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Report on Mexico City Conference of Central
3ank Experts Devid L. Grove

For the past fow years, there has boen considerable in-
formal disoussion emong tho central benks of the Western Hemisphero
concoerning the desirebility of holding a conference et which techni-
cal experts of these institutions would meet to exchenge informal views
about the monotary and benking problems of their rospective countries
end of tho Homisphere as o whole. The outcome of thesc discussions
was that tho Benk of Mexico convoked e conference, which wes hold in
Mexico City botween August 15 end 30. With tho oxception of Hondures,
Penemeo, Cube, and Heiti, &ll of the 21 ropublics of the Western Hemi-
sphero were reprosented. Tho absence of Cube was due to tho fret that
it does not yct have & centrul benk or its Cqulvalent.l/

With tho excoption of a docision to osteblish a Permanent
Cormittee, the conference passed no rosolutions and arrived at no
officiel conclusions. The conferenco was called for the purpose of
providing an opportunity for informal discussions which would in no
wey cammit or emberress the orgunizations which the delegotos ropre-
sented. It was cttonded by no publicity. It was the fooling of ap-
parontly all of the delegates that they profited from this interchange
of idees and that tho associations estiublished would pave the wey for
greater cooperation umong the perticipating centrel benks than hes
existed horctofore.

1/ The Unitod Stutos dolegotion consisted of Mr. Woodlief Thomas and
T Mr. Devid Grove of the Fodoral Resorve Bosrd, Mr. Horace Sanford
end Mr. Henry Wallich of the Fedoral Reserve Bank of New York, and
Mr. Wetrous Irons of the Fodoral Raserve Bank of Dallas.
The Internationel Monetery Fund was reopresentcd by Mr. Robert
Iriffin end Filipo Pezos.
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The progrem of the conference wes organized around the
deliberations of three committees:

I. A Committoe on Monetary and Credit Controls.
II. A Committoe on Balance of Puyments and Foreign
Exchange Probloms.
III. A Committee on Cooperation among Research Deport-
monts of Central Banks.

This third committce, in turn, wes split into six sub-
ccrmittees:

A. TFunctions of Economic Rescarch Departments.
B. Monetary und Banking Statistics.

C. DNationsl Income.

D. Balunce of Payments.

E. Other Statistics.

F. Intorchange of Statistics and Personnel.

The delegates participated in the committees or subcommitteocs
which were of interest to them, end mcotings were scheduled in such
& way as to present as little conflict «s possible.

Too much space would bo rcquired to review all of the dis-
cussions which took place &nd the documents which were prescnted during
the course of the Conference. Accordingly, an endeavor will be made
to cover only some of the highlights.

Committee I, the Cheirman cnd Vice-Choirman of which were
Mr. Thomas of the Fedorel Reserve Board and Mr. Triffin of the Monetary
Fund, respoctively, first reviewed rocent monetary and banking develop-
ments in the various countries. BEmphasis in nearly all cases was placed
on the development of inflationary forces. Thore was o gencral opinion
among the Latin Americens that the inflation in their countrices is the
result of the highly fevoreble belancos of payments which they have
cxperienced during tho war, and thet rather little can successfully
be done to countoract inflation until imports from the Unitod States
become available in larger aemounts. It was pointed out by Mr. Thomaos
that while our exports help combat inflation in the recipient countries,
they have the contrery offect hore at home, <nd for this reason the
United States has found it nocessary to place certain restrictions on
exports, and will have to continuc to do so.

The theory that the cconomies of thoe Letin Americen countries
move more or less automatically in response to developments in the
United States appearced to be shared by all of tho Latin American
delegates, but was most seloquently oxpounded by Dr. Probisch, formerly
manegor of the Centrul Bank of Argentina. He distinguished between
"eontral™ and "periphercl™ countries. An exact definition of o
"econtral® country wuas not made; however, certain chuarccteristics of
contrel countries were indicated. First of all, a central country
must be one which plays a large role in world trade. Secondly, it
must be ong which, in times of depression, cen produce e large and
repid capital inflow, cithor through repatriation of its own cepitel
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investments abroad or through attraction of foreign capital. There
was the implication that there can be only one central country at a
time, with other countries being either quasi-central or peripheral.
Until recently, England was the central country, but its position
has now been taken by the United States.

Dr. Prebisch's thesis is that the control of booms and
dspressions rests with the central and quasi-central countries, and
that the peripheral countries cen do relatively little to combut
cyclicel movements, although he admitted thut unsound domestiec
policies of thoe periphoral countries could aggravate the situation.
Mr. Triffin pointod out that depressions are not elways tremsmitted
from the central countries, as witness the depression in some of the
egricultural countrios in the late 'twonties, when incomo in the
central countrioes wes still high. Thosoe depressions wore ceuscd by
overproduction in the ugrieultural countries cnd not by o deeline in
tae domand of the centrel countries.

After the rethor rapid roview of recent dovelopmonts in eech
of the countries, thero followed & lengthy discussion of recont centrel
bank policies und of the instruments of control adoptod to carry out
those policies. Opinions were oxchangoed with rospeet to the usc of
rediscounts and edvances, opon-murket operations, floxiblec rescrve
roquirements, selective crodit controls, cupital requircmonts, end
interost rates as instruments of control, cnd the experiences of tho
various countrics with these instrumonts werc described. The Latin
Anericens were uncnimous in expressing the view thet tho traditional
instruments of control cannot clways be adapted to the conditions
preveiling in their countrics and thet whore en attempt has boen made
to do so, their usc has been ineffective. Tho lock of o govermment
socurities merket limits the usc of opon-market operations, considered
one of the most potent monetary weepons here in the United States.
Changes in rosorve requiraments arc rclatively ineffoective boceuse the
fovoreble balances of paymonts during the wer period have inorcascd
bank roserves tromendously. In many of the countries, the increase in
the money supply has been largely due to the ncquisition of inter-
notionel rescerves, and not to an expunsicn of benk crodit. In these
coases, incrooses in roserve regquircments would heve little effoct.
4s & cese in point, thoe Mexican dclegutos romarked that, for banks
located in the Federal District of Mexico, reservo requirements agoinst
demend deposits were raised to & leoval of 50 per cont, but the inflow
cf foreign exchengo constantly croated new benk reservos and made
possible further crcdit exponsion. On May 22, 194)y, the Bank of Mexico
rlaced o ceiling on tho loun and corporatse sceurity holdings of ell
tanks, based, in cach case, on the cmounts of such assets held on
May 17, 1944, The ceiling has proved tn be effective in restricting
the total volume of benk erodit, but hes proesonted meny administrative
problams. Furthermore, the method is not selective, and one of the
results has boen to produce a shift in the composition of benk ossets;
relatively more funds erc going into types of loans which the Bank »f
Voxico wishes to diseourago but on which the benks obtain a higher
rete of return, and roletively less funds sre svcilable for operations
such as production loans, which the Bank of Mexico wishos to encouroga.
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The prevailing rates of interest on bank loans are very
high in Latin America. Mr. Villasenor, Director General of the
Bank of Mexico, declared that the experience of the central banks
has been that efforts to bring interest rates down are usually un-
successful, and that in cases where they are successful, there is
often en outflow of capital which makes the continuation of the
effort impossible or at least unadviscble.

