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INFLATION IN THE PHILIPPINES? Arthur 3. Hersey

The Philippine Republic now has the hope of entering a period of
rapid economic development and, unlike many other Asiatic countries, it
has the financial resources with which to make a start., Its total foreign
exchange resources are nearly %450 million. The magnitude of this sum can
he realized by comparing it with the total Philippine money supply, about
$550 million at the end of 1947, and with the Philippine annual gross
national product which is now about $1.6 billion. Moreover, the United
States is committed to assisting the Philippines in the initial task of
repairing war damage. Part of this assistance takes the form of con-
struction planned and carried out by U.S. Government agencies, though much
the larger part consists of cash payments to individual claimants. Sub-
stantial amounts also have been paid to the Philippine Government (1) to
liquidate inter-government obligations dating from before or during the
war and (2) as a loan to assist in ordinary budget financing. In addition,
the Uaited States is making certein military and Veterans' Administration
expenditures in the Philippines. Whatever the form and purpose of the
expenditures, additional foreign exchange resources are being supplied to
the Philippine economy.

But the availability of foreign exchange resources to the economy
as a whole is only one of the prerecuisites for rehabilitation and development.
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Another is taxation or credit mechanisms to channel these resources into
desiranle uses. Still a third, too little considered in most discussions
of the Philippine problem, is internal financial stability. By its very
nature, any program of accelerated development is likely to have in-
flationary implications. This note is intended to show, in terms of bare
statistics of currency circulation and bank deposits, how serious is this
threat of inflation even now, before real progress has yet been made in
stimulating new investment,

The expansive factors include exports, U.S. Government expendi-
tures in the Philippines, and the growth of bank loans and investments.
Balancing factors on the other side include imports and the outflow of
Philippine profits. Clearly these two contractive forces are already
playing a significant role, but their power to drain money out of circu-
lation in the period ahead is not easy to assess. No move toward controlling
the outflow of capital is to be expected for a long time to come.l/ On the
other hand, the Philippine Administration has already proposed that checks
be placed on excessive imports of nonessentials. Any forced contraction
of imports will tend to create greater inflationary pressures in the
domestic economy.

Table I sumns up the Philippine balance of payments as it now
looks for 1948, with comparisons for 1946 and 1947. Exports exceeded all
expectations in 1947, mainly because of the very strong market for copra,
Sugar, the leading export before the war, was not being shioped last year.
In the absence of a sharp drop in world agricultural prices—-an assumption
that ceems reasonable for this year--the volume and value of Philippine
exports will rise again in 1948. U.S. Government payments will be at their
peak. Although exports and U.S. payments failed to produce a surplus in
the bslance of payments through 1947, a substantial net rise in monetary
reserves and in currency and deposits seems practically certain to ocecur
in 19/8. Imports and other outpayments (current and capital) will doubtless
contirme at high levels, but imports in 1947 were zbnormally high in re-
lation to national income (over 30 per cent as compared with a prewar
average of about 20 per cent) and it seems most unlikely, now that pipe-
lines have been filled, that imports will exceed the 1947 total in the
coming year.2/ The volume of imports was extremely large in the first half
of 1947. Preliminary information suggests that imports in the second half
of 1947 were at an annual rate of 1,050 million pesos. The projection for
1948 ‘s slightly above that rate,

On top of the increase in currency and deposits which will
result from a favorable balance of payments in 1948, there is a further
growth to be expected because of bank credit expansion. A sharp growth in
loans and investments, starting, of course, from a very low level at the
end of 1945, has already occurred in 1946 and 1947. The part not financed

1/ Under the executive agreement reached pursuant to the Philippine Trade
Act (Bell Act) exchange controls may not be imposed "except by agree-
ment with the President of the United States."

