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THE 194,8-/i9 ECA PROGRAM AND RECOVERY OF U,Ss EXPORTS Samuel I, Katz

According to an Economist summary of the Paris report of the organiza-
tion of European Bconomic Cooperation (OEEC) on the "First Year of ERP", the
dollar deficit of ECA-Europe for the fiscal year 1948-L9 is estimated at §$L,578
million, l/ American aid allocations will meet 1,359 million of the current
deficit and the remaining 219 million will be dravm from existing gold and ex~
change reserves., The 191i8-L9 deficit is some {2,863 million below the 1947
deficit of §7,LL1 million for these countries, Preliminary review of the OEEC
data reveals that the estimetes which they include for trede between Europe and
the United States are consistent with recent trends in American exports to, and
imports from, ECA-Europe, On this basis, the volume of exports during 19/,8-1y
are expected to fall below the 1947-L48 total. Even to achieve this expected
annual volume, monthly exports in the December-June period will have to rise

1/ Excluded from this total are data on Portuzal, Switzerland, Bizonia, Trieste,
and etherlands overseas territories, See Records and Statistics, Supplement
to the Economist, October 23, 1948, pp. 373-376 and October 30, pp. L02-LOL,
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substantially above the low July.to November rate, l/

The balance of payments of ECA-Europe with countries to which gold and
dollar payments must be made, for 1948-LQ with comparative figures for 1947, is
estimated in Table I, Practically 90 per cent of the expected 10L8-19 reduction
of £2,863% million is due to reduced dollar payments for imports. ECA-Europe's
direct dollar imports are to be cut $1,700 million, accounting for 59,5 per cent
of the reduced dollar deficit. The remainder is found in the sharp cut in "Other
transactions" which includes the net dollar trade of oversea territories, The
curtailment of Burope's direct dollar imports reflects in part lmproved FEuropean
harvests and hipgher production of such important goods as coal, steel, and
timber, The extent of the shift away from dollar imports is suggested by compar-
ing the reduction of $1,700 million in dollar imports with the expected increase
of $5,000 million in total OEEC imports from member countries and from the rest
of the world, The improvement in the "other transactions" position is largely
explained by reduced dollar drawings of non-OEEC countries within the sterling
area,

TABLE I

ECA Countries: UDUollar and Gold Current Balance of Puyments,
Calendar Year 1207 and Fiscal Year Inding June 30, 1949
‘ (In Millions of Dollars)

Fercent of
Calendar  Fiscal Improvement Total
19&7 19L8-L49  in 19L8-19 Improvement

1., Trade balance:

a., Imports 6,877 5,177 1,700 59.5

b. Exports 1,279 1,470 190 6.5

¢, Balance ~5,598 -%,708 1,690 Oe
2, Invisible balance - 630 - 5L6 8l 3,
%3, Current balance ~6,228 -1, 250 1,974 79,
l;, Other transactions -1,21% - 324 889 31,
5. Total current deficit 7,001 -,578 2,865 100,

European countries are expected to be much more successful in reducing
dollar imports than in expanding dollar exports, Dollar-exports are expected to
increase about {200 million above 1917, but higher prices probably account for
a large portion of this rise, The increase is unimpressive when compared with
the expected expansion in total OEEC exports to all countries from {9,500 million
in 1947 to 015,800 million in 19.8-L9,

1/ An earlier article on U,S, exPorts in the first half of 1948 appeared in this
Review, October 19, 1948, pp. 11 ff,
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To what extent is the OIEC prosrem for 1948-19 likely to be realized?
That the estimates, in the words of the Tconomist, "bear about them the mark of
solid realism" is apparent from a cursory examination of the summary data avail-
~able, But projection for eight months (since four months of the 1948-L9 fiscal
year are passed) involves a high degree of uncertainty, even under favorable con-
ditions,