A greet deal of attention was given to a discussion by
Mr. Thomas of the measurss of selective oredit controls on sccurity
loans and consumer crgdit which have been adopted by the United States
and to his evaluation of tho problcms involved in epplying such controls.
The Latin Americun countries huve adopted very few such controls, but
some of them, notubly Mcxico, felt that if infletionury forces continue
to mount, thon similer moasurecs moay, in some oases, heve to be adopted
in their countries. ‘

Committoe II, which was designeted to study bslance of pay-
ments and foreign oxchenge nroblems, wes prosided over by Dr. Hermann
Max, Chicf of tho Resocurch Departmont of the Central Bank of Chile.

Balence of payments and foreign cxchenge problems arc the
contrel problems of most of the Latin Amoricen countries. To a con-
siderable extont, their cconomic acitivities aro governed by changes
in foreign demand for their cxports, end thoy have little control
over this domand. Exchange controls have thus come to assume e greuter
importence than domestiec controls. Furthermore, domestic policies are
often limited or counterwuctod by chunges in the balunce of payments.

Mr. Urquidi, of tho Bank of Mexico, prcsented a papeor
entitled "Analysis and Characterization of Various Types of Inter-
nationel Disequilibrium," in which hc ondoavored to classify dis-
equilibrie according to thoir origin, intensity, duration, end other
charscteristics. The problam of defining o "fundemental discquilibrium"
was of specianl intorest to all tho delegutous beecause of tho importance
of this concept in the Articles of Agrecement of the Intornational
Monetary Fund. :

Dr. Probisch statod that fundemental disequilibrium should
be defined in torms of cost-price relationships. A fundamoental dis-
equilibrium cen come about in two weys: (1) if domestic costs of
export goods risc and priccs feil to follow, ond (2) if cxport pricos
fell and costs fail to follow.

Mr. Triffin cxpressod the view thet the definition of o
fundamental discquilibrium cannot be made ¢ntirely dependont upon
cost-price relationships. Ho then offcroed the following definition:

"A fundemontel disoquilibrium is & maledjustment in
e country's oconomy so grave ond persistent that tho ro-
astablishmont or maintonance of & satisfactory lovel of
employmoent, priccs, cconomic activity, and notional income
would require extraordinery moasures to defend thoe cquilibrium
of the belance of payments of the country, such as & change
in the oxchange reto, the establishment of a permancent system of
exchunge control, & thorough revision of tho tariff system, ete.”
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Both Mr. Triffin end Dr. Prubisch cppoured to agroc thet,
insofar ws o disequilibrium of thc balunce of peyments is concerncd,
crchange control is likoly to be mors offcctive, if properly cstob-
lished and udministerod, then is develuation, &t least for Latin
#Anericon countries. The chief effaect of develuation in Letin America
hes been to reise domestic income end employment; in most cesos eny
benoficial effocts on tho bzlence of paymonts have beon nogligible
in the short run end thoir existonco in the long run hes been
questicnable. Dr. Mex did not agree with this conclusion, however,
and eppeered to place much more faith in the efficacy of develuotion
in ramedying an unfevorcble balenco of peayments.

Mr, Triffin explnined that not all disequilibria in the
brlence of paymonts ero fundamentol, and, conscquently, not all dis-
equilibria require corrective action. Furthormore, n>t all fundamental
disequilibria menifest thamsolves in a disequilibrium in tho balance
of paymants. It is most importent to distinguish betweon tho dis-
ocuilibrium itsclf (or its ceuses) end its conerete menifestation in
ary given case. In accordance with the theory of goneral equilibrium,
ery disturbance in the econsmy of a country hes ropercussions and
menifestetionsin verious soctors. Thus, o disequilibrium which
originates in external problems of internationcl economie cquilibrium
mey monifest 1tsclf not in o disequilibrium of the balanco of payrents,
but in one which eppecrs to be purely donestic, such as, for example,
grove unermployment,

Once on sgroemont hes beon rcoached that a given disequilibrium
is & fundemental one, it does not follow that a modification of the
perity of tho currency would constitute the only, or oven the best,
woy of remedying the situation. He stated that the following points
must be considereds

(1) Whet practical alternatives cre at the disposition
of tha country or of the internutionel community to remcdy
said disequilibrium? For example, exchange control might be
advisable in the case of one country and inadvisable in the
case of another.

(2) What will be the international repercussions of
e chenge in parity?

Mr, Triffin seid thut he believes that other countries should
not have the right to object to & modification of the parity of one
country simply because the modifiocation would result in & reduction
in their own sxports or in an inerease in their imports. In meny
cases, a country which finds itself in o position of fundemental
disequilibrium cennot remody the situation excopt by increasing its
oxports end roducing its imports. The fact thet & modification of
tho perity cffoctively leeds to such « rosult should not be an objection
against the adoption of this moasurc. As & gonorcl theosis it might be
suid thut these conssquences of a modification of parity should not be
uscd as en objcction in instencos where the increase in exports and
the decreuse in imports simply rosult in the corrcction of thc dis-
equilibrium end not in an oxcossive eccumulation of gold end foreign
exchange. The effocts on other countrics should be carofully considored,
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of course, and in cuch coso the problem should be exemined to see if
other mecsures might not be prefercblo, end if other measures should
be adopted simulteaneously.

