NBER WORKING PAPER SERIES

TRENDS IN U.S. INTERNATIONAL TRADE
AND INVESTMENT SINCE WORLD WAR II

William H. Branson

Working Paper No. 469

NATIONAL BUREAU OF ECONOMIC RESEARCH
1050 Massachusetts Avenue
Cambridge MA 02138

April 1980

This paper was prepared for the NBER Conference on Postwar
Changes in the American Economy, held in January, 1980. I
would like to thank Jacques Artus of the IMF, Christopher
Bach and Howard Murod of the U.S. Department of Commerce,
and Arthur Nees of the U.S. Department of Labor for pro-
viding data and ordering on its interpretation. Thanks
also to Howard Kaufold and Igbal Zaidi for invaluable
research assistance, and Joyce Mix for typing and
organizing. The research reported here is part of the
NBER's research program in International Economics. Any
opinions expressed are those of the author and not those
of the National Bureau of Economic Research.




NBER Working Paper 469
April, 1980

Trends in U.S. International Trade and Investment Since WW II

ABSTRACT

At the end of World War II the U.S. was by far the dominant industrial
economy in the world. With industrial capacity largely destroyed in Europe
and Japan, the U.S. produced more than 60 percent of the world's output of
manufactures in the late 1940s. As a result, in the immediate post-war years,
the pattern of U.S. trade was distorted by a relative strength in manufacturing
that was transitory. By the 1970s, trade patterns reflecting underlying com-—
parative advantage had been restored. The U.S. international investment
position just after World War II was uminiscule. While the U.S. was very open
to trade at that point, there was little international ownership of assets.

The U.S. long-term foreign asset and liability positions have both grown
steadily at about 10 percent per year since 1950. This has resulted in an in-
ternationalization of investment over the same period in which the U.S. lost
its dominant position in trade.

This paper lays out and analyzes the data on the trends in U.S. international:
trade and investment since World War II. It shows the shrinking U.S. fraction
of manufacturing output and exports, a return to and strengthening of lines
of comparative advantage, and balanced and rapid growth in long-term investment.
Also seen is an increasing volatility of trade and long-term investment in the
1970s, along with a real depreciation of 25 percent in the weighted U.S.
exchange rate.

The major theme of this paper is the restoration of a kind of economic
balance to the world picture after the distortions of World War II. The
transitory U.S. dominance of trade has disappeared, while international invest-
ment has thickened the connections of the U.S. to the world economy. Thus
from a position of dominance, the U.S. has become much more one of roughly
equal centers in an interconnected world economy.
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. 1

TRENDS IN U.S. INTERNATIONAL TRADE AND INVESTMENT SINCE WW II

1. Introduction and Summary

At the end of World War II the U.S. was by far the dominant industrial
economy in the world. With industrial capacity largely destroyed in Europe
and Japan, the U.S. produced more than 60 percent of the world's output of
manufactures in the late 1940s. As a result, the U.S. was a net exporter
of manufactured goods of all kinds; historically the U.S. was a net importer
of consumer goods, but in 1947 there was a net export surplus of $1 billion
in that category. Thus in the immediate post-war years, the pattern of U.S.
trade was distorted by a relative strength in manufacturing that was transi-
tory. The recovery of the European and Japanese economies in the 1950s and
1960s, and the growth of manufacturing capacity in the developing countries
in the 1960s and 1970; inevitably reduced the U.S. share of world output,
and of world exports. The evolution of U.S. trade patterns since World
War II has been strongly influenced by these initial post-war conditionms.

. By the 1970s, trade patterns reflecting underlying comparative advantage
shad been restored, and the U.S. waé once again an importer of consumer goods.

The U.S. international investment position just after World War II was
- miniscule. In 1950, U.S. private long-term assets abroad totalled $17.5
billion; foreign investment in the U.S. Vas’$é billion. Thus while the U.S.
was very open to trade at that'poinf, there was little international owner-
ship of assets. The U.S. long-term foreign asset and liability positions
have both grown steadily at about 10 percent per year since 1950.. This has
resulted in an.internationalization of investment over the same period in
which the U.S. lost its dominant position in trade.

In this paper we lay out and analyze the data on the trends in U.S.

international trade and investment since World War II. We see the shrinking
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There we see that U.S. investment abroad_ha; been increasingly directed
.toward Europe, whose share of total U.S. direct investment rose from

15 percent in 1950 to over 40 percent in 1977. To a large extent, direct
investment has gone to the industrial economies, rather than to the
developing countries. Foreign investment in the U.S.Ahas been mainly

European throughout, with a Ehare of 66 percent in the 1950s and the 1970s.

Developments in the balance of payments, reserves, and exchange rates
afe discussed in section V. There we see the trend from surplus to deficit
in the U.S. basic balance (current account plus long-term capital), and the
marked increase in.the volaeility of the basic balance (as measured by time
series variance) from the 1960s to the 1970s. This increase in volatility
has raised significantly the size of variation in reserves that would be
needed to fix exchange rates. The regult has been more movement in reserves
with "floating" rates in the 1970s than with "fixed" rates in the 1960s.

It is difficult to summarize briefly the impression created by this in-
tensive review of the éata, but perhaps it is worth a try. At the end of
World War II the U.S. dominated an industrial world that was tied together
economically mainly by trade. This was clearly a temporafy position, at
least in hindsight. Gradually, over 35 years, the other industrial coun-
 tries have caught up with the U.S., restoring a kind of economic balance
to the world picture. At the same ;ime, i;ternational investment has thick-
ened the connections of the U.S% to the wofld econoﬁy. My impression is
that from a position of dominance, the U.S. has become much more one of

several'roughly equal centers, with increasingly tight economic intercon-

nections among them.
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of world exports of manufactures has fallen‘from-29z in 1953 to 17% in 1963
and 13% in 1976. The weighted real exc?ange rate of the U.S. (in index
terms, 1975 = 100) has depreciated from around 83 in 1961 to 106 in 1978.
The U.S. ecoﬁomy is now part of a world of nearly symmetric interdependence.

In this section of the paper we present data describing and summariz-
ing the change in the U.S. position in the world economy since_World War II.
First ‘'we look at comparative trends in producgion, then at competitiveness
and trade, and finally at exchange rates. These data set the framework

for subsequent analysis of trends in U.S. international transactions.

A. Measures.of Trends in Qutput
1. Real GDP

U.S. real GDP has grown more slowly along trend than that of the other
major industrial countries since World War II. 1In Table 1 we show index
numbers for reél GDP for seven major countries: U.S., Canada, Japan, France,
V. Germany; Italy, and the U.K. The data are indexed to 1967 = 100. Among
these countries, only the U.K. had a slower growth rate to 1967 (277 per
year vs. 3.5Z). This is also true of the period since 1967, where the U.S.

growth rate has been 2.3% per year.

2. Real GDP per Capita and per Worker

4

More interesting than aggregate real GDP data are real GDP per capita
and per worker. These summarize both income per cépita and productivity
trends in terms of domestic prices and_over the entire economy.

In Table 2 we show index numbers for GDP per capita in the same set
of industrial countries, and in Table 3 the 5-year average growth rates are
given. In terms of per capita GDP, the U.S. growth rate 15 slightly lower

than that of the U.K., and much lower than the other major countries. The
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growth rate summary in Table 3 shows a gengyal deceleration of growth in the
industrial world, throughout the period 1950-78, with the U.S. growth rate
consistently slower than the others. -

.Tables 4 and 5 show 1ndéx numbers and the growth rate summary for real
GDP per employed worker, coming closer to a home-currency produgtivity
measure. The U.S. growth rate in these terms is relatively slower than in
terms of GDP per capita. Over the entire period 1950-78, the U.S. growth

rate was 1.7Z per year; thé next slowest was the U.K. with 2.27%.