This note will examine those parts of the OEEC report for which recent
United States statistics are availsble, in an attempt to assess the validity of
the estimates and to consider the impact of the 19L8-L9 program upon current
trends in Americen trade, In summary, the examination reveals that the estimates
ere not inconsistent with recent trends in American export and import trade with
ECA-Europe. Perhaps riore important, the data imply the unlikelihood of any sub-
stantial rise in fAmerican exports, during the remainder of the 19L8-L9 fiscal
year, zrewing out of accelerated liarshall Plan shipments. It would appear, in
fact, that american exports to the world during this fiscal year. may not rise
appreciably above the quarterly rate of {3,300 million registered for the first
six months of 1943,

Referring to Table I, the estimated OREC-country invisible balance for
101,8-L9 is estimated at a deficit of SLé million or a quarterly average of $137
million., The figures include doller invisibles with Canada and perhaps other
Western Femisphere countiries but the United States should account for practically
the entire deficit, The OEEC estimate is consistent with U.S. data on the
invisible balance between the U,5, and the ECA countries, shown in Table II,

The gquarterly deficit of {137 million is, as would be expected, some $20 million
below the high quarterly average for 197 and &5 million above the 1946 deficit,
Perhaps the most impressive fact revealed in Table II is the substantial changes
in Furope's invisibles account with the United States since the war, compared
with the 1938 positiczn,

TABLE II

United States: Invisibles Balance with the ECA Countries,
— Quarterly Averages, 1058, 1946, 197,
o And First Suarter 1948 '
(In Killions of Dollars)

1928 1946 19L7 1948

U.S. Receipts:

Investment Income 25 27 Lo 60
Transportation 29 185 266 165
Travel 5 8 1L 13
Miscellaneous Services 16 26 69 85

75 316 389 523

Total Receipts

(Continued)
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U.S. Payments:

Investment Income 33 37 1 L2

Transportation 58 70 92 ~ 89

Travel 18 1 ol 16

Kiscellaneous Services &/ 15 o 75 g8
Totel Payments - 120, 185 0%0 oI5

Net Balarce =19 +132 +157 +78

Source: Unpublished data of the Department c¢f Commerce,

a/ Excludes expenditures by occupation forces in occupied areas,

On the commodity side, ECA-Europe expects to export to the United
States some %760 million ocut of 42,189 million to all “estern Hemisphere countries
The estinate for exports to the United States is directly comparable with Americarn
import statistics since United States import data are on an f.o.b, basis. By
reference to Table III, it will be seen that the OUEC figure not only 1s consis-
tent with post-war United States imports but might be considered somewhat on
the low side., Certeinly, the OEEC quarterly average of 190 nillion, being
slightly below Americen imports for the first three quarters of 19L8, is a
cautious estimate,

T+BLE IIT

United States: Imports from ECA-Europe (excluding
Switzerland), quarterly, 1OL6 to 1948
(In Millions of Dollars)

1916 quarterly average 145.1
1947 quarterly average 153,3
1948, by quarters:
I 207 .4
II ' 199.7
111 200.6

Direct comparison of ECA-Europe's imports from the United States with
Americen export statistics raises the question of whether the import figures are
based on f.o.b. or c.i.f, imerican export values, It is protable that the
import value is on an f,o,b, basis, since freight charges are included in the
invisibles account, Even if the import figure were c,i.f,, adjustment to
eliminate the transport charges would only slightly reduce the figure for United
States exports to ECA-Europe, Use of the original OEEC estimate wculd, in that
case, slightly overstate United States exports,

There is, however, a more likely source of overstatement, Included
in the summery table of OEEC imports from the United States is a figure of (651
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million for oil and products, In previous rerorts, the OEEC nations have includ-
ed as imports from the United States, oil and products for which dollar payment
is requirsd, By this criterion, some [liddle East und Caribbean oil has been
showr as if they were imports from this country. Since the United States oil
represents nearly 50 per cent of total OEEC oil imports, it is likely that the
current figure also includes oil from dollar sources which will not be American
exports. In this note, the full dollar import figure will be used since at this
stage there is no accurate basis on which non-United States oil can be subtracted
from the total, % is highly probable, therefore, that the value of OEEC imports
from the United States used below will overstate, rather than understate, the
amount of prospective /fmerican exports,