2/ Unless & substantial volume of capital goods imports is financed by
an additional inflow of capital or by use of Central Bank assets to be
loaned to the Government, Imports so financed would not affect the
projected growth of the money supply attributable to a favorable balance
of payments. :
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Table I
Balance of Payments on Current and Capital Account

(In million pesos--1 peso = 50 cents)

Actual Estimatedé/ Projectedé/
1946 1947 1948
Receipts
Expo:rts 128 500 600
U.S. Government payments 672 700 750
Other 2145 ¢/ 100 100
1,045 T, 300 1,450
Payments
Imports (c.i.f.) 770 1,150 1,100
Other (including residual) 201 150 % 200
971 1,300 1,300
Increase in Currency Reserves
Abroad and Banks' Net Short-
term Foreign Assobs + 74 &f 0 + 150

a/ The items shown are not likely to be in crror by more than
50 million pesos.

b/ The margin of error for some of the items -- but probably not
for the net balance -— may be as great as 100 million pesos.

g/ Includes repatriation of Philippine Treasury general funds,
estimated at 156 million pesos. There may be some duplication
(perhaps 20 or 30 million pesos) between this estimate of re-
patriated funds and the figure for U.S, Government payments.
If so, both "other receipts" and "other payments (including
residual)? should be reduced.

g/ Includes outward transfer of Philippine Treasury general funds
of the order of magnitude of 20 million pesos.

e/ Partly estimated.

by savings and time deposits is estimated at about 200 million pesos
(Table II, pp.5-6). Although limits to the expansion of bank credit may
eventually be set by the banks' reserve position, this will not be a de-
cisive factor in 1948. It is difficult, of course, to estimate needs and
demands for bank credit. Total loans and investments are still well below
prewar in relation to the value of gross national product. Accordingly it
does not at all go out of the bounds of probability to estimate a further
growth in 1948 of 100 million pesos of bank credit not financed by time
deposits, new capital, etc.

At the end of 1946 the commercial bhanks' peso reserve position
was very easy. Although excess reserves werc not quite as large as the
banks had heen accustomed to holding in prewar ycars, total pese reserves
were still well over double the legal requirements.l/ Moreover, the banks

1/ Eighteen pcr cent on demend deposits and 5 per cent on savings and time
deposits in ecxcess of security holdings.
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held very large foreign exchange assets at the end of 1946. Among in-
dividual banks the only ones whose combined peso cash and net foreign
balances were less than three-fourths of their individual demand deposits
and deposits of public fundsl/were the British and Dutch banks (who were
net debtors in foreign exchange) and one small domestic bank.

During 1947 the banks' peso cash has changed very little on the
whole znd they have reduced their holdings of foreign exchange. Sinece the
balance of payments has been approximately neutral, this modcrate shrinkage
in total bank rescrves can be asceribed to the increase of currency in circu-
lation outside banks, which includes a considerable increase in governmcnt
cash holdings. Bank deposits have increased a good deal less than the
benks! carning asscts.

Bank reserves would have fallen morc than they did in 1947 had
the Philippine Treasury not made two new issues of currency unmatched by
fresh sccessions to the currency reserves. These issues, totaling 72.5
million pcsos, did not constitute legal cxceptions to the 100 per cent
reserve principle. One issue was justified by counting the Philippines'
domcstic currency subscription to the International Monctary Fund as a
recserve asset. The other was to replace currency that hud been lost or
destroyed. Exchange of prewar Trcasury certificates for the postwar
currency is still incomplete, but the Treasury was authorized to act on
an advence estimatc of the minimum amount of old certificates which would
not be turned in.

In 1948 the favorable bzlance of payments will provide fresh
banking reserves, at lecast potentially. Actually, thc growth of currency
in circulction and of govermment currency holdings (or deposits at a new
Central Benk) may absorb these new funds. Nevertheless, with some furthcr
shift of bank reserve funds out of foreign cxchange into peso cesh the
commercial banking system should easily maintein total peso rescrves cqual
to twice its legal requirements. (See Table III,pp.6-7.)