Tho delegatos attonding the meotings of Committee II were
very much intereosted in & discussion of tho system of exchange control
which Mr. Triffin hus introduced in the legislition of Paraguay and
Guatemele. Dr. Prebisch then roleted the experiences of the Central
Benk of Argontine with & similer system, and explained why, in his
cpinion, oxchange control must at times be edopted by the Latin
Americen countries so long as the contral countries continue to be
subjeet to intense cyclical fluctuations.

Committee III, which wes entitled "Cooporation among the
Economic Ressarch Departments,” as hes alreedy beon indicatod, cstab-
lished six subcommittoes, cach of which studied one of the following
problems: (1) functions of cconomic resenrch dopartmonts, (2) monetary
end banking statistics, (3) calculation of notional income, (L) balence
of payments stotistics, (5) other statisticnl data, and (6) intcrchange
cf information oand porsonnel.

The Subcommittee studying monetary and tenking statistics
suggested;

(1) that all the central banks adopt uniform and
compareble definitions and forms for the presentation
of monetary end banking statistics;

(2) that the uniform dato mentioned above be inter-

chenged by all the contral bunks of the Western Hemisphere
with one¢ another,

The subcommittec proposed cdoption of uniform centrul bank
end commercicl bank balance shoet forms which Mr. Triffin had submritted.
These beloance sheets, together with the totel monetary issue of the
Ireasury, would supply all the data necessery for monetary analysis.

Two stetistical methods of monetary analysis werc presentoed,
cne by Mr. Triffin and another by Dr. Probisch end Mr. Pratt, who is
Chief of the Monetary aund Benking Statistics Section of the Rcscarch
Depertment of the Benk of Mexico. The basic difforonco betwoen the
two systems wos that Mr. Triffin oxclyded Trcasury deposits from the
money supply whereas Dr. Prebisch and Mr. Pratt included them. The
subcommittee decided that the central banks should experiment with
both systems in order to see which one proves to be the more useful
in practice,

The subcommittee studying national income suggesteds:
(1) that central banks promote or themselves undertake

estimations of National Income, Net Netional Product, Gross
Netional Product, Consumption, Savings, and Investment;
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(2) that this work be initiated by estimating national
income, using the payments epproach, and then later, in order
to check the results, that estimates be made of Gross and Net
National Product using the Use-of-Product approach, and

(3) that every effort be made to eoe to it that the
1950 census includes ail the elements necessary for the
above-mentioned estimatos.

The subcommittee studying balence of payments statistics
recommendedz

(1) thaet an effort be mude to present balence of pay-
ments data in & compareble form;

(2) that the values be expressod both in national
currgncy oand in United Statos dollars;

(3) that estimates be mede of the cxpectecd demand for
and supply of foreign exchonge for the use of thc monctaory
suthorities;

(L) that all intermationel transcctions be computed in
order thut the balence of payments registor not only move-
ments of foreign exchenge or finencial movements, but all
trensfers of economic velucs;

(5) that new domestic gold production, excluding domestic
industrial consumption, be included among currcnt transzctions.
The reason for this is thut, since gold is considered es =
liquid internationcl essct, the purchases of domcstic gold
production by the central boank should bo considored as a
source of supply of intcrnational mcans of payment; end

(6) that the studies of belancos of peyments not be
limited to &« simple presontetion of dete, but that the
procedurcs followad bo cexpleined end that an cnalysis be
muds of the effects of the various components of the balence
of peyments on other cconomic frctors such as national in-
come, money supply, price levels, ote.

The subcommittco studying other statisticul data discussed
the nocessity of proeparing adoquete prico, production, cost of living,
end other statistical serics and some of the technicul problems in-
volvod in so doing. \

The subcommittce charged with the discussion of interchanging
information and personnel made one of the most importont contributions
of the Confcerence. It suggostod the cstublishment of a Pormanent Com-
mittee of Central Bank Exports of tho American Continont whoso principal
flunctions would be tho following:
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(1) To coordinate end promote interchange of

() information asbout logislative and regulatory
MoaSUres ;

(b) ceonomic and statisticel studies of a non-
confidential cheracter; and

(c) bibliographicel informetion;

ell this to tho cxtent thet it affects or rofers
dircctly or indircetly t» central banks.

(2) To fecilitato and promote the interchenge and
treining of tochnical personncl of the contral banks in
every way that may be considered adoquate.

(3) To formulete o provisional agende for & second
conferonce of oxperts on central banking problems of the
Americun Continent.

(L) To contribute, through the preceding functions, to
the intensifying end broadening of studies on centrul benking
in the Americun Continent and to propose the bost form of
permunently systemetizing said studies.

It was proposed that this permanent committee consist of
six members, each uppointed for o period of two ycers, who would, ot
the present time, ropresent the centrel benks of Chile and Argentine
for South #merioce; Colombiae and Costa Riea for the Carribean and
Central Amorican arce; ond Mexico and the United Stetes for North
Amorica. The committee would function through a permanent secreteriat
located in Moxico but would not require the proesence of its members
in that country. If any contracl bank does not accept its nominetion
as & member of the permanont comrittee or withdrowsfrom said committee,
the other manbers would designato. enother centrel bank to teke its
place. The permenont committes would begin functioning in & pro-
7isionel manner upon the conclusion of the present conference and
would essume & dofinitive charecter once the central banks on the
sommittee heve sccepted thoir appointment.

Cormittee III approved tho recommendation of its sub-
zommittee end a resolution beased thcreon was approved by a plenery
sassion of tho Conforencae.

The Pormanent Committee should provide a most uscful means
of giving continuity and permunence to the intcrchonge of information
and ideas which was so successfully initietod &t the Mexico City
Conferenco.,

The reprosentatives »f the Contral Bank of Chile requested
that tho sceond conference, which will be held about two years from
now, toke place in Chile. ' .
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Eulk Sale of Surplus to China John Exter

On August 31 in Shanghei Dr. T. V. Soong, President of
the Executive Yuan, and Mr. Thomas B. McCabe, United States Foreign
Ligquidation Commissioner and Special Assistent to the Secretary of
State, ennounced an egreement for the bulk sale to Chine of all
United States civiliasn-type surplus loceated in China end in the
Western Pocific outside of the Philippine Islands. (It is believed
that oll surplus located in the Philippines will be sold to the
Philippine Govermment if agreement on torms cen be reuched.) As
prineipal peyment, China agreed to concel the Amorican indebtedness
to hor arising from all advances of Chineso National dollers (CN§)
to the United States during the period Jonuary 1, 1945, to August 21,
1946, end from cxpenditures on beohelf of the Unitod States end its
ermed forces in China for the seme period.

