whatever the nature of the control program. Even the attempt would
require extending the control system to include all transactions,

including normal trade and investment flows.
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I. Types of Capital Flows to be Controlled

" A first step in an analysis of measures to limit disruptive
capital flows is to try to identify the types of flows to which
attention should be directed. For the U.S. authorities, primary
Eonsideration falls on the activities of U.S. residents in moving
funds from or toward the United States; there are also important
flows resultiﬁg from ﬁovements of funds among foreign countries
by corporations or others under U.S. jurisdiction, and from the
movement of funds controlled by decisions of foreigners. This paper
deals primarily with flows of funds to and from the United States at
the initiative of U.S. residents and gives less attention to the
other flows.

At times of exchange crisis attention is directed primarily
to flows of funds motivated by a desire to obtain a capital gain
(or avoid a loss) in the event of a large change in the exchange rate
between the U.S. dollar and one or more foreign currencies. Such
flows are the prime focus of this discussion, rather than flows of
liquid capital in response to differences in interest rates. (Flows
of the latter type have exchange market effects, and sometimes contribute
to the building up of a crisis situation. This paper does not deal with
that problem =-- which is part of the general problem of achieving and
maintaining balance of payments equilibrium -~ but only with the
problem of controlling flows in a crisis situation. The two motivations
may coincide in times of crisis, however, adding to the difficulty

of establishing an effective deterrent.)
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The following paragraphs discuss the principal forms of
capital flows, or channels for such flows, which can be important
when the market expects, rightly or wrongly, that a substantial
depreciation of the dollar against one or more foreign currencies is
imminent (the same channels work in reverse if a depreciation of other
currencies against the dollar is expected).

(1) Movements of U.S.-owned liquid funds from holdings of

dollar assets in the United States to liquid assets denominated in

foreign currencies. Such flows could be effected readily by any U.S.

resident, but would in principle be subject to some restraint if carried
out by direct investors subject to the OFDI regulations, or by banks
subject to the Federal Reserve ceilings (VFCR). (See Appendices A and B).
An individual or company can make such a transfer at present
simply by instructing a U.S. or foreign bank to purchase foreign
currency for his account and deposit it in a foreign Eank, or to
purchase money market paper abroad. A direct investor corporation would find
itrespecially easy to do this, either directly or through a foreign affiliate,
since its normal business practices call for maintaining substantial accounts

abroad.
(2) Purchases by U.S. residents of other types of assets

denominated in foreign currencies. In the caseof securities (or debt

instruments with a maturity of one year or more) the purchase would be
subject to the Interest Equalization Tax, as well as to the VFCR in the
case of banks, and to the OFDI regulations if the securities were issued by

a foreign affiliate and purchased by a U.S. head office. However, other less
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marketable types of assets, such as real estate, would not be restricted
if purchased by member of the general public not subject to the

control programs.

(3) Changes in the timing of payments and receipts (commonly

known as leads and lags.) Shifts in accounts receivable from or
payable to foreigners enabling transactors to avoid potential losses,
or speculate on capital gains (coﬁmonly known as leads and lags).

This type of transaction is readily available to U.S. residents engaged
in foreign trade or other activities which normally lead to a main-
tenance of open accounts. For example, a U.S. importer may come to
believe that the dollar may be devalued against one or more currencies,
so that his imports will cost more in the future. To reduce this

extra cost he may order well in advance and pay the foreign exporter
immediately for goods that would ordinarily be paid for on or after
delivery. Alternatively, the U.S. importer may purchase foreign
exchange immediately and invest it abroad for am interim period, or he
may accelerate his actual imports as much as possible. Similarly, the
exporter may allow his foreign customer to delay dollar payment until
after an expected appreciation of the foreign importer's local currency
in return for acceptance of an increase in the dollar price.

It should be noted that multinational corporations account
for a major share of U.S. trade -~ including trade with their own
affiliates and trade with independent foreigners. Dealings with
affiliates would be affected by the OFDI regulations, but there are no

restraints on credit arrangements with other foreigners.



STRICTLY CONF IDENTIAL (FR) ~4-

(4) Transfers of funds by U.S. residents into dollar-denominated

assets abroad. U.S. residents may increase their holdings of dollar-

denominated liquid assets abroad -- principally in the Euro-dollar

market -- at times of speculation, because at such times Euro-dollar
interest rates are pushed up by speculators wishing to borrow dollars

in order to buy foreign currencies. While the U.S. investor is not
speculating directly, he is supporting speculation in a strong currency
by reducing the cost of the financing to speculators. This type of
outflow may often be easier to accomplish than type (1) since it does

not involve a foreign exchange transaction. Again, financial institutions
and direct investors (U.S. companies owning and operating affiliated

firms in foreign countries) covered by the VFCR and OFDI control programs
are inhibited in making such dollar transfers. The general public,

being subject to no restrictions -- except the IET on purchases of foreign
equities and long-term debt instruments -- is free to make these transfers.

(5) Increased borrowing by foreigners from U.S. sources.

Foreigners expecting upward revaluations of their currencies may borrow
dollars from U.S. sources in greatly increased amounts. This may take
the form of drawdowns on existing credit lines with U.S. banks (which
would be subject to the VFCR) or it may be possible for those with
direct investment affiliates in the U.S. to have those affiliates borrow
here and remit to the foreign parent through the inter-company account

(which is not covered by any U.S. Government specific restriction).
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(6) Liquidation by foreigners of assets in the United States.

Foreigners normally holding liquid assets in the United States, such as

working balances in banks, can reduce them to a minimum; they can also

either liquidate, or hold back from normal purchases, of such marketable
assets as U.S. corporate stocks. There is no restriction on such

activities by foreigners.
II. Which Types are Most Important?

One of the most frﬁstrating aspects of speculative episodes,
such as those experienced in May and August 1971 and mid-June to mid-
July 1972, is that normal statistical reporting programs fail to pick
up specific information about the large flows that are occurring. This is
so even though many of the types of flows that are the most likely vehicles
are covered in part by the reporting programs. This difficulty
in identifying the flows that are occurring is found iq all countries;
typically, much if not most of the flow of capital at times of crisis
appears under "errors and omissions'" in the balance of payments accounts.
In the U.S. statistics it is believed the data are quite
accurate for assets and liabilities of banks and nonbank financial
institutions. U.S. direct investors supply much more information
on their foreign activities than do their counterparts in other
countries, but it is quite possible that short-term flows in crisis
periods escape the normal monthly or quarterly reports. Information
on short-~term capital flows of corporations that are not direct

investors is probably poor, as is information on trade credits;

v 2]
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information on transactions by the general public, apart from
transactions in foreign securities or certain other items that can be
reported by U.S. banks or securities dealers, is very scanty.

Most of the information available is based on data giving
outstanding asset or liability positions at the ends of months or
quarters. Consequently, there is virtually no information available
on gross credit flows, or on the terms on which credit is extended; at
best, the net capital flows between reporting dates can be computed.

In the attached Table 1 the flows of capital reported in
the U.S. balance of payments are shown in some detail for a number of periods,
including the quarters in 1971 when speculation was strong, and
the first quarter of 1972. The table also shows the quarterly errors and
omissions in the accounts (line D). Table 2 gives an indication of the magnitude
of speculative pressure in crisis weeks and months. Table 3 provides
information on the amounts of outstanding assets and liabilities of
various types to the extent they can be measured or estimated.

The following are some of the main features of the capital
outflows in 1971; other crisis periods are likely to center on similar
problem areas.

a) Outflows covered by the various control programs showed
some sizable increases, but did not account for a major share of the
total outflow. Direct investment outflows (covered by the OFDI except
for Canada) rose by $0.6 billion; purchases of foreign securities

(covered by the IET, though Canada and certain other borrowers are exempt)
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did not rise; foreign claims reported by U.S. banks rose by nearly
$3 billion, including an increase of $1.5 billion in the crisis period
in the third quarter when banks temporarily exceeded their VFCR
ceilings. Some of the outflow reported by banks is exempt because it
is on behalf of their customers, another large part involving their
own funds is also exempt (including export credits after October 1971,
claﬁnﬁ on Canada, participations in Export-Import Bank loans, etc.),
and some part of the reported outflow is accounted for by U.S.
agencies and branches of foreign banks.

b) Outflows of U.S. capital of types not covered by
restrictions are reflected partly in claims on foreigners reported
by nonbanks. The reported increase in such claims was about $1.1
billion in 1971 -- fairly large but not greatly above the $650 million
annual outflow in 1968-70. Nearly all of this outflow in 1971 was in
liquid or other short-term forms including permitted changes in liquid
foreign assets of direct investors subject to the OFDI. It is important
to note that the increase was primarily in foreign assets denominated
in U.S, dollars =-- there was very little recorded outflow directly into
foreign currency assets abroad.

c) A significant part of the adverse shift in the U.S.
capital accounts in 1971 reflected the behavior of foreign holders
of U.S. assets. These investors withdrew large amounts of funds from

the United States via their affiliates here (who were probably borrowing

from U.S. banks) and by reducing their working balances in U.S. banks.
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In addition, foreign investors sharply cut back their lending to U.S.
direct investor corporations. At such times the U.S. corporations, who
use most of the proceeds of such loans to finance their direct investmenté
abroad, tend to substitute U.S. funds, at least for an interim period.
Finally, there was a8 significant decrease in the net volume of foreign
purchases of U.S. equity securities until the last days of the year,
following the Smithsonian meetings. However, there was little sign

of any eagerness to unioad foreign holdings of U.S. corporate stocks,
which have a market value of about $20 billion.

d) Most striking in the 1971 experience was the jump in
the negative errors and omisstions from the $1.3 billion average of
1968-70 to a total of $10.9 billion. Such an increase is generally
attributed to a shift in volatile capital flows. As far as can be
judged from an examination of the statistical evedence at hand, these
unrecorded outflows were primarily either by persons -- domestic or
foreign -- not covered by the existing programs.or by direct investors
through their transactions with non-affiliated foreigners. Within the
year, however, there may have been sizable outflows at crisis periods
by direct investors of types covered by the restraints.

Any attempt to break down the' components of the errors and
omissions item is obviously highly conjectural. The most difficult kinds
of capital flows to capture in the normal statistical apparatus are the
changes in accounts of U.S. traders with their foreign counterparts,

(although there exists a quarterly Treasury reporting form on which
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certain important types of trade credit are in principle reportable)
and the flow of liquid funds and even longer-term investment

capital on the part of individuals or the many thousands of businesses
that are not direct investors and therefore escape also the reporting
of their activities to regulatory agencies. It is believed, though

it cannot be proven, that a large if not dominant part of the outflow
from the United States in crisis periods is by transactors not covered
by present controls, and another substantial part may result from
transactions of directvinvestors other than transactions reportable

to the OFDI.
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ITI. Effectiveness of Existing Control Programs

The prime consideration in this paper is whether the
existing control programs could be made more effective in dealing
with outflows in crisis periods, rather than the question of their
effectiveness over longer periods or in more normal times,

The VFCR appears to keep>banks' foreign lending (and
position in foreign liquid assets) under reasonable control over-all,
but there are exemptions and the banks do go over their voluntary
ceilings when, in crisis periods, they find their large credit lines
to foreigners drawn upon. It might be possible to avoid these surges
in lending by computing ceilings on a daily average basis (see Appendix
B). Such a stricter rule would imply large penalties when banks'
outstanding credits to foreigners bulged within a monthly reporting
period, and would force banks to be more restrained in entering into
commitments to lend to foreigners. Weaknesses in the VFCR controls
did not seem to be a major factor in last year's crises. In the
future, however, the export exemption could be an important weakness
if pressure is exerted on capital flows through other channels.