The caleulations of Table II, supportcd by those of Table III,
show that the consequence of the developments sketched out here is a total
effective money supply of 1 billion pesos by the end of 19048. This is
five and one-helf times the prewar figurc of epproximately 180 million
pesos. In contrast, rcal gross national product in 1948 and 1949 will
barely cxcced the prewar level, though U.S. Govermment transfer payments
(which add to n:otionzl incomc without involving current production) are
much larger than beforc the war. If the price structure could be maintained
&t its present general level somcwhat under three times prcwar,2/total
national income would not exceced threce and one-half times prewar. One necd
not accept any cxtreme view of the influence of changes in the money supply
upon prices to recognize thut the pressures for higher prices, in an ¢ conomy
relatively frce of controls, will be very strong in 1948,

In linc with the June 1947 recommendztions of the Joint Philippine-
Amcrican Finance Commission, President Roxas appointed a "Centrel Benk
Council®" which is drafting lcgislation for submission to the Philippine
Congress at its present session. In the forcgoing analysis it has becn

1/ No= 211 deposits of public funds are demand deposits.
g/ Prices of some important agricultural products are much higher than this.
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assumcd thet 2 Central Benk will be created but that it will remain in-
active in 1948, except for simple restrictive actions such as asking the
Treasury not to increase its deposits at commercial banks.

Whether the threcat of inflation will persist, and perhaps
materialize in a rise in cost-prices which will greatly complicate the
problen of eventuel adjustment to reduced U.S. Government expenditurcs
and reduced copra cxport sales, will depend to a great extent on the
actions of thc Central Bank in the next two or three years. The balance
of payients will become less faveorable, but demands for bank credit will
persist. If the commercial banks can be persuaded to use up part of their
excess reserves and look to the Central Bank for relief and assistance in
the future event of & foreign exchange crisis, many legitimate credit nceds
can perhaps be met without substantial expansion of Central Bank credit.
Small amounts of Central Bank loans and investments, giving the Treasury
and ths Rehabilitation Finance Corporation direct and indirect aid, would
also halp to stabilize the commercizl banks' reserve position. Much more
dangersus, of course, would be Central Bank assistance to the Government
on such a scale as to keep the banking system overflowing with liquidity.

A first test will be the use of the initial loan of 200 million pesos which
the Joint Finance Commission suggested might be made by the Central Benk to
the Goverrment., The Commission suzgested retirement of forcign debts as

onc usz of this credit. Another might be the purchasc of capital equipment
from abroad. It is to be hoped that the Commission's recommendation, that
"under no circumstances should the fund bc used in thc domestic economy
except for productive purposes", will be interprcted as narrowly as possible.

Tablc IT
Analysis of Increase in Money Supply

Ttem 1 in this table is the counterpart of the increasc in
currency rescrves abroad and banks' nct foreign exchange, Table I.
Item 2 is thc incrcase in total currency in circulation (or Central Rank
deposit liabilities) in excess of the increase in currency rescrves zbroad.
(In tke calculation of item 2 somc slight approximations arc mades e.g.,
no change is allowed for coins in circulation,) Item 3 is the increase in
demand. deposits and deposits of public funds in excess of (a) the increase
in berks' net foreign exchange and (b) the increase in banks' peso cash.
(Item 3 can also be defined as thc counterpart of the increase in bank
sssete other than peso and foreign exchange rescrves, in excess of the
incresse in bank liabilitics other than demand and public fund deposits.)
It follows from these definitions that the sum of items 1 to 3 is the in-
crease in currency outside banks plus the increase in demand deposits and
deposits of public funds, i.e., in the mcaning herc assigned, f'the increcase
in total money supply.!

The projection of item 3 for 1948 is hased on comparisons of out-
stand:ng asscts and liabilities against prewor dote as well &s on extrapolation
of the 1946-47 trend. This projection does not allow for full recovery
cither of hank loans and investments or, on the liability side, of savings
dcposits to their prewar relotions to gross national product. It assumes
also that bank capitel ratios will remain much below prewar.
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The projccted amount of government moncy holdings at the end of
1948, which is subtracted from "Total Money Supply!" to arrive at WEffective
Money Supoly", is bascd on the prewar (1938) relation to national income.
The breakdowns of government money holdings and uEffective Money Supply"
between currency {(and Central Bank deposits) and commercicl bank dcposits
arc included here for use in Table III. The proportion of about 50:50 for
govermment holdings at the end of 1948 differs fron thc prewar (1938)
proportion of about 30:70 becausc of the expected creation of a Central
Ank. The proportion of 60:40 for currcncy outside the banks and Treasury
versus individucl demend deposits is approximctcly the same as prewar.