3. Manufacturing Output per Hour

More precise estimates of trends in productivity are given in Tables
6 and 7, for output pe; hour in manufacturing. ‘Since manufactures are an
important component of tradeable goods, this brings us closer to fundamental
movements in relative competitiveness, as well. In Table 6 we see that the
U.S. and U.K. trends in manufacturing productivity have been about the same
- over the entire period; the U.S. growth rate for 1950-78 is 2.4%Z per year,
for the U.K. it is 2.5Z. Botﬁ are well below the trends in the other coun-
tries. Table 7 shows the general deceleration in productivity .growth; the
~U.S. is consistently low.

Tables 1 through 7 document the fact that u.s. growth in output and
productivity in manufacturing since 1950 has been slower than that of the
.6ther major industrial countries. This is the casg.even before adjustment
for the major movements in excﬁ%nge rates and the terms of trade in the
1970s. It has permitted a convergence toward the U.S. level of productivity
by the.iate 1970s. The data imply a decline in the U.S. share of world out-

put as. the others catch up in productivity terms.
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Table 5: Average Annual Growth Rate of Real GDP Per Emﬁloyed Worker (%)

COUNTRY | 1950-55  1955-60  1960-65  1965-70  1970-75  1975-78
U.s. 2.61 1.42 2.98 0.97 1.04 1.52
Canada 3.40 1.81 2.83 1.79 1.76 1.58
Japan 6.41 6.19 8.30 9.91 4.36 4.47
France 3.98 4.75 5.16 4.36 3.61 3.05
Germany 6.36 4.53 4.23 4.50 3.01 3.97
Italy 4.96  4.00 5.94 6.18 2.16 2.77
U.K. 2.14 2.05 2.33 2.88 1.74 2.48
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Table 7: Average Annual Growth Rate of Output per Hour in Manufacturing

COUNTRY 1950-55 1955-60 1960-65 1965-70 1970-75 1975-78

u.s. 2.62 1.26 4.40 1.22 2.46 2.89
Canada 4.12 3.39 4.43 4.04 3.01 4.42
Japan 10.31 7.8 8.16 12.33 3.51 7.05
France 4.21 4.74 5.06 6.29 4.36 5.96
Germany 5.86 . 6.09 582 4.94 5.30 4.91
Italy 6.65 4.53 7.38 6.37 4.56 4.06

U.K. 1.36 2.81 3.67 3.25 2.65 1.16
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Table 8: Shares of Total Manufacturing butput in Ten Industrial Countries,

11950-77
Share of Total, % _

COUNTRIES 1950 1955 1960 1965 1970 1975 1977
U.s. ' 61.9 58.1 50.5 50.1 43.6 42.5 44.0
Canada 3.5 3.4 3.3 3.5 . 3.4 3.7 3.6
Japan 2.1 3.5 . 6.3 8.0 13.1 13.2 13.4
Denmark 0.7 0.5 0.6 0.6 0.7 0.7 0.7
France 7.6 7.1 8.1 8.1 8.9 9.8 9.6
Germany 1o.i 14.1 17.2 16.7 . 17.2 16.5 16.0
Italy 1 2.2 2.5 3.1 3.1 3.7 4.3 4.3
Netherlands | 1.8 1.9 2.2 2.1 2.3 2.3 2.2
Sweden 2.0 1.7 1.9 1.9 1.9 2.0 1.6
U.K. 8.2 7.2 6.9 5.9 5.3 4.9 4.5

SOURCE: Department of Labor



Table 9:  Geographical distribution of world industrial production?
- Percentages and index numbers

1963 1970 1973 1974 1978 1576 1577
United States 40.25 36.90 36.59 36.30 34.97 35.42 36.90
Japan 5.48 9.28 9.74 9.28 8.88 9.06 9.14
Germany 9.69 9.84 9.19 8.95 8.98 8.97 8.85
France 6.30 6.30 6.25 6.35 6.25 6.25 5.15
United Kingdom 6.46 5.26 4.78 4.61 4.67 4.29 4.16
Taly 3.4 3.49 3.9 343 3.28 3.41 KR X)
Canada 3.0t 3.0l 3.08 3.16 317 3.08 3.08
Spain ' 0.88 1.18 1.37 1.48 1.47 1.43 1.56
Portugal 0.23 0.27 0.30 0.31 0.31 0.30 0.32
Greece 0.19 0.25 0.30 0.30 0.33 0.33 0.33
Yugoslavia : 1.14 1.25 1.31 1.43 1.60 1.53 1.62
Brazil 1.57 1.73 2.10 2.25 247 249 .-
Mexico : 1.04 1.27 1.30 1.38 1.54 1.44 145
Hong Kong 0.08 0.15 0.18 0.17 0.17 0.21 ..
“ Korea . 0.11 0.22 0.32 0.41 0.51 0.63 0.69
Taiwan 0.11 0.23 0.34 . 0.33 0.37 0.42 0.46
Singapore 0.05 0.06 0.08 0.08 0.09 0.09 0.10
Botal "Gang of 4" 0.35 0.66 0.92 0.99 1.14 1.35
Total of 10 NICs above 5.40 6.61 71.60 8.14 8.86 8.87 (9.28) -
Other developed countries® 10.99 ] 9.72 9.83 9.73 10.58 9.90 9.29
- Other developing countries 8.98 9.59 9.65 10.05 10.36 10.75 9.30
of which: India 121 1.1 1.03 1.04 .15 1.17 1.19
Argentina 0.94 1.07 1.09 1.14 1.18 1.06 1.0¢
Worlde . 100.0 100.0 100.0 100.0 100.0 100.0 100.0
World (1970 = 100) 65.0 100.0 121.0 122.0 115.0 . 1250 123.0

#) Eacluding the Eastero bloc. Figures for 1970 represent value added, those for other years are based oa industrial production indices.
&) All other QECD counteaes pluy South Africa and Israef.
Sowrce: The Growth of World industry, 303 Monthly Bulletin of Siatistics, United Nations:; IMF. Statistics; Sccretariat estimates.

SOURCE: OECD
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Table 12: 1Index of U.S. Weighted Relative
Unit Labor Cost, 1975=100

RELATIVE COST

TEAR INDEX
1961 152.6

| 1962 ' 151.8
1963 151.0
1964 151.2
1965 . 148.1
1966 147.5
1967 , 148.1
~1968 - 151.4
1969 . 151.2
1970 144.8
1971 | 137.0
1972 123.9
1973 110.1
1974 105.8
1975 100.0
1976 ©105.1
1977 . 104.2 .
1978 ) 96.5

SOURCE:" International Monetary Fund



Distribution of Exports

Table 13

 of Manufactures (SITC 5-8)

L)

1971

1974

1976

1953 1956 1959 1962 1965 ' 1968
Total '
(million §)  |37,738 | 51,721 61,400 | 79,330 {109,730 150,070 226,670 |483,070 |585,260
Country % of Total
Developed 88.0 | 83.5 | 82.1 | 81.6 | 82.0 83.1 | 83.9 | 83.7 83.1
- woes?/ 7.0 | 6.6 5.3 5.3 | 5.8 5.8 | 5.5 7.8 8.0
cres®/ s.o| 9.9 | 12.6 | 13.1| 12.1 11.0 | 10.4 8.4 8.9
.Developed
W.Europe 49.0 | 50.1 | 53.7 S4.4 | S4.7 53.0 | 54.7 | 54.9 54.0
EEC - - 31.9 | 33.5 | 34.4 | 34.4 | 35.8 | #44.9 44.0
EFTA - - 20.3 | 19.2 | 18.4 17.2 | 17.2 | *8.2 8.0
Germany 9.7 | 12.2 | 15.6 | 14.8 | 15.4 14.8 | 15.4 | 16.3 15.5
u.s. 20.4 | 23.0 | 18.7 | 17.6 | 15.8 15.8 | 13.4 | 13.2 13.2
Canada 5.0 4.3 3.9 3.5 3.7 4.9 4.6 3.4 3.5.
Japan 2.8 | 4.2 4.9 5.5 1 7. 8.1 | 10.0 | 10.9 10.9
Other 1.9 2.0 1.2 0.6 0.8 1.4 1.3 1.4 1.5
LDC
Africa®/ 1.6 | 1.4 1.3 1.2 | 1.3 1.3 | 0.9 0.9 0.6
Lat.Aner. 1.6 | 1.6 1.2 1.1 | 1.2 1.6 | 1.4 1.9 1.6
. M.East 0.3 | 0.4 0.4 0.3 | 0.4 0.2 | 0.2 0.5 0.4
as1a>/ 3.5 | 3.2 2.6 | 26| 2.8 2.7 | 2.9 4.5 5.4
nics®/ 0.9 0.9 0.8 0.9 | 1.2 1.5 | 1.8 | 2.4 3.0

l/Developed Market Economies:

2/

éjExcludes S. Africa & Rhodesia

South Africa
="All countries excluding Developed & CPEs

élEast Europe, U.S.S.R., PRC, Mongolia, N. Korea, N. Vietnam

é/Excludes Developed countries & CPEs

U.S., Canada, Japan, West Europe, Australia, N. Zealand, &

6
—/Republic of Korea, Hong Kong, Singapore (Data for Taiwan was not available for the entire

period)
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growth could be attribﬁted to rapid' growth pf the ‘West European economies,

but it should be noted that the rest of Western Europe's market share declined
during the period, while Germany's increased by almost 6% (60%Z of the 1953
charé). Clearly Gérmany was increasing its position'in the European market

and capturing a larger share of non-European markets. Japan's share increased
by 2.1% (75% of the 1953 share), beginning a trend which continued until 1974.
Three of the LDC regions lost market shares while the Middle East's remained
unchanged.

Table 14 displays the growth rates of real exports for 1953-76. The de-
flator used is the export price index for all manufactures. Therefore, the
deflated values include changes in the relative price of a region's manufactures
as well as volume growth. During the 1953-1959 period U.S. export growth was
mil and the LDCs and Canada also had very slow growth.

1959-1971. During the 1960s the U.S. lost market share at a slower pace.
Germany and the CPEs stopped penetrating markets as the lead passed to Japan
énd the other members of the Common Market. Japan doubled its share from 5% to
10% of the world market. 'The non-German EEC countries gained 47% of the market.
Canada's growth was due entirely to the rabid increase in machinery and transport
'equipment during 1965 to 1971. Examination of bilateral flows reveals that this
is due mainly to the effects of the 1965 Auto Agreement between Canada and the
u.s. -

An interesting pattern developéd among the LDCs during this period. Overall
they gained only 0.2% of the world market. The Middle East and Africa lost, Latin
America gained slightly; non-NIC Asia lost; but the NICs more than doubled their
market share.

1971-1976. During the final five years the U.S. share remained constant at



_ Table 15
Distribut;on of Experts

of Chemicals (SITC 5) S

1971

1953 1956 1959 1962 1965 1968 1974 1976
% of World Man{  9.3%z1 10.1] 10.9 10.7 11.1 11.3 10.7 | 13.3 11.7
Total (million| 3,518| 5,198 6,668 | 8,460 | 12,220 | 16,970 | 24,210 | 64,110 |68,440
$)
Country X of Total
Developed. 87.8 87.8| 87.3 86.2 86.9 88.5 88.8 | 88.2 88.2
LDCs 7.8 4.7 3.9 4.1 4.2 3.7 3.9 5.8 5.3
. CPEs 4.4 7.5 8.8 9.7 8.9 7.8 7.3 6.0 6.5
GPEC - - - - - - 0.3 0.9 0.9
Developed _
W. Europe 55.7 54.8| s6.8 57.7 59.2 60.3 62.5 | 64.7 . 64.0
*
EEC - - 35.4 36.9 38.8 41.2 42.7 | T55.2 54.6
EFTA - - 20.7 20.0 18.9 17.6 18.3 | * 7.9 8.0
Germany 13.6 15.0] 16.6 17.1 17.0 18.4 18.7 | 18.9 18.3
v.s. 23.8 26.5| 22.8 22.2 19.6 19.4 15.9 | 13.8 14.6
Canada 4.9 5.1 3.7 2.4 2.4 2.4 2.4 1.7 2.1,
Japan 1.8 2.0 2.5 3.1 4.5 4.8 6.2 6.3 4.0
Other 1.6 1.4 1.5 0.8 1.2 1.6 1.8 1.7 3.5
LDC
Africa 2.0 1.4 1.3 1.3 1.0° 0.6 0.7 0.6 0.5
Lat.Amer. 2.6 1.7 14 1.3 | 1.3 1.7 1.8 | 2.3 2.2
- M.East 0.3 0.2 0.3 0.2 0.5 0.2 0.2 1.0 0.9
| Asia 2.9 1.4 1.3 1.3 1.4 1.1 1.2 1.8 1.7
NIC3 2.6 1.2 0.5 0.5 0.4 0.7 0.8 1.0 0.8

* Reflects admission of U.K., Ireland & Denmark to EEC and their

departure from'EFTA
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Japaé has continued to increasé its share in fhe 1970s and has been
joined by the Asian countriés, which have fripled their share in five years.
The burden of these gains have not been concentrated on the U.S. During the .
1971 to 1976 period the U.S. has lost only 1% of the market while more serious

‘losses have been sustained by Western Europe, Canada, and the CPEs.

‘4. Other Manufactures

Trade patterns in other manufactures are shown in Table 17. Here the U.S.
lost two-thirds of its 1953 share by 1976. Most of the loss came in the 1950s:
since 1962 the loss has been moderate and of decreasing importance to the overall
U.S. position in manufactures. During the 1950s the big gains were made by
Jaban, the CPEs and Germany. During the 1960s leadership passed to other West
European countries along with Japan. |

From 1968 to 1976 a major shift has occurred in this categoy. The U.S.
market position has stabilized, Japan's growth has been nil and the Asian LDCs
have made all of the market gains. Since 1968 the Asian LDCs have captured 4.6%
of the market; of this three NIC countries have taken more than half, 2.6%. This
is the category of manufactures most important to Asian and NIC penetration of
manufactured exports.

5. Summary

Since 1953 the U.S. has experienqed a.major reduction of its share of world
trade in manufactures. During the 1950s the gains were made by Western Europe,
especially Germany, the CPEs, and Japan.' During the 1960s Japan's share inc;eased
very rapidly while growth of Western Europe slowed and the CPEs actually lost

market shares. 1In the 1970s the growth centers have been the Asian LDCs, especially

AL 200 atieeguivn b o R A S N S i e St T e Banh b3, B 1A R T —
St H ; D ¥ A ! T B YT LTV TR e T ST .
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the newly industrializing couﬁtrieg. Japan's shé}evhas continued to increase
but at a much slower rate than in the earlier periods..

The movements of market shares have been different amongst the three
.categories of manufactures; chemicals, machinery and transport equipment, andv
other. Japan's performance has been ied by the second category while the third

has been most important to the LDCs.

D. Trends in Effective Exchange Rates

The combination of growing capacity in the rest of the world relative
to the U.S. and roughly comparable cost developﬁehts ied to a significant
drop in the U.S. share of world exports in manufacturing from 1950 to 1970,
as we saw in subsection C above. This in turn built up pressure for a de-
valuation of the U.S. dollar. Under the Bretton Woods system, a dollar
devaluation was effectively ruled out, so the U.S. trade balance deteriorated
after reaching a peak surplus in‘the early 1960s. As pressure accumulated,
eventually ‘the system broke down in 1970-71. We will look at monetary develop-
ments in detail in section V below; here we focus on movements in the real

effective exchange rate as an adjustment mechanism that was frozen during

the period 1950-70, but has worked reasonably well since.