The IET appears to be an effective barrier to purchases
by Americans of foreign securities in this market, apart from those
that are specifically exempt, such as Canadian issues and those of
international institutions. However, it is not known to what extent

Americans may evade the tax by purchasing securities directly in
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foreign markets, Even a strict exchaﬁge control regime would have
difficulty stopping that kind of illegal activity.

It is much more difficult to appraise the effectiveness
of the OFDI controls on multinational corporations (see Appendix A).
The fact that there is some overall restraint on the use of U.S.
funds for direct investment abroad is clear enough from the fact
that the companies do borrow large amounts abroad when U.S.-source
funds would be cheaper and readily available in large quantities.
For present purposes the question is whether the OFDI controls can
prevent, or even detect, large flows that occur between reporting
periods, but which are off the books on month-end or quarter-end
reporting dates. A method of daily-average balancing of inter-
company accounts is probably not feasible because of the seasonal
and other irregularities that arise in the normal course of business
in the accounts between a U.S. parent company and its many foreign
affiliates. As noted in Appendix A, however, it might be possible
to prevent direct placement of liquid funds abroad by U.S. parent
companies, There is some suspicion that such placements are
important, but there is little direct evidence to substantiate
this belief.

On the whole, while some tightening of existing programs
to avoid large disturbing outflows is possible, the necessary

measures would add considerably to the reporting and management
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burdens of banks and corporations, not only in crisis periods but in
the conduct of normal operations. An important gap would remain
unless there weré changes in the legislation exempting export credit
from the VFCR. What is more important, it is likely that the major
disturbing flows originate with transactions not now subject to any
controls, such as shifting payment terms on international trade in
goods or services, or placing of liquid assets abroad by individuals.
Moreover, existing programs do not restrict foreigners in their
decisions to move funds to or from the United States.

In sum, modification of existing control mechanisms is a
difficult step and it would affect only part of the flows that occur
in periods like May and August 1971, or mid-June to mid-July 1972,
or that might develop in the future. To attempt to tighten these
controls while leaving other channels uncontrolled might only have
the effect of inducing larger outflows through uncontrolled channels,

It might be useful to add a few words on probably the most
important form of uncontrolled capital flow -- the shifts in leads
and lags already mentioned above., This avenue for flows might be
used by any business engaged in foreign trade. This would include
the multinational corporations, since they are dealing with non-
affiliated foreign customers as well as with their own affiliates,
where the OFDI regulations would have some effect.

The potential size of the flows involved is greatest when

it involves U.S. imports. At present U.S. imports amount to over .
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$4 billion per month, and are mainly invoiced in dollars. When
traders become convinced that there is a sizable risk of a
revaluation of other currencies against the dollar there is a
mutual interest on the part of the U.S. importer and the foreign
ekporter in effecting payment as soon as possible. The foreign
exporter will wish to receive advance payment to avoid any loss
on future dollér receipts, while the U.S. impdrter may wish to
protect himself against an increase in the dollar prices of imports,
or to accommodate the exporter. Consequently, in a few days or
weeks U.S. importers may order ahead and pay for imports they are
expecting over several following months. This shift in the timing
of payments could by itself potentially produce a flow involving
some multiple of $4 billion. For fhat part of U.S. imports paid
for in foreign currencies, foreign exporters would be indifferent
as to advance payment, but U.S. importers would wish to pay in
advance, Typically, in times of exchange market crisis, covering
of potential exchange risk in forward currency markets is likely
to be expensive and difficult to obtain,

On the side of U.S. exports, there is less scope for
sudden outflows of funds from the United States at times when a
devaluation of the dollar is feared. Fof exports denominated in
dollars -~ the usual case -- foreign importers will wish to delay

payment, while the U.S. exporter will have no special incentive to
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delay receipts. However, if U.S. exporters accommodate their
foreign customers by agreeing to delay receipts, the immediate
effect is only the amount of export proceeds that would otherwise
have been received. In a week, at cﬁrrent levels of exports,
such a delay could amount to $1 billion, if applied to nearly all
exports.

It is important to recognize that the shifts in leads
and lags described above do not represent outright speculation
against the dollar (such as switching into foreign currencies by
an American not normally doing any foreign business) but would be
characterized by the transactors as a form of risk aversion. Of

course, the disruptive effect is the same.
IV. Alternative Regulatory or Restraint Programs

From time to time there have been a number of suggestions
for replacing the present set of controls with a more uniform or
market-oriented system. Some of these suggestions are reviewed
here, primarily with regard to their ability during a crisis to
cover transactions not now subject to the existing programs and there-
by help prevent massive speculative outflows. The principal possi-
bilities (apart from actual exchange control) seem to be:

a, Application of a tax of the IET type to a much broader

range of transactions.
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b. Application of a reserve requirement to a broad
spectrum of foreign assets.

c. Shifting the VFCR program to a control over the net
foreign position of banks (rather than the present ceiling on the
gross amount of foreign assets outstanding).

d. Devising an auction system under which certain foreign
payments could be made bnly through the purchase of shares of an
over-all total of permissible payments.

e. With respect to foreign asseté in the United States,
variable incentives through reserve requirements or allowable
interest rates.

The most plausible of these measures for general application
would be a form of tax extended over a wide range of capital flows,
and perhaps over all of them. Such a plan has been intensively
studied with respect to direct investments, but for many technical
and other reasons (see Appendix A) an effective and administratively
feasible tax seems out of reach. There are also a number of more
general problems with a tax on capital outflows that raise serious,
if not fatal, doubts about its utility against speculative flows:

(i) To be a deterrent when a sizable capital gain was
expected in a short time a tax rate would have to be very high;
but such a rate, unless it could be varied with blinding speed and

foresight, would clearly interfere with normal transactions. Moreover,
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it would be extremely difficult to tax only certain types of
transactions; e.g., if export credit were exempt but holdings
of Euro-DM deposits were not, the tax would be helpless to prevent
evasion unless there were also a strict system of exchange control.

(ii) If a tax were applied to extensions of export credit
it would clearly damage the interests of U.S. exporters, and would
be inconsistent with the legislative action exempting such credits
from the VFCR.

(iii) If a tax were applied to each transfer from direct
investors to foreign affiliates, so as to cover shipments of
machinery and parts on credit as well as cash transfers, it would
be extremely severe and might only cause the affiliates to turn
to offshore sources of machinery and supplies, 1If applied only
to cash transfers to affiliates it would be ineffective, since
non-cash transfers could easily be substituted. Moreover, a tax
would have to be designed so as to apply also to undistributed
profits of the foreign affiliates.

(iv) A tax on capital outflows, collected at the time
the transaction takes place, assumes that a capital outflow can
be clearly identified. This would not be the case in crisis
situations, when thg person remitting funds abroad may be willing
to tell a bank or other withholding agent that the payment was
for goods or services received., 1t would probably fake a tight

exchange control rather than a tax to deter this kind of evasion,
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(v) A tax on capital outflows other than types covered
by the IET would require new legislative action,

The use of reserve requirements against increases in
foreign assets involves many of the same difficulties as the
tax proposal. As applied to corporations, it would be necessary
to have a rate high enough to deter speculation at times of crisis =--
which would then cut across the legitimate business needs of direct
investors and exporters. Moreover, the vast size and number of
U.S. business enterprises =-- very much larger than in Germany,
for instance =-- would require an extensive reporting and surveillance
system. It is clearly a great deal easier and more politically
acceptable to apply such a reserve requirement to funds borrowed
abroad, as is done in Germany, or by the Federal Reserve respecting
Euro-dollar borrowing by U.S. banks, than to apply the reserve
requirement against foreign assets. Even in the German case there
is an exemption for credits related to foreign trade, and a variety
of evasive techniques soon developed.

Apart from the possible application of reserve requirements
against banks' foreign assets, it would be difficult to stretch any
existing authority, such as the Trading with the Enemy Act, to cover
such a device as applied to persons or corporations.

Although auction systems have been proposed, they are

usually intended either to limit direct investment outflows (would-be
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investors would be allowed to export capital only on the basis of
chits they had purchased from either the Government or, perhaps,
exporters, in an auction market) or to restrain imports (importers
could only import if they had purchased chits derived from export
proceeds). Apart from the rather obvious deficiencies of these
devices for these specific purposes, they imply an exchange control
environment, since it would still be open to a trader or speculator
to shift funds through Banking channels unless presentation of a
chit was required for all transfers to foreign accounts,

Remodeling the VFCR by substituting the use of reserve
requirements, or the balancing of net foreign positions, deserves
consideration as a more permanent form of restraint to help establish
and maintain balance of payments equilibrium, but it is doubtful that
such a change would help in a crisis situation to deal with the kinds
of capital outflow that cause the greatest disturbance.

Finally, while measures providing market incentives or
deterrents for the placement of foreign funds in various types of
U.S. assets might have a useful role in overall management of the
balance of payments during 'normal" periods, there is no feasible
way to block foreigners from withﬂrawing assets they hold in the
United States when they wish to do so, The United Kingdom is a
striking example of a reserve currency center that had its most
acute problems at times of crisis because of withdrawals of funds

{ -~
by nonresidents.
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None of these alternative forms of regulation of capital
outflows seems to have much of a chance of shutting off the kinds
of outflow that develops in crisis periods, since they do not
effectively prevent placement of liquid funds abroad by individuals
or the stretching of payment terms on foreign transactions by those
regularly engaged in foreign transéctions. There seems to be no
remedy capable of reaching such transactions other than an extensive
exchange control system under which permits would be required for

virtually all foreign payments.
V. Consideration of Exchange Controls

The distinctive feature of an exchange control system
is that all private payments to foreigners, whether for goods or
services or capital outflows would be subject to Government
permit, Further, receipts for exports of goods or services,
or from investment income, would be registered to ensure prompt
repatriation, This system is not to be confused with the types
of controls now enforced by the OFDI and the Federal Reserve (VFCR),
In both these programs there is no surveillance over individual
transactions -- instead there are over-all ceilings within which
the direct investor, or the bank, can operate as its business
judgment dictates. (In practice, this has tended to mean continuing

to expand abroad, but substituting offshore financing for U.S. funds).
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An exchange control system, however, is designed to insure, for
instance, that exporters could not speculate against the currency

by leaving their export proceeds abroad, or importers speculate

by making advance payments for imports, 1In its more comprehensive
forms, there would also be limitations on the amount of currency

a traveler could take abroad, and specific permits required for,
e.g., payment of royalties to foreigners or for personal remittances.