The OZEC report estimetes Zurope's imports from the United States at
8,138 million ror the current fiscal year or a quarterly average of $1,110
million, 1/ Thus, United States exports to Europe for 1648-19 are expected to
run at shout the rate recorded for the first half of 1918, as is shown by the
data in colurn 1, Table IV below, To the extent that the sstimates are over-
stated, United States shipments to ECA-ZEurope would fall below the rate for the
first half of 1948, ‘

TABLE IV

United States: Exrorts to ECA-Hurope (excluding
Switzerlend), Rest of World and Total,
Quarterly, 10I:6 To Date
(In Ifillions of Dollars)

Percent
(1) (2 (3) (2) of (3)
ECL=FEurope Rest of Vorld Total
1946 quarterly average 792 1,643 2,L35 67,5
1947 quarterly average 1,269 2,568 3,837 66.9
1948, by quarters:
I 1,095 2,225 5,518 67.1
II 1,025 2,21l 3,239 68.4
I1I

Assuming, then, that United States exports to Europe continue at, or
slightly below, the rate for the first half of 1968, total shipments to all
countries would not be expected to exceed the quarterly average of $3,280 million
recorded for the same six-month period. Under these conditions, United States

1/ If the CEEC figures vere on a c¢,i,f, basis, the adjusted (f.o.b,) figure

™ would be about 23,932 million for the year, or a quarterly average of 3983
million, ©xcluding all oil end products but not edjusting to an f,o0,b, basis
the arnual figure is 33,787 million and the quarterly estimate $9l7 million,
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exports would amount to not over $13%,100 million for the fiscal year, compared
with £13,936 million for the 19/;7-18 fiscal year, But the conditions under which
this estimate is made may in some respects prove to be too favorable, Lot only
is the ECA-Europe figure probably overstated but there are no reasons to expect,
on balence, any big increass in shipments to the rest of the world, Exchange-
saving measures of the sterling area which are anticipated in the British 19&8-&9
payments estimates ought to curtail shipments to several important marlets, The
recent import controls introduced by South sfrica should bring dovn the total for
the African Continent, Prospects for Latin America and Asia are uncertain but,
speeking generally, there is little ground for the expectation that any increase
in this trade - should these exports actually expend - would 1ore than offset

the declines expected for other areas,

Dollars available for financing exports (adjusted for errors and omis-
sions) for fiscal 191,8-19 were estimated in the October 19 issue of this Review
(page 2) at between $17,500 million and 18,000 million., Deducting invisibles
and unrecorded goods shipments, dollar availability for recorded goods exports
becomes e residual renging between $13,T00 million epd 13,800 million, ;/'Esti-
mates of imerican exports based’ on the 0IZC imnort program for the current year,
thereforc, appear to be reascnably consistent vith earlier estimeates based om
dollar aveailability,

If exports are actually to reach ;13,100 nillion, then the 1948-L9
year's total will be about ;800 million below the 19L7-L8 volume, Actual exports-
were $1,022 million in July, %988 million in August end (927 million in September,
To achieve the {113,100 million total, the average monthly rate for the remaining
9 months would slightly exceed 31,100 million monthly or a rate about squal to
that for the first half of 1948, Since October and November exports are certain
to run well below the 1,100 million figure because of the shipping strike, the
average for the 7 months, December to June, will have to expand substantially.

The likelihood of such an increase is further confirmed by the President's letter
of November 26 to the ECA to push larshall Plan'aid as fast as possible and to
use the full amount of currently appropriated funds in 12 months ending April 1,
1949 instead of 15 months, EIxports are therefore expected to rise above recent
low levels and above the higher rate of January-June 19L8, but the year's total
should run below the rates which had been expected in the earlier days of the

ECA program, Actual exports for the year, however, are likely to be affected

by factors which cannot yet be included in these calculations, such as additional
American economic or military aid to Europe‘and/br other sareas,