Actual Estimated Projected
1946 . 1947 1948

(In million pesos)

Increase in:

1, "Money of External Origin" + 4 0 +150
2. "central Benk Crcdit Money! 0 + 73 0
3. "Commercicl Bonk Credit Money" + 96 +100 +100
+170 +173 +250
Year-end: 1945 1946 1947 1948
"Totel Moncy Supplyé/ 757 927 1,100 1,350
Govermment Holdings: : 89 223 300 350
Currcncy (% Ccn.Bk. dep.) ( 3) ( 47) (120) (170)
Deposits ' { 86) (176) (180) (180)
WErfeetive Noncy Supply" 668 704 800 1,000
Currency (483) (444) (500) (600)
Demand deposits (185) (260) (300) (400)

g/ Excludes savings and time deposits, except time deposits of
public funds.

Table III
Analysis of Banking and Currency Reserves

The familiar Federal Reserve analysis of "sources and uses of
reserve funds", in highly condensed form, is applicd to Philippine data
in lines 1 to 3 of this teble. The only departure from U.S. practice is
inclusion of commercial banks' nect foreign exchange. Ttem 1 is equal to
the sun »f items 1 and 2 of Table II. Item 2 is equal to the change from
one year-end to the next »f the sum »f the two currency sub-items in
Table IT,
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Actual Estimated Projected
1946 1947 1948

. (In million pesns
Increase in:

1. Mioney of External COrigin®
plus "Central Rank

Credit ioney" +74, + 73 +150
2. Total currency outside -
banksa/ *5 +129 +150
3. Total bank reserves +69 - 56 __ 0
Year—end: 1945 1946 1947 1948
Total bank reserves 301 370 314 314
Net foreign exchangeb/ 168 191 134 111
Peso cash 133 179 180 203
(Reserve ratio)c/ (49%) (41%) (37.5%) (35%)
Currency rescrvesd/ 634 685 742 915
Total foreign exchange
Treserves €02 76 876 1,026

(Reserve rztim)ﬁ/ (106%) (94%) (80%) (76%)

a/ Including Treasury deposits at a Central Bank when one is
cstablished,

Q/ Including ‘dollar currency notes. For cnd of 1945, partly
estimated.

g/ Ratio of peso cash based on individual demand deposits plus
deposits of public funds (two sub-items given in Table II),
Official computations give slightly higher reserve ratios be-
cause public funds include somc time depnsits and because dollar
currency notes ere legal reserves.

d/ Approximate. ILquals thc sum of the two currency sub-items in
Table II, plus banks' peso cash, minus total coins in circulation

farbitrarily assumed constant at 68 million pesos) -- i,c., thus
far, totel 100 per cent reserves against Treasury certificates
and/or Central Bank note and deposit liabilities -— plus Exchange

Standard Fund asscts (including coins at bullion value) estimated
approximately as 33 million pesos, plus (at end of 1945 and 1946)
50 million pesos of reserves still held then against currency lost
or destrnyed, and minus (at end of 1947 and 1948) 22,5 million
pesos domestic currency subscription to the Internctional Monetary
Fund legally counted as rescrve asset but not actually foreign
exchange.,

g/ Ratio of totel foreign exchange rescrves based on "Tortal Money
Supply" (Table II).
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BRITISH PAYMENTS ACREIMENTS AND STERLING ACREEMENTS
SINCE AUGUST 20, 1947 Florence Jaffy

When on August 20, 1947, the United Kingdom terminated the auto-
matic right grantcd to various foreign monetary authorities to exchenge
sterling into dellars, it was confronted with the task of revising the
entirc structurec ~f its payments agrocments,l/insofar as these had been
adjusted tn fit the pattern of convertibility. During the past five
m-onths, Britain has been engaged in this e¢ffort, and als» has rcached
ncw agreements with a few countries to which convertibility privileges
never had been extended. Agrecments also have been negotiated, or are in
process of negotiaticsn, with sterling area coruntries. These were not
dircctly affccted by the August 20 action, but some understanding must be
reached as to the use of their accumulated sterling balances.