To illustrate the elements of an exchange control system
as it might operate in the United States, the following steps could
be involved:

(i) All payments to foreigners by U.S. residents, perhaps
above some minimum, would be required to be effected through an
authorized bank. (Certain banks would be "authorized" so as to avoid
involving too large a number of banks in the paperwork required).
The purpose of the payment would be given, and the recipient
identified. Banks would maintain the necessary record keeping in
automated form so that information from all banks on each transactor
could be collated (see also Appendix B).

(ii) Designated banks would be generally authorized to
effect payments for goods and services, except that such payments
must stipulate that the goods or services would be delivered to the
transactor within, say, 30 days of payment, and documentary evidence

to that effect presented to the bank when delivery is received.
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Exceptions would have to be referred to a special Government
office (SGO), presumably established by the Treasury.

(iii) Payments to purchase foreign securities would be
authorized if the IET applies, or if the security is specifically
exempt from the IET; otherwise permission would be referred to
the SGO.

(iv) Payments to foreign affiliates would be authorized,
in addition to those covering imports, if the direct investor
stipulates that the payment is included in his reports to the OFDI
and is covered by his ceiling. (Copies of such documents would be
forwarded to the OFDI).

(v) All other payments to foreigners, above a minimum
amount, would not be authorized without clearance by the SGO.

Even in skeleton outline it is obvious that such controls
over outpayments would require a good deal of extra work by the
banks, and a large Government and private bureaucracy. One indication
of the paper work involved in checking on whether the rules on import

payments are being observed is the following data on import clearances:

Total import documents processed each month 250,000+
Valued at over $1 million each:

Number 200
Value : $675 million
Percent of monthly import value 15%

Valued at over $50,000 each:
Number 8,000
Value $2.5 billion
Percent of monthly import value 55%.
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In addition to the import documents actually processed
each month there are about 300,000 that cover shipments of $250 or
less which are merely sampled to derive an estimated overall value.
Under such a system banks would be required to match individual
transfers of funds against the proof of an import document, or a
comparable evidence of payment for services or income.

Ensuring that Americans who are receiving funds from
foreigners (from exports, interest and dividends, fees, etc.)
actually return those funds to the United States rather than
holding them abroad, is an even more difficult task, In this
case, the transactor does not need to take any positive action
with any U.S. financial institution to achieve his objective --
though he must take the chance that he will have difficulty when
he ultimately remits his foreign-source earnings.

One obvious possibility would be a requirement that each
exporter file each export document with an authorized bank, and
present that bank with proof that he received payment not more
than, say, 30 days from date of shipment. Again, some idea of the

wlume of transactions may be useful:

Total export documents processed each month 350,000+
Valued at over $100,000 per document
Number 3,500
Value $1.5 billion

“Percent of monthly export value 40%

Valued at over £0,000 per document
Number : 25,000 ;
Value $2.5 billionis
Percent of monthly export value 607%
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In addition to the export documents actually processed
there are about 200,000 per month covering small value shipments
that are only sampled to established an estimated overall value.

The volume of paperwork would be evidently very large
unless only shipments over a minimum size were covered. A simple
form of evasion would involve splitting shipments to get below the
minimum. The special difficulty with exports is that any such
exchange control program cannot help but be an additional deterrent
to potential American exports. Exporters wbuld have to take the extra
steps of validating each transaction with a bank, and adjusting
their payment terms. Many firms for whom export business is
marginal would probably give it up.

Even greater difficulties of enforcement would be encountered
it if were desired to force prompt repatriation of income from foreign
investments (apart from direct investments, where the OFDI might be
made more effective). 1In fact, the most likely procedure would be
in connection with the tax collection apparatus, but that would be
totally ineffective against delays of a few weeks or months in
effecting remittances.

While it is possible for those due to receive payments
from abroad to delay receipts, and thus speculate on a capital
gain, the amount of such potential remittances that would accrue

in a short time is less than would be involved in advance payments
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for imports. The total of exports (other than Government shipments)
and income receipts (apart from direct investment and U.S. Govern-
ment receipts) in a month is roughly $4 billion, so that while
cumulative delays in making remittances could have a very substantial
effect, the effect in a week or two of even total failure to remit
might not by itself exert decisive pressure at that time. This
might appear to be an argument in favor of stricter surveillance
over outpayments than on receipts from abroad. However, such an
unbalanced system would soon lead to a situation where importers
avoided controls by obtaining the foreign exchange they needed, at

a premium rate, from those with uncontrolled foreign-currency
earnings.

It is not difficult to envision the myriad forms of
evasion of exchange controls that would quickly emerge. Obvious
problems arise from exports of currency; this is the principal form
of evasion of the Italian exchange controls, amounting to over
$2 billion in 1969. Controls on receipts and payments connected
with merchandise transactions would lead to the use of false values --
exports underinvoiced so as to accumulate uncontrolled funds abroad,
and imports overinvoiced for the same purpose. Just as with the
existing control programs there would be pressures to exempt certain
countries or types of transactions, but this would open even greater
opportunities for evasion if it were done in an excﬁange control

environment., For instance, if Canada were exempt there would be
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enormous pressure for funds to move through Canada, aﬁd it is
highly unlikely that the Canadians would be willing to erect an
exchange control barrier to prevent it =-- especially when their
. exchange rate is floating.

In some cases of very severe exchange controls countries
have limited the freedom of nonresidents as well as residents to
move funds out of the country, or to acquire new assets. Even the
United States blocked certain foreign assets here in World War II,
and still blocks foreign assets of some Communist countries. This
point is raiseﬁJLeCfuée the potential for large disturbing flows of
funds rests in considerable part with decisions of foreigners about
their holdings of asséts in the United States. As shown in Table 3,
private foreigners had investments in the United States valued at
$69 billion at the end of 1971.

Even this summary consideration of exchange controls exposes
a formidable problem in terms of administrative difficulty. It
would also be necessary to explore much more carefully whether
authority to take these steps can be found in the Trading with the
Enemy Act, the Recordkeeping Act of 1970, or in some other statute.
Some measures would clearly require new legislation if they involved
new types of taxes. To adopt a control mechanism of this type
overnight without leaks being made to the public would be extremely

difficult.
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One of the problems with an exchange control system is
that to be operative in times of crisis it must also be operative
to some degree at other times. For reasons already presented, this
could not fail to result in inequities and differential impacts
on various types of normal commercial and financial transactions,
Damage to exporting interests probably could not be avoided.
Importers would certainly encounter difficulties, which would
probably lead to political problems with foreign countries, especially
if there were discriminatory aspects to the controls.

Even if it were possible to follow other countries in
designing controls that met the IMF rule that current account
payments should not be affected, such an action by the United States
would go a long way toward encouraging resort to exchange controls
as an acceptable way of dealing with "temporary" balance of payments

pressures,
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VI. Notes on Foreign Experience with Control Programs

In recent years the amplitude of the back-and forth move-
ment of liquid capital among industrial countries has increased
considerably and has at times threatened the stability of
exchange rates and the management of monetary policy. The growth
in these flows was permitted by a progressive liberalization of
restrictions on capital movements,.which began in the late 1950's.
The relaxation of these restrictions helped to accommodate the
financing requirements of rapidly expanding international trade and
investment. Contributing to the expansion of intermational capital
movements were innovations in the techniques of international
banking, which resulted in a closer linkage of national financial
markets as financial transfers across borders were handled with
increasing efficiency, and growth of multinational corporations.

The beneficial aspects of these developments are clear,
but with these benefits came also an increasing- disequilibrating
potential. In recent years the disturbing elements of these flows
halted the trend towards liberalization of capital controls and
led govermments to adopt a host of measures aimed at influencing the
volume and direction of international capital movements. Experience
with these meaéures-shows that they can aid in the achievement of
various policy goals, particularly in the case of domestic investment
targets, and also in assisting controlling domestic liquidity or in

smoothing temporary balance of payments difficulties. - However, at
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times when the underlying situation.was itself unstable, controls
have not been effective. An evaluation of the efficiency of
countries' experience with various instruments aimed at "controlling'" --
in the sense of "guiding" -~ capital flows depends entirely on what the
controls were intended to achieve. If the aim was to smooth temporary
fluctuations in situations which in themselves were not volatile,
they probably can be séid to have had a fair modicum of success.
If they were intended to prevent speculation when the market was
convinced of a more basic disequilibrium they were clearly not
adequate, as %undicated by the discussion of the experience of France
and the United Kingdom given in Appendix C.

In the Swedish case, for example, capital controls are used
as an auxiliary instrument to fiscal and monetary policy, primarily
in order to achieve certain domestic investment objectives. As such,
they have worked very well, but in times of instability in the inter-
national payments situation they have not been able to protect the
international reserve position of the Bank of Sweden -- nor were they

designed to do so.

Methods of control

A large variety of types of controls have been employed
at various times (for a listing of those applied by selected
individual countries as of June 1, 1971, see Appendix C). They can

subdivided into the following general categories:
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Direct measures

a) exchange controls

b) quantitative limitations on banks' foreign assets
and liabilities

c) controls on purchases and sales of domestic financial
and fixed assets by non-residents

Indirect measures

a) dual exchange markets instituting a special rate of
exchange for capital transactions
b) selective restrictions on interest payments or rates
at which interest is paid on non-resident financial
assets
c) special reserve requirements against banks' or non-
banks' foreign assets or liabilities
d) intervention in forward exchange markets or limitations
on use of forward cover
e) selective tax measures applying to treatment of foreign-
earned income or income accruing to non-residents.
Controls designed to achieve balance of payments or domestic
liquidity objectives have in one way or other led to increasingly
comprehensive exchange control mechanisms -~ if only for administrative
purposes in order to gain information needed for the enforcement.
This stems in part from the fact that, at times of stress, so-called
volatile capital movements spill over into transactions which are
normally considered to be of a more stable nature, i.e. commercial
transactions and transactions legally considered to be of a long-term
nature.
With respect to the substitutability of transactions in
bonds or stocks for those in short-term assets, it is clear that

countries which have maintained a special foreign exchange market for

all capital transactions, such as Belgium and France, have generally
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been more successful in moderating disturbing capital movements than
have countries using mainly monetary instruments. However, when
exchange rate differentials between the market for capital and that
for current account transactions widen appreciably, this type of
control also can be counterproductive in raising questions about the
feasibility of maintaining these differentials. The administrative
machinery necessary to achieve the separation of foreign exchange

markets for different types of transactions is illustrated in the

1/

quotation below.=

"In order to implement the separation of markets, authorized
banks keep separate accounts in free and official foreign exchange
for their customers, and maintain separate positions (both spot and
forward) in foreign currencies in the two markets. Under the re-
gulations, they are responsible for ascertaining the nature of
any receipt or payment, and this in turn determines whether they
have to buy for or sell from their own "official' or 'free' foreign
exchange holdings, or, as the case may be, debit or credit an 'official'
or 'free' account for the transferor or transferee. For nonresidents
the banks keep so-called 'financial' accounts in Belgian francs
which can be used only for transactions that may or must be made
through the free market. Every day the main banks submit to the
exchange control authority (the Belgium-Luxembourg Foreign Exchange
Institute -- IBLC) information on their transactions with foreign
countries, and every month all banks submit statements of their
assets and liabilities by market, of the accounts which they keep in
official and free exchange for residents, and of the 'financial
accounts' and other accounts in Belgian francs which they keep for
nonresidents, as well as of their transactions in each market,
classified by type of operation. This information enables the IBLC
to reconcile their transactions with changes in the accounts of
banks and thus helps to detect irregularities. In addition, IBLC
controllersperiodically visitbanks to supervise their procedures;
these controls are undertaken with increasing frequency in periods

1/ Ralph Wood, 'Dual Exchange Markets, Key Facts and Questions"
internal Federal Reserve Board paper dated April 14, 1971, Mr. Wood
quotes an internal IMF paper on the Belgian dual exchange market
system, DM/70/45 dated June 11, 1970.

e ¢
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when the discount on the Belgian franc in the free market tends to
widen. Finally, a direct check on import payments and on the sur-
render of export receipts is possible through the customs declaration
of which a copy is remitted to the IBLC."