1/ Total U.S. receipts for exports of invisibles and unrecorded goods totalled
¢),1,00 million in 1947; for the first half of 1948 the annual rate was {l,300
million,
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PAR VALUE OF THE MEXICAN PESO Gerald Alter

Mexico has been without an effective par value since July 2%, 19L8,
when it had to suspend the sale of dollars at the rate of L.85 pesos per dollar,
The lexican goverrnment, while at present supporting the peso at about 6,90 pesos
per dollar, has indicated its unwillingness to establish a new official note of
exchange until the peso's behavior in the free market has been studied and the
Bank of ldexico's international reserves replenished, Iiexican authorities hope
for a seasonal upturn in excheange receipts around the end of 1948, but consider-
able uncertainty surrounds Mexico's balance of payments prospects, It can be
inferred, in view of the tone of President Aleman's September liessage to Congressi{
that the llexican authorities also wish ‘o see how far anti-inflationary measures
can be pushed before setting a new par value,

Determination of a New Par Value

Exchange transactions are not subjected to scrutiny in llexico and capi-
tal outflows are unregulated., Since July, when the L.85 parity was suspended,
there is evidence of capital outflow, and speculative factors may also be affect-
ing imports and exports, The Bank of lexico has been losing reserves in attempt-
ing to support the market, but in view of the presence of speculative factors, it
may be dangerous to rely on the behavior of the market in deciding whether the
currently efiective rate of 6,90 is appropriate, The absence of an official
parity may be contributing to the weakness of the peso,

Determination of the eppropriate rate is obscured, however, by inade-
quate information relating to Mexico's international transactions, It is known
that Mexico used its gold and foreign exchange reserves and drew upon the Inter-
national lonetary fund and the U. S. Stabilization Fund to the extent of about
$1L0 million in 1947 and about 347 million in the first half of 19L8, In view,
however, of a recorded fall in imports in the first half of 1918 and a consequent
reduction in lMexico's deficit on trade account, it is difficult to understand the
magnitude of the reserve loss which occurred in the first half of 19)8,

Redress of the disequilibrium in Mexico's international accounts, it is
estimated, would involve & reduction of imports of 150-2C0 million dollars below
the 1947 level, A reduction of 200 million below the 1947 level, or {100 million
below the snnual rate prevailing in the first half of 1948, would permit presum-
ably a modest accumulation of reserves, The question thus is what rate of exchange
can produce a reduction in imports of about 17 percent below the level prevailing
in the first half of 1948,

The present rate represents a devaluation of about LO percent expressed
in terms of the increased peso cost of acquiring foreign exchange. ".ith such a
devaluation, a price elasticity of demind for imports of about -,[3 would produce

1/ See this Review for November 2, 1948, pp. 1 to 6.
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the required decline in imports, assuming that the quantitative controls over
imports were not weakened., If quantitative controls were removed, the required
elasticity might be as much as -.7/0., These calculations, furthermore, are valid
only on the assumption that domestic prices, wages, and incomes are held in check,

We have investigeted the possibility of determining historically the
price elasticity of demand for imports in liexico by correlating changes in the
volume of lexico's imports during the period 1929-1959 with changes in import
prices, after taking account of changes in money income., Our preliminery studies
showed that for seversl reasons this type of analysis cannot be applied to the
Mexican case, First, we were unable to obtain a sufficiently reliable index of
liexican import prices. The llexican Government has no such index for this period,
and the Department of Commerce index of export prices, which rith some modifica-
tion might be used, suffers from several defects which cannot be corrected with
our aveilable resources, l/’ It is particularly difficult to allow for changes
in tariff duties, which were extensive in liexico during this period, Second, with
manufectured goods playing such an important role in liexican imports, volume
indices can only be constructed by deflating value indices, Thus, the absence
of a good wrice index ma'es it impossible to construct a reliable volume index,
Third, the official llexican nationasl income series for the period is considered to
be unreliable, although as a gsneral index of changes in money income during the
period, it mey be sufficiently accurate, Fourth, changes in the structure of the
lexican economy since the 30's are significant end a technique for correcting for
these changes has not been developed,