The agroement is intonded to be an ovorull settlement of
surplus sales to China and oncomposses within itself a«ll previous
surplus agrecmonts ond commitments with the cxception of tho West
China surplus over and ebove that representcd by the down payment
(seo item (d) below). These commitments were egreoed to totel T4
million dollurs. They included:

() The Calcutte stockpile of trucks velued et ap-
proximatoly 25 million dollers.

This equipmont was originally militery lend-
leasa for China which wes left stranded in Indis at the
ond of the wur. It was declerod surplus and sold to
Chine corly in 1946. This so-cazlled "Calcutta deal" was
originally valucd et 4O million dollars and included
additional surplus loested at Chubue and Sukkur, elso in
India. Pcrhaps tho difference of 15 million dollars is
included in categorics (c¢) and (e) below. The stockpile
at Calcutte consisted entircly of trucks.

(b) The Hogoen Project volued at approximetely 6
million dollars.

Dotails of this project aro not availabla.

(¢) The small ship progrem totaling approximately
28 million dollars, of which ebout 16 million dollars
remains to be delivered.

This progrem consisted primaerily of small bargses
and freighters.
(d) Tho down puyment of 5 million dollers on the
United Stutcs Army's West Chinea sele.

This sale, which was emcluded by suthority of
Generel Wedemeyer, wes not approved by the Foreign Liqui-
detion Commissioner so must be regarded legelly as on Army
sele of "ubandoned property" ruther thon an FLC sale of
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surplus. Agreement on terms was roeched in Novamber 1945.
In addition to the down peymont of 5 million dollears, it
provided for the reduction by CN$5,160 million of the
Unitod States Yuan debt and the payment of US$20 million
on 3(c) torms. China continues to be bound by the lest
of theso obligetions.

(e) Miscollanecous small seles approximeting 10
million dollears,

At lcast & pert of thosc selos are believed ta
include surplus which was originally in the "Calcutta
deal® roforred to in item (a).

In addition t» the above previously committed surplus, China
agraoed t> buy hitherto unsold movable surplus loceted in Chine aend in
ths Western Pacifie outside of the Philippines velued et 500 million
dollers original cost, plus fixcd installetions in Chine velucd et 85
million dollurs original cost. Much of this equipment is widely
scattored ovor various islands of the Pueifiec. Some is in good con-
dition end tho rest is in various stetos of disrepeir and detcerioration.
Since tho United Stutes made no cormitmont to meke en itemized inventory,
tho agreement provided that if thero should be o metericl disparity be-
twson the property sold t5 China end the consideratisn given therefor,
tho Chincse and Amuricen Governments would ceonsult togethor to fix an
eporopricte cdjustment of the pricos.

In order theat tha problem of moving and rehabilitating the
proporty might not prove too great &« strain on China's rosources,
the United Statos egrced to mako a cash puyment of 30 million dollars
as pert settlement of the yuan indebtedncss. Of this sum 25 million
dollars is to pay for transport of the surplus goods on Unitcd States
vessels end for any othor dollar obligetions arising from the trans-
eotion. Tho remaining 5 million dollers is to be used to hire en
Amoricuen enginecring firm to be employed by China to coordinete the
oporations of pecking, rchabilitating and shipping the property to
China, end to purchase materials end parts nocded for thoese purposes.
China is givon 22 months within which t» remove the proporty from the
Pocific Islends.

China on her part egreed to cencel the Americon yuan in-
dobtedness (estimatod by the .Americens at about the equivalent of
150 million dollors and probably by the Chinese &t almost twice that
omount) end in addition to make aveileble in CN dollers the equivelent
cf USE55 million. Of this total 20 million dollars is to be used for
promoting research, cultural and educational exchange with the United
States and 35 million dollars for the acquisition »f Embassy end
Consulate building sites and for financing United States Govermment
expenditures in Chinese currency. The yuan settlement was the third
such settlement since tha beginning of the war. In Februeary 1945,
thore was a settlament of 210 million dollars to cover the period
through September 194k, In Mey 1945, 445 million dollars was peid
to cover the last quarter of 19LL.
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The agrooment is not en overall finenciel settlement with
China. One of its articles stotos thet it wes made "without prejudice
to the finecl settlement of accounts between the United States and China
erising out of the war." China undertcekes to begin negotiations for
such settlement et Weshington os soon es possible. The principal
items on which ugreement has yet to be reached are military and
civilian lend-lense (excepting lend-lease pipe-line gonds which heve
clready becn sold on 3(c) terms for 58.9 million dollars) and the 500
million dollar loen of March 19L2.

The forllowing summery of the cgreemont has been worked out:

Us$
Equivalent

(ITn millions)
Chinese peyments to U.S. (21l in locel currency):

Past:

. 1
Yuon advences Jan. 1, 1945 - Aug. 31, 1946 150 Y
Future:
For research, ocultural and educabtional activitios 20

For acquisition of U.S. property in Chine and
for financing U.S. Government expenditures

in Chinese dollars 25
Total 205
Chinesoe receipts from U,.S.:
Cash (U.S. dollars; to be offset against
the yuan advances) . 20
Surplus: Orig.
Surplus previously committed: cost yn
Surplus represented by West China
down poyment Nt 5
Calcutta stockpile Nefle 25
Hogan project n.e. 6
Miscellaneous surplus n.o. 10
Smell ship progrem(ulready delivered) N.8s 12
Small ship progrem(to be delivered) n.a. 16 1/
Surplus newly cormitted: 1/ 101 -~
Movebles in Chine and Western Pacific 500 95
Fixed instelletions in China 85 6

Total tbout 800 17 205

n.8. = Not available,

./ A rosidual figure based on informetion in the FLC prass release of
September 3.