This type of machinery, in principle, could also provide
the framework for controlling swings in financing arrangements for
commercial transactions. In times of doubt about exchange rate
stability, foreign transactors have hedged their foreign exchange
risks by either speeding up, or delaying, payﬁents on export and
import transactions. Shifts in these "leads and lags" associated
with the financing of commercial transactions have at times contributed
importantly to increases in the amplitude of the ebb and flow of
international capital movements. Table 4 illustrates, in the case
of France in the 1968 crisis,how important these shifts can be (captured
mainly in the errors and omissioné and the non-bank short-term
items). These flows occurred despite long experience with and the
tightening of that system when difficulties started. The British
experience in 1966-1967 before the devaluation of the £ sterling also

1/

illustrates this point.=

Table &4
France: Private Capital Flows (non-Franc area)
(In millions of U.S. dollars)

1965 1966 1967 1968 1969 1970

Private long-term 361 156 168 -681 394 423
Non-bank short-term =352 -223 -251 -1,384 ~284 957
Bank short-term -253 80 369 =501 565 450
Errors & omissions 173 93 -205 -260 172 341

Total -73 106 81 -2,826 847 « 2,471

Source: OECD

1/ For a description of the French and British control systems see
Appendix C.
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In recognition of how changes in payment methods for commercial
traﬁsactions can substantially affect financial flows, the Dutch
govermment has moved recently to curb this influence: financing
arrangements for periods longer than usual, as well as prepayments
for exports, now require Central bank approval.

Almost all the administrative burden required for the
controls discussed above devolves upon the banking system. Consequently,
efficacy of such measures is underiained when a substantial amount
of business is transacted outside the banking system, e.g., through
inter-company transfers.

The same problem arises in connection with attempts to
control capital movements by regulating foreign asset and liability
positions of the banking system. This type of regulation has
proved to be more palatable to many authorities than have more
stringent direct controls. However, possibilities for avoiding these
controls, for example by carrying out transactions without the use
of domestic banking facilities, are relatively ample, so that the
incentive does not have to be very great for loopholes to be
utilized. Consequently, these measures have generally led to more
direct and comprehensive types of controls. The German experience
is a recent and telling example. °

In moving to more comprehensive systems of controls,
countries generally have not made extensive use of selective

tax measures. The IET in the United States and the German [~
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withholding tax on interest on bonds held by non-residents are
examples of this type of measure. But there are no examples, to
our knowledge, of a wider application of variable ad valorem taxes

on foreign lending or borrowing.



Table 1

PRIVATE CAPITAL FLOWS: 1.S. and FOREIGN

(millions of dollars, seasonally adjusted, outflow

1)

July 23, 1972.

1968-70 : 1971 1972
1968 1969 1970 Average 1971 Qtr.1 Qtr.2 itr.3 Qtr.4 Qtr.1l Qtr.2
N
A, TOTAL PRIVATE CAPITAL: U.S. and FOREIGN +4,679 48,134 -7.868 41,648 -14,332 =4,304 ~-2,665 '3‘.317 -2,047 -1,456
B. U.S. PRIVATE CAPITAL -5,383 -5,424 -6,886 -5,898 29,781 -2,203 -1;954 -3,521 -2,104 -2,879
NONLIQUID -4,826 -5,586 -7,137 -5,850 #B8,710 -1,931 -2,049 , -2,966 -1,764 -2,186
LONG~-TERM - -4,297 -4,855 -5,753 -4,968 “5,348 =1,659 . =1.813 1,927 =949  -1,654
U.S. direct investments abroad -3,209 -3,254 -4,400 -3,621 =4,765 -1,290 -1,277 -1,410 -788 -994
U.S. purchases of foreign securities -1,226 ~-1,494 =942 -1,221 -909 =361 =372 =249 +73 -388
Changes in U.S. claims on foreigners '
reported by U.S. banks +358 +317 +175 +283 -565 +25 =153 -237 -200 -198
reported by U.S. nonbanks -220 =424 -586 =410 -109 -33 -11 =31 =34 =74
SHORT-TERM =529 -731 -1,384 -881 -2,362 -272 -236 -1,039 - =815 =532
Changes in U,S. claims on foreigners
reported by U.S. banks =44 -658 -1,023 =575 -1,807 -139 -91 -892 -685 =566
reported by U.S. nonbanks -485 =73 -361 -306 =555 -133 -145 -147 ~130 +34
LIQUID ; -558 +162 +252 -48 -1,072 -272 +95 =555 -340 -693
Changes in U.S. claims on foreigners
reported by U.S. banks -61 =209 =929 -123 =566 -94 +32 =392 -112 -518
reported by U.S. nonbanks -497 +371 +351 +75 -506 -178 +63 -163 -228 -175
C. FOREIGN PRIVATE CAPITAL +10,063 +13,558 -983 +7,546 -4,550 -2,101 -711 -1,796 +57 +1,423
NONLIQUID +6,254 44,896 45,257 45,469 +2,141 +475 +129 +200 +1,336 +895
LONG-TERM +5,495 44,805 44,355 44,885 +2,199 +737 +208 +4 41,209 +892
Foreign direct investment in U.S. +319 +832 +1,030 +727 ~67 +124 +1 =374 +181 =335
Foreign purchases of U.S. securities +4,389 43,112 42,190 43,230 +2,282 4559 +196 +606 4921 +1,066
Corporate stocks (+2,096) (+1,565) (+697) (+1,452) (+849) (+78) (=3) (+230) (+544) (+679)
New foreign issues by corporations (+2,129) (+1,029) (+822) (+1,326) (+1,161) (+317) (+263) (+225) (+356) (+309)
Other (+163) (+518) (+671) (+451) (+272) (+164) (-63) (+151) (+20) (+78)
Changes in U.S. liabilities to foreigners :
reported by U.S. banks +72 +160 +23 +85 -249 -152 -61 -71 +35 +204 |
reported by U.S. nonbanks +715 +701 41,112 +843 +233 +206 +72 ~117 +72 -43 \ ¢
SHORT-TERM \
Changes in U.S. liabilities to foreigners :
reported by U.S. nonbanks +759 +91 +902 +584 -58 -262 79 +156 +127 +3 ¢
LIQUID +3,809 48,662 -6,240 42,077 -6,691 -2,576 -840 -1,996 -1,279 +528
Changes in U,S. liabilities to:
Commercial banks abroad +3,387 49,166 -6,508 42,015 -6,908 -2,928 =892 =1,775 ~1;313 +438
International and regional institutions +48 -63 +181 +55 +682 +280 +198 +149 +55 +29
Other private foreigners 4375 -441 +87 +7 =465 +72 -146 -370 -21 +61
D. _ERRORS AND OMISSIONS =399 -2,470 -1,174 =-1,347 -10,927 =944 -2.586 =5,380 =-2,018 +480
Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, June 1972.

-f7€—
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Table 2
U.S. Official Settlements Balance, Total and

Distributed by Major Countries, Selected Periods 1971 and 1972

(In millions of dollars)

Major Countries i

July 24, 1972,

Official :
settlements Total of
Month - balance countries

. (deficit =) shown (inc.+)
1971- Jan. -874 1,270
Feb. -1,931 g 2,098
Mar, . =2,632 2,843
Apr. -2,349 2,229
May -5,320 4,857
June’ 1,204 -1,581
July -2,480 S
Aug. -8,759 8,498
Sept. -1,465 - o 1,759
Oet. -1,228 ;172
Nov.: . -=1,780 1,812
Dec. -2,874 2,616
1972 -Jan. © -868 694
Feb. -1,321 1,258
Mar. -1,071 909
Apr. ~267 -64
May 554 -731
June 2/ e/ -1,200 552

Week ending 2/

11971 -May 12 -4,270 4,579
Aug. 11 ; -2,018 1,006
18 -3,853 3,989
25 -1,486 1,883
Sept. 1 -1,184 1,224
1972 = June 28 -1,258 1,036
July 5 =340 : -219
12 -1,173 1,251
19 -3,188 3,038

United

Germany Japan Kingdom France Netherlands Switzerland Canada Belgium Italy
210 14 279 216 66 -4 16 204 269
750 190 601 52 . 125 181 49 78 72
1,059 823 474 86 151 8 74 34 134
790 266 683 69 =92 349 17 56 91
2,224 1,185 310 344 203 294 47 307 =57
-2,367 475 635 59 8, =257 -22 =25 -87
277 324 354 694 -8 -34 78 - 58 5
=310 4,373 252 741 280 2,045 264 577 276
247 1,180 463 =399 4 25 =12 -3 254
251 ¢ 576 589 -183 y -7 8 68 -€64 -66
139 616 919 195 T == -7 280 =37 -293
762 547 869 309 =15 -28 270 -65 =33
396 " 536 i 16 -18 8 -80- -6 -1 -157
766 411 -21 =4 95 -17 7 32 -31

78 430 97 =31 419 -96 71 66 =125

255 88 -590 33 59 =45 129 -- 7

2 =457 4 -3 =24 =253 135 -78 =57
-'1,096 =463 =225 446 =34 -200 173 -4 =237
2,207 842 113 242 312 674 37 150 2
-178 455 =539 189 296 212 213 335 3
51 1,054 ! 754 281 3 1,616 47 185 -2

3 1,748 -6 P -1 97 15 1 -1

-- 1,175 22 29 - 3 -2 -2 -1
1,013 =24 -163 118 1 -- 92 - -1
332 -36 -130 -9 . -10 1 <45 - =322
569 146 -10 231 193 105 6 3 3 -10
1,338 62 86 232 300 993 5 19 3

18

_gg-.

e/ Estimate.