1. Measures of Exchange Rates

When we consider exchange rate adjustment, we must keep in mind two
distinctions. First, we can considér bilateral or effective rates. Bi-
lateral exchange rates are the relative.prices of individual currencies;
an effective rate is the average price of a group of currencies. For ex-
ample, we can consider the bilateral rates of the U.S. dollar vs. Swiss
franc, Candaian dollar, etc., or an effective rate that averages the U.S.
dollar price of these bilateral rates. With some bilateral rates rising

and some falling, an effective rate will generally show less movement than
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Table 18: U.S. Effective Exchange Rates, 1961-78,

1975 = 100
(1) : (2) (3)
Effective U.S. WPI Exchange Rate
YEAR Exchange Relative Adjusted for
Rate2 A _ to Competitors Relative WPI
(3)=(1)+(2)x100
1961 © 85.0 : 102.6 82.9
1962 84.3 101.7 82.9
 1963 84.2 99.7 84.4
1964 84.2 98.2 85.7
1965 84.2 98.0 . 85.9
1966 84.2 98.4 85.6
1967 84.0 98.7 , 85.1
1968 82.6 99.0 83.5
1969 2.4 ' 99.3 83.0
1970 83.2 : 98.4 84.5
1971 85.5 98.3 86.9
1972 92.3 98.4 . 93.8
1973 100.3 98.3 102.0
1974 - 98.1 . 97.9 100.2
1975 " 100.0 100.0 | 100.0
1976 94.4 97.3 97.0
1977 95.6 96.4 99,2
1978 105.3 ' 98.9 106.4

-

a/

="This is the inverse of an index of the weigthed average of the foreign
‘exchange prices of the U.S. dollar.

SOURCE: International Monetary Fund
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11I. Trends in the Composition of U.S. Trade’

‘At the end of World War II, the pattern of U.S. trade was distorted by
the fact that industrial capacity had been significantly reduced in the
other major advanced countries. Trade in consumer goods provides a good
example of this distortion. In every year from 1925 to 1938 the U.S. was
a net importer of consumer goods [see Table 19 below]. But in 1946 the
U.S. emerged from the war as a net exporter, and in 1947 the surplus on
consumer goods was $1 billion. As industrial capacity was rebuilt in
Europe and Japan, the surplus shrank steadily, and in~1959 the U.S. again
became a net importer, with a deficit in consumer goods that b;s grown
steadily since then. This example is typiéal of the pattern we see in the
long-run data on the composition of trade. puring the years since 1950
the composition of U.S. trade has moved back toward its ionger-run base of
comparative advantage. By the ﬁid—19605 we see growing surpluses in trade
in capital goods, chemicals, and agriculture, and deficits in consumer
goods and non-agricultural industrial supplies and materials. Trade in
automotive products switched from surplus to deficit in 1968.

In this section we analyze the long-term tvends in commodity composition
of U.S. trade, using end-use data developed by the Commerce Department. We
-vbegin in part A with an analysis of the aggregate data by major end-use
categories. These show the broad trends ju;t'described. Then in part B
we study the disaggregated data, down to the four-digit level. At that level
one can see the effects of product cycles, international rationalization of
the location of industry, and international location of stages in process-
ing within an industry, for example.

IA part C we move to the implicit factor composition of trade, and find
that the U.S., on balance, is a net exporter of the services of human capital

and importer of labor services. Thus the broad picture that emerges in this
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net balanée of payments should be in.equilibrium on whaféver bﬁsis is
thought appropriate, while within it some items show defiéits, and othérs
surpluses. Furthermore, the basic notion of comparative advantage impliés
that the United Staées should be a net importer of some goods and a neﬁ
exporter of others.

But even at the finest level of statistical disaggregation that is
available, it appears that most goods are subject to two-way trade. There-
by, the notion of comparative advantage becomes the proposition that the
United States should be a net exporter of goods in which it has a comparé-
tive advantage--whether it derives from resource endowment, technolqgical
advantage, or education embodied in human capital--and a net. importer of
goods in which it is at a disadvantage.—l/ Thus it is natural to focus on
net exports by commodity group in an analysis that ét;empts to reveal some-

thing about movements in U.S. comparative advantage and trade.ﬁ—

2. Trends in Aggregate End-Use Categories

Table 19 shows net exports for ten major export end-use categories for
the years 1925-78, excluding the war years 1941-45. In the table, total non-
'agricultural industrial sdpplies and materials are disaggregated into three
parts: fuels and lubricants; chemicals; and a residual component. This dis-
aggregation is necessary for two reasoms. Fuels and lubricants include as

major subcategories crude petroleum and semifinished petroleum products and

iijStrickly speaking, in a list of commodities ordered from those with
maximum net exports to those with maximum net imports, the United States has
a comparative advantage in producing the goods higher on the list relative
to those lower on the list.

—i/Disaggregation of the end-use data in an analysis focusing on net
exports runs into the problem that, beyond the two-digit level, export and
import categories do not match. This arises because a major criterion the
OBE used for creating subcategories was the contribution of an item to the
value total in its major category, and this criterion was applied separately
on the export and import sides. In disaggregating beyond the two-digit level,
therefore, the analysis here basically follows the export end-use categories,
assigning import categories to the relevant export groups. For a discussion
of the rationale and structure of the end-use groupings, see U.S. Exports and
and Imports, PP- vii-xviii.
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natural gas. Throughout the period trade in these categories was heavily
influenced both by natural resoﬁrce advantages and by government policies.
The oil price increases of the 19705 show up here. Chemicals are shown
separately because they are the only three~-digit category among nonagricul~
tural industrial supplies and materials to show a surplus consistently
sinée World War II.

Agricultural goods. Exports and imports of agricultural goods are shown

in Figure 2. From 1925 to 1972, the U.S. trade balance in agricultural goods
typically fluctuated in a range from a surplus of $1.5 billion to 2 deficit of

$1.2 billion. Deficits dominated in the 1950s, there were small surpluses

» throughout the 1960s. A major change in U.S. agricultural trade came in the

years 1972-74. Exports rose from $9.5 billion.in 1972. to $22.2 billion in
1974, and the surplus went from $1.6 billion to $10.5 billion. Of the increase,
approximately $5 billion was in wheat and feed grains, the other $4 billion

is scattergd across other commodities. The 1972-74 increase is associated

with the boom in agricultural prices in those years. However, exports stayed
in the $22-24 billion range in 1974-77, and rose to $30 billion in 1978, with
the surplus rising to $13.3 billion in 1978. Thus food prices do not account
for the persistence of the change. During the mid-1970s U.S. agricultural
trade moved from a position typically near balance to a surplus of $10-14
billion. !

Fuel and lubricants. Trade in fuel and lubricants is shown in Figure 3.

1t consistently showed a small surplus from 1925 through 1957. This was re-
placed in 1958 by a deficit, which grew fairly steadily to 1970. The deficit
began to increase progressively in 1971, with major jumps to $22 billion in
1974 amd $40 billion in 1977-78. On the basis of the first two quarters of
1979, the fuels and lubricants deficit for the year is about $50 billion.

The increase in the deficit in recent years is, of course, due to the oil
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ing a much higher surplus than in the prewar years. The post4war bulge dis-
appeared by 1950, and the surplus grew steadily to about $11 billion in 1971-
72. From 1972 to‘1975, capital goods exports increased from $17 to $36
billion, and the surplus rose by $15 billion. The distribution of the $19
billion increase in capital goods exports is shown in Table 20. Exports to
Western Europe and Canaaa rose significantly. More striking 1is the increase
to the developing countries and OPEC. As we see below in Table 20, the

{ncrease was spread across all the subcategories of capital goods.