Admittedly, meny of the value figures in the obove table arc
no better than well-informed estimates. Taking them at their face
value, howover, the Unitod Stetos rocoived epproximatoly 175 million
dollers (after subtrocting 30 million d>llers paid in cash ugainst tho
yuen edvences) for surplus property the total of which originelly cost
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ebout 800 million dollars. Thus the United States recovercd epproxi-
mately 22 per cent of the originel eost, e percentege which comperes
fevorebly with othor bulk surplus trunsactions, This percentage would
bo raised or lowered cs one raised the value of the United States doller
cquivalent of the yuan advences (as the Chinese would be likely to do)
or raiscd thoe valuc of the fixed end movable surplus in China and the
Western Pocific. ’

It is quite cloar that the sele was advantageous to the
United States, purticulerly to the Army end the Foreign Liquidetion
Cummission, in that it disposed of all United Stutes surplus in the
Nostorn Pecific and in China et one stroke, and apparently at &
roasonable price. Much of the property has already detoriorsted
considerably becausce of timo end weather and has required constent
cere and guarding by dmericen troops. Those elements in Congress and
the dmericen public who desire to reduce our overseas commitments will
ba particulurly heppy to heve this surplus out of the way. China, on
tre other hand, coquired approximetely 1-1/2 million tons of oquipment
wkich, while of doubtful velue in a highly orgenized and integrated
seonomy like tho United States, may be of great veluo in the rehabili-
tetion of Chine.

On the debit side, the Americen Govormment will have to face
tro criticism of thoso who chargo thet wo erc ciding the Netional Govoern-
ment in the eivil wer. It may be ergued, howover, that tho surplus is
€ll non-militury and that in any casc it will not bocomo eveilable for
meny months. Although the agrcemoent is satisfactory from the staend-
pcint of disposing of surplus property, the United States has probably
sacrificoed much of its bargaining power with respect to & lond-lesse
scttlamont. If any charge at all is made for lend-lcaso, sottlement
will probably have to be on 3(e) crodit terms rathor than more logically
as en offsot egainst the yuan advencas. This would heve the unfortunate
result of creating o long-torm debt to tho United States for military
assistance curing and after tho wor, whoroes such & debt might more
erpropriately have been associated with surplus property which could
bc usod for post-wor rchebilitaetion. The settlement of post-VJ Dey
lend-lease moy prove to be especially difficult. This aid wes ex-
tendod to China ostonsibly to essist in disarming and repatriating
Jepanesc troops, but also with the practical result of enebling the
Geverment to reoccupy territory which might otherwise have fallon to
the Communists. Should the United Stetes wish to charge China for
some or all of it, an off'sot solutiosn might hive been simpler, more
logicel, und moroe easily reachod than a long-term credit solution.
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Recent Exchange Reguletions in Brazil Harold Wexler

On July 22, 1946, tho Banco do Brasil announced that the
officiel merket rate for foreign exchange had becon abolished and
that hencoeforth only the free merkoet rete existed. The oxchenge
rates boefore the sbolition of the official market rateo were:

Roetos of Exchange as of June 2, 1946
(Cruzeiros per dollar)

Selling Buying
Official 16.50 16.50
Free (beforce chorges) 19,50 19.18
Frece (eftor cherges) 20.10 19.30

After July 22, 1946, the only retes quoted by the Banco do Brasil
were the following:

Selling Buying
19.53 18.74

Exporters wore formerly required to deliver 20 per cont of
the oxchange proceeds of their exports to the Banco do Brasil at the
cfficial exchenge rote. The remeining 80 per cont of the exchange
proceeds of exports, togethor with all other exchange entering the
country, wes considered free merket exchenge, and as such could be
sold to banks or other euthorized dealers at the free market buying
rote. BExporters thus received an average of 18,74 cruzeiros per
¢ollar, an average oqual to the buying rate esteblished July 22.

The free market rates after July 22 mointained epproximetely
the same spread betwecn buying and selling retes as formerly ond in-
cluded the 3 per cont tax on cxchenge sales.

The Director of Exchange of the Banco do Brasil geve threo
reasons for the change in official policy:

(1) Elimination of the multiple rates is in accord with the
egreement entered into by Brazil in connection with the establishment
of the International Monetary Fund and the International Bank.

(2) The new rate serves, although only to a limited extent,
to combet increused prices in the United States, at present tho principal
sourcc of supply for Brezil.

(3) Thero had been rumors to theo effect thut the cruzeiro
was to be develued, notwithstanding stataments to the contrery by
toverrment officials. It was folt that this step would be more
offcetive in silencing thosc rumors than any number of denials from
official sources.
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The retes in the market now vary on & day-to-day basis ac-
cording to supply and demand, but the Banco do Brasil, transacting
more exchange businoess than all other banks combined, is in a position
to influence quotations groatly. .As of July 2, commercial banks were
operating in the exchango market &t retes different from those fixed
by the Benco do Brasil. The rates as of this dete were as follows:

Selling rate Buying rate Spread

Benco do Brasil 19.53 18.74 <79
A1l other commercicl benks 19.45 18.62 .83

The differential is probably explained by an increase in the supply
of cxchange to banks other then the Banco do Brasil. Since tho Banco
do Brasil kept its buying rate at 18.7L while the commorcial banks
werc buying at 18.62, there was a switch of foreign exchange sales to
the Banco do Brasil. The Banco do Brasil had plentiful oxchange but
tuyers were ablc to purchase forelgn cxchange through the commercial
btanks &t e more advantegeous rate.

On July 26, 1946, Decree law No. 9522 eliminated the 3 per
cent tex on exchunge sales establishod by article 1l of Decreo lew
No. 9025 of February 27, 19L46. As a result, the selling rste of the
Banco do Brasil was changed from 19.53 to 18.96. On August 19, the
selling rate agein changod to 18,72 and the buying rato to 18.50.
Docent fluctuations in exchange rates ere shown in the following teble:

Banco do Brasil Commercial Banks

Selling Buying Spread Selling  Buying
Before July 22 20.10 19,30 .80 n.a.

July 22 19,53 18.74 .79 19.45 18.62
July 30 18096 18-71.}, 22 Nellw
August 19 18,72 18.50 22 Nebo

The not result of theo changes which have taken plece since
the abolition of the officiel merket is & 6.9 per cont appreciation
of the cruzeiro &s compared with ths former 20.10 selling rate, and
tbout a L per cent appreciation in terms of the former buying rate
of 19.20. A decrease in the spread between buying and sclling rates
from 80 centavos to 22 centavos hus been offected, largoly as & result
of removal of the tax.