1/ Includes increase or decrease (-) in foreign official
“loldings in the United States and increase (-) or decrease
in U.S. reserve assets., Data on official holdings for Jan.
1971 - May 1972 are total holdings and for June 1972 and weekly

neriods are holdings at F.R. Bank of N.Y. only.

in countries not listed,

2/ Difference between official settlements balance and total
of countries shown reflects mainly changes in official holdings at
commercial banks, for which country breakdown is not yet available
for June 1972 and not available for weekly pcnodﬁ, and changes
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Table 3 : ol M T

INTERNATIONAL INVESTMENT POSITION OF THE UNITED STATES

In billions of dollars

Item 1950 l 1960 l 1969 | 1970 l 1971¢

U.S. assets and investments abroad. . .............. 54.4 85.6 158.1 166.6 181.0
U.S: private investments. . .o i vis s soms savss sav 19.0 49.3 110.4 119.9 134.9
LONEEEr N, BOMBE . o (o0 o0 0 vonst s it o078 i e e ceaf 12.3 44.5 96.3 104.7  116.0
IDIrect InVESUMENtS sv v von e sionvs pus et Wi 11.8 1.9 71.0 78.1 86.0
FOFEITR SECUFItIES . v il vinio 46 v'o 5wk 60 e iw's feniecn 4.3 9.6 18.7 19.6 22.3
Banking claims and other..........ooovvivens 1.4 3.1 6.6 7.0 7.6
SRGEBLEP P AL o o oS wistle vt s areg d 1.5 4.8 141 152  18.9
Reported by botike . euiius s viinviveas cinve seis 2D 3.6 9T 10.8 13.4
KRR 3 wsaais -6 0wl a1 oo W SR R B e .6 1.2 4.4 4.4 5.8
US. Govt.credits and claims 2. .. .. covonnnasonans i1.} 16.9 30.7 32.2 34.0
U.S. mONetary reserve AssetS. cocoess s ssassvosasiss 24.3 19.4 17.0 14.5 12.1
MOnSIary gl ¢ vscoivasninedva s en st ymssad 22.8 17.8 iL.9 11.1 10.2
s M S N " TS e I S | 1.4 1.6 5.1 3.4 1.9
Foreign assets and investments in U.S.............. 17.6 40.9 90.8 91.5 122.5
U.S. liabilities to private foreigners.......oevevuns 12.9 28.2 71.4~ Fh.1 69.2
T R 8.7 19.0 42.5 48.5 53.3
Direct investments in U.S.: .5ecconvnsnsnemson " 3.4 6.9 11.8 13.2 13.4
LS. corporale Sectrities:  : o5 o snvss sanmp vevn 3.1 10.0 22.9 25.6 30.4
Corporate and other bonds. .. voovvvevvvan. o ¢ .6 4.8 6.9 8.6
Cotporate SIOCKS . «vvc v mnscicsnvisasisns sasa 2.9 9.3 18.1 18.7 21.8
Other long-term liabilities. . ...c.cveniveneranans 1.5 1.6 4.8 6.0 5.9
Short-term reported by nonbanks............. 2 .6 2.9 3.7 3.6
TR ot b i ko G o e OB ik o 4.2 9.1 28.9 22.6 15.9
‘To foreign banks (incl. U.S. bank branches). ... 2.1 4.8 23.6 12:1 10.3
A e S S A 2.1 4.3 5.3 5.9 5.6
U.S. liabilities to foreign official accounts.......... 4.7 127 19.5 26.4 33.2
Reserve liabilities 4.6 1.9 17.1 24.4 51.8
U.S. banks 2.4 4.0 8.5 6.5 7.4

L DENIS, GOWE s - onnin kot sA sl i 2:2 7.9 8.5 17.9  44.4
- Nonreserve liabilities of U.S. Govt.2. . ....ccvvuun ol .8 2.4 2.0 1.4

1 Other than U.S. monetary reserve assets.

2 Includes small amounts of liabilities to private foreigners.

€ Estimated. '

Nore.—Data for 1950, 1960, 1969, and 1970 are as published by the Bureau of Economic Analysis,
U.S. Dept. of Commerce; data for 1971 are cstimates based on capital flows as reported by the BEA
plus rough allowances for reinvested earnings, and changes in market valuations. The basis of valuation
is as follows: direct investments at book values as appearing, in principle, on the books of the affiliates
rather than the head offices; securities at market values; other assets and liabilities at stated values
in the accounts of banks and other debtors or creditors, For more detailed data see Survey of Current
Business, U.S. Dept. of Commerce, Oct. 1971. Details may not add to totals because of rounding.

This table only reflects assets or liabilities
for which some record or estimate is available; it

does not reflect assets or liabilities arising
from unrecorded capital flows,

.
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APPENDIX A

. Activities of Multinational Corporations

At times of international financial turmoil attention
tends to focus on the role of the large corporations which operate
various types of businesses in more than one country =-- multinational
corporations. At such times it is generally believed that the
‘multinationals are either initiators or at least major participants
because of their ample financial resources (including their ability
to borrow), their curfént and expected need for various foreign
currencies, their financial sophistication which leads them to
minimize any possible exchange losses, and to occasionally seek
a profit, and their complexity, which defies the ingenuity of
would-be controllers., Apart from their possible role in times of
crisis, multinationals are commonly subject to some degree of
control either because their capital outflows put a strain on the
balance of payments even in normal times (the basis for the U.S.
controls), or because they are regarded as threats to domestic
control over basic industries (as is the case in a great many
countries, both developed and less developed). In the context of
sudden shifts of mobile funds, therefore, it seems useful to
indicate briefly the specific problems of applying restraints to
these enterprises,

1) Scope of U.S. multinationéls

The magnitude of the operations of U.S. multinationals can

be indicated with a few key statistics:
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a) Their present book value is on the order of
$85 billion -- market value would be larger.

b) Total assets of the foreign affiliates are probably
twice as large as the parent company investment -- the difference
representing some minority foreign.equity interest but mainly derived
from long and short-term borrowing abroad.

c¢) Shipments to the foreign affiliates of these
corporations account for about one quarter of U.S. exports, and they
supply a substantial part of U.S. imports of materials, plus a lesser
share of U.S. imports of manufactures.

d) The U.S. share in the earnings of these controlled
foreign affiliates is now well over $9 billion; receipts entering
the U.S. balance of payments in 1971 as dividends, interest, branch
profits, royalties, and fees totaled $9.4 billion -- by far the
largest current receipt other than merchandise exports.

e) Capital outflows from the U.S. to the foreign
affiliates, after deducting the use of funds borrowed abroad, reached
$3.4 billion in 1971, about $1.0 billion more than in 1970,

2) Operation of present controls

The present control system operated by OFDI is based on
a recognition that there is a constant enormous flow of receipts
and payments between U.S. head offices and their foreign affiliates,

which are not readily or even meaningfully divisible into capital
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flows and payments and receipts connected with the flow of goods,
services, and income within the corporate structure. 1In practice
this flow of payments is largely reflected in a set of inter-
company and branch account balances, supplemented of course by

much less frequent changes in the ownership accounts carried as
stock ownership or long-term creditor interests. Moreover, a

large part of the increase in U.S. parent company investment each
year derives from retained foreign profits which do not appear as
capital flows in the U.S. balance of payments. Consequently, control
over these investments is maintained not by detailed records of
individual transactions but instead by limitations on the aggregate
annual amount by which the sum of net balances in intercompany
accounts, capital transfers in the form of purchases of stock or
bonds of the foreign affiliates, and retained earnings of foreign
affiliates are permitted to increase. In addition, direct investors
are subject to a limit on the amount of liquid funds they can hold
directly abroad, tied to their historical experience.

As is well known, the main effect of this system of controls
is to cause companiesthat wish to expand abroad at a rate faster
than their OFDI ceilings would allow to do so by borrowing abroad.
The amount of the ceiiings is computed either on a historical base,
or in relation to earnings of the foreign affiliates, and complex

provisions have emerged in an effort to differentiate among groups
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of foreign countries and to provide exemptions or special allowances
for certain problem situations -- for instance, the provision of
credit coveringexports from the U.S. parent to the foreign affiliates.

Although the OFDI and others have given the most serious
consideration to replacing the present quota system with a system
based on a tax, or some other market-oriented device, the very
multiplicity of the relations between the head offices and their
foreign affiliates, plus the need to cover foreign earnings (which
introduces great legislative problems) has frustrated such efforts.

It is not the purpose of this discussion to evaluate the
general effectiveness of this system of controls, but rather to
consider its effectiveness at times when the companies would have
a strong reason to move mobile funds from weaker into stronger
currencies. On the whole, the OFDI program is not likely to detect
or prevent such flows -- if in fact they are occurring.

Under the present system, reports to OFDI covering trans-
actions with foreign affilates (which could include large cash
flows) are rendered quarterly, but they are at least 3 months after
the eveﬁt,'and they reflect only end-of-quarter positions. It is
only considerably later that the reports are analyzed, and it is
notoriously easy in any case to reduce end-of-month positions by
short-term borrowing abroad. While this sounds like loose practice,

the only effective way to prevent large bulges in these intercompany
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accounts between reporting dates would be to introduce some form

of daily average balance reporting. Because these intercompany
accounts are the locus for all types of flows not only between the
parent companies and the foreign affiliates, but also in many cases
among the foreign affiliates, they are subject to a great many
seasonal and other irregularities beyond the control of the parent.
Consequently, daily average balancing would impose a most significant
additional reporting and management burden on the companies. Since
this is only one of a ﬁultiplicity of channels for moving funds,

it would seem to be unwise to exact such a cost for a highly dubious
benefit.

Apart from movements of funds through their affiliates,
multinationals hold liquid assets abroad in their own accounts ==
and, as noted above, they are limited in what they can hold at the
end of any month by the amount held on a monthly averaée basis in
1965-66.. Reports on these end-of-month amounts are sent to OFDI
on a quarterly basis, about six weeks after the end of a quarter,
Clearly this leaves room for sizable outflows between month ends,
and it would probably be possible to institute daily-average report-
ing for these assets. Here again, however, the question arises
whether this is worth doing if tHere remain other channels readily
available -- either to multinationals or persons not covered by any
controls., For instance, to require daily-average balancing for
directly-held liquid funds, but not to go to a similar system for

intercompany accounts (which would be infinitely more difficult)
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would not be effective, since cash funds could be invested abroad
via the foreign affiliates and the intercompany accounts,

As noted in the main body of this paper, the multinational
corporations are also probably responsible for a large part of the
flow that takes the form of shifts in leads and lags vis-a-vis
nonaffiliated foreigners -- which is not covered by OFDI regulations.
In the absence of a reporting procedure that would detect short-
term speculation, the OFDI has conducted telephone surveys and
does some regular spot-checking with major reporters. It is
“estimated that there are now about 3,500-4,000 direct investors
with about 25,000 foreign affiliates, About 400-500 of these
direct investors are large enocugh to be required to file quarterly
reports with OFDI. Present plans are to make further reductions in
reporting requirements for the smallest firms, Whethe; these
arrangements could succeed in detecting short-term positioning
by the companies is very doubtful, Indeed, it is extremely
~difficult to verify the accuracy of reports received from the
companies in any case.

