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When Germeny was conguered, Allied Militery merk currency
we.s introduced by the four £llied powers &t rutes besed on the ratio
1 doller = 10 Allied Militury murks (1 AWM., mark = 10 cents); the new
curroncy wes to circulute ot por with existing medie of oxchange. IWhen
the now curroncy we.s issued, it wus stutod emphcticilly thet the rute
of 10 to 1 wus used for militury purposss only, end did not reprosent
e new general exchenge rate for Gormany. Since the Gormen Coincge Lew
o’ August 30, 192, which dofines the reichsmerk &s cquel to 1/2,790
kilogrum of purc gold, was not roponled by the Alliecs, it muy bo argued
thot tharo still oxists zn official Gorman rutc of 2.50 marks to tho
dollar (1 roichsmark = 4O conts), buscd, as beforo, on tho theoretical
gnold content of the two curroncies.

Thetever the logel situation mey be, no ratc other than the
military rote hus been applicd. Usc of this ertificisl reate hus been
possible beceuso inturnationsl commercicl transsctions aro corriocd out on
¢. dollar besis with the militery authoritiocs oxereising e foreign trade
monopoly. These authoritics, for cxumple, buy wheet in the United States
et the Mmerican ceiling price cnd sell it for merks through German inter-
medierics ot Gormen ceiling prices. With proceeds of the whoot scles,
the American suthorities mcy buy hops in Bevarie et the German ceiling
prices for selc¢ in the United Stetes at tho domestic ceiling. As a
rosult, ths Germun dollar-indebtedness resulting from the wheet imports
is corrocspondingly reduced. The illustration shows that Amoricen pur-

cheso prices end Germen swles prices (and vieo vorsa) do not nocd to be
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interrclotod in this kind of transaction. While, theooretically

spoeking, individual or global exchungoe rutes could be computed from

such trensuctions, thuy .rc by no mouns neccssery for the trado.
Dutermining factors wre the German import domend (vhich must be met

for politicsl .nd humeniterian rcesons) and tho-desire on the Amoricun
sido to lowecr thc totel outluy in dollers through salce of Germon exports.
Ir. individual cesos, direct birter deuls in terms of dollurs have been
ccneluded. For excmple, potash wnd salt will be exported from the

Urited Stetes zone to Czechoslovukisn to the value of 407,000 dollurs,
whkile coal and coke velued &t 113,000 dollers will be importcd from

tret country. Puyment for those imports will be medo from procceds

of the potush und sult cxports, loaving a dollcr balance in fuvor of

tre Unitcd Stutes zono., As cen be sson from this illustration, trans-
vctions with countrics other than the United Stutes cre also transucted
in dollars. Tho furnishing of trunsportution fucilitios within the
Unitod Stutes zone, ¢.g., for the Puris-Praguc-Vienna train service, is
now regarded &s ¢ Germen export and the countries opourcting trains pussing
through thc United Stetes zonc must thorofore puy the charges to American
authorities in dollers.

However, the uso of thoe doller s o unit of account does not
scan to huve fully obviatod the need for wn cxchunge rote for commorcial
purposes. Thorc wre tronscetions--ond with greater normalizetion of
conditions these transcctions will incrocsc--which can not bo carried
out on en cquitsble bosis until o commorceicl oxchunge rotc has bcen
csteblished. This is especially truc in connection with the oppraisal
in doll.rs of sorvices rondercd to foroigners in Gormony end for the
conversion into marks of Germen doller cluims arising from transactions
not reclated to the occupation. Due to the comploxity of reil tariff
cherges, it is wholly improcticable to cttempt eveluction of such
services on & Urited Stutes dollar besis wnd, s « rosult, foreign
shippers or consignoes huve so fur not been billed for reil tronsit
freight churges, The doller veluo of such services, on the other huand,
could be easily ascertainod if & commercicl exchenge rute for the merk
hid been osteblishud. Foreign air lincs, now beginning to operate in
Geormany and having nd merk balunces wvailable, want to contert dollers
into merks in order to riect current-expenses for locul goods and services.
Foreign corrsspondents und nows sgencics in Germcny cro in nccd of nerk
fands for their current oxpenditures. Foreign ships in Gorman ports
for repair cre unublc to defrey their oxpenses for went of Gormon marks.
Bunevolent remittonces from cbroad to Germuny cen not be admitted in
tac cbsence of wn appropricte cxchenge rete. Discharged prisoners of
war, having received nilitory puyment orders and certificotos of credit,
connot receive the propor cquivelont in merks upon return to Gormeny as
1ong as no exchange rute, othor thun tho militury r.te, has becen esteb-
1ishod. In some transuctions of those types, finsl sottloment hes simply
boon postponed («s in the eusc of freight churges wnd in nceting the
cleims of formuer prisonors of w.r), o situctinn which causcs insccurity
or uncertainty for debtor or eroditor. In othor excoptionul cises (such
as thut of foreign correspondents or of theo eir 1inzs), the rato of 10
m.rks to the doller hus been used, in thoc absencc of any othor reate,
although the trensaction involved may not hove been for the boncfit of
nilitery operations or nilitary occupction.
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It would bo unwerrcnted to introduce or to continue for all
thesc trenscctions the militery rete of 10 cents to the mark, which
gro.tly undervelucs the murk. Tho internel purchasing power of tho
nerc, based on meximum legel priccs end weges, is invariubly in oxcess
of 10 cents. Sele of the murk ot the military vxchange rute, if por-
mitted on « lurge scule, might have serious infletioncry effects within
Gorneny. Moreovor, foreign nctionuls deecling with Gernuny would profit
unduly from such «n oxchange rote. If, for excnmple, the 10-cont rate
wer: coneoded to forcign nution:ls shipping goods through Gormeny in
tronsit, they would strike an unceserved burgoin in viow of the low
legel priccs for such scrvicos in Germeny. More importantly, tho totel
cmount of dollars received from tho trensaction would be disproportion-
ttcly smell. The latter is & athor scrious objestion undor prcsent
circumstences. Tho Allios arc finding tho occupction of Germiny an
cxponsive undortuking. sside from the direct costs of troop naintenance,
which cre charged to reparction ceocount, there wre lerge exponditures
for Germon imports, cspucially food, which cunnot be met fron the pro-
couds of current cxports. At tho ond of Februcry, cxports onid export
cormitmonts from the Unitod Stites zono covered only 9 per cent of the
gstimeted import cormitments; this retio hod, howcvor, by oarly April
increased to 32 per cent, principelly s the result of & large order
for the oxpor:t of lumber from the zone to the United Kingdom (1h.3
rilinon dnllers). There is, of course, considereble intorest in arriving
ot more fuvoruble ratios betwoon cxports wnd imports, and in cventually
baleneing the accounts. Esteblishment of «n sxchengo rote higher than
ths 10-cent milituery rote which could be cherged to foreign shippers,
sirlincs, news agencies, cte., would roisc the foreign cexchongo procecds
anl allow the tapping of ncw exchtng resources such &«s amigrent ro-
mittonces.

Beforo the wer, the muark wus worth 4O cents officiclly, but
experts cgrecd thet it s considerubly overvalued. It was syrptomatic
thet Gerreny subsitized her cxports and that plocked merk cxchenge sold
¢t considersble discounts. That the degrec of avervuluetion was probably
gbout %0 por cent wes inliceted by the fuct thut Aski-murks, on which
besis Germeny traded uspeciselly with the Letin frericuan countrics, wore
truded st such o discount. lorcover, when Germany wnnexed fustria and
tr.o Sudetenland, the reto of oxchunge botwecn the locul currcencios and
the merk wes so Pixed os to doprociato the nerk by some 30 per cent
below its offieisl valuc. The object wes probobly t> fix « reto of
ex:chenge with the newly sbsorbed torritorics ut or ucur the equilibrium
1ovel in order to minimizo prico lovel cdjustments. Assuming & 20 per
cont overvalustion, the merk wes actuelly worth only ebout 28 conts
before the wor. '

}s o rosult of inmerecscd wor-tine incomes tt rolatively low
15vels of consumption, purchésing power acocunulated during the war;
vory rigid price controls, however, mitigetod the effect on priccs of
tne stcadily growing infletioncry potential. Yhile unler Gernany's
systan of "st.ble infletion" prices roso rather moderutely, prices in
sthor e~untries, seme of then under Gernun occupation, scom to heve
rison very ruch faster. The rosult was that the merk, which at the
boginning of the war had beon overwvelued, wus now undcrvelued to-
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verying degrees with rospoct to other currencies. After the conquest

of Germony, the occupying powers ruintuinod Germen price and wage
coilings while in other countrics politicel enl econsmic pressurcs werc
pertly successful in breaking wage an:d prico ceoilings cstablished during
the war, Thus tho pre-war prico structure of Gormany has bocn virtuelly
precserveod (alwuys loaving bluck rarkets -ut of consideration), while the
pricc structurcs of other countries huvo risen to o considereblc dogree
and, in nany instances, arc still rising.

with tho Gernun collepse, block markets have sprung up all
over the country. In theso markets goods arc truded et pricos ofton
scvural hundred times as high os the legel ceilings. Those prices,
howover, havo no rclation to wages. An ordincry fuctory worker mckes
50 rierks o weok und can buy w rationed loaf of bread for .75 merk., If
he were to buy tho seme loaf of breed on the black nurkot, it would cost
him 100 marks. It is obvious thut his current income loes not wllow him
to buy on the bluck murket., He couléd incrcasc his diet through black
nurkot purchescs only if he wore himself solling personnl propurty in
th: black rarket or wore using up his savings fron the wer period; the
lottor woull be quickly oxhuausted. Since bluck nurkets are small and
the wugo structurc is bescd on legel pricos for rationed goods, black
riurkot prices have becn ignorod in the following culculutions of a pur-
chesing power rato for tho iwrke The countries chosen for corpearison of
price devclopncnts in Gormany ond ebroud heve boen countries in which
price controls h.vo been relutively effective end black murkcets role-
tively snall.