Table 20: Change in Capital Goods Exports, 1972-75
($ billion)

Area Increase in Exports
Western Europe $4.9
Eastern Europe | 0.7
Canada : 2.7
Japan 0.5
Latin America 3.6
Australia, N.Z., S.A. : 1.1
Other Asia and Africa o 5.5
TOTAL } 19.0

Consumer goods. Consumer goods (excluding food and beverages) describe

a pattern completely different from that of capital goods, as Figures 5 and
6 confirm. Before World War II, the United States typically was a net im-
porter of consumer goods by a small margin. Immediately after the war, a

sizable surplus emerged as exports quadrupled from around $250 million to
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Table 2l: Change in Trade in Autométive Products,

1976 - 78 ($ billion)

Area Exports Imports - Balance
Western Europe 0.3 2.0 -1.7
Canada ‘ 1.7 2.5 -0.8
Japan 0 ' 3.4 -3.4
Latin America 0.7 0.2 +0.5
Other 0.5 0.1 +0.4
TOTAL } 3.2 8.2 -5.0

Military goods. Trade in military goods s shown in Figure 8. Imports

of aircraft and parts have grown erratically to about $150-200 million a
 year in 1975-78. .Exports have had two major periods of expansion. In 1950-53,
during the Korean War, exports rose from $0.4 to 3.8 billionm. Exports then
shrank to a level of about $0.é—1.3 billion a year in the period 1958-73.
Since 1974, exports have again grown rapidly, reaching $4.5 billion in 1974.
Summary. The data of Table 19 give a strong impression that U.S. trade
since World War II has been characterized by growing surpluses in chemicals
and capital goods, and growing deficits in consumer goods and industrial

materials. Once the immediate post-war adjustment to 1950 or so was finished,
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a clear pattern of comparative advantage in these goods ;merged; More re-
cently, in the 1970s we have seen a groving deficit om automotive products
and gurplus in agricultufe: These also can be assumed to reflect compara-
tive advantage. Fiﬁally, the oil price increases of the 19705 have produced

a $40 billion deficit in fuels, and military sales show a $4 billion surplus.

B. Disaggregated?atternsof Trade in Manufactured Goods

Patterns of U.S. trade in manufactured goods, disaggregated into thirty-
four end-use commodity groups, are outlined'in Table 22.;Lj The table attempts
to summarize the movements of exports and imports of manufactured goods down
to the level represented by four-digit end-use codes. Selected commodities

serve as illustrations of four general points.

1. From Rav_Inputs to Finished Products: Steel

Within a given industry, such as steel or petfoleum, the U.S. trade bal-
ance tends to move from deficit to surplus along the industrial scale from
yaw materials to semifinished products to finished products. Iron and steel
and finished metals provide a good example.

The trade balance in iron and steel is depicted in Figure g, 1In basic
materials, there was a surplus in the 1930s, but'almost continuous deficits
_ havé existed after 1946, widehing since 1960. In iron and
steel products, except advanced manufactureé,‘a prewar surplus widened after»

‘the war, and then narrowed, giving way to balance in the early 1960s, but a

Ji/The subsequent analysis focuses on trade in manufactured goods, for
several reasons. First, and perhaps most important, trade in agricultural
goods is greatly affected by nonmarket activities, mainly government subsidy
and import programs in all the developed countries, and the P.L. 480 agri-
cultural aid program in the United States. This general intervention is much
more extensive in agricultural trade than in trade in manufactured goods,
and could easily obscure underlying trends in comparative advantages. In
addition, the cross-section data used below to assess the basis for U.S. com-
parative advantage in the mid-1960s relate only to trade in nonagricultural
goods, although they include trade in goods from the mining industry.
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deficit opened from 1963 onward. Finally, ig‘unfinisheévmetal shapes and ad-
vanceq metal manufactures the U.S. still has a small surplus after a few
years of deficit in the period 1966-73:11/

This descriptién makes clear that the United States has become basically'
a net importer of steel, with basic inputs and semifinished products in deficit
and a small surplus in advanced products by 1978. While the United States has
steadily lost its comparative advantage in iron and steel in general, the

figure also suggests that, the more advanced the stage of production, the

longer the U.S. trade advantage is maintained.—z

2. TextileQ: Postwar Export Bulge and 1970s Rationalization

In several commodi;ies the United States characteristically had a bal-
anced or deficit trade position before World War II, enjoyed a substantial‘
surplus with a major increase in exports just after the war, and then lost
it in a growing deficit after 1950. Also, in several commodities in the
19705 we can-see the effects of international reallocation of the location
of production, with labor—inténsive stages of ménufacturing moving away from
the U.S. A good example of these patterns is presented by textiles, both
;ndustrial and consumer textiles, as reflected in the trade balances shown
in Figure 10.

The postwar export bulge in textiles disappeared by 1949, leaving ex-
pa;ts essentialiy flat at $500 million to $600 millién in industrial textiles

and $150 million to $200 million in consumer textiles from 1950 on, with

little growth in the latter in the 1960s. Imports, however, grew in both

jL/A similar pattern can be seen in the petroleum industry. The United
States has had a deficit in crude petroleum trade since 1946, a deficit in
semifinished petroleum products since 1949, and a surplus in finished petro-
leum products that has been shrinking from a $520 million peak in 1951 to a
deficit of $114 million in 1976.

—llThis could, of course, be due either to a basic U.S. comparative ad-
vantage in more advanced manufacturing, or to an effective tariff structure
that favors 1it. a
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cases. Consumer textile imports rose slowly from 1947 through 1954 and
incregsingly rapidly after 1954, while jndustrial textile imports grew
4rregularly from 1949 to 1961 and extremely rapidly after that. The
United States becamé a net importer of consumer textiles in 1955 and of
industgigl textiles in 1963:£L,

Since 1972, imports of consumer textiles have taken another significant
jump, and trade in industrial textiles has moved back into surplus} Ac'the
consumer end, imports have risen from $1.9 ‘billion in 1972 to $5.4 billion
in 1978, with the deficit moving from $1.2 billion to $3.6 billion. At the
{ndustrial end, however, exports have risen from $0.9 billiom in 1972 to
$2.2 billion in 1978, while the balance moved from a $0.5 billion deficit

to a $0.6 billion surplus. The U.S. is now.an exporter of the industrial

good and an importer of the consumer good.JL

3. The Product Cvcle: Household Appliances:

Disagggégation to the four-digit level makes it possible to determine
the pervasiveness of the product cycle phenomenon. In his seminal paper,
Raymond Vernon suggested that trade in manufactured goods typically follous
a cycle in which the United States is first a net exporter as & good is intro-

" duced and "shaken down,"” and then becomes a net importer as production of the
good becomes standardized and moves abroad to minimize production costsgiL/

Since the product cycle involves patterns of trade in individual commodities,

the likelihood that it can be observed increases with disaggregation of the

8/

—'Trade in footwear, luggage, and apparel of leather, fur, rubber, or
plastic has followed a pattern quite similar to that of consumer textiles.

9
——!A similar pattern is observable in trade in automotive goods, with
a surplus in parts and a deficit in finished product.

10

-—jRaymond Vernon, “International Investment and International Trade in
the Product Cycle," Quarterly Journal of Economics, Vol. 80 (May 1966), pp-
190-207.
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the middle or later 1950s and a growing deficit developed in the 1960s.
Thus the patterns of trade are similar within end-use aggregates, and dis-

.

similar across them, confirming the usefulness of the OBE categorization.