3) Flowe emong foreign affiliates

Apart from their pectential for moving funds from the U.S,
at times of crisis, the multinationals can also exert prassure on
foreign currencies by arranging their foreign affiliates' asset
composition, For instance, a firm with an affiliate in the U.K.,

and an affiliate in Germany could arrange advances ¢f cash from the
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former to the latter, or, if the affiliates have a sizable volume
of bilateral dealings, the parent can shift funds through changes in
their current account payables and receivables. Moreover, the
multinationals can readily borrow Euro-dollars and switch them
into foreign currencies, perhaps more easily than can be done
by other market participants.

There has been no suggestion that the U.S. Government
should intervene in these offshore movements of funds -- other
countries have attempted to control them with varying success,
It would seem that any effort to dampen these flows, whether by
multinationals or others, would require a concerted effort on the
part of many countries, since discrepancieé in control arrangements
would merely shift the pressure from one country to anothe;.

4) Summary of considerations

It would be a major task to attempt to exercise control
over flows of mocbile funds originating with multinational corporations,
and it would be extremely difficult to do so without adding substantial
complications to their normal business procedures. The least difficult
part of such a tightening of surveillance would be a requirement for
" more effective reperting on liquid assets held abroad, but this would
be only & gesture if other channels for short-term flows are

available either to these companies or the general public,
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Appendix B

Activities and Role of Commercial Banks

1) Summary. The present control system probably operates
fairly well to restrain outflows of banking funds in periods of
stress, ahd could be made somewhat more effective if desired. However,
the exemption of export credit required by law leaves a sizable
potential avenue for such flows, and tightening up on banks alone
would not prevent speculation through other channels. To close all
potentially important channels would require some form of exchange
control.

In an exchange control regime, banks would probably be
called on for a major share of the surveillance burden. This might
very well impair their ability to conduct their regular domestic -
and foreign business.

2) Restraints on Capital Qutflows by Banks and Financial

Institutions. The VFCR program in effect since 1965 has been broadly

effective in restraining capital outflows by banks and other financial
institutions. It is a voluntary system, which could be made mandatory
if desired. However, the program has not prevented abnormal and
largely temporary outflows at times of great speculative pressure

(a) because thesekoutflows in lérge part result from foreign bénks
drawing against unused credit lines with U.S. banks, and the U.S.

banks cannot immediately adjust their positions by reducing other
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foreign assets, and (b) because compliance is only measured at
month-ends, although banks are requested to remain in compliance
throughout the month. Although since November 1971, the program
has not been applied to export financing, outflows under this
heading have not risen sharply. By and large, outflows from
nonbank financial institutions have not been substantial.

According to the VFCR reports, the largest increases in
foreign assets subject to VFCR restraint amounted to $600 million
in Mayl971 and $1.2 billion in August 1971. 1In both cases the
bulge was eliminated in a month or two. >Investigation into the
August increase showed that at least $0.5 billion represented
drawdowns on credit lines by Japanese banks. It is interesting
to note that banks did not report significant increases in short-
term foreign assets held by their customers in these crisis periods,
suggesting that if U.S. persons were adding to their liquid assets
abroad they were not holding them in custody at U.S. banks where they
could readily be identified if they were subject to control.

If it were considered desirable to institute a control
program that would minimize the possibility that large capital
outflows by U.S. banks would occur at any time during the month,
it would be necessary to establish the bank control program on a
daily (or daily average) basis -- as was done in the case of the
Board's Euro-dollar reserve requirements. In principle, that
could be done with the present technique of the VFCR but some

banks maintain that it would be very difficult, if not impossible.
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If this were done, and if the banks were required to
avoid overages or were subject to a sizable financial cost on
any overages, itvis likely that the costs charged by U.S. banks
on foreign credit lines would be set at levels that would prevent
surges of foreign drawings on these credit lines at times of
speculation. (The rates set by U{S. banks would have to be high
enough to induce foreign banks and other foreign customers to
obtain credits elsewhere -- e.g., in the Euro-dollar market.
While overnight rates in the Euro-dollar market have soared to
astronomical levels in periods of peak speculative activity
they have not remained at those levels for more than a day or
to. Consequently, it would probably be feasible for U.S. banks
to prevent very short-term use by foreigners of credit lines by
specifying that drawings be outstanding for a somewhat longer period.)
A major difficulty would arise if it were considered
necessary to prescribe the terms on which banks could make export
credits, For instance, if an effort were made to restrict extensions
of credit directly by U.S. exporters, or delays in normal collections
for exports, exporters might shift to the use of commercial bank
credit. To avoid enterference with normél business practice, while
at the same time limiting outflows, the controls would involve banks
in determing whether the terms they were asked to provide were

consistent with normal practice in the trade,
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However, the Federal Resefve is prevented by statute from
taking steps to limit banks' financing of U.S. exports, and
inauguration of such a control program would require substantial
amendment of the Export Expansion Financing Act of 1971. 1In the
absence of such action, one would expect that restrictions on the
ability of U.S., exporters to extend credits would merely result in
a shift of the financing to U.S. banks. Thus, barring legislative
action, potential credit outflows related to U.S. exports would be
likely to occur. At current levels of U.S. exports a potential
incremental outflow of $4-6 billion could take place over 2-3
months as a result of a one-time shift in terms of payment, It
should be noted that up to now banks have not reported major
increases in ekempt export credits.

On the whole, speculation or hedging operations by U.S.
banks would not appear to involve a substantial threat of outflows,
although banks may contribute to destabilizing developments by
engaging in forward exchange transactions that shift market rates
and thereby create profitable arbitrage opportunities for transactions
by others., So far as is known, U.,S. banks maintain relatively close
controls over the foreign exchange transactions of their head offices
and have stated limits on thé extent of poéitions in partiéular
currencies, A requirement that banks report daily on their home

office foreign exchange ledgers -- corresponding to the daily data
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required on their foreign credits =-- coupled with substantial
penalties for overages on these accounts, would probably be
adequate to ensure that banks did not generate large outflows.

Although legally the Board could probably apply similar
restraints on foreign branches of U.S. banks under the authority of
Regulation M, the extension of a control program extraterritorially
could involve extensive negotiations with foreign authorities.

Such a restraint on thé foreign branches of U.S. banks could only

be effective, if at all, as part of a general program (undertaken

by all countries) to regulate Euro-dollar market activity of all

banks. Pending a general agreement on the need for such a concerted
effort, and also on the techniques to be employed to make it effective,
it would be advisable to limit any U.S. program to the domestic offices
of U,S. banks, and to recognize explicitly that all major international
banks in the world conduct transactions in dollars thaf can affect
reserve inflows by foreign central banks. (It might be noted that

the activities of foreign branches of U.S. banks for their own
accounts do not appear to have been a principal factor in exchange

rate speculation during the past 2-1/2 years. Balance sheet data

show that for all foreign branches of U.S. banks, month-to-month

swings in the net foreign currency positions were $400 million or

less, except in October 1971, when the swing was about $600 million -~
this single shift represented about 1-1/2 percent of the total dollar

assets and about 3 percent of the total foreign currency assets of the
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branches. How much of the shift resulted from initiatives by the
branches and how much from customer initiative cannot be deter-
mined.)

In sum, it would be possible, but difficult, to prevent
large outflows through non-export bank credit and/or short-term
placements of funds by institution of a control program covering
the daily position of each U.S. bénk. It would require legislative
changes to develop a program covering bank export credits. Any
program would have to be extended to U.S. agencies and branches of
foreign banks to the extent tha they establish net foreign asset
positions (a concept that might have to be defined differently for
different groups to take account to their different modes of
operation). In principle, such a program would permit banks to
continue to finance trade and some customary non-trade transactions.
In practice there would doubtless be frequent administrative decisions
to be made concerning the appropriate terms for- financing of export
transactions that did not fit neatly into the rules, there would be
a significant increase in documentation required, and some adverse
effect on exports seems almost inevitable, Further, unless the Canadian
exemptionswere removed the efficiency of U,S. controls would depend to
a considerable extent on continued cooperation by the Canadian authorities,

It is important to note that limiting banks' financing of
exports or other transactions would be ineffective in crisis periods
if comparable financing by nonbanks continued unrestrained.

3) Use of Banks in Administration of Programs for Nonbanks.
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Any comprehensive U.S. exchange control program applied to nonbank
businesses and individuals could probably be successfully administered
only if part of the burden of administration were placed on the
banking system. Most countries that have employed extensive control
systems rely heavily on banks, and in the case of the United States
the enormous volume of transactions and numbers of transactors that
would be covered would make it essential to make use of the record-
keeping facilities of the U.S. banking system. Whether it would also
be advisable to assign to banks some responsibilities for ensuring
compliance by nonbanks is less certain.

Under the Financial Recordkeeping and Currency and Foreign
Transactions Reporting Act of 1970 (which came into effect on July 1,
1972) U.S. banks and other specified types of financial institutions
are required, inter alia, (a) to keep for five years records of all
transfers into or out of the United States involving more than $10,000,
and (b) to make reports to the U.S. Treasury of unusual currency trans-
actions involving amounts of more than $10,000., (The issue of whether
banks can make available the information to Government agencies is
currently being tested in the courts.)

Such information on financial transfers would be required
for effective administration of a comprehensive control program., But,
in addition, it would be necessary to identify the financial transfer
with the other elements of the transaction -- e.g., the payment for

imports, an "authorized” remittance, etc. -- which would have to be
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represented by pieces of paper authenticating the purpose of
the transfer. Of course, alternatives could be suggested, such
as a direct filing with a U.S. Government agency which would then
sample financial data reported by banks to see whether there were
records of financial transfers for which there were no authorizations.
This alternative might have the merit of reducing the amount of paper
work required of the banks, and thereby helping avoid an overloading
of the financial system that could cause disruptions in domestic
payments as well, However, it would almost certainly be ineffective
in catching speculative flows as they occur.

| It should be noted that shipments of currency would escape
such a control system., The Recordkeeping Act of 1970 does require
all persons to report shipments of currency in amounts in excess of
$5,000 and as well as requiring financial institutions to report all
unusual transactions of more than $10,000; but individuals or
businesses desiring to ship currency abroad could doubtless accumulate
substantial amounts in relatively small individual transactions. If
the export of currency became a significant problem, restrictions
could be placed upon the repatriation of currency from abroad, and
this would doubtless result in the development of a separate market
abroad for U.S. currency at a more depreciated rate than applied to QE
other transactions.