Yore informal techniques must therefore be relied upon for determining
whether an increase in import prices of apparently L0 percent will produce the
necessary reduction in imports, assuming that measures to halt inflation are
imposed,

It may be illuminating to evaluate the Mexican situation with regard to
exchange rate changes and imports in the late 19%30's, The decline in imports
which occcurred in 1938-39 is generally attributed at least in part to the exchange
devaluation which was effected, Between 1937 and 1938 imports declined in volume
by ebout 30 percent, while the peso cost of dollars rose about 25 percent as the
result of exchange devaluation, Since the dollar price of imports also fell,
however, the peso price of imports increased by less than 25 percent-~about 17 per-
cent, Despite further devaluation after 1938, imports rose by over 10 percent
between 19%8 and 1940,

1/ Perticularly serious 1s the fact that the Commerce index employs a variable
weighting system, so that changes in the product composition of exports show
up as changes in unit values, DUespite the decline in prices which occurred at
home between 1937 and 1938, the Commerce Indices which show changes in unit
values of manufactured and semi-manufactured goods increased between 1937 and
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The precipitious decline in imports between 1937 and 1938 may be inter-
preted to support the view that the volume of imports in liexico was quite sensitiv
to changes in import prices, and thus to exchange rates. However, the degree of
sensitivity is certainly overstated by the 1957-38 comparison made above. The
primary reason is that concurrently with exchange depreciation upward revisions
in tariffs were made; thus the actual peso price of imports increased more than
17 percent, After 1930 the rise in imports, despite continued devalustion, was
probably due to the increase in domestic prices and incomes which occurred,

In view of the experience of the late 30's, and despite the difficulty
encountered in isolating the effect of exchange devaluation on imports, it appears
that a LO percent exchange depr801atlon, when supplemented with other measures,
should produce significant reductions in imports. It should be recalled, that
just as the '38-'39 devalu:tion was preceded and accompanied by upward teriff
revisions so was the present '4i8 devaluation preceded by a drastic upward revision
in tariffs, The effect of tariff revisions made in 1947 may be expected to pro-
duce additional reductions in imports, as domestic substitutes for some items are
developed., Also, quantitative import controls, which were not extensively employed
in 1938-39 are now being used on a wide scale,

Although changes in the iexican economy since 1937 have been substantial,
there is no evidence that the structure of consumer-goods imports has changed in
a manner which would reduce sensitivity to price increases, Some commodities
which have increassd in reletive importence, such as foodstuffs, are probably
relatively insensitive to price increases, and their importation will in any case
be subsidized accerding to present indications, On the other hand, the importa-
tion of other commodities, such as durable consumer roods, which have also increasc
in importance, appear to be quite sensitive to price increases,

The general economic situation, however, which is quite different today
from that of the late 30's, may create a real problem in reducing imports, Import:
of machinery, commercial vehicles, tractors, locomotives, construction materials
and other goods going into capital Tormation declined materially during the '38-
120 devaluation., The decline of such imports particularly was probably induced,
however, more by deflationery pressures then by import price increases. DIroducer
demand in iexico was probably more sericusly affected by the United States recessic
occurring in 1937-38 than was consumer demend, which was sustained by the main-
tenance ol money incomes, l/ Imports of capital goods and construction meterials

_/ The maintenance of money income in 1938, desplte ‘a slight réduction %n thHe::
peso value of exports and a greater reduction in-'the volume.of exports,- -appear
to have been due in part to govermmental deflcits,

)
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constituted about 1,0 percent of total imports in 1947, snd the high level of
?oonomic activity preveiling today may make it wery difficult o 'reduce such a
imports through the price mechanism only, A judicious use of quantitetive import
controls to limit.the magnitude of capital-goods imports may therefore be necessary,

Maintenance of a New Par Value

Failure of the Mexican authorities to establish a new par vealue can be
attributed in part to their fears that it will be difficult to maintain an official
exchange rate in the face of persistent inflationary pressures, As is the case in
many other countries where economic development programs are pushing ahead, ecos.
nomic policies capable of reconciling the objective of economic development with
the objective of econonic stability are difficult to devise and perhaps even more
difficult to execute,