While the tcxts of some of these agreements have not been published
and others have not yet become available, Tables I and II attempt to summa-
rize the facts as far as they can now be ascertained,

Payments Agreements with Countries Cutside the
Sterling Area

Table I indicates the reported temms of payments agreements
which <he United Kingdom has reached with eleven countries outside of the
sterling area since August 20, 1947. It will be seen that three countries
(Belgium, Canada, and Portugal) have been removed from the list of Trans-
ferable Accounts, while five have rcemained on, or have becn added to the
list (Bgypt, Iran, Siam, Sweden, and the U.S.S.R.). The agreement with
Finland hes not been published and its position in this respect is not
known, ‘

Countries which had Transferable Accounts as of July 15, 1947,
but with which revised agreements have not yct been announced include
Argentina, Brazil, Czechoslovakia, Ethiopia, Italy, Netherlands, Norway,
Spain, and Uruguay.

The degrce of frcedom with which sterling in Transferable
Accounts can hc transfcrred beyond the sterling area at the prescent time
is not always explicit in thc publishcd agreemcnts. In principle, frec
transfzr to the Transfecrable Accounts of other countries (not, of course,
to Americen accounts) is granted only to a country which will itself accept
sterling freely. The general pattern of the ncw agrcemcnts is to eliminate
two clauscs, both found in previous agreements, which barred restrictions
on transfer of stcrling to other Transferable Accounts, and which guaranteed
free acceptance of sterling. Thus, the way is left open for a grcater or
lesser degrec of restriction. This is especially true when, as in the cases
of Belgium and Sweden, transfers of sterling to third countries are specifi-
cally made subjcct to further agrecment between the contracting Govermments.
In this connection it is intercsting to note that the provisions with re-
spect to sterling rcceipts and payments arc identical in the Swedish and
Belgian agreements, although the former remains, and the latter is no
longer, a Transferable Account gountry,

1/ See this Review, April 8, 1947.
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A different formula is followed in the casc of the Egyptian
agreemant, wherc thc United Kingdom agrees spceifically not to restrict
the transfer of sterling for current payments to other Transferable Accounts,
The release of £21 million to Egypt and the sale of about $4 million in gold
ageinst sterling will reduce its accumulated sterling balances, which arc
now in the neighborhood of £320-£350 million, by about £22 million. From
the sun released, Egypt mey draw in U.S. dollars the equivalent of £6.25
million ($25 million), which arc in addition to its own dollar earnings.
Egypt is spccifically permitted to usc sterling in payment for nitrates
imported from Chile, for British oil sold in Egypt by American subsidiaries,
znd for oil equipment imported by the Anglo-Egyptian Cilfields and the
Shell compsnies. To the extent that these payments involve conversion to
dollars, they will come out of the stipulated dollar allotment.

There was a lag of two months between the completion and signing
of the agrecement with Belgium, presumably due to further discussions of
its termms necessitaeted by the rapid accumulation of Bclgian sterling up
to the agreed ceiling of £27 million during Scptecmber and October.

The spccial oprovision for reducing the amount of sterling in
Portugal's currcent account is to avoid the need for gold payments by the
United Kingdom. By the terms of a 1945 agrcement, the proceeds of certain
British cxports were carmarked for thc reduction of Britain's wartime debt
to Portugal held in the form of blocked sterling balances. Later agreements
set up a current sterling account, the ceiling for which was sct at £5
million, beyond which payment was to be made by the Unitcd Kingdom in gold.
At the time of ncgotiation of thc present agreecment the current account
ceiling had been rcached., Whilc the prescent arrangement does nothing to
alter the &5 million ceiling, in cffect it redirects thc British export
procecds s» as to reduce the current account sterling balances, rather
than the blocked balanccs as formerly.,

The Bizonal Arca of Germany, and Japan, are in a special category,
duec to U.S, participation in their governments. Although transferable
account arrangements do nnt apply, sterling is convertible to dollars:

The agreement with Japan sets up a sterling account with the Bank of

England in the name of S.C.A.P., into which are paid all sterling procceds
of private trode with specified pirts of the sterling arca, and from which
all sterling payments tn these crcas cre made, The agreement is a six-
month interim arrangemcnt, at the end of which thc net sterling balance

of this account will be convertible to dollars. As of November 20, partici-
pants included the United Kinzgdom, its colonies, mandates, and protectorates,
Australia