The use of "counterpart"” bank accounts could develop into

a significant avenue for evasion if controls here and abroad proliferate.
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Essentially a French business, for example, could set up a franc
account in its name, but to be used only to make payments on

behalf of a U,S. firm, and correspondingly the U.S. company would
set up a dollar account in a U.,S. bank from which it would draﬁ

on order of the French company. Such practices were characteristic
of the control period of the late 1940's in foreign countries; given
the enormous growth in number of companies with international
experience and the growth in their financial resources, the practice
could become much more extensive today. Whether that would occur
would depend upon whether U.S. and foreign companies believed that
they might be sufficiently disadvantaged by U.S. and foreign control

programs to warrant setting up such accounts,
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Main Forms of Capital Control Applied in Select‘,g? Industrial Countries PR
a3 of June 1, 1971 /2

Nether- Unitea Un

BLEU Canada Fraonce Germany Italy Japan lands Norwey Sweden Kingdom States

Exchenge controld/ X - X X X X X x X =

Direct controls (not exchange controls)y X - b4 X X X X X X £

Voluntary programs, guidelines, gentlemen's agreements : - X - - X X X X e <X x

Special foreign exchange market for scme or all capital transfers - - - - - - - s X -

Taxes on capital outflows ' - - - - - - - - - X

Taxes on capital inflows - - - - - - - - - %

Special taxes on income only from nonresident-owned capital 5 * - - 5 e - - - & - -

Certain outward direct investment subject to special exchange rate (x) - - - - - v - - 5 X ®

Outward direct investment recvtiricted - - - X - - X X - X X S 4 k2

Restrictions relaxed or intensified . - - . R - - R - - > ¢ 3 R

Certsin inward direct investment subject to special exchange rate (x) o = - - =~ - - - - -

Inward direct investment restrictedl_*j - - X - - X - : - - -

Restrictions relaxed or intensi ""=2d : - - R - - R - - - - -

Outward portfolio investment subject to special exchange rate X - X - - - - - - X -

OQutward portfolio investment restricted - - X - - X - 7 X X -

Restrictions relaxed or intensified - - - - - R - - - R -

Inward portfolio investmeat subject to special exchange rate X - - - “ - - - - - -

Inward portfolio investment restricted - - - - - X - 4 X -

Restrictions relaxed or intensified - - - - - R - - - - -

Residents free to issue securities abroad X - X - - - - - - X

Restrictions relaxed or intensified y - - R - R I - - - R -

Free sccess for nonresidents to domestic capital marketﬂ ‘ - X - X - - - - - - X

Such access tightly restricted - X - X X X X X X -

Restrictions relaxed or intensified . SAhpe . - - R - I R R - ~ - -

Long-term borrowing from nonresidents restricted - - X - 4 X % X X X -

Restrictions relaxed or intensified - - R - R & - R ) 4 R -

Long-tem lending to nonresidents restricted - - X - X X z X X X p

Restrictions relaxed or intensified . o - - R - - - R - - - R

Preferent &/ 3

eferential capital controls for associated monetary area - X X - - - - - X X

Preferential capital controls for EFTA countries - - - - - - - - - X -
Preferential capital controls for EEC countries i v X - X - X - X - - -

Personzl investment in real estate ebroad subject to speciel exchange rate X - - - - - - - r's -

Persoral investment in real estate abroad restricted . - - X - X X - b X b -

Restrictions relaxed or intensified - - - - - - - - I - -

BEoigraats' transfers restricted - - X - b X - X X X -

Restrictions relaxed or intensified - - - - - R - “ B - -

Export of domestic banknotes by travelers restricted - - X - X X - X X X -

J Restrictions relaxed or intensified - - 2 - 3 - "o - o4 R ¥

Import of domestic banknotes by travelers restricted - - - - » - - X X = i

+ i tensif - - - - - - - - - - -

SarTittions orﬁlgggpggnég‘ ‘{%é‘ ggeign banks relaxed or intensified - - R - I - - - I - -
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Main Forms of Capital Control Appliegl’}a /Selcct.ed Industrial Countiies
as of Jwe 1, 29712/ (concluded) &

Nether= 5 United

United

BLEU Canada France Cermany Italy Japan lands Norway 8Sweden Xingdom States

X

Export of gold by travelers restricted - - P B X X - X X
Inport of gnld by travelers restricted o - X . X X - X X -
Impcrt and export of gold at special exchange rate only (specified transactions) (x) - - - - - - - - -
Private persons free to hold damestically any amount of gold ccins X X X X - X X X X
Collection of export proceeds required X - X - X X X X X >
Surrcader of export proceeds required - - X - - X - X - X
Maxirmm period for collection and/or surrender prescribed X - X - X X - X - X
Collection/surrender requirements relaxed or intensified - - R - > - - - & R

Tionbank residents' forward cover restricted to permitted underlying transactions X - X s X X - X. X X
Nonbank residents entirely free to engage in forward transactions with nonresidents oF o 4k - g - - X - - -
All vorrewing and lending between residents and nonresidents subject to special ¢

or general permission ) X - X - X X X X X X
Some such borrowing end lending restricted or subject to guidelines X X X X X X X X X b 4
A1l individual borrowing and lending between 1csidents and nonresidents uncontrolled - X - X L - - - -
Sowe borrowing and lending between residents and nonresidents wncontrolled only through ¥

specinl exchange market X - - - - * - — - -
Nonresidents' access toc damestic bank credit restrictedZ/ X X X - X X X X X
Residents® access to foreign bank credit restricted X - X X X X X X X X
Nonresidents (Including banks) free to estahlish nonresident accsounts in domestic currency

ard withdraw balances in foreign currencyg X p ¢ X X ;1 X x X - X
Banks free to borrow foreign currency from ncaresidents X X - X X v X X b
Bar¥s free to lend to nonresideants foreign currency borrowed from nonresidents X X X x X X X X X X
Banks free to switch borrowed foreign currency into domestic currency (x) X - X X - b ;4 - -
Controls over banks' short-tem foreign assets oF liabilities (specified below) X X X - X X X X X X
Guidelines or voluntary program for banks' berxcwing fyom or lending to ponresidents - X - - X p 2 - X - -
Controls over foreign position of banks X - X - X X X X X

Controls relaxed or intensified R R R - K - R I ‘R

Reserve requirements against ban¥F °~ foreign lis™*lities - - X X - X - - X ~
Ceilings or otlierlimitations oa btanks foreign &.. .t position X - X - X X X X X X
Bankc' foreign assets included in de facto or de Jure ceiling on bank credit X - - - - - - X - X
Ceilings or other limitations on hanks' foreign liabilities X - - - X X X X ; -
Interest ceilings (or prohibition) ca banks' liabilities to nonresidents (x) - (x) (x) - 4 (x) - - -

0 R ] Mo

MK

]

g s e

AR

IS I A e

_],f—l‘arentbcscs indicate that substantive changes occurred in the period April l-June 1, 1971.

2/ tbere a relaxation (R) or inteasification (I) of any specific type of controi is shown, the modification relates to the pericd Jazuary 1, 1570 through April 1, 1971,
3/_ Other than controls or restrictions Imposed for security reasons.

E/ Excludes restrictions on ncnresidents® access to phiysical resources or strategic industries and those on foreign participation in financial institutions.
2/ ¥o allowance made for porolilficial quene systems. :

s
<
7/
8/

Also covers in Caneda preferantizl access for United Staces, und in United States preferential access for Canada.
Including access by nomresident~owned or scnresident-contrelled cospacies =stablished in the country concernad.

Accounts thal ray be froely creditold wilh domestic curneacy picceeds from (oo sale of convertible curreancies transferred (o tae country concerned snl that may be freely ceblted

for outwvand transfers in convertitle ecrrencies.
&/ Source: Internationazl Monetary Fund internal documesat SM/71/181 dated July 14, 1971.
. b .
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Cohtrol of Capital Transactions in France=

I. Trends in Capital Controls

" France presently maintains a system of exchange end other controls over
invard and outward capital transactions with &1 countries other than Monaco
and the operations aiccount countries.

The evolution of the French system of controls on capital over the last
decade displayed the following general tendencies.

Regarding the degree of restrictiveness of the system, the period
1960-6T was characterized by a virtually uninterrupted move toward liberal-
ization vhich culminated in the abolition of exchange control in the begin-~
ning of 1967. The major exceptions in this respect were certain measures

" teken in 1963 to discourage the inflow of short-term capital and the more
careful scrutiny applied in the mid-1960s to foreign applications for direct
investment in France. Following the abolition of exchange control in 1967
special controls were introduced, without prejudice to the convertibility
of the franc, over borrowing abroad by residents and over inward and outwerd
direct investment. Following the May 1968 crisis and the massive outflow
of capital, exchange control was reimposed in addition to the special con-
trol measures. There were several changes in the course of 1968 but the
system that eventually emerged in liovember of that year was more restrictive
then the one prevailing in the early 1960s, especially with regard to outwerd
capital transfers by residents. Controls over investments and borrowings
vere further tightened in 1969. After the devaludtion of the franc in
August 1969 the "security currency" (devises-titres) market, which was elim-
irated in 1962, was re-established. 1In 1970 and early 1971, there was =&
degree of relaxation especially with respect to direct investment and the
obligations related to the net foreign currency position of authorized beanks.
In May 1971, however, the French authcrities increased reserve requirements
for nonresident franc accounts and announced that it might be necessary in
the future to take other measures aiming to sten an inflow of foreign capital.

With respect to methods of control employed in the last decade, the
French authorities relied heavily on direct exchange control. In the short
interval 1967-68, durinz which exchange control was abolished, special con-
trols outside {he exchange system were introduced and since 1968 maintained
in addition tc the exchange contrel measures, which have again been restored

l/ A summary of the eyvnfnpe “controls of France including those affecting
banknotes and gold, is to be found in the ﬁnnue _Report on Exchange
Regtrichions.

Souvrce: Internatioconal Monetary Fund interunal document SM/71/181 dated
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- to their position in the over-all regulatory system. A noteworthy develop-
nent in the last three years has been the increased relience placed on direct
end indirect regulation of banking operations. Although such controls had
been relaxed in 1970, it is only in recent months that more emphasis has

been placed on them in order to curb undesirable effects of inward capital
movements.

As regards the scope of the reaulatory systen, the emphas;s, on balance,
was on outward capital movements especially in the early and late 1960s,
reflecting ‘over-a”1 French economic conditior 3 in those years. With respect
to inward transfe.s, foreign direct investment was made subject to closer
scrutiny during the mid-1960s in accordance with domestic planning targets.
Following the growth and developments in the Euro-currency market, emphasis

has been placed in more recent years on the control of short-term capital
inflow.

II. Methods of Control

As mentioned above capital movements between France and all countries
other than Monaco and the operations account countries are subject to exchange
control. Certain controls that are independent of the exchange control regu-
lations are maintained over inward and outward direct investment and over
borroving abroad; these de not apply to relations with the operations account

cowmtries or ldonaco, and since February ]9(1 to direct investments in and
from EEC countries.