A well-conceived program in liexico must have as its objectives: (1) to
maintain e high level of demand for kiexico's production of goods and services at
roughly the current level of prices, (2) to prevent any further increase in. such
demand at roughly the present level of domestic prices, while permitting the reali-
zation of first-priority development objectives, (3) to reduce, and mzintain the
reduction in, the demand for imports, so long as ilexico is unable to secure a
higher level of exchange receipts without diverting productive resources to exports
Some further domestic price increases may be necessary, particularly if prices
abroad rise, Also, allowance should be mede for increased demand suificient to
absorb whetever increases in production are cnticipated.

The formulation of a program capable of attaining these objectives is
greatly hempered in liexico, as elsewhere in Latin America, by inadequate informa-
tion concerning the level and composition of private investment, consumer expendi-
tures, and other components of the gross national product,

Fevertheless, it is clear that inflationary pressures are going to con-
tinue in llexico at least so long as the U, S, economy continues on a high level
of activity., In fact, insofar as Hexico's international economic relations are
concerned, new sources of inflatiom are being encountered. During recent years
Fexico has enjoyed the benefits--deilation wise--of a substantial balance of pay-
ments deficit on current account. In 1QL7 this deficit on current account amounted
to over a billion pesos, llexico is no longer in a position to sustain such a
deficit in its current account and, in fact, must begin to accumnulate reserves,
lexico may have a surplus on current account of over 1 billion pesos in 1919 if
exchange depreciation and related measures are effective in reducing imports.
During the first hall of 1948 liexico had already greatly reduced its deficit on
current account,

Irrespective of whether a par value is to be declared or not, it must be
recognized that the change from a deficit position to & surplus position in Hexico'
current balance of payments has infleationary implications, which, though not over-
whelming in magnitude, must be forthrightly faced,
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Our estimates indicate that the devalustion to an exchange rate of 6,90
will add in its initial impact at least 1,00 million pesos to the national incone,
an increase of about 2 percent of the 1947 level, This estimate takes into account
the effect of devaluaticn and related measures on imports and exports, as well as
other items in the balaence of payments on current account, and makes a very gener-
ous allowance for the deflationary effect of the 15 percent tax imposed on exports,

Although economic stability and the maintenance of a new par value requir
stable prices on domestic production, there must be price increases on imports
arising directly from a higher peso cost of -dollars, These price increases are
the mechanism by which the devaluation which has occurred will reduce the volume
of imports., If measures are taken to prevent a continuation of other sources of
inflation, notably government fiscal operations and private investment, the devalu-
ation which has occurred should not produce overpowering inflationary pressures,

A reduction of imports by about 100 million dollars below the level pre~
vailing in the first half of 1948 should not in itself jeopardize economic stabil-
ity. Imports in 1947 were equivalent to 17 percent of Mexico's national income,
However, over L0 percent of liexico's imports in 1947 were capital goods. Increases
in the price of capital goods may not have any immediate effect on the internal
price level. Imports other than capital goods constitute about 10 percent of the
national income., A 4O percent increase in the price of these other imports would
increase over-all prices by less than l percent,

In the most important component of consumer outlay, consumption of
foodstuffs, imports constitute a very smell part, According to a study made by
the FAQO, imports constituted less than 5 percent of ilexican food consumption in
19)i7. Assuming that imported food prices increase by the full L0 percent, devalu-
ation would increase over-all food prices by no more than 2 percent, ¥ith the
increased peso cost of imports of lard and wheat absorbed by subsidies, food prices
should increase by little more than 1 percent,

Although recent information is not available on the relative importance
of imported raw materials in the various industries, the 19L0 census indicates’
that, with the exception of the metal working industries, chemical industries,
and paper, imported raw materials constitute less than 15 percent of the gross
value of production., The weighted average for all industries is about 11 psrcent,
It can be assumed that since 19L0 dependence of llexican manufacturing industries
on foreigr. raw materials has not increased, Thus, prices charged by liexican
manufacturing enterprises should be increased by no more than 2 percent as a
result of the increased peso costs of imported raw materials,

¥ore serious perhaps in its implications is the notential inflationary
effect of the increased peso price of exports on domestic supplies, After taking
account of the export tex, i.exican producers will enjoy peso prices about 20 per-
cent higher than before the depreciation, Assuming as we do for purpose of this
analysis that domestic costs do not rise in the first instance, the higher export
price will obviously increase the incentive of producers to divert their produc-
tion to export markets, However, if the llexican authorities continue their
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present policy of restricting the export of goods essential for domestic consump~
tion, domestic supplies should not be materially reduced by diversion to export
markets,

Thus, esven though the exchange devaluation will increase money incomes.
and the prices of imported merchandise, the situation is by no means beyond con-
trol, Iajor sources of inflationary pressure are private construction and other
private invesiment, and govermment deficits,

The Bank of lMexico has estim:ted that construction, both residentisl and
business, constituted over LO percent of gross private investment in the period
1940-19L5, The volume of construction in the Federal District more than doubled
between 1939 and 19!:5, and the value of construction almost quintupled. Over 65
percent of the value of construction completed in the Federal District in 1945
was residential, including apartment houses as well as private homes, Construc-
tion activity in the Federal District eppesrently fell somewhat in 19/7 and eerly
19,8, and data on building permits issued in recent months show a consistent
decline in planned construction. The ilexican Covernmment should examine this situ-
ation carefully to determine whether private construction activity might be cur-
tailed even further, Should it be determined that construction activity can be
reduced, measures permitting a discriminating treatment with respect to various
types of construction should be considered., Such selectivity would be desirable
both from economic and political points of view,

The extent to which private construction activity need be curtailed

is dependent on the success which can be anticipeted in the government effort
to reduce its planned expenditures, During recent years, there has been a great
expansion in Govermment expenditures on highways, rallroads, electrical projects,
and irrigetion and port facilities, which actively compete with private construce
tion for men and materials. Iinistries have been requested to project expenditures
for 1949 at 10 percent less than the 1948 rate, but in view of the marnitude of
increased expenditures in recent years for highways and irrigetion, it may be
questioned whether such reductions are sufficient. In any case, however, it is
necessary that the liexican Government appraise the total comstruction field, both
private and public, to determine the necessary reductions in each.

T7ith respect to private investment other than construction, establish=
ment of over-all limits is very important from the point of view of controlling
dirzct demand for imports, as well as controlling domestic inflation, Capital
goods constitute a very important part of total imports. It is in this field
particularly that balance of payments equilibrium and economic development pro-
grams meet in a head-on collision, It can be questioned whether capital-goods
imports should be subjected only to the test of the market, Just as llexico employ:
quantitative restrictions to limit luxury consumer-goods, it may be wise to con-
sider some priority schedule on capital goods in times of crisis,

llore effective enforcement of the income tax and the imposition of
higher rates, particularly on upper income groups, vould be highly desirable,
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Such measures would reduce and possibly eliminate the over-all inflationary impact
of governmental operstions without exercising direct upward pressure on prices by
increasing costs. Income tax collections in liexico have been very low in relation
to national income and did not increase in recent years relative to incomes to the
extent that a progressive tax system requires. As shown in the following table,
income tax receipts constituted only 2,1, percent of the national income in 1947.

Income tax receipts National Incomex Percent
(nillions of pesos) (miIlions of pesos) laq?2
1 2
oLs 296 16,000 1,9
1946 571 19,200 1,9
1947 L86 20,300 2.4

—en . o
* Provisional estimates of Bank of liexico,

In Argentina we estimate that income tax receipts constituted 6 percent of the
national income in 19L7, and relative to income have increased more since the
end of the war than has been the case in lexico,

In addition to reducing the over-all inflationary impact of govermment
operations, higher income tax collections from upper income groups would withdraw
purchasing power from those who purchase a large part of luxury imports and travel
extensively abroad, Such taxes would thus contribute directly to reducing payments
abroad. Also, such a taxation program would permit the government to take a
firmer position in opposing wage increases,

THE SHELL CARIDDEAN PETROLEUM CCUPANY FININCIEG Elizabeth B, Sette

Public announcement was made on October 18 that the Shell Caribbean
Petroleum Company, a subsidiary of Royal Dutch-3Shell, had sold 250 million dollars
of I} per cent bonds maturing in 20 years. This issue, like most large issues of
industrial concerns in recent months, was sold privately to institutional invest-
ors, including eight insurence compsnies in the United States and one in Canada,
and the Carnegie Corporation; it was priced at par, Little information is yet
available orn the issue, which is said %o be the largest financial operation ever
undertaken by an industrial corporation, L/ for the company has published very
few details about the financing, -

The funds will be used "for oil development in the western hemisphere",
presumably mainly in Venezuelz, If the funds are to be expended primarily for

1/ The largest corporate issue on record is one for 340 million dollars, which
was offered by the /merican Telephone and Telegraph Company late in 19L6.,
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western hemisphere materials and labor, borrowing in New York rather then in London
or Amsterdam was clearly necessary. "0Oil development" would include exploration,
increased production from existing fields, and expansion of marketing facilities,
One financial publication, however, indicates that a portion of the funds will

also be used to acquire securities of the Shell subsidiary that handles operations
in Canada, ’

Financing Arrangement and Terms

Several features of the Shell Caribbean loan appear to be substantially
different from those underlying the financial arrangements made by most oil com-
panies, . o

In the first place the amount involved was so large that public sale of
the issue would have been difficult, In cases involving such large sums, insur-
ance company purchases on a large scale are a prerequisite to a successful public
sale, But if this offering had been publie, insurance companies might have re-
frained from buying the issue on the grounds that they would not have had suf-
ficient time to investigate the rather novel and complex arrangements.

Security for this loan is provided not only by the value of the com-
pany's property in Venezuela (which includes proven .oil reserves of 1,00 million
barrels), but also by the specific pledge of some 8.8 million shares of common
stock of the Shell Union 0il Corporation of the United States. The market
value of the pledged shares since the begimming of 1946 has ranged from 216 to
110 million dollars, and in mid-October was about 350 million, or LO per cent
more than the amount of the loan, Although this alone could hardly be con-
sidered adequate collateral for a 20-year loan, the fact that it represents assets
in the United States gives the lenders an important added safeguard against any
events that might cause the company's main assets (located outside the United
States) to be unavailable., It may also be noted that this Shell Union stock
represents probably the largest single dollar asset belonging to nationals of
ERP countries, and the pledging of the stock for this loan may represent an
important step in the utilization of such assets in furthering Eurcpean re-
covery,

The rate of interest on the loan is I per cent, which is higher than
on recent large loans to petroleum concerns in the United States. There have
been no closely comparable loans with which comparisons of terms can be made,
Most loans to oil companies in the past two years have been to domestic concerns
engaged irn both producing and refining operations., Only three of the domestic
concerns that have borrowed privately during the past two years are engaged to
any considerable extent in oil producing. In December 1917, the Union 0il
Company of California borrowed $15 million for 25 years at 2,80 per cent, In
April 1948, Standerd 0il of Ohio borrowed (35 million for 20 years at 5 per
cent, and the Gulf 0il Company borrowed 48l million for 25 years, also at 3
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per cent, 1/

Reasons feor the Higher Interest Rate

Several factors inherent in the Shell Caribbean borrowing arrangement
account ir. part at least for the higher interest rate charged. The large
amount of the issue and the character of the collateral have already been noted,
In additicn, the company's operations will be primarily abroad and will, there-
fore, be subject to possible unfavorable effects of foreign legislation involv-
ing such matters as excess profits taxation or even the expropriation of
facilities, Finally, the company may sell oil abroed as well as to United
States corcerns; in the event that sales to the latter were insufficient to
cover payments on the loan, there would be some danger from exchange risks,

l/‘It should be noted that interest rates became somewhat firmer during this
period.