6. Conclusions from the Long-Term Data

From this survey of the long-term data, it appears that the‘United States
has a growing comparatlve trade advantage in capital goods and chemicals, but
is at a disadvantage in eonsumer goods and other industrial supplies and
materials. In consumer goods, the United States typieally had a deficit
from 1925 to 1938 ‘and after a postwar surplus, returned to a deficit posi-
tion starting in 1959. In some industrial supplies and materials—-fuels
and lubricants, basic naterials for iron and steel, and their products--—
the United States was a net exporter before World War II and became 2 net
importer thereafter.

| Part of the movement from surplus to def1cit in consumer goods and non-
chemical i{ndustrial supplies and materials since the late 1940s has been due
te the loss of a temporary advantage after World War II. This seems.to be
the case in consumer goods and textiles, although the trade deficit con-
tinued to increase even after the postwar advantage disappeared in the mid-
(19505. In these areas, as well as in steel and petroleum, the loss of the
postwar advantage merely reinforced the more fundamental loss in competitive

advantage.
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This assumption was refuted by Leontief (1953). Gradually, after 15 years
of confusion and further analysis, a new consensus has appeared, which
focuses on the roie of human capital as the principal source of U.S. com-
parative advantage. Below we first discuss the evaluation of theory and
evidence on comparative advantage, and then summarize empirical results

that are representative of recent research on the topic.

- . 2 . H - e e - -com o -

1. Capital Labor, and Human Capital

The classical factor-endowments ‘theory of international trade, generally
associated with Heckscher and Ohlin, predicts that a country will export
goods whose production is intensive in the use of primary input factors with

which it is relatively well endowed, and impdrt goods whose production in-

tensive%y uses factors in which it is relatively poor. In the usual two-
'goods, two—factors, two-countrles models, this dictum means 51mp1y that a
country better endowed w1th capital than with labor should export goods
whose production is capital-intensive, and import goods that are labor-
intensive. Since the United States has a high ratio of capital per em-
ployee, this proposition Qas generally taken to mean that its exports would
be more capital-intensive than its imports.

This assumption was refuted by Leontief in 1953, when, using the 1947
1nput-output coefflcients, he showed that U S exports are less capital-
intensive in production than are the goods it 1mports. Leontief s find-
ings wvere subsequently confirmed by Leontlef (1956),.951ng 1951 data, and
by Hufbauer (1970) and Baldwin (1971), who used the 1963 input-output coef-
ficients. Hufbauer showed that they also hold for manufactured goods sepa-
rately:

Leontiet suggested that his findings were due to higher labor produc-

tivity in the U.S. than in its trading partners. In support of this con-

jecture in his 1956 paper he showed that production of U.S. exports employed
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role for wage differentials as representing juman capital in éxplaining:
trade. The other approach attempts to measure differences in human capital
acros; industries by proporcions:of employees in various skill classifica-
tions. This is the route taken recently by Baldwin (1971), and’earlier

by Keesing (1966) .

. The first approach should be preferable if'human capital is, in fact,
reflected in earned income. IE human capital is correctly valued, and this
value accrues as earned income, wage differentials should fully capture the
effects on productivity of differences in human capital per person. The
presence of, say, a high proportion of scientists in an industry should
make that ; high-wage industry, with the capitalized value of the excess
of that wage rate over the wage of an uneducated person measuring the hu-
man capital input. In this event, the wage, or human capital, differential
should capture the contributiocn cf the input of human capital to production,
‘or to trade advantage. Only if the scientists contribute something extra,
in excess of their wage, to production should a "skill ratio" of scientists
to total employees add to the ability of the human capital measure to ex-
plain variations in output or trade advantage.

Thus if wage rates accurately reflect differences in human capital,
the‘capitalized value of the average wage above the wage of raw labor can
serve as a measure of human capital in exélaining net exports. 1I1f, in
addition, a skill ratio is significant,.it reveals that the skilled per-
sonnel are, in a sense, contributing more to comparative advantage than
their market-determined wage indicates.

By the mid-1970s, the human capital explanation of the basis for U.S.
compar;tive advantage was broadly accepted in the economics literature, as
reflected in the paper by Bertii Ohlin (1977) and the comments thereon.

Next we turn to a brief summary of one set of empirical results tnat supports
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Table'24: Estimates of Regression Equation§ at the
3-Digit SITC Level
Independent Variables
Dependent K B L c R? EQ #
Variables S
NX (1963) -0.04 0.03 -2.29 0.34%% 2-1
(1.63) (5.31)** (0.08)
NX (1963) ~-0.05 0.04 -0.67 18.54 0.45%%  2-2
(2.18)* - (6.87)** (3.99)*% (0.72)
X (1963)  0.01 0.03 -0.44 37.56 0.53%x  2-3
(0.61) (5.39)** (2.58)* (1.45)
M (1963) .0.06 -0.01 0.23 19.02 0.40%% 2-4
: (5.58)** (2.88)** (2.77)**% (1.48)
NX (1967) -0.04 0.04 -0.69 19.05 0.34%% 2-5
(2.33)* (6.02)** (0.53)

(3.21)**

practicalli'unchanged from 0.32 to 0.34. When L is gntered into the regression
in equation 2-2 the size and sign of the coefficients of K and H are not
affected while their significance is increased slightly so that K becomes
marginally significant. The coefficient of .. is negative and significant,
and R® rises from 0.34 to 0.45.

Equation 2-3 of the table shows that industries with high gross expo;ts
é}e human capital-intensive in production, other things being equal. Physical
cayital input is not significant. On tﬁe other hand, equation 2-4 indicates
that the U.S. imports goods whose domestic production intensively uses physi-
cal caéital and labor relative to human capital. The signs of the coeffi-
cients-are the reverse of 1-2 and all three coefficients are significant

although the fit of the regression is not as good as when X is the dependent

variable.
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Iv. Trends in Long~Term Investment

puring the period since World War II there has been significant growth
in U.S. long-term investment abroad and foreign long-term investment in the
y.S. Both U.S. loné-term claims on foreigners and 1iabilities to foreigners
have grown at an annual rate of about 9 percent during the period 1950-77.
Within this balanced growth of the aggregate long-term investment posiﬁion
-there have been significant changes in composition, both of type and loca-
tion of U.S; foreign investment and type and geographical source of foreign
investment in the U.S. -

We ﬁave compiled the data on the long-term U.S. investment position for
the years 1950-77, and present them in this section. We begin with the aggre-
gate position, and then disaggregate to thg jevel of direct investment by

industry, source, and destination.

A. Aggregate Investment Position

The agéregate U.S. long-term foreign investment position is summarized
{n Table 25. There we see that U.S. private pius government long-term clainms
have grown from $28.3 biliion in 1950 to $264.4 billion in 1977, while long-
. term liabilities have risen from $8 billion to $94 billion. The U.S. net
_ long-term position was $170.5 billion in 1977. 'Over the 27-year period for
which we have data, U.S. total long-term claims have grown at an annual
-r;te of 8.3 pe;cent {columns (1) and (2) in Table 25), and U.S. liabilities
have grown at éhe annﬁal rate of 9.1 percent. The distribution of U.S.

claims has shifted from government toward private. In 1950 private claims

were 62 percent of the total; by 1977 this ratio had risen to 82 percent.

B. Distribution and Growth of U.S. Long-Term Assets and Liabilities

1. U.S. Assets

In Table 26 we show the btéak—downAof the U.S. long-term private asset
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Table 26: U.S. Private Long-Term Foreign Assets

($ billion)

YEAR Total Direct Foreign Foreign- Othe;
: Bonds ) Stocks
1950 17.5 o 11.8 3.2 1.2 1.4
1955 26.7 19.4 3.0 2.4 1.9
1960 44.4 31.9 5.5 4.0 . 3.1
1965 71.0 . 49.5 10.2 5.0 6.4
1970 105.0 78.2 13.2° 6.4 7.2
1971 114.5 83.0 15.9 7.6 8.1
" 1972 127.8 90.5 17.1 10.5 9.7
1973 139.8 101.3 174 10.0 1.1
1974 1 151.0 110.1 19.2 9.0 . 12,7
1975 174.4 124.0 25.3 9.6 15.4
1976 ' 198.3 136.4 34.7 9.5 17.8
1977 216.6 148.8 39.2 10.1 18.5
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Private Long-Term Foreign Assets (%)

Table 27: ‘Average Annual Growth Rates of U.S.