Outward transfers of resident-owned capital generally are restricted;
the transfer abroad of nonresident-owned funds in France, including the sales
proceesds of capital assets is not restricted. However, the sale of foreign
securities in France by nonresidents is prohibited. Cepital receipts from
foreign countries are permitted, provided that'the foreign exchange proceeds
are surrendered. Capital assets abroad of residents ‘are not subject to
repatrlatlon but 1ncome from such assets is bubgect to renatrlatlon,

The current French system of controls cver various forms of capltal
transaciions is summarized beloq. ; :

i Direct investment

Both inward and outward direct investments are subject to exchange con-
trol which is more restrictively applied in the former case. French direct
investment abroad may be financed, within certain limits, by purchases on
the exchange market, and foreign direct investment in France must generally
be financed with an inflow of foreign exchange. In addition foreign direct
investments in France and French direct investment abroad, implying control
of & company require prior authorization by the Minister of Zconomy and
Finance, who in practice gives an answer within two months from receipt of.
the declaration. Analogous provisions apply to the liguidation of direct
French investments ebroad, but ligquidation of foreign investments in France
is subject only to a declaration made a E_~P sriori.
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Throushout thé period under review both invard and outwerd direct in-
vestments have been subject eluher to exchenge control or special controls
and since 1968 to both, :

2. Borrowing and lending abroad

Borrowing abroad by residents, with certain exceptions, is subject
to exchange control and requires, in addition, prior authorization by the
Minister of Ezonomy and Finance. In July 1970 the scope of exemptions fron
prior approval for borrowing sbroad was reduced. Lending abroad is subject
to exchange control aubhorization and is restricted.

Borroving end lending abroad by nonbanks was subject to exchange con-
trol of varying intensity in the years 1960-67, During the 1967-68 inter-
val vhen exchange control was abolished only borrowing abroad requlred
prior authorization by the authorities,

3. Portfolio investment

- French and foreign securities held in France by nonresidents can be
exported under certain conditions., The exportation for the account of
residents of French securities held in Prance is prohibited, Purcheses
of French or foreign securities abroad by residents- cannot be financed
with foreign currency acquired on the French exchange merket, but ere

 freely permitted through the "security currency” (devises-titres) market
(see }Jelow)° In addition to exchsnge control, foreign issues on the French
capital market are subject, with certain exceptions, to prior authorization
by the Minister of Economy and Finance, vhich has not been granted fre-
quently up to now, P '

4, The “security currency" market

French end foreign securities deposited by residents with an autho-
rized benk abroad may be sold ebroad, the proceeds from the sale being
so0id on the Security Currency Market ("Marché de lo devise titre"). This
market was re-established in August 1969 and gives rise to a special rate,
"Funds in the Security Currency Market are avallable for the purchase sbroad
of French end foreign securities.

A similar market existéd until 1962, when it was terminated foilowing
the permission for residents to buy on the exchange market in France the

foreign exchange required to purchase French end foreign securities on
stock exchanges abroed,

Bie The forward exchange market

Forward exchenge transections take place at freely negotiated rates,
i.e., without any official intervention in the market. Residents other
than banks may conclude forward exchange contracts for a maximum period. of
three months in respect of imports of specified commodities, but forward
sales cf forelgn currency are free, For most imported preoducts the term
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of the contract is generally one month. Authorized benks, which may also
act on behalf of banks established abread, are permitted to deel spot or
forward in the exchange market in France and, also, to deal with their
correspondents in foreign markets in all currencies subject to certain

limitations on their foreign exchange positions and on credits in francs
to nonresidents (see below).

In the early 1960s, the Paris forward market was limited to trans-
actions related to trade; financiel forward transactions were not per=-
mitted. Authorized banks, up to 1967, were not allowed to take an open
position either spot or forward; they acted only as intermedieries, and

- the total spot or forward sales of exchange by customers had to be covered

by total spot or forward purchases, respectively. These regulaticns were
gradually relaxed for nonbank residents, and by 1966 they could freely
conclude forward exchange contracts not exceeding one year in respect of
receipts and payments for any permitted current or capital transaction.

6. Regulations pertaining to authorized banks

The Bank of France has since 1968 mpused limits on the foreign ex-
chenge positions (positions de chanoe) 7 of the asutherized banks and on
their claims in francs on foreign countries. Banks are prohibited from
making, extending, or renewing loans in French francs: with the exception
of some particuler types of loans ("ergdit de courriszr," documentary credit
in favor of French exporters). In May 1971 it was announced that franc
sccounts of foreign banks were reclassified and would be treated as sight
deposits subject to the 9.25 per cent reserve requirement, For these de-
posits, which were previously classified as time dep051ts, there is a

6 percentage point increase in reserve requirements. t the same tlme,
the Bank of France was accorded the power to raise the obligatory reserve
requirement on nonresident deposits to 100 per cent and to restrict or to
gbolish the remuneration on such deposits. These developments indicate a
tendency to return to the more restrictive practices on inward capital
movements of earlier years., For example, from 1963 to 1966, French banke
were not permitted to pay interest on franc balances held by nonresidents.
Also between January 069 end July 1970 the net foreign currency positions
(pOSithﬂ» en devwses)_- were under control, with banks maintaining posi-
tions ebove certain limits required to make U.S. dollar deposits with the
Bank of France, Howaver, this set of controls is designed as a sefety
device which does not hinder current transactions and allows nonspecula-
tive capital flows to be effected under administration control.

1/ Total of each bank's own spot and forward positions in foreign cur-
rency vis-a-vis residents and nonresidents combined, excluding positions
of custonmers,

gj Spot assets and ll&b*lltles vis-a-vis nonresidents only.
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NOTE ON FRENCH DUAL EXCHANGE MARKET

The official market now includes merchandise export and
import ﬁransactions and all other current account transactions
except for iourism. Capital and tourism transactions are carried
out in the financial market, where the franc value is currently
about 5 prr cent above the franc val.e in the official market.

Originally, the official mérket included only merchandise
exports and imports and related expenses and '"current payments to
and from governments and specified public authorities." (Quote is
from IMF, SM/72/76 April 11, 1972, p. 15.) All invisibles except
for those just noted were transacted in the financial market.

The French justification fof initially including
practically all iﬁvisiblcs in the financial market was twofold:

'First, it was maintained that the authenticity of merchandise

trade transactions could be reasconably easily verified, but that
"there might ke a tendency for capital tramsacticns to be disgﬁised
as current invisibles“ 1iE invisibles were included in the official
market. (Ibid., b; 16.) Second, it was noted that the deficit on
invisibles just about offset the surplus on capital account, thereby
‘keeping the premium on the franc in the financial market relatively
small. It was held that if the premium got too high -~ i.e., as
Bigh as 10 perrcent -~ "the sepafation of markets would be difficult -

to maintain for long..." (Ibid.; p- 16.)
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The IMF, naturally, objected to invisibles being excluded
from the official market, as did French businessmen and financiers

‘who stood to gain from a lower priced franc. Thus, apparently bowing
to these pressures, the French authorities this spring transferred
transactions in all invisibles but tourism to the official market.

: The French authorities are believed not to have intervened in the
financial market. French officials, according to the IMF, found the
dual market "most useful in staving off unwanted capital inflows
and in providing some insulation for the domestic monetary system."

(Ibid., p. 16.)
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EXCHANGE CONTROLS IN THE UNITED KINGDOM

U.K. exchange controls in the post-war period derive
their authofity from the Exchange Control Act of 1947. The powers
contained in that Act are vested in the Tréasury, but controls

" have generally been administered by the Bank of England, acting

as agent for the Treasury.

The controls were quite restrictive in the immediate post-
war years, but were gradually eased in subsequent years. In 1958,
nonresident holdings of sterling became freely convertible, and the
United Kingdom formally aécepted the obligations of Article VIiI
of the IMF Agreement in February, 1961. Beginning in 1961, the
controls were again intensified. ; o

The discussion that follows deals with some of the con-
trols in force after 1961, and-trie§ to give some c;ude assessment
of their effectiveness.

Controls on outflows of long-term capitall/

In July 1961 restrictions were imposed on direct invest-
: i ; 2/ :
ment in countries outside the sterling area.—' New investment

qualified for official exchange only if it could be shown that it

r1/ Much of the description of these controls is taken from the Bank
of England Quartorlv Bulletin, September 1967.

2/ For purposes of U.K. exchange control, people (and their assets)

are classified according to the country in which they reside: a dis-
tinction is made between countries in the overseas sterling areas (0SA)and
the rest of the world "non-sterling area™ or (NSA). Until recently, there -
was no U.K. control over payments from the United Kingdom to 0SA residenis.
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would produce sufficient benefits to U.K. export earnings, and thus
'to the balance of pajments, within t&o or three years. Companies
which céuld‘not meet this criterion, and could not borrow abroad in
foreign cu;rency, were thereby precluded from investing. This
caused difficulties for some companies, especially those which needed
additiona financing for existing investments. From May 1962, there-
fore, companies whose investment could not qualify for foreign
currency at the official exchange rate were allowed to buy the cur-
" rency in the investment currency market (at a premium theﬁ of ébout

3 per cent).é/

This was the first time that the investment currency
market was allowed to be used for other than portfolic investment.

- In 1965 further restrictions were imposed on direct invest-
ment outside the sterling area. In April the criteria for obtaining
official exchange were made more stringent, in that a commensurate
return was not only required in the short run but must coatinue
thereaftgr. As of July foreign currency could no longer be acquired
at the official rate even if the investment met the new criteria --
all direct investﬁent had to be financed either with investment
currency or by borrowing foreign Qurréncy,abroadL In May 1966 the

rules were tightened still further: the use of investment currency

for direct investment was reserved for projects which met the

3/ Prior to May 1962, a distinction was made between dollar securities
(both U.S. and Canadian), on the one hand, the proceeds from the sale
of which could be used to purchase any non-sterling security, and non-
dollar foreign securities, on the other, which could be switched qnly
into other non-dollar securities. When switching from non-dollar into
dollar securities was generally permitted, in May 1962, the two cur-
rency pools merged into the one "investment currency market.'" Residents

could then switch freely from one currency security to another; pro-
vided it was quoted.
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criteria, so all other investment had to be financed from foreign
currency borrowing. - i
In April and July 1965, the right of U.K. residents to
sell the proceeds of certaiﬁ capital items, such as legacies and
‘gifts, in the investment currency market -- and to obtain the
: premium in that mérket -~ was witﬁdrawn. The proceeds had to be
sbld instead at the>officia1 rate of exchange, thus increasing
official reserves rather than the pool of investment currency.
For a similar reason, also from April 1965, 25 per cent of the pro-
ceeds frbm all sales of foreign currency securities including sales
abroad for the purpose of switching investments, had to be sold
in the.official exchange market. At the same time,kU.k; residents
ﬁere no longer allowed to buy property outtide the sterling area
for private use with investment currency (which had been permissible
since April 1964). TInstead, tﬁey were required either to buy the
property for sterling from another resident or to purchase foreign
currency in the "property currency" market at the current premium.ﬁ/
There Qas, finally, a voluntary program introduced in May
1966. U.K. companies with plans to invest in any of the four main
ceveloped countries of the sterling areaél were asked to postpone
-iﬁvestment which did not sétisfy the criteria for investment outside

the sterling area. If that was not practiéable, t<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>