Consequences of the New Developments. The July 22 buying
rate of 18.7L gevo oxporters the seme numbor of oruzeiros for their
dollars, since the former average was 18.74. The change in the buying
rete as of August 19 to 18.50 gives tho exporters 1.3 por cent fower
cruzciros por dollar. Thd amount of coffee offered for export is not
Likely to be affccted by the latest exchange quotation since the loss
of 2} centavos per dollar on exchunge seles by exporters is more than
"compensated for by the recent OPA prico increase of 8,32 cents (U.s.)
per pound paid to the Brozilian cxporter. The movement of the Brazilien
buying rate from 18.74 t> 18.50 is belioved to have resultoed from the
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current situation in tho exchenge market end mot from a deliberate
move on the part of the Brazilian Govermnment. In an agreement with
the United States, the Brakilian Govermmont hes pledgod itself not
to manipulate its exchange rates so as to nffoet adversely offorings
of Brazilian goods for the United Staetes merket.

New cepitel coming into Brezil will be unfavorebly affected
in that each dollar will secure only 18.50 cruzeiros instead of 18.74
or 19.30 &s before. Tourists going to Brazil will receive fewer
cruzoiros for their dollors.

The ncw solling ratecs for dollars allow the Brazilien im-
 porter to buy dollers ebout 6.9 por cont more cheaply than beforo and
will tend to encourage imports. Tho recent changes will also raise
somowhet the realized earnings of foroeign concerns in Brazil becauso
intercst end dividends may be transferred moro adventageously.

Brozilians hope that the choangoes which huve beon ceffeeted
in exchengo rateos will help to combat inflatinn, but it is doubted if
they will be of matorial aid since they arc not of significant
proportions.

Dovaluation of the Turkish Lira Ali Re. Bengur

On September 7, 1946, the Turkish Govermment announced its
decision to raise the official doller buying rete, effoective September 9,
from cpproximutely &T 1.29 (77.51 United Stotes cents per pound) to
T 2.80 (35.71 United Stutos conts per pound), «nd to abolish promiums
on ell forecign exchange transactions. The retes for other currencies
wore readjusted at the seme time on the basis of the now dollar rate.
Compearison of the old «nd now offieciel rutes shows & fall in the valuse
of the lira (as the Turkish pound is cu«lled dumestically) of about 53
per cent. Such & comperison, however, is misleading. At the time of
tho change, the official rate wes not the represcntative rete in Turkey
and its use was restricted to certain types of govermmont trensuctions.
By for the grocter proportion of trunsactions in foreign exchange weas
carried out &t whet mey properly be called the premium rete. This
rate wes derived by adding to the official buying end selling rates
emounts equel to 4O and L8 per cent of thosc rates respectively. The
middlo premium rate was approximately 53.27 United States conts per
lira when thce new rate was ennounced. A comperison of the premium
rate with the now offiecial rate shows that the decline in the lira's
value was in fact no more then %% per cent.

The reocont devaluation was not an unexpected development,
It was a known fact both insido end outside the govornmont thet the
lire, even at the promium rate, wus considerebly overvelucd in terms
of tho United States dollar and other so-called hard currencies, and
that some adjustment would heve to be made either through develuation
or internal defletion if Turkey were to maintain e competitive position
for its products in world merkots. Defletion, although much desired by
peoplc with fixed incomes, was not generally considered to be a feusible
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solution. It was believed that under the present state of govermment
finances it would be slow, costly, eand painful. The budget was not

in balence, and the prectice of finencing the budget deficit by means
of advences from the Central Bank had not been altogether abandoned.
Improvement in this situation depended primarily upon elimination or
substantial reduction of the extraordinary defense expenditures
required for the maintenance of & large mobilized army. No one

could foresee when Turkey's internationel position might bc so stable
es to permit a generel demobilization, thereby relieving the strain

on govermment finances. It is epparent that under such conditions
doflation could not be underteken immediately, and that even if it
were initiated, it would teke & long timo to bring about the necessery
decline in the domestie prico level. Such a course would not be in
koeping with cxisting conditions of world trade. Turkey was under
pressure to effect en immediate ndjustment botween its prices end
world prices. Othor countries producing compotitive products hed
partially rocovered from the reveges of war, and were gredually be-
ginning to regain their former trading positions in the world. The
loss of the groater purt of the Central European market made it all
the more necessery and urgent for Turkey to consolidate end expend its
hold in the remaining world markets., The reesons for e spoedy readjust-
ment of Turkey's internationel economic position werethercfore compelling,
and the course lay in devaluation. )

The timing of the devaluation and the oxtont to which the
value of the lira should bc lowored wero mujor subsidiery probloms.
The most important simgle factor influencing the govermmont to devalue
et this timo may have been its anticipation of membership in the Inter-
national Monetary Fund. Turkey applied to the Fund for membership about
six months ego and oxpects its application to come up for considereation
ot the mseting of the Fund's governors scheduled for the end of Sep-
tember. That this was en importeant factor is confirmed by the phrase-
clogy of the govermment's devaluetion snnouncement, which emphasizes
the country's adherence in its gencral foreign trade policy to the
Frinciples promulgeted in the Bretton Woods Agrocments. The approach
cf the Turkish export season may have becn enother consideration in
the timing of devaluution. It is reported thet Turkey has o bumper
erop this year, and by moking the terms more attractive to foreign
purchasers, it is hopod that the entire exportuble surplus may be dis-
rosed of. In fact, the govermment expects o rise in foreign exchenge
returns «s a result of higher exports mede possible by the new rete.

There is no information ¢s yet, offieial or otherwise, upon
which one muy buse o considered judgment as to the reasonableness of
the new dollar rate. It is difficult, with information available here,
to enswer satisfocctorily the question whether the lira is still over-
valued at the new rcte and, if so, by how much. The new rate, for
exemple, compares closcly with the Istanbul black market rate for
telegrephic transfers on New York, which wes about 37 United Stotes
cents per lire in Junec 1946, and is roported to have remeined steady
gince the beginning of the yonr. But such a comparison could not in
itself lezd to any significant conclusion. Other factors such «s the
volume of transasctions made at the black market rate, and the risk premium
involved in black market deelings would have to be known in order to de-
termine how representutive the bluck market rete wus or how useful it
night be &«s o basis for comparison with the newly cstablished rata.
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Comparisons based on purchesing power rates computoed from
aveilable dete are no more satisfactory. In addition to tho diffi-
cultios connected with solection of the proper index for this purpose,
there is the equally difficult task of determining the perity reate
between the lira and the doller in the base year. If 1938, for ox-
emple, werce the selected bese yoer, it would be observed from a study
of premiums paid by Turkish importers on certain foreign currencies
thet the lira wes overvelucd in thet year. The premiums on pound
sterling and Swiss fruncs wore as high es L5 por cent of the Turkish
official selling rates for those currcncies. But the use of premiums
in the pre-war poriod was not goneoral. It was rustricted meinly to
compenseation transcctions with certain countries, The United States
dollar, for instance, wos not on the list of currencies for which
premium quotations were given in 1938, according to the bulletin of
the Contrel Bank of Turkey. Notwithstanding lack of premium quotections
on the United Stetes doller, it might still be assumed thet the lirae
wes overvelucd in terms of the doller in 1938; but there ere no figures
to indicate the degree of overveluation. Because of this inebility to
errive at an accoptable parity rete between the lira and the United
Statos dollar in the base year, and thc unsatisfeactory state of the
retail price index in Turkey, it has not been possible to produce a
representative purchasing power rete with which the now doller rete
might bo advantageously compured.

However, meveral computations of purchasing power rate have
been made. A computation bused on comparison of reteil price indoxes
of the Unitod States and Turkey at the official parity rate in 1938
- has yielded the most conservative result and indicates en overvaluation
of only one per cent for the now dollar rate in terms of the computed
rate, This is lergely boceuse the Turkish reteil price index used
meosures price changes in only one clity, namely Ankaro, end has been
computed on the basis of controlled prices (including rents) which
would not be ropresentetive for the rest of the country. The wholesale
price index, on the other hand, is more representative of price changes
in tho country at lerge, and should therofore be preferred to the retail
price index for the purposc of purchuasing power rate computations. Two
seperate computations were made on the besis of wholosule price index
comperisons. In one casoe the lira wnd the dollar wero assumed to be
at parity in 1938 at the official rate, and in the othor at a rate
computed on the besis of tho premium peid on pound sterling, namely
L5 per cent of the officicl selling rete. The latter computation
neturelly indicated the highest deogree of overvelustion for the new
doller rate in terms of any of the computed rates. But the result of
the former computation, indicating o current ovorveluation to the extent
of one-third of the computed rate, is no less noteworthy.

In spite of the divergeneies wmong computed rotes, depending
upon the price indexes usod and assumptions made with rospect to perity
in the base yeer, all the computations support the conclusion thet the
lira is still overvelued ot the new rete. It is probeble that tho
Turkish Government has taken this step intentionally, counting on
enticipated price decreascs in Turkey and probeble pricc increases
in the United States to eliminete any existing deferontial,



- 18 - CONFIDENT LAL

Price Parity Bxchange Rotes Florence Jaffy

Tho tebles given below extend and bring up to date, with
scme changes, the matorial compiled last May under the title "Pur-
chasing Power Parity Calculations for Selcected Countries."

The basis for the celouletions, as previously stated, is
the assumption that price levels and exchenge rates wore in equi-
librium in some base period. Price indexes are computed relating
current prices in each country to thosc of the same basec poriod.
The exchange rate which prevailed for each country during the base
period is then multiplied by the curront ratio of the United States
price index to that country's price index. Tho rasulting price perity
rote cannot be taken litorelly es the "true value™ of the given
currency, for rensons oxplained in the previcus memor.ndum, but it
is of interest as an indicator of an important factor affecting the
"true" currcncy value.

The 1928 base period used in the former calculation is
dropped from the present papor; calculations here are made on & base
of October 1936 to Juneo 1937. This more recent base period erllows
less opportunity for changes in other cconomic forces which affect
the velue of & currency.

Seven countries, which, unlike the rest, are not members
of the Internationul Monetary Fund, have been added to the list.
Thoy ere Argentina, Austrclia, New Zoeland, Spain, Sweden, Switzer-
land, and Turkey.

It will be noted that, of the two countries which havel/
recontly eppreciated their currencies, Canada appears justified,=
since its price parity values of 97.99 and 105.3%0 arc closer to the
new value of the Canadian dollar than they aro to the old. The Swedish
krona, however, on the basis of our caleculatisns, eppeared overvealued
even before the appreciation. Turkey, which recently develued its
cwrrency, appears clearly justified, the new value of the Turkish lirs
being much closer than the old to the two price parity rates, though
nos so low as either. The Swiss currency, much talked of in regard
to appreoiation, is alrcady overveluod cccording to our figures,

The only clear cascs of undervaluation with respect to
pr.ce parity are Austrulia and Uruguay, though the Union of South
Africa and the United Kingdom would also appear undervalued if only
tho cost of living perity were tuken into wccount. Subsidies un-
doubtedly explain the low cost of living figures responsible for this
result in the case of the United Kingdom.

Whore compearisons can be made between the parity cclecu-
lations of the carlier paper (most of which werc carried to around
January 1946) and those of the prosent paper (cerried to around Mey
19L6), it appears that tho price paritics have in most cases gone

1/ In the sense of an approsch ©o price parity. Nowhoro do we moean
to imply thet price parity rates ere necesswurily true equilibrium
rotes,
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down in this four-month intervel--i.c¢., pricc advinces in most
foreign countries during this porlod were greeter than in the United
Stetes. However, since no forecign price figures were avtilable for
months later than June, Unitod States price index numbers used for
comparisons were elso n> lator then June, and consequently thc present
calculetions do not teke ccecount of price developments in the United
Stetes since that month.