) ITEM 1950-77 1950-55 1955-60 1960-65 1965-70 1970-75 1975-7
ané4Term ;

Private, Total 9.3 5.5 10.2 9.4 7.8 10.2 10.8
.rect

Investment 9.4 10.0 9.9 8.8 9.2 9.2 9.1
yreign Bonds 9.3 -0.7 11.9 12.2 5.2 13.1 21.9
»reign Corporate

Stocks ’ 7.8 14.6 9.8 4.7 4.9 8.0 2.7
ther 9.7 6.3 9.9 14.5 2.4 15.3 9.1
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Table 29: Average Annual Crowth Rates of Ioreign

Long-Term Assets in U.S. )

ITEM 1950-77 1950-55 1955-60 1960-65 1965-70 1970-75 1975-77
_Long-Term

Total 9.1 10.3 6.3 7.2 10.6 11.8 7.6
Diréct :

Investment 8.5 8.0 6.2 4.8 8.2 14.7 . 10.4
Bonds 15.9 7.2 18.4 6.0 41.2 7.5 5.7
Corporate : .

Stock 9.7 ©16.2 6.9 9.0 4.9 12.7 5.9
Other 5.6 0 0.8 6.0 20.8 5.2 -6.7
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Table 30: U.S. Direct Investment, Total

($Abillion)

YEAR Mining and Smelting Petroleum . Manufacturing Other
1950 1.1 3.4 3.8 3.4
1955 2.2 5.9 6.6 | 4.7
1960 | 3.0 10.9 1.2 7.7
1965 ' 3.8 15.3 19.3 10.9
1970 ' 6.2 2.7 32.3 18.0
1971 6.7 24.2 35.6 19.7
1572 7.1 26.3 | o 39.-7 21.2
1973 ' 6.0 27.3 4b.4 26,0
1974 0 Tea 30.2 " 150.9 s
1975 6.5 - 26.2 ’ . 55.9 35.6
1976 7.1 29.7 61.1 39.4
1977 7.1 30.9 65.6 45.2

. -SOURCE: Survey of Current Business




Table 32: U.S. nirect Investment in'Canada

($'b11110n)

" EAR Mining 2nd Smelting Petroleun Manufacturing Other
” 950 0.3 0.4 . 1.9 0.9
955 0.9 1.4 3.1 1.4
960 1.3 2.7 4.8 2.4
965 . 1.8 3.4 6.9 3.2
1970 3.0 4.8 10.1 4.9
1971 3.2 5.1 10.6 5.1
1972 3.5 5.3 116 5.4
1973 2.7 5.3 11.8 5.8
1974 2.8 5.7 13.4 6.4
1975 3.1 6.2 14.7 ?.1
1976 3.2 7.2 . 16.0 7.6
1977 3.2 T 16.7 7.8
SOURCE: Survey of Curreﬁt Business




Table 34: U.S. Direct Investment in Latin America

($ billion)

AR Mining and Smelting Petroleun Manufacturing Other
350 0.6 1.2 ’ 0.8 1.8
355 1.0 1.6 . 1.4 2.2
960 1.2 2.9 ' 1.6 2.7
965 1.1 3.0 - 2.7 2.5
970 2.1 3.9 4.6 4.1
971 2.1 4.2 5.0 4.5
572 2.1 4.3 : 5.6 4.8
1973 1.7 3.0 . 6.5 5.3
1974 1.4 3.6 7.5 !
1975 1.5 3.3 : 8.6 8.7
1976 1.6 2.9 9.2 9.8
1977 1.6 W 10.0 12.8
Survey of Current Business

50URCE:
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Table 36: ‘pistribution of U.S. pirect Investment by Area

YEAR Europe Canada Japan Latin America Other
1950 .15 30 .00 .38 .17
.1955 .15 .35 01 .31 .18
1960 .20 .34 .01 .26 .19
1965 ..28 .31 .01 . .19 .20
1970 .31 " .29 .02 19 .19
1971 .32 .28 .02 ©as .19
1972 .32 .27 .03 .18 .20
1973 .37 .25 .03 .16 .20
1974 .38 .24 .03 | .16 S U
1975 .40 .25 .03 . .8 .15
1976 .41 .25 .03 .17. .15
1977 .41 .24 .03 .19 .14
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Table 37: Foreign pirect Investment in the U.S.

($ billion)

YEAR. Total Petroleum " Manufacturing Insﬁrance & Finance Other
1950 3.4 S04 1.1 1.1 0.8
1955 5.1 0.9 1.8 . 1.5 1.0
1960 6.9 1.@ 2.6 1.8 1.3
1965 8.8 : 1.7 3.5 2.2 1.4
1970 13.3 3.0 6.1 ’ 2.3 1.9
1971 13.9 3.1 6.7 2.6 1.5
1972 14.9 3.3 7.3 2.9 1.4
1973 20.6 4.8 8.2 1.9 5.6
1974 25.1 . 5.6 o 10.4 | 1.3 7.8
1975 27.7 © 6.2 114 _; 46 7 s
1976 30.8 5.9 | 12.6 2.1 10.1
1977 34.1 6.6 13.7 2.3 11.5

SOURCE: Survey of Current Business
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Table 39: Direct Investment

by Canada (§ billion)

in U.S.

Other

JEAR Petroleum Manufacturing Insurance & Finance

950 0.1 0.5 0.2 0.4
955 0.2 0.7 0.2 . 0.5
1960 0.2 0.9 " 0.2 0.6
1965 0.2 1.2 0.4 0.6
1970 0.2 1.8 0.3 0.8
1971 0.2 2.0 -0.3 0.8
1972 0.2 2.2 -0.4 0.7
1973 0.4 2.3 0.2 1.3
1974 0.5 2.9 0.2 - 1.5
1975 0.6 3.1 - 0.2 1.5
1976 0.7 3.4 0.2 1.6
1977 0.7 3.4 0.2 1.7

"SOURCE: Survey of Current Business
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gable 41: Direct Investment in u.s.

‘by Other Countries (§ billion)

"EAR Petroleun Manufacturing Insurance & Finance Other
"950 0.0 0.0 0.0 0.1
955 0.0 _ 0.0 ) 0.0 . 0.1
960 0.0 0.1 0.1 0.1
1965 0.0 ' | 0.0 0.1 0.1
1970 0.0 ‘ 0.1 0.1 0.1
1971 0.0 0.2 0.1 . 0.1
1972 v 0.0 _ 0.2 Q.2 ’ 0.1
1973 | 0.2 1.0 0.2 : 0.9
1974 0.3 ) 1.0 0.1 I.l.lo
1975 0.1 1'.3 . '0'.2 1.5
1976 0.2 1.5 0.3 1.6
1977 . 0.3 ' 1.5 . 0.3 1.6

SOURCE: Survey of Current Business ’

- -
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petréleum share has risen from 22 to 19 percent, maqufaéturing from 34 to
40 percent,‘and other from 23 tc :34 percent, while the share of insurance
and finance has fallen from 31 to 7 percent.

In the share distributioa of Table 42, we see Europe fairly steady at
65-70 percent over the period, Canada falling from 30 to 18 percent, Japan
growing from nil as late as 1973 to 5 percent_in 1977, and other growing
from 4 to 11 percent. As foreign direct investment in the U.S. has accel-
erated in the 1970s, the Canadian and European shares have fallen, ana the
Japanese and other shares have risen. In Table 43 we-show the distribution
of the increase in foreign ijnvestment from 1970 to 1977. There we see that
even as the Japan and éther shares have risen, the bulk of the increase in
investment position has come from Euroée. The rising shares of Japan and
other began from a very small base.