It is a truisrn that whon en exchenge rate with the dollar is
set, exch.ange retes with respoct t- the pound sterling, the Swiss franc,
cte., «re cstublished sinultoneously. This results from the foect that
fixed rolationships betwocn tho dellar und the othor currcncies clready
oxist. These rates do not ncecessurily refloct the rsletive price levels
of the countrics concerned. They nuy be naintainod ot wrtificizl levels
boccuse both trede and cxchange treanscctions are subjoet to many re-
strictions. Thcse discropencies pose a ruther difficult problen in
connection with c¢stublishment of a new rute for the nark. Ore nay
establish, for cxemple, o ratc for tho rark which roprescnts o close
epproxination to « purch.sing power purity rote with respcet to the
¢ollar, while by tho same cct underviluing the rerk with rospoet to
other curroncios.

The following tcblo gives the development of cost-of-living
incdexos wnd of wholosele price indoxes in Gernany and in seven other
countrics which can be considcered rathor stuble econonically end
politicully end which huve not develucd thoir currcnecios in roecent
yoars. For went of thosc conditions in individual casoes, the teble
onits sone countrics which bofore the war were important to Germany's
trade, such os Frence, Poland, and certuin countries in southeustern
Europe. The countries included, however, sccounted for about one-third
of Gornwn trude in 1938,
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Cost-of-Living and Wholesale Price Indexes in Barly 19L56
(Januery-June 1939 = 100)

Cost-of-living Wholesale price
indeigi_._. indexes
United Stetes 131 150
United Kingdom 132 176
Netherlands 170 . 2l
Dermark 158 126
Norway 156 171
Sweden 153 169
Switzerland 151 201
Average 149 18,
Germeany 112 111

Avirage as percentagc
of Germen indexes 133 166

In comparison with the pre-war period, the cost-of-living

irdex rose on the average by 49 per cent in the seven countries listed,
erd the wholesalc price index by 8l per cent., The rise in Gormany was
orly 12 and 11 p:r cont, respectively. Accordingly, tho averago cost-
of-1iving index for thesc countridis rosu by onc-third morc end the wholo-
sele price index by two-thirds more then in Gormeny. Tcoking a merk rate
of 28 cents as tho epproximete pro-wer cquilibrium reto, onc cun compute
& purchesing power rute of 77 counts to thu merk, whon the computeation

1o bascd on the cost-of-living indcx, end of 46 conts to tho merk whon

o s

i+ is buscd on th. probebly loss conciusivo wroloscle price index.

4 different cpprouch to thu problum is to compurc dirocctly
prusent food pricos in Gormeny +ith thosc¢ in othor countrics. Tho cost
o th. monthly ration for the cvurege Gérmun fimily consisting of two
cdults and two childron is 1 .7% merks, while tho cost of tho swumo
basket in the United Status wt prusent has boen computcd ot 22.61
dsrllurs. This would give ¢ rubio of ?h Ci?ts to the murk.

The computcd rotos wro thus 37 cents (cost~of-1iving indox
numbors), L% conts (wholesclo price index numbers), <nd Sl conts (dircet
compurison of food priccs botween Gormeny ond the 'mited Stetos). On
the busis of thosc calculations, one would not go very fir wrong in
socking «n appropriute rute somovhere botweon LO and 50 conts.

<
P

There oro considord
the time boing ¢ reto somcwhet tbave & crleulwted purch.sing power
verity, whatover the lottoer mey be. Thore hes beon « merked tondoncy
for countrics sclseting omchenge rutos for the post-inr poriod to rovert
to pro-wer piritics or to give thoir currencics a compuretivily high
veluc s egeinst the doller, piying secant cttontion to the truc relative
vurchusing powor of thuir monoy. Buccuse of this trond tho Buropoen '
curroneics scom to bo comp.ritively little out of b.lcnec «s cmong

1lons whicn would suggest sclocting for
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thimsolves, while overwiluction with respoct to the dollur is con-
sicﬁrablo.i/ If under thesc conditions w Hurcpoan country wore to
ceteblish o dollir rete nour the purity lovel for its currcncy, theat
cotntry would obviously be placed at a disadventage with respoct to

ite Buroputn *reding pertners. Calculctions show, for czemplo, theat

in the cese of Czechoslovakis tho oxchunge rute wgeinst the doller has
been ostublished betweon 2 and 100 por cent sbove tho caleulatod perity
roto. If, on the other hend, the nuw mark-dollur rate wicrc cstablished
&t & purchusing powoer parity lovel, the terms of trude betwoeen Gormany
and. Czechoslovekia would be much to tho disadvantage of Gurmany. To
avoid undervalu.tion of tho merk «s eguinst the Korune, one would huve
to overvelue the merk s egainst thoe dollar.

There mey bo strong politicul wund psychological objoctions
to giving tho merk o veluc highor then LO cents, which wus the pre-war
rotc and, to be sure, & vory much debatod onz. The considerctions
discussad chove, however, should bo a varning to thoso who muy wunt
to esteblish the murk rete ot, soy, 25 or 30 cents undor tho celculeated
purchesing power purity levol. They should roulizo that the mork wrill
alrecudy be undervelucd with rospoct to other Buropeen currencies, cven
if it is estublished wt a purchusing power perity lovel.

To what sxtent wn cxchengo reato cdepted to prosont conditions
will prove adequate in the long run will deopoend, of eoursce, on prico
and wage dovolopments in Germony and abroud. The Gormans scam to
enticipute o monetary roform. Small currcncy and Allied Militaery merks
are hoerded and £l11icd Militury merks erc oxchanged agoinst other Germen
currcney ot ¢ premium, in tho (possibly quito unwerrented) oxpoctation
thet small currcncy and Militwry rmorks will be exompted or loss affoected
by possible deflationury moasuros. By clearing awuy sufficicnt pont-up
purchesing power, & curroney rcform mey ustoblish cquilibrium betwoeen
tho moncy supply and tho nctiocnel output a«t the presont level of legul
priccos. There aro, however, ¢ scrics of structurol che.nges, dis-
locutions, and bottlonceks which will tond to forec prices upward.
Th:sc influcnces will be morc appiront when the pepor flood hus been
cloarcd cwey. A rough guoss noy ploce the price riso at 20 por cont
above the present lovel of logel pricus. Substuntizl prico riscs,
however, t«rc¢ also likcly to occur in othur countrics wherc prossure
toward en upwerd rovision of prices cun bo more cusily oxercised then
in o country undor militwury occupction. Such price risus arv likely
to noutrelizo to « considaruble degreo the effect which o onc-sided
price risc in Gormany would othcrwisc hevo on the German oxchenge rete.

T7 Scc Roviow of Foroigﬂmﬁyzf}o non@i, HC& 201’19525"?&&?Tﬁ5b’32‘19u6.
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Budgetury Probloms of the Independont Philippinos John Extor

With tho schicvement of independence by tho Philippines on
the Fourth of July, Munucl Roxas, thoe newly-incugursted President,
will fuce a strange finuncicl percdox. His govermacnt will have un-
precedentedly large dollur baluncos wnd cen look forwurd confidontly
to soveral yoars of surpluses in tho intormationel belunce of poyments,
but mey novertholoss be driven to scck fAmorican loons to cover leargo
incornel budget deficits.

The explenation of the puradox lics very largely in the in-
£l >xibilitics of the Philippine gold-exchange stondurd nonctery system,
the fundumentels of which wore proscribed as long ago as 1903 by the
1ot Profossor Kemmerer weting in his first role us "money doctor.”
Tho currency consists principally of Treasury cortificutes which, liko
sur silver cortificotes, were originelly intended to bo backed 100 per
cent by silver depositud in tho Trowsury Cortificats Fund in tho
‘Philippine Treusury. In prectice, the 100 por cent rcsorve reguiremont
has becn mot almost cntiroly by <oller doposits in the United Stetes
Trossury or in membor banks of the Fodoral Roserve Systom. lLictallie
currcncy is olso beekod to ut loust 15 per cont of the total in cire
1ation by United States dollurs hold in the Exchangoe Stendard Fund..
Tho Philippines nust by lew weintoin froo convertibility botween the
peso und the dollur et the officisl rute of 1 peso = 50 coents, and rust
not restrict cepitel movomonts to the Unitod Stutcs. Theso restrictions
will continue efter indepondenco, if the Philippines eccept the terms of
the Philippine Tradc iet rocently passed by the United Stotes Congress.
Nor is the inflexibility of the monstary systin cesed by thoe banking
systerz. Thoro is mo contreal bunk, «nd such bunk notcs us heve boen
issued by othor bunks in the pust ore sutstunding in smell amounts and
hoeve cither bocomo & lisbility of the Trecsury or ardc rapidly being
rcdeomed.  There is only slight possibility of exptnsion of benk deposits
by thc commcreicl banlis. Tac bulk of the populetion usus currcney in
prcforence to doposits .nd the bunks customerily hold very high coish
rosorves (in the runge of 30-60 por cont).

2s & result tho monctary circulation inmmedictoly roflects
surplusas apd doficits in the balunce of prymonts, no netter what
their couse.

The budgetary problon of the Philippino Govermment stoms

from the noro basic econimic problem of restoring tho national incono
eftor the dovastetion of war. The Philippines hgve boon culled "the
rost devastated land in the world," Manile probeably suffercd es riuch
dostruction «s wny other of the world's largest cities. Some of the
erellor eities in thoe Islunds, such ws Cobu anl Zemboangt, suffercd
even morc. The fncrican War Denmage Corporution hes ustimetod losses

i1 the Islends ot ebout 800 million dollers besod on 1935 velues, which
would be well over 1 billion :delicrs in currvnt valucs. This figure

ijﬁﬁﬁT-Thvnmbor TOL, Troisury Cortificuntes woro clso bucked by o 10
per cont mininuwm ruscrve in the Exchenge Stundard Fund. Sinco those
certificates clso had ¢ 100 pur cent rsserve in the Trec.sury Certifi-
catc Fund, their totul roserves wero 115 per cent.
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dous not include shipping losscs, variously estimeted ot 20 to 70
million «dollers. Prosidont Roxas hus vstinuted totul war demego at

1 billion dollers in pre-war velucs or 1.5 billion Jdollers in repleace-
nont cost., The United Statcs hoas essumcd purtial responsibility for
reconstruction of the Islands. Congross hus passcd the Rehabilitation
Qe nuthorizing the cppropriation of 525 nillion dollars to bo paid to
privete and govermentul clajrmants and the trunsfer of 100 million
dollers of surplus property to the Commonwe.lth Goverment. Noverthe-
luss, the proluctive cupacity of the Islands hes beon so reduced thet
nasionel income in real terms cunnot be expocted to recover t- pro-war
lerols for severel yoars.

Although Generel Macirthur, upon reoccupying the Islands,
declered all currency issuod unlor Jupanese auspices to be worthless,
there was subsequently a conesidereble expunsion of the officizl currency.
Tho pre-war Troasury certificotes, most of which had gonc into hoards,
were supplamented by o now issuo of cortificates cwllod "Victory pesos.”
Their eirculation increwsced rapidly as the Mnerican wrmed forces in-
ercesed their expenditures. By Soptomboer 1945 the total currcney issue
was epproximately 1 billion pesos «s comparcd with 222 nillion pesos
in September 1941. Sinco thoen the circuleation has graduclly docrecsed;
by April 30 it stood at 815 million pesos. It should be noted, however,
that thoe volume of currcney actuelly in the hunds of tho public is con-
siderably less thun this, chicfly bocruse of the sizeble peso holdings
of the fmericon cuthoritics. On April 30 such holdings ncy have been
as nuch &s onc-fifth of the totul circuletion,

During reoccupation of the Islands, American expenditures
contributed to a rupid rise in prices. A turning point was reached
during the summer of 1945, however, as imports from the United States
began to arrive in lerger quantities. The downward trend of prices
since that time has resulted chiefly from a continued flow of Amcrican
imports which has tended to reduce prices in two ways: by increasing
the supply of goods in the market, and by decreasing the currency in
circuletion by exactly the emount of nousos paid for imports. With
United Stutes Govermment expenditures during the pest year running et
& lower level then formerly, thelr infletion.ry effects huave not been
enough to offsot the deflationury offcets of imports. 4s a rosult, by
the ond of April 1946 the cost of living in Hunila wos down to sbout
3.5 times pro-wer as compered with cbout 8.5 timos pro-wer in the middle
of 1945. Thc present level is still roughly 2-1/2 times cs high as the
cost of living in the Unitced States,

It is difficult to prodiet %ho course of pricos in the
imnedicto futuro. Imports during the first three months of 1946 were
&t the rute of approximately 30 million dollurs o month, or morc than
twice the 1938-40 averige rato. Thesc might bo expucted to decronsc
as the stocks of goods in the Islands cre built up end us the surplus
of currcney is diminished. Beforc th: end of thu your, however, hcuvy
cxpenditures are anticipated for Army construction projccts in the
Islends, for redamption of legitimate guerilla currencics, and for
mecting arrearuges of pey to the Army of the Philivpinzs which wes
incorporated into tho fmerican Army in July of 1941. Tho srroaroges,
particulerly, urc expected to run into sizgble sums, cnd prymcnts agoinst
thoso obligutions may morc than offsct the amounts spent on imports. In
this ctso, the prosent trend towerd lowor prices might well be errcsted
or rcoversod,
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: Before the war the Philippine Govermment had for years
operated with balencoed budgets. It is truc that in the fow ycars
inmedietely precoding the wer smell deficits hed ocecurrcd, but these
wore ecsily covered by surpluscs accumulated in the genoral fund in
previous years. While baloneing the budget the Thilippines have also
ht.d low taxes. For this there wure two principsl rcasons: first, the
Anerican Govermment in & veriety of ways assumed functions which the
Filipinos themselves will have to assume when they become indcpendent;
erd scoond, many items of cepital expenditure sppoured in an "extre-
ordinery" budget the revenue for which was derived from romitteznces by
the United States of the procceds of excise tuxes colluctoed on the
processing of coconut oil from Philippine copra. Thuse remittances
will cease whon the Islands bocome independent.

_Since the rooccupction of the Islands by fmerican troops,
the budget hes been very seriously out of balunce. Of the principal
pre-wer sources of revenue, which included excise taxes, a selos tox,
import duties, and income texcs, only the sales and oxcisc taxes have
produced much revonue. Customs recuipts have been negligible beceuse
virtually &1l imports have comc from tho Unitud Stutes cnd arc by law
duty-free. Income tax receipts have beon low buceuse the national
income is low cnd probably ulso because the tax is not easy to collect.
The netionul income will not rovive until rcconstruction of the country
is well under wey. ZRven tho stlos end oxeiseo texces have yielded much
less then they might heve if the internel rovenue administration had
not suffercd from disorganization and incdequaete rates of peay.

While revenuos heve boon nuch lower then bofore the war, ox-
peaditures huve been much higher. The Govermment hss unusuel expenses,
perticulirly for rehebilitotion tnd notionel d:fcensc, which it never
hed befeors, Govermmont selary seulos have inercascd beccusc of tho
hizhir cost of living. As o rosult the deficit has buen large and
promises to continus so for somu time. For the fisewl yewor 1946,
reveonucs from toxatlion woro only 21.5 millisn dollars, while total
sxoenditures end obligations were 16% million, of which 28,7 nmillion
reprosented funds wppropriuted but not spont. For fiscul 1947, total
re¢vy nucs ere estimetod ot 28 million dollurs cnd totel oxpenditurcs
ot 127 million.

Thus fer the Government has beon ablo te meot its exponses
w.thout borrowing by drawing upon the gencral fund, the strein on which
hi.s been sascd by peyments from the United Stutes to the Philippine
Trrcasury of ncarly 68 million dollurs, which ropresents all but 5 million
dollars (still to be remitted) of the belunce of coconut oil and suger
ciciso tuxes collsctod by the United States Treasury on Philippino
products shipped to the United Stutes. In addition, the Philippine
Troasury benefitted from rclense of reserves from tho Exchinge Standurd
Fund when President Truman signed a bill in Hovember 1945 removing the
1% por cent reserve roquircomont from cll Philippine currency ¢xcept
netallic coins, In spite of these windfulls, the Govermment hus only
enough romaining in the Gencrel Fund to cover expenditures of the next
fow wecks,
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While the intornal problems of war dovestation, inflction,
cnd goverment defiecits aro discouraging, the internationil position
‘of the Islends is more fevorablc., With imports now running at the rate
of 350 million dollurs & year, tho official gold «nd doller esscts stood
et L6l million dollers on May 6; of this sum 431 million were currency
roserves. In cddition, there arc privato long-term assets, estimated
et 1, million dollars, und en unknown emount of private short-term
cssets, perhups s much as 50 to 100 million dollers, in the Unitec
Stutes,.

The balunce of paymonts during tho next few yours promises
to be fevoruble in spite of & low level of oxports. The principal
rozuipts are expoctod to bo the very lurge United Stetos Army end Navy
cxpenditures in the Islunds during the years 1946 end 19447, after which
time the rate of peyments under tho Rechabilitation Aotl/will probably
be running =t a high level. Since tho total puyments cuthorized by
ths Act are 520 million dollurs (in addition to 100 million worth of
surplus), their fovorablo offects on the balance of payments will be
tr amondous.

Thus the plight of the Philippine Govermmcent has most unusual
ospects. Because of the 100 per cent reserve requiroment, neither can
it use its dollar belunces for imports on govermmont eccount, nor cen
it meet its budgot doficit by expanding the note issuc. DMoreover, the
heavy United States Govermment expenditurces in the Islands will be
primerily to priveto persons rathor then to the Philippine Goverment.
Such peyments es are made to the Goverrmment under the Rcehebiliteation
Act for the rostoration of destroyed public propertics must bo mado
after the Govermment hes alrcedy mct the cxponscs of restoration from
its own funds. The immediatc cffccts of the fLet, thereforec, aro to
eccentuate tho elrondy criticul shortzge of free Govermment funds.

No matter what other mecsurcs the Philippine Govermment nay
toko to meet its deficit (over 100 million dollars for fiscal 1947),
it must in any cese meke every effort to increase tax revenues. Since
the Filipinos have never been heavily taxed, there is room for increases
in rates to bring the level of taxation to thet of most other countries.
The problem is that sharp increases in rates would encounter populaer
resistence, particulerly at a time when incomes are low. Incresses in
excise snd sales taxes, already the most important revenue producers,
sppecr to offer the most fruitful possibilities for increasing revenues
quickly. By oxtending oxcisc taxoes to cover additional commoditios,
ptrticulurly imports, and by ruising the retes, it is probable thet the
rcturn from them might roadily be raised to 25 million dollars, twico
the pre-war level. The seles tax, which is now 5—1/2 per ccent on most
articles, 5 per cent on semi-luxuries, and 10 per cont on luxurics,
cculd also be raised end mede to bear most hoavily on luxuries and
semi~luxurics. In addition to reising revenuecs, such incroases in
exciso cnd seles taxos would heve the effect of roducing imports of
ccnsumer goods, perticularly luxury itoms, on which thu Filipinos arc
ncw tending to dissipato their holdings of cash.

I? For o detoilcd discussion of the provisions of the Act, sce Roviow
of Forcign Devclopments, April 22, 19L6.
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Tho possibibilitics of internal borrowing are limited. Tho
ngtional debt is very small, so thet there is no developed bond merket.
Morcover, rates of return on alternetivs investments in the Islands are
high, so that the interest ratc on a government bond issuo would have
to bo prohibitively high. In order to borrow ot low rates, the Govern-
ment might develop some schome of compulsory lending, or possibly a
lottery loen. Nor are the possibilities of borrowing from the Philippine
Netionsl Bank very groat without revision of existing logislation ro-
gording P.N.B. reserve roquirements and the size of 1ts noto issue,
erd o changoe in the Benk's practice of not issuing notes.

The Govermment will be able to raise some funds through the
selo of vested cnamy propoerties, the value of which hes beon cstimated
&t 140 million dollers at pro-wer prices, end through the sele of United
Stetos surplus property, 100 million worth of which at fair value is
to be turned over to the Philippine Govermment under the terms of the
Rohebilitction Act. Unfortunately, neithor category of salos is likely
to yicld pesos in the immediate future.

Whon the Islonds bocomo independent, the Legislature, 1f it
wi.shos to do so, can lowor the reserve requiremcnts, thus meking it
possible for the Troasury to increoaso the peso issue cnd to usc some
57 the frecd dollars for ossonticl imports on Govormmont account. If
a limit were placed on the Tronsury's power to issue notes and if the
bisiness community were assurcd of tho meintcnance of frec convertibility
of the peso (porhaps by esteblishment of & stebilization fund), such a
solution of the Trcesury's problem would be untirely feasiblc. An
plternative expediont might bo to authorize the Treasury to have a
fiduciary note issuc of 100 or cven 200 million pesos, meanwhilo re-
tuining the 100 per cont ruserve requirencnt against Treasury ccrtificates.

We must conclude, then, that without changes in existing
logisletion the Philippine Goverm.nt will be forced to borrow in the
United Stutes to cover its intornal budgot deficits. Possibilities of
borrowing will probebly bo limitod to a loan from the Export-Import
Bank, primurily to cover roconstruction expenditures, or a direct
United States Treesury losn requiring specific Congressional action.
Beccuse of the meny uncorteintios in the fininelel futurc »f the
Fhilippinc Govcrnment, tho chancces of flocting a bond issuc in the
New York market appeur slim.

In any ccse, the predicament in which the Philippine Govorn-
rent finds itself is not of its own meking. The currcncy system, in
porticulwr, has beoen proseribed by the United Stutes. In addition,
many obligations, such as those £5 meintsin the peso at 50 cents, to
neintain free convertibility with the doller, to place no restrictions
on capital movemcents, end to pormit Americen goods to enter the Islands
duty-frce, have been legislated by the fmerican Congress. To the oxtent
thet those restrictisns hemper the Philippine Goveornment in its efforts
£o solve its internol probloms, thoy incrosse the American Govermment's
risponsibility £or the sotisfactory solution of those problems. Wo have
proscribed the rules end the pattern of thc econonic development of the
Philippines for the coming dceados; wo should not shirk our rosponsibility
45 roliove some of the hardships which thosc rules ontail.
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Prospective "World Bank” Securities Lewis N. Dembitz

With the selection of Mr. Bugene Meyer as President of the
International Bank for Reconstruction and Development, it is expected
that steffing and organization of the Bank will proceed rapidly during
ths summor and that actual lending operetions mey begin by September.
Juze 30 has been mentioned as @ possible date for the Bank formelly to
"commence operations;" in this cese, pauyment by member countries of the
first 2 per cent on their capitel subscriptions would become due within
sixty days or by the end of August. Hence, by September 1, the Bank
conld have & fund of 153 million dollars (in gold and United States
dollars) with which to begin operations. Additional calls for capital
will be made, probebly until the Directors have called up the full 20
pcr cent of each country's subscription as permitted by the Articles
of Agreement., In eddition, it is expected that by the fourth quarter
of 19446 the Bank will meko an initial offering of its securitiocs to
ths American investing public.

Ability to merket o lerge volums of securities ot roeoasonable
rates is essential to achievamcnt of the Benk's objcctives., The ro-
sources of thoe Bank, including the amounts callable if necded from
member govermments on thuir unpetd caepital subscriptions, will bo large
in relation to the Bank's lisbilities. For this roason, it mey bo
cxpocted that the Bank's obligntions will be considersd as entitled
to a good investment rating. Assuming this to be the cese, o strong
danend for the sccuritics con be enticipeted,

In considering thc prospoctive investmont quality of these
securitics, it is holpful to cxamine the relationship thit will cxist
betwoon the Bunk's rosourcos and its liebilities. To illustratc this
rclationship, & hypothetical (pro forma) belunce shcet can be drawn up.
The belence sheet given below is intended to illustrete the possible
reletionship betweon the Bank's essocts wnd liabilities at o time
(necossarily soveral years hence) when its outstanding loans have
roachod the limit pormitted by the Benk's Articlos of Agrecment. This
hypothetical balence shect is bused on tho following assumptions:

1. The maemborship of the Bank consists of thosc
countries which crc members on June 1, 1946, with totel
cepitel subscriptions of 7,670 million dollcrs.

2. The Bank will havec culled in the full 20 per
cent of its subscribed capital, or 1,53l million dollecrs.
It will hovo usoed 1,000 million dollurs of these funds
(including cll gold and Unitod States dollars peaid in by
members) for muking locns, leeving 53], million dollars
in foreign currcneciss in the Bank's treasury.

3. The Bank will not yet have accumuluted any surplus
or raserves, so thet its lown limitetion is 7,670 million
dollers., This entiro cmount is assumcd to be outstanding.
These loens, oxcept for the 1,000 nillion dollurs cvailable
from tho Bank's paid-in cepitcl, ere finencod by tho salc
of 6,670 million dollurs of debcenturocs.



- 1% - CONFIDENTIAL

Hypothetical Balance Sheet for the World Benk
(In millions of U.S. dollars)

Loans outstanding 7,670 Debentures 6,670
Foreign currencies in treasury 531, Capital subscribed
Due from member countries on ‘ Puidein 1,534
canital subscriptions, sub- Subject to call
ject to call to meet Bank's to meet Bank's
liebilities: ligbilities:
From U.S.A. 2,510 By U.S.A. 2,50
From others 3,596 By others 3,596
11y, 200 : 14,710

Ratios (based on the above assumptions): The 2,540 million
dollers due from the United States would provide & 38 per cent coverage
when epplied against the 6,670 million dollers of debentures outstanding.
As to the remasining L,1%0 million of debenture liability not so covered,
the Bunk would have cloims on foreign countries cmounting to 7,670
million dollers plus 534 million plus 3,596 million, or a total of
11,800 million dollurs, eguel to 2.86 times this liubility. Thus,
if only a littlc over one-third of the cleims on foreign countries
proved collectible, this would still produce tho 4,130 million dollurs
ncedod to provide for full poyment of the debenturcs. In practice,
the ebility of the foruign countries to meko their respoctive puyments
will be further cnhanced by tho fact thet thesc puyments cunnot fcll
duo in & single lump sum, but will fell duc groduslly over en extended
period of ycurs.

If the Benk's loans outstcnding were increascd ebove 7,670
million dollers (on thoe basis of additional countrics joining the Bank
ard theroby increasing ite subscribed cepitel sbove thet figure), then
tt.e retios of covearege onlculated above would be roducod. On the other
hend, the retios will be improgcd as the Bank accumuletos roserves out
of interest snd cormiscions rocoived from borrowers. They will clso
bo improved if the Bunk rctains any purt of its lending power unused..

The forcgoing bulence shoot and ratios essumo thet the Bank
wi.ll operatc by borrowing funds and relending tham, rother than by
gusrenteeing loens issued by othars. Howover, if some of the Bank's
operations werc to teke the form of guaranteeing locns issucd by
ohers, this would not change tho ratios celculated above. Some part
0" the MLosns outstunding" on the debit side would be replaced by
",iebilities of borrowers on guarcntced obligstions,” and some pert
of "Dobenturcs™ on the ercdit side would be rupluced by "Licbility of
Bank on guerenteed obligations;" thero would be no change in thoe totals
nor in the resulting rotios.
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United Stotes-French Economic and Finuneial Agreemonts

M. A. Kriz
Fedoral Reserve Bank of New York

On May 28 France recsived United Statcs credits totuling 1.4
billion dollars. Togethor with the 550 million dollur Export-Import
Bank loan grunted lcst September, Franco has obtuined clmost 2 billion
dollers from the United Statcs. This figurc roprosents wbout onc-half
of the eggregote foroign icnding of tho United States sinco the ond of
hostilitioes, cxcluding tho 3.7 billion dollur lozn to tho United Kingdom
cweiting rotificution by Congress, while the two Export-Import Bunk loans
to France--550 million dollers in Soptomber 1945 and 650 million lust
month--cmount to onc-third of the Bank's lending power. Thc mognitude
of the United Stutes aid reiscs, thercfore, the followring ouestions:

(1) Whet is Franco's progrem of reconstruction wnd modernizstion which
Myill. freilitutc the intcgretion of Buropu in the world cconomy and enable
Fruncc to rosume hor pluce &5 &« groet producing and trading nution;fl?a
end [II) what steko has the Unitod Stitos in its impl cmuntation?

I. THE FRENCH RECONSTRUCTION PRCGRA

"The French Govermmoent hes made knowm to the
Unitcd Stutes Goverrmont its plen for the reconstruction
tnd modernizetion of the French cconomy...Ths two govorn-
monts h.ve exeaminod this plan end hove agreed that the
attoiment of its objcctives should muke possible full
purticipation by Frence in cooperative wchicvamont of
en cxpanding world ceonomy."

Prosont Stcte of Fronch Economy. From the documents submitted
by tho French, threc mein fects amorgs cloirly: Bven boefore the wer,
Fronch cupitul oquipment ~wes obsoleto; this situction wes growtly aggro-
voted by the wer; end in spitc of substaenticl rosults achiecved sinceo
liberotion, French industricl production remeins vory low.

How obsoloutc tho Fronch industricl plent wes cven boforc the
war is showm by tho following feets: In 1933 the wverugo ozo of Froneh
mochino tools ws approzimutely 25 years, s wgainst 7 to 9 yours in
Englend end 5 to 7 years in the United Stutes. In comporison with 1900,
man-hour productivity by 1938 hed inercesed 330 por cent in the United
Stetes, but only 130 por coent in France. Lebor output in Fronch industry
befcre the war averuged asbout onc quarter of that in the Unitcd Stutes;
in cgriculturo o single producer in Frunco fed only five consumers,
wheoroeas in the United Stutes ho fed fifteen. Taking the cconomy cs a
whol e, lubor output in the United Stutos wus throo timos aroecter thoan
in Francc.

1/ 411 quotctions in this study wre fron the strtanents jointly rcleussed
T by tho Govermmont of tho Unitced Stotes end by the Provisional Govern-
mont of the Fronch Ropublic on Mey 28.
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Six yewrs of wur, including four yecrs of osccupation, with
the sccompenying physical destruction, Germen capitel lovies, tho
cxhsustion of stocks cnd deferred muintonence, inflicted on France o
totel loss of cepitel estinmetod by tho Fronch et 28 billion dollers.
Boezusc of demestic disinvostmont of such rugnitude, France's ceonomic
position tod.y is profoundly diffcrent from that of othor countries.
Tho Unitod Stotus mot its wer roquirascnts through o groat inercasc in
procduction; Grewt Britein suffercd o loss of finuncisl cupital but pre-
gserved her industricl plant; Fronch production, however, f¢ll to ono-
half of the 1938 lovel, or to less than two-fifths of the 1929 luvel;
end despite the fact that French consumption had been reduced by one-
helf ot the ond of occupution, Fruncc wus left without tho meens for
naintaining, even wt the incdequate pre-wer level of replecuncnt, the
buildings tnd nmechinery which hed oscuped destruction and looting.

In spite of the substunticl progress which has boen made since
liborction (for exemple, tho rustoration of comrunicetions end the ex-
pension of domestic coel output to rorg thin the 1938 level--an achieove-
nent unpurelleloed in any other country), French industry toduy is producing
ot only sbout 40 per cent of its 1938 ratc. At this level, production
is slocrly too low to sustain cven o moderctc level of consumption and
loave cn adsquete rergin for investment. The conclusion is obvinus:

To snsurc ceonmmic recovery, Fronch production rust be inercascd sub-
stantially.

lsdernization end Ro-equipnont Progrem. A highor lovel of
indastrisl production would ellow & rute of investmont high onough to
replacc war lossus of cupitul wnd to renew sbsolete cquipment. As o
first step, thercfors, the French plen to incrouse production by the
ond of 1946 to ws high o levsl cs is possible within the cxisting over-
gll plent cupscity. As a second step, thoy intend to oxpand thelr |
proscnt sconomic potential to a lovel that will allow wn incroasc in
industrizl productisn by porhaps s much as 25 per cont ovor the «11-
tinc industrisl peak attaincd in 1929,

Thc Fronch plun to raise thuir industrial production by the
end of 1946 to the level of 1936, by 19447 t» 10-15 por cent chove 1938,
end by 1950 to somc 50 per cont cbove 1938. Theso goals nmay seen very
high., As & nuttor of fact, howeover, 1932 ws o verr of madiocre in-
“dustricl activity, w«nd thu bosis of comprrison is therofore unduly low.
The roasoncbloness of the Fronch objectives is shown in the following
tatlos

Production Goals

_ﬁctual ___Goals
Lpril-May
Busis ke 197 1950
o ) (1929=100 57 88 118
Industriul Indox (19%8=100 n 115 153
hgriculturel Index 1933=100 75 85 105
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The French ley greoat emphesis on an increasc in production
of coel wnd nydroclectric power. By 1950 coal production iz pleanned
t5 excoed the 1938 level by LO per cent and the 1929 luvel by 22 per
cent, whilc electric power production is to continue the pre-wur growth
at on ccceleruted rute, czecoding in 1950 the 1928 lovel by 100 por cent
end the 1929 level by 180 por cont. Anothor striking fecture of the
Froeonch progrem is the projected croction of e muchine toosl industry.
While France had « mechanicel end clectricel ecauipment industry before
ths wer, the presont objoctivo is to brocden wnd modornize this industry
in order t: entor world murkets end to provide tho Fronch economy with
nost of the squipmont roguired for reconstruction end nodornizetion,
The Fronch objuctive for this industry is o 1950 output 50 per coent
above 1938, but only 7 poer cent sbove 1929. On the whole, consumption
goods industries sre schodulod to inereuse rmuch loss thun producers!
gryds industriecs. Morvover, & part of the incrousc in consumption
"zoads output ovor the 1938 level will go t. rcconstituting duplcted
houschold und treds stocks cnd to rebuilding exports. This disperity
betwoen the high gowls sot for producoers' gosds industrics and the nore
nodorste abjectives for consurption goods roflects the French desire to
specd roconstruction by mowns of their oum resources, even &t the cost
of rotording irprovenent in the stenderd ~f living.

Invoestmont Pluns. With the cbove proluction objuctives in
nind, the Trenoh Goverm:iont has direetcd the developnent of an over-sll
plen for the gencral modernizetisn end re-cquipnmont of" the economy.

The plen is in coursc of preparction by whet is known os the Council

of the Plan, which is hcucded by tho President of the French Govermment
anl is composcd of mambers of the govermment, chief iniustriclists,

trede union lecdors, cnl cdministretive officiuls. Tho Council provides
the directives which wre interpreted wnd coordincted by the Gonerwl
Comnissariat of the Plen, hecded by M. Jesn Monnet. They erc to be
transleted into pructiesl stretugy by & number »f modernizution com-
nittees, one for each busic industry, in which .re ropresontcd the best
eveileble industrial brains of the country, whether employer or amployce.

The investment program calls for o total investment of 12
billion d-llurs in the six yoirs 195,5-1950, of which 2.4 billion dollars
aro to bo imported. This total inclulcs firm investment programs for
¢-2l mining, electric power, fucl, railrosds, tho nerchunt marine, and
tho steol industry, ropresonting together cbout LO per cont of the totel.
Irdividual progrems for othor industries sre still portly tontotive.

inprovenent of transport. Roilroads end ocean shipping will be affeected
primurily, with railrocd investmont weeownting for approximatcly conc-
holf of totel transport investments., In order to meot tho troffic
roquiremonts inhorent in tho general economic objectives, which in 1950
woul & excood 1938 truffic by 25 per cont, tho zreatly duplotod rolling
stock will heve t> be doubleds The ontire ruilirsed investment progrem

1s to be mot by dnmestic production after 1946.  The investment progrom
for the merchent rurine contamplates a rostorwtion of the pre-wer tonnage

by 1950,

The lurgost proposed investmsnt is for modernization and
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The power investment progream is a second lurge item in the
totel. 1In view of France's need for importing coal and the expected
continuence of a tight coal supply situation in HBurope, the French
plar. to expund domestic coal production from 50 million tons annually
to €5 million appears reasonable. As & corollary of the industrial
and agricultural progrem, electric power production is to be doubled
by 1950 as compared with 1938, involving an expension of existing
hydroelectric fucilities by sbout 80 per cent.

A third key factor in the entire progrem is the modernizetion
and modercte expension of tho steel industry. The production of steol
is to ineresse by 1950 cbout 25 pur cent over 1929.

The French expect cwventuelly to roly on domestic vroduction
of mechanical and e¢lectrictl equipment and mochine tools. In order to
speed thoir cxpension, thesc industrics will requiro large imports of
capitel cquipment.,

Investment in rosidential housing will be confined to con-
struction of temporsary housing, to urgent repuir und reconstruction of
existing dwollings, wnd to comstruction of « sufficicnt number of now
dwcllings to housc the incroased industricl lubor force. Only an in-
significant purt of the investmont in housing is to be met dircetly
from imports.

In the toxtile industry, the French contemplate for 1950 only
& 5 por cent cxpansion over the 1929 output, but thoy are propering an
cxtonsive modernizotion progrea which in five ycurs would ropleoec one-
third of tho instulled toxtile rachinery end permit @ substenticl re-
duction in textile labor roguircments.

Supply of Lebor. To cnsurc a supply of lubor adoquate for
attaining tho production objectives, thoe Fronch contumpletoe «n inerccse
in *he industricl lebor foree from its prosent lovel of 5.1 million
(excluding 250,000 wur prisoncrs) to 8 million in 1950. In 1938 the
industriazl lsbor force, including tho unomployoed, wis 6.1 million. To
cchiove this objectivo, soversl hundred thousgnd persons wi:o left tho
industrial lebor force during the occupetisn are to return; wn even
lorger number of agricultural <yorkers will have to sevk industriel
ompl.oymont; & third lergo portlon of the nseded lubor will be drewn
fron the groups wiich wro ot orcsent clussificd in tho cttegories of
tredo, profossions, bonking, ¢nd goverment services, wnd from the army.
Morcover, industricl workers will huave to immigreate from abroad. In
ordsr to releuse sgriculturel workers, the Frunch plan to introduce into
French ogriculturce 200,000 tractors und other ggricultural machinery,
ond othorwise to incrcusc agriculturel productivity. Large-scale transfor
of persons from trede, profcessions, services, govermment scrvices, wnd
the ermy appeors possible in view of the obnormal increwse in tho first
thrsc cetogories during the occupution end the plunncd reduction in the
sizz of tho crmy during 1946. Eaployment of irmigrant lubor hus long
beoa o fecture of the Fronch cconomy. A vigorous rceruitmont policy
end provision for the necessery housing und other fueilitios will,
howsver, be roquired if thc 1950 goul is to bo reoachod.
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The French manpower program presupposes full ccoperation of
French labor. The labor situation has been favorable in recent months.
In spite of rapidly rising prices and lagging wages, there have been
virtuelly no strikes, and lebor unions have agreed to accept an in-
centive woge system and a L8-hour basic work week, compared with the
pre-wer average of 38.7 hours. However, the demand for & general wage
increase of 25 per cent, which the Communist-contrcllod Generel Con-
federction of Lebor made before the rocent elections, mey nrove an
ominous sign indiccting a chunge in the attitude of labor toward
reconstruction pluns.

Conditions for Realization. The attuimmont of the French
production gouls depends primerily, in the short run, on coul; in the
long run, on the foeesibility of tho investmont program.

A fundomontsl assumption of the whole plen is theat France
will be chle to obtain tho necessury supply of coul. In spite of the
ineresse in domostic conl output to & level higher then in 1938, Frence
is wnable fully to utilize her aveileble production plunt «nd munpower
bacouse of tho inudequacy of the coel supply on tho busis of present
imports. During the docade from 1929 to 1938, coal imports everaged
28 million tons & yecr, or 2,300,000 tons monthly, of which 200,000
tons come from the United Kingdom, 900,000 from Germany, wund 51,0,000
from Belgium and the Nethorlands. The prescnt level of cozl imports
is at & rote of only 10 million tons a ysar, or 800,000 tons o nonth,
of which 100,000 tons earc coming from the United Kingdom, 1470,000 from
the United Stotes, snd %30,000 from Germany. No increusc in cocl imports
from the United Kingdom ccn be expoected becouse English production is
only cbout thrue-fourths of the prc—w&f output. Beecrusc of the cost of
United States conl (20 dollers a ton ot Fronch ports, or morc thun twice
the price of Buropcun coul), its import is too burdensome eon item in the
Fronch balance of payments to be long continucd. Uoreover, boceuso of
the recent coul strike, French imports from this country have boen
interrupted. Under those conditions, Fronch requiremonts con be met
only by additionel imports from Germuny. For this recson the French
hove lately been emphasizing tho ebsolute necossity for Frence to
roccive occch month from Germeny at leest 1 millicn tons more of coal.
The scnbtence in the Unitod States-Frsnch jeint stutoment to tho effoct
thet "the United States Govormmont will continue to assist France in
scouring on cdequate supply of cosl from Germeny" suggosts dofinite
action in this direction.

In the long run, the successful implementction of the French
recconstruction plan depends on the feasibility of the investment program.
Irdeed, the most pertinent question roised by tho progrom is whether
tr.o French oconomy will be able to sustain the required rute of cepital
formotion. Over the four-ycar period 1946-19L9, eccording to the French
progrem, 18 per cont of the net notional incomo plus imports is to be
absorbed by investments, inecluding necessary inventory cecumnuletion to
rostore stocks to & working level. This is « very high proportion indecd,
lecving only 82 por cont aveilcble for consumption. If this rete of
{investment can be cceomplished, the progrom calls for French national
income to increasc from 82 per cont of 1938 in 1946 to 132 per cent in
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1949, which would be approximatoly the 1929 level. Boceuse of the
high rato of investment during this period, end despite the magnitude
of net imports, consumpticn would riso more slowly from 88 per cont of
1938 in 1946 to 115 por cont in 1949. Consumption would then, however,
still bc only 90 por cent of tho 1929 lovel. ‘Thesc figurcs indicitoe
thes the presont louvel of consumption would be inereused during the
poriod 1956-1949, although, becsuse of less adequete housing and tho
deplotion of concumers' stocks, the 1928 stinderd of living would
prabably not te roached until 1949.

The maintonanco of such & high rate of investment is not
somothing to be taken for granted. It implies thet severc contrels be
nainteinod over the Fronch cconemy, rostricting consumption at the some
tim: thet spendublo income will be inerossing. The traditionelly high
Fronch propensity to sweve muy prove, howuver, & source of strongth in
implonenting the progrem. Should consumption not be edequutely restrictod
through voluntery saving, rotioning, ond administrative controls, in-
fletionery pressures will inovitably tond to reduce consumption through
thoir effeet on weges and fixced inecome. Should the French cconony follow
suca ¢ course, the high roete of investment ruquired by the roconstruction
prorram could probably still bo meintuined, but the price which the ¥French
would heve to pey for their incbility to muintain adoquute controls would
be zroct social wnd scomdnic dislocutions. lore perticularly, o sustaincd
increasc in the Fronch price levels would heve en unfovorable cffect on
Fronch cxports and hence would aggrivete the French belance~of-poyments
deficit.

The Froench Bulanco-cof-Puynments Defieit. Fronch cconomic
policy as Dutlined ebove caanot be irplomuntod without o large ond
comprohensive import progreim. Beccuse of this und bocausc of tho stall
volume of exports in the initial roeonstruction porisd, tho Fronch balence
of paynients will show a hoovy deficit ovur the noxt four ycars. Tho
magnitude of the doficitl.day be illustrated by the following quotetion
Prom & stotement made by tho Prosident of tho French Provisioncl Govern-
ment on Moy 29:

"o shell have to faco in tho noxt four ycars o
possiblo deficit cstineted...at 6,150 million dollers.
Threc billions, which is nearly one-hzlf, will be
covercd by our priveto and public resources in gold
end foreign currcncy, our gold production and foroeign
credits obtained prior to the agrecnent /United Stetes-
Fronch egrecmont of Moy 287 «.s Therc will thorcfore
be & bzlanco of ebsut 3,150 million dollars.

"Port of this, estimited at epproximetely 9LO
rillion dollars ... ey bo expected to be coverod by
Germon reperctisns end crodits from countrics other
then the Unitod States ... Thero still ranains o
belance of cpproxinately 2,200 million dellers.”

1/ Sitcs tho Fronon Govormhont nas not relonsed for publication its

~  ostimstes of the baslence of payments for the initicl yeurs of tho
roconstruction porind, no dotailed corments on this portion of the
French progrem cen be circulated et this timo.
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II. UNITED STATES FINANCIAL AID TO FRANCE

United States Loans to France. In order to cover the
residual balance-of-payments deficit in the near future, the French
heve obtained American financial assistance "pending the time when
the Internationel Benk for Reconstruction and Development will be in
full operution.” The American finsncisl aid includes: (&) & direct
loan of 650 million dollurs from the Export-Import Bank; (b) a line
of credit toteling 720 million dollers for the purchase of United Stutes
surplus property now in Frunce and in Fronch overseess territories, and
for the puyment of goods supplied to Frence by the United Stetes Govern-
ment since the end of the wer; and (¢) additionzl credits for the purchase
of Americun-ovned merchant shipping.

The contract covering tho 650 million dollar Export-Import
Bank lotn has not yet been signed at this vriting. The intercst rute
is stated to be 3 per cent end the torm 25 yeers; however, no repayments
of principal wrae to be effected during the first five years, tho entire
emertization of ccpitel being made in tho remuining 20 yeers. The first
Export-Import Bank loacn to Fruonce grunted in Scptember 1945 carries
intorcst at 2-3/8 por cent and is repaysble in 30 years, beginning
July 1, 1946; thesc arc the semc torms as thoso of the 1lond-leuse
"2(c)" agroements.

The 720 million dollar line of credit for the paymunt of
gocds supplied to Franco sincc the ond of the wer and for tho purchase
of Unitod Stetcs surplus propoerty located in Fronce end in French ovor-
see.s territorios cerrics interust et e rate of 2 per cont por cnmum,
bogimming July 1, 19L46. Bouginning on July 1, 1951, intercst and principal
will be puid in thirty cquel cnnucl instellments.t/ Should the payment
of any instullment not bo "in tho joint intersst of both govermments,”
"boeouso of extroordiniry and edverse cconomic conditions arising during
tho course of puyments,” poymonts mey bo postponed for a period agreed
upon by the two govermments.

In compering the terms of the United Stetes-Fronch egroement
with the eerlier "3(c)" vgrecment of February 28, 19L5, the following
differonces arc worth pointing out. Tho intorest rete is 2 per cent,
instoad of 2-3/8 per cont as undor the "3(c)" wgrommoent; the ropaymoent
of principsl, which was to have stortoed immediately undor the "3(c)"
cgroemont, is postponed by five ye.rs in the now agreoment; and while
tho "3(c)" cgrucmont c.lled for the repeyment of principal by equal
annuel installments, the now egroement provides for repayment of
principal wnd intorcst by cquel ennuel instzllments, so thet tho
cvsorage meturity of the loun is longer undor this new schodulc. More-
ovsr, the toxt of the joint stotoment rogerding tho conditions of post-
ponement of puyments in casc of bel.nce-of-payments difficultios may be
interpreted es covering not only principal wmortizetion, as was ap-
purently truc in the "3(e)" egreemont, but clso intorest. However,

T7‘Part of thesc poymonts will consist of 15 million dollers worth of

T rool ostutoe and 10 million dollers worth of froncs which tho United
Stetes will usc to buy ond improve rceel estote or to carry out
"educationtl progrems cgrecd betwsoen the two govermoents."
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there is no walvor of interoest clong the linces provided for in the
Anglo-fmoerican locn agreemcent, but only conditioncl postponement; and
the cleuse providing for postponcmont lacks &« preciso definition, such
£s thet conteined in tho Anglo-fmericen loen rgreoment, of the con-
ditions under which it would opcrute.

Of tho 720 million dollars, 300 million dollers arc dostined
fer the purchosc of Amcricon wer surplus in Frence snd in French over-
scas territories. Franco is to wcquire these stocks at about 20 per
cont of their cost price. The rameining 420 million dollars roprosents
o net sum in puayment for goods supplied to Frunce since the cnd of the
wer. Meny complex adjustments wore medc prior to determinstion of this
figarc which is still subject to rovision pending the finul egroonont
on the accounting procodurcs. It includos the so-called "3(c)" credits
oxtonded to France under the cgroemcnt of Februery 28, 1945, cnd thore-
fore docs not roprosont a completely new credit to France. Oanly to the
extont that the sottlemont wiped cut ceortoin French obligotions which
hed prcviously been peyablc on a oash bisis, and in purt transforred
than into e stroight lond-lease cutegory wnd funded the balunce, was
rogl relief granted to the French bealonce of poyments.

Discussions are toking place for «n additional credit, subject
to tho provisions of the Morchant Ship Sales Act of 1946, wheroby France
will acquire approximately 750,000 tons of merchant shipping ovmed by
the Govorment of the United States.h Nowspaper rceports cstimctc such
credits as amounting to "at loast" 25 million dollars. By purchusing
theso ships, Fronce will effcect substantial cconomics on hor occan freight.

Final Settlement of Lond-Lease. Apeart from the loens, France
has drewn various benefits from the finunciul wnd cconomic sgrocnents
concluded on Muy 28, The United Stutes end the Froneh Govermmoent hoave
reachod «n understonding for the final settlement of lond-lease ond
rociprocal aid, of the Frunch obligution to tho United Stutes Govermoent
under the militury supply progrim (Plan A), ond of other finenciel cluains
of ectch goverment aguinst the other arising cut of tho war.

Militory «nd civilion lond-loase obligwtions wrising prior
to Scptember 1, 1945, have boon cancellod. The Unitod Stutes has ro-
nounced all claims for the repegymont of 2-1/h billion dollars worth of
nilitery storcs wnd equipnicnt suppliod to Frunce during the war and
cgeinst which Frence supplicd only 870 million dollers in rcciproeal aid.
Furthernore, the United Stotes has «wlso renouncod its claims for the pay-
ment of crmounts outstanding for deliverios made to the French and North
African civilian populations. Those claims total 300-400 millica dollars.
This settlemont is, however, subject to the following qualificutions:
(1) the French Govermment is to oxtend "eppropricte non-discriminctory
troetment” to United Stutes netionels in the use und disposition of
installations in tho building of which therc has been o Unitod Stctes
Govermant contribution and which tcre tronsferrcd under this scttlemont;

I/ Tho two countrics Wave elrondy egroud thet Fr.nce should reccive

T 17.5 million dollors for loss or danuge to French vessels or cargocs
whilo under our contr>l. This includes the settlament for the luxury
liner Normandie which burned in New York hearbor,
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(2) the United States Govermment reserves its right of racapture,
while indicating, however, "that it does not intend to exerocise
generally this right" (with certein specific exceptions); (3) the
disposal for military use to forces other than French armed forces

of lend-lease articles held on September 2, 19,5, or rcceived there-
after by the French armod forces and the disposal for civilian use
other than in France or in Fronch overseas territories of such lend-
lease articles will be made only with the consent of the United States
Govermment, and any net procseds will be paid to the United States
Govermment. The French Govermment will not, except to & very limited
oxtent, relemse for civilian use in, or for oxport from, Fraonce and the
French ovorseas territories lend-lease articles held by the Fronch
armed forcos.

Agroement on Commercicl Policy. The two govermments found
themsolves

"in full agreemont on the generel principles which
they dosire to seeo estabiished to cchieve the liber-
ttion &nd cxpansion of intornetioncl trade which they
deem to be essontial for the reelizotion of worldwide
prospority and lasting pesce,"”

Moreover, by extending credits to France and by cssisting
France in securing an adequate supply of coul from Germany, the United
Stutes is to help the French to reconstruct and modernize their cconomy
so as to -

"facilitete tho intogrution of Europe in the world

economy snd oneble Frence to rosume hor placoe as o

groct producing and troding nction.”

Beforc the wer, Frince, with hor overseas territories, had w«n important
and stable sherc in world production and trede. From 1913, just beforo
the First World War, until 1938, Frince's shere of world production

varied between 5—1/? and 6 por ccnt, & proportion not widely divergent
from her shero in world ponulation--~5.2 per cent. Beforo thc Sccond

World War, Frence was tho fourth lergest exporting and importing notion,
being surpassed only by tho United Stutes, tho Unitod Kingdom, and Germany.

The United States~Fronch agrcament has, therefore, far-roaching
commercial-policy implications. From the very inception of the recent
locn negotiations, tho French pointed out thet the dogroc to which Frence
will be wble to contributc to a world of eoxpending production and trudo
in conformity with the objuctives of tho internctioncl cconomic policy
of the United Stutos will depeond primarily upen the opportunitiocs thet
arc given to hor to undertake ond wehieve thu reconstruction and
modernizetion of hor ggricultural snd industricl oconomy. In the
absence of such &id os will cneblce her Yo procure the raw motericls
end equipment required to start her industrices going full specd and to
re-csteblish equilibriur in hor boluncs of puyments, France will have
to slow down the pace of reconstruction and modernizition, meintain and
strongthen the existing cconomic controls, earmerk her availablo gold
and foreign essets for the purchuse of capitul goods, and rulo out foreign
trode, oxcept through bilatcral treade orrangements. Thet such o course
would be detrimentel to othor treding nations, wnd more purticulerly to
the United Stutes, is beyond doubt,
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As a result of tho Unitod States-French negotiations, the
two govermmonts, reaffirming "complote ugreement at all importent
points" on the principles expressed in the Proposuls for Considerution
by an Internutional Conference on Trade end Zmploymont, agreed to work
together for reciprocal turiff reductions in advence of the forthcoming
World Trude Conferencos

"The two govermmonts arc of the opinion that the
prior conclusion of agreumants emong tho mejor trading
nations of the world for tho substuntial reduction of
teriffs wnd other berricrs to trude and for the ramovel
of discriminatory crrungements would contributc groetly.
to the success of tho world Conforonce.”

A similer provision, i1t should bc noted, was contuined in the joint
United States-British statomunt rogerding the understuinding roesched
on comnmercial policy, issued on Docenbeoer 6, 1945, at the closc of thc-
Anglo-fmerican loan negotictions.

The French Govormment hes advised the United States Govermment
of the following spocific moves: (o) o new Fronch tariff is being pro-
poarod which will contain ad velorom duties only end which will not in-
ercase the degroec of protcction over the level which oxisted prior to
the war. This ncw toriff will serve es the leovel from which reeiprocal
roductions will be nogoticted in the fortheoming multilatoral conference.
(b) Frenco hus dofinitely abendoned hor pre-war policy of protceting
French producers with import quotes. (c¢) The French Govermmoent hes
reiteratod thet it hus sbandonod tho price cquelizetion (percquation)
prccedurc, ™vhich it was compollod to use provisionslly during the
period prior to tho roveluetion of the frane in order to fucilitute
cxrorts."

Howover, the abolition of quuntitutive restrictions hes been
quelified by the French Goverrment to the extent thut the lattor

"must maintein import controls within the fremowork

of un import program, but that it will maintain such
controls only s» long us they arc ncecssary to safe-
guerd the equilibrium of its bulunce of puymonts and

to echieve in an orderly wey its plen of reconstruction
cnd modernizetion.”

It wis elso formally stipulatod that tho French Govermment would ad-
miristor the issuwnce of import licenses under the French import program

"without discriminetion us among foroign sourccs of
supply «s soon s Fruncce possesses, or 1s ablc to earn,
sufficiont froc foroign exchangoe so thet it is no longor
necessury for her to mako purchiases within the limits

»f bileterzl tride end finaneisl ogrocments.”

The avoidunco of discrimination in tho zpplicction of such gquentitative:
trede restrictions as arc to romein during the transitional poriod is

¢ principlc defined in consideraoble deteil in the Proposwls for Expansion
of World Trude ond Fmployment.
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The two govermments have also reached agreement on the return
tc private channels of trade between France and the United States.l/

On the other hand, various measuresg/were discussed in the
ccurse of the negotiations with a view to promoting French exports to
the United States, inasmuch as

"the two govermments have agreed that important

benefits would acerue to both countries from a .
substantial expunsion of French exports to the

United Stutes."

Brief roference moy &lso be mede to two other agroomonts
reached by the two govermments. First, cach govermment is to license
frecly und without royslty to the nationcls of the other, under con-
ditions of rgciprocity, 8ll former Germun-owned patents which hzve come
irto the full possession of either govermmont (with certain qualifications);
ard scecond, thc Freach Goverment will asccord to Americen netionels who
heve suffered demage to their propertics in Frence, through ceuses origi-
neting in the wer, compensetion cqual to that puyeble to Fronch nationals
heving the some types snd cxtent of losses. Such equulity of treatmuent
is accorded to Fronch netionuls with reference to wor dameges to property
ir. the United States.

Finally, the two govermments have egreed to begin negotiations
¢ soon &s possiblc looking toward the conclusion of "& modern and com-
rchensive treaty of ostublishment, commcrce, end novigetion.”

'S e

1/ The Fronch Govermment his slroudy rostored to private channels a

T lerge pert of the import trede of Prence end its overscas torritories.
Tanporcrily, however, o pert of French imports will be handled by
tssocilations of privete traders until the difficultios of loeding,
shipmont, and trangport of c¢ssentiel supplies und thoir distribution
in Frence are overcoms. French Govermment procurcment in the United
Stutes will be limited te oguipmont for public corporctions end
agoncies. For the time being, goverment procurament will elso be
continued for a raestricboed list of items, such ¢s short-supply
foodstuffs, steel, lumbor, tires, and cortuin medicel supplics.

2/ Tho two govermments huve discussed "certein United Status laws and

T roguletions which, in tho opinion of tho French Govermmcnt, tend
to hemper unduly tho importuation of Fronch products into the Unitod
Stotes. Speeinl attention s boon given to trude nerk and copy-
right legisletion, the nusc of geographical nwros rolated to particu~
lar products, price control of imported goods, and valuation of
inportod zoods for tho asscssnent of customs duties. Tho verious
egoencices of the United Stetes Govermeont which aro concoerncd with
those motters hive egrocd to give cureful and synmpothetic consider-
ction to the views of tho French Govermaont and study the possibility
of eltoring their administrative proccdures or recormonding to
Congress the revision of existing legisletion.”
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On the whole, tho joint docluration on commoercial policy
rciterotes the gonercl principles formuluted in the Proposals issued
by the Department of State ot the close of the Anglo-Aioricen loan
negotictions. Likewise, the stipulction providing for conclusion of
agrcenents "for the substantial reduction of tariffs end other barriers
to tride @nd for the removel of discriminatory arrangancnts” prior to
the World Trade Conference rostates similer proposals in the Anglo-
Mnericen joint statemont. However, while the Anglo-Amorican loan
agreaacnt, cimed, in its commorcial policey implicutions, primurily at
olimineting exchange restrictions and ensuring convertibility of sterling
balences in gencral, the spocific provisions of the United Statcs-French
egroenent concern cssontislly an cluborution of o new French teriff
(end subscquent negotictions of roeciprocel turiff reductions), climi-
netion of the Froench peolicy of quentitutive troade reostrictions, and
provention of direet or indirovet export subsidies. These differonces
betwreon the two sots of agrocmonts reflect, of course, the differing
problens wnd policles that hud to be dealt with.

Conclusions

I. The production goals of th¢ Fronch oconomic program
appoer roasonsble in torms of Frence's cctusl wehicvoments in the
'thirtics and &«lso in terms of the long-term expansion of nutional
incone of the United Stutes and the United Kingcdom. However, the
attaiment of tho French economic objesetives will depond upon the
ebility and willingness of the French Govermoent und poople to devote
& lerge proportion of their current income to investment, ts maintain
end eccept the necessary controls over production, consunption, and
finencc, «nd to wchieve thc full coioperution of private vunugancnt and
lebhor. 1If it is successfully amplanented, the reconstruction progran
will ensble Frunce to> balanco both hoer lomestic oconomy cnd her intor-
netionel accounts,

II. The French are fully aw.re that the ré*equipmont and
nodernizetion of their ggricultural and industrial econony dopend
primerily on their own rosourcoes end enorgiocs, However, without the
impetus provided by the addition of imported resourcos, ths developrnent
of production in Frunce would procoed at too slow a rate; Frunce would
be uncblo for a long time to restore her cconomice balence; and shc would
not boe able to purticipate in the cormion efforts to liberete and oxpand
vorld trede. Henco the French, while resslutcly using thelr aveilablo
off'icicl und priwvi.te gold wnd assets ebroud, have beon anxiosus to obtain
credits from tho United States cnd othor countries.

IITI. The United Stutos hus extended te France fincneiel eaid
of a megnitude of 2 billion dollers. The egreement is pert of tho
broad program, inaugurwted by tho Anglo-Amcrican agreement, for reviving
international trade emong the threo largest exporting and importing
netions in the world. The JAmericon finencisl oid to Frunce is, thero-
fore, to be looked upon as an integrol pert of the intornationsl cconomie
policy of tho United Stutes.