Countrics whose price paritics have risen since the last
celeuletion include Costa Rice, Demmark, thoe Netherlends, Norwey,
the United Kingdom, and South Africa (the latter on a wholesalo price
busis),

Tho paritics for Cuba enl Egypt are not strictly comperesble
with those calculated earlior, due to veriutions in procedure,
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Table I

with

1/

(In cents per unit of foreign currency)

CONFIDENT LAL

Parity Rates Actual Retes
In Base Period
Country Wholesale PricejCost of Living In August
Parity Parity 194,68/ 032;26‘{9;32? -

Argentina 5/L6 20.33{1/L6 30.42 29.77 32.72
Australia 2/L6 3Ll .71110-12/45 382.99 321,41 391.08
Belgium 1/L6 1.8, - 2.28 3.37
Brazil - |66 3.65 5.37 6.13
Ceneds 5/L6 97.99|5/L6 105.30 100.00 100.0L
Chile L/L6 3.02{L/M6 2.4, 6/L6 3,23 5.17
Coste Rioo 6/L6 11.4316/L46 11.50|3/L6 17.79 16,065/
Cuba ' - |66 68.38 100.00 99.922/
Czechoslovckia~  |5/46 1.57/6/146 1.35 2.01 3.51
Dermark 6/L6 16.10|3/L6 17.47 20.88 21.91
E,ypt 12/45 208.26{12/1,5 229.70 h13.70 503%.23
Frunce 6/L6 0.63|6/1i6 0.66 0.8l L.50%/
Greece - 1616 0.01{5/L6 0.02 .90
India L/Lé 15.37/L/0L6 20.06 30.18 37.07
Iren 12/L5 1.12 - 3,076 6.07
Mexico 6/L6 13.86|5/L6 11.42 20.59 27.75
Netherlands L/L6 29.73| 3/L46 L,0-.00 37.79 54,55
New Zoelend L/L6 309.20 - 322,70 394.01
Norwey 6/146 18.66] 616 19.32 20.16 2l,.66
Poru 5/L6 13.65{5/L6 16.16|8/L6 15.38 25.07%/
Polend - |12/l5 0.26 /1.00 18.90
Spein 12/L5 2.86 - /9.3 6.86
Sweden 5/L6 20.13|6/146 22.02|5-6/L16 g;.gg 25.30
Switzerland 6/L6 15.4616/L6 19.58 23.36] . 22.90
Turkey 5/L6 25.52 5?1;6 31.57 16 55.55 80.118/
' 9 35.71

Union of So.Africel|3/L46 391.01{3/L6 Lh3.02 1400.50 14,85.70
United Kingdom 6/46 286.45|6/L6 L79.16 1,03.36 1490.81 /
Uruguey - |LAs 67.85 56.27 79. 178
1/ Sources of price indexes cro givoen in Teble II in the Appendix. Exchango

ratos from the Federal Reservo Bulletin end from Foreign Commorce Weekly.
&/ Unlcss othorwise indicated,

5/
o,

lation.

Averagoe rate for 193%6; uscd as base for Costa Ricen calculation.
/ Averago rate for July 1937 to Decocmber 1937; used as base for Cuban calcu-

g/ Used only for wholesale parity. Cost-of-living parity was bascd upon an

average rate of

2.88 for 1938.

g/.Avorage for 1936 and 1937; uscd os basc for both Poru cnd Uruguay.
£/ Beginning August 25, 1946, o proferential ratc of 6.09 conts/pescta for
tourist cxpendituros end femily romittances supplcements the gbove.

g/

Averago rate for 1938; uscd as bese for Turkish celculation.
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Teble II

Price Indexes Used in Price Farity Calcul ations*

CONFIDENTIAL

(30.s0 Period October Y936 to June 1937 unless othorwise indicatod)

Wholesuale Price Indox

Cost of Living Index

Country Date for Volue of Dete for Valuo of
which computed Index which computcd Indox
Argoentine May 1946 208.1 Junuary 1946 138.1
Australia Fobruary 1946 141.7 Oct.-Doc. 1945 130.6
Belgium January 1946 256.8 -
Brazil - June 1946 221.0
Canade. May 1946 1%2.0 Mey 1946 123.6
Chile April 1946 218.6 Lpril 1946 274.5
Costa Rica June 1946 197.92/ June 1946 190.15/
Cuba - June 1946 201.2Y,
Czochoslovakia May 1946 288.8 June 1946 33,1
Denmerk Juno 1946 178.4 March 1946 161.4
Ezypt Docember 1945 301.8 December 1945 281.3
Frence June 1946 72,.8 June 1946 577.02/
Grrneco - June 1946 10,760.4
Indin April 1946 307.8 Lpril 1946 2%9.0
Iran Docember 1945 Sy -
Mexico June 1946 262.5 Mey 1946 316.2
Notherlands April 1946 23L.1 Merch 1946 175.5
New Zealand Lpril 1946 162.6 -
Norway June 1946 173.% Juno 1946 168.1
Peru My 1946 237.5 May 1946 201.8
Poland - December 1945 9,272.0
Spain December 1945 300.00 -
Swaden Mey 1946 162.5 June 1946 151.3
Switzeriand June 1946 194.2 June 1946 154.0
Turkey - Mey 1946 uuz.;&/ May 1946 331.72/
Union o So.4frica|March 1946 158.5 March 1946 141.1
United Kingdom June 1946 166.5 June 1946 134.9
United States December 1945 124,9 Decamber 1945 128.4
Jemaary 1946 1244.9 Jenuery 1946 128.4
February 1946 124.9 February 1946 127.9
March 1946 127.6 March 1946 128.7
April 1946 127.6 Lpril 1946 129.3
May 1946 129.3% Mey 1946 1%0.1
» June 1946 131.1 June 1946 131.7
Uruguay - April 1946 150.52/

* Sourcos: Leaguo of Nations Statisticel Yearbooks and Monthly Bulletins,
govermment publications of Frunce, Cuba, Poland, Consular reports.
For U.S., Bureau of Labor Stetistics index, as given in Federal
Reserve Bulletin and Leaguc of Nations monthly bulletins,

E/ 1936 base period.
2/ 1938 base period.

E/ July-December 1937 base period.
4/ 1936-37 basc period.

Food prices only.

Cost of living figurcs for recent months for Poland, Greece, and the Nether-
lands, &and a recent wholesale price figure for Belgium were obtained from con-
suler reports or govermmont publications, and converted to the 1936-37 bease

period by the use of earlier indexes &s given by the League of Nations.

Spanish

and New Zealend figures for 1936 and 1937 were gdjusted so as to be comparable

with the recent figure used,
available.

In all otheor cases, continuous sories were