To summarize, foreign direct jnvestment in the U.S. has risen in the
1 1970s relative to the trend of 6-7 percent growth of the 1950-70 period.
The distribution has moved aw;y from finance toward manufacturing, petro-
leum, and other, essentially from finance toward non-financial firms. |
While foreign investment in the U.S. is only a quarter of U.S. investment
abroad, we may be seeing the beginning of the internationalization of owner-

ship of U.S. industry. . - . -

-
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V. The Change_in Balance-of-Payments and Exchange-Rate Arrangements, 1960-78

In the preVious two sections of the paper we have reviewed trends in trade
and investment since World War II against the background of section II. There
we saw that the dominant U.S. economic position of the 1950s eroded subsequently,
perhaps in a return to more normal historic patterns. In this section we will
ﬁriefly review the major changes in monetary arrangements, as they reflect or
.affect the changing structure of the U.S. economy.“ We will not go through a
full—séale review of international monetarf developmenté%gl Rather, we will
focus on two major structural changes since 1960. One is an increase in the
underlying volatility of thé U.S. "basic balance,"” defined as the current account
‘ plus net long-term capital flowvs, from the 1960s to the 1970s. The other is
the shift from fixed exéﬁangg rates in the 1960s to managed floating since 1973.
To an extent, these two changes have a cause?and-effect.relatibnship. The
increase in variability of thé basic baiance is an econcmic fact that makes the
equilibrium exchange rate more variable over time. This is one of the reasons
for the emergence of the system of managed floating, to permit use of the exchange
rate to absorb some of this variability. We begin below with a simple analytical

framework for discussion of exchange-rate pol’cy and its connection to variation

"{n the basic balance, and then present and discuss the data.

A. Intervention and Exchange-Rate Flexibility

-

During thé period 1971-73, between President Nixon's speech of Aygust PR
1971 which endéd gold convertibility of the dollar, and March 1973 when
“generalized floating" of the major currencies began, there was a major shift
in U.S. exchange rate policy. This was one of the two major structural changes
affecting reserve and exchange-rate relationships during the period. Most

commentators agree that after March 1973 the world had completed a shift to

13/see Branson (1979b) for a year-by-year description of international
monetary developments since 1965, and their effect on the theory of international
finance.
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Figure 13: Intervention with a Fixed.Rate‘
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44: U.S. Balance of Payments

LY
[y

($ billion)

¥ @ (3) () (5)
Current Long-Term Basic Short-Term Change in-
YEAR Account Capital Balance Capital Reserves
(1)+(2) (3)-(4)
Surplus (+) -Ngt-0utflow ) Net Income (+)

1960 2.8 ~4.4 -1.6 1.8 -3.4
1961 3.8 -3.7 0.1 1.4 “1.3
1962 3.4 -4.6 =12 1.5 -2.7
1963 4.4 -6.0 -1.6 0.3 -1.9
1964 6.8 -7.1 -0.3 1.2 -1.5
1965 -5.4 -7.4 -2.0 -0.7 -1.3
1966 . 3.0 -6.0 -3.0 3.2 0.2
1967 2.6 -6.7 -4.1 -0.7 -3.4
1968 0.6 -2.9 -2.3 - 3.9 1.6
1969 0.4 -4.4 -4.0 6.7 2.7
1970 2.3 -6.3 -4.0 5.9 -9.9
1971 -1.4 -9.1 -10.5 19.2 -29.7
1972 -5.7 ~5.1 -10.8 -0.6 -10.2
1973 7.1 -7.9 -0.8 4.5 -5.3
1974 2.1 -6.1 -4.0 4.7 -8.7
1975 18.3 -17.3 1.0 5.4 4.4
1976 4.6 =15.3 -10.7 -0.2 -10.5
1977 -14.1 -14.8 -28.9 6.1 -35.0
SOURCE: Survey of Current Business
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rate moves. This i{ntervention policy, called"leaningagainst the wind” in
foreign exchange markets, is illustrated in Figure ISAELI There the initial
market exchange rate isve:. A leftward shift of B(e) from Bo to Bl would raise
the market equilibrium rate to e:. 1f the rate of change of e from e: to e;;
i{s viewed as too large by foreign central banks or the Fed, interveﬁtion could
hold the rate at some intermediate value el. .The resulting reserve loss to

the U.S. would be AR, in Figure 15.

An example of this policy appears in the data for 1977-78 in Figure 1
and Table 44. The U.S. basic balance deficit increased from $11 billion in
1977 to $29'billion in 1§78 [Table 44]. This was accompanied by an increase
in the weighted nominal exchange rate of 12.6 percent from 1977.IV to 1978:1IV
and an increase in reserve loss from $11 billion in 1977 to $35 billion in
1978 as central banks slowed the movement in the exchange rate.

It should be clear from the example of 1977-78 that observed reserve
movements can be larger under managed floating than under fixed rates, if
the stability of the B(e) function changes across periods. When B(e) is
relatively stable, fixed rates may be maintained with little intervehtion
as long as the parity rate is close to the market equilibrium rate on average
'.over~cime. But if B(e) becomes unstable, larger interventions are required.

“ 1f these become too large for central banks to countenance, they move to
managed floating. This permits the exchange rate to absorb some of the'
‘shock of B(e) disturbances. For example, in Figuré 15 and AR that would be

*
to hold the reate at e as B shifts from Bo to Bl is much larger than the

intervention under managed floating.

li/This policy was first analyzed in Branson (1976) .. There is ample
empirical evidence that intervention policy has followed this approach, in
general. See, for example, Branson-Halttunen-Masson (1977). for Germany
and Amano (1979) for Japan. This policy rule is explicitly built into the
Flex 1 econometric model of Japan, which is discussed by Amano.
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Thus a significant increase in the volgéility of the cur?ént accouﬂt or
the basic balance could move tﬁe syétem from fixed rates to managed floating.
Here the structural change in policy regime in the 1970s could be traced to
a change in the underlying structure of the economy. Wg now turn to evidence

of such an increase in basic balance volatility.

B. Volatility of Underlving Exkchange—-Rate Determinants

The annual data for U.S. balance-of-payments aggregates since 1970 are
shown in Table 44. There the data are arfanged to correspond to the frame-
work of Figures 12 through 15. The basic balance surélus of column (3) is
B(e)i the éhort—term capital outflow of column (4) is s(e), an& the change
in reserves éf column kS) is AR. The ﬁasic balance shows deficits every
year except 1961 and.1976; the reserve column showé losses every year ex-
cept 1966, 1968, 1969. The current account coluan generally shows surpluses.
The exceptions are the cyclical recovery years of 1971-72 and 1977-78. It
is interesting to note that cyclical fluctuations rather than movements in
the price of oil have dominatéd movement in the current account in the 1970s.

The increase in volatility in the basic balance from the 1960s to the
1970s is evident in Table 44 . From 1960 to 1969 the rahge of variability
" of the basic balance was $4.2 billion, from 2 surplus of $0.1 billion in
1961 to a deficit of $4.1 billion in 1967., But from 1970 to 1978 the range
widened to $30 billion, from a $1 billion surplus in 1975 to a deficit of
$28.9 billion 4n 1977. The time-series standard deviation of the basic
balance increased from $1.4 billion in 1960-69 to $9.4 billiom in 1970-77.12/

Thus there was a significant increase in the volatility of the basic balance

from the 1960s to the 1970s. This resulted both from the increase in variation

6
A—IThe F-statistic for the increase is 32.8 comparedto 3.1 at the 5
percent jevel and 5.1 at the 1 percent level. .
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in exéhangé rates now absorb some of the pressure of va;iationlin the basic
balancge.

The data of Table 44 support the view that the'variability in exchange
rates since 1973 is largely the result of underlying variability in the basic
balance. As the basic balance is perceived to change, the exchange markets
forecast the consequences for exchange rates, and the pressure appears as
.an immgdiate movement of the rate. Thus in interpreting balance-of-payments
and exchange rate fluctuations in the 19705, we should go back to‘underlying

economic determinants of movements in the basic balance.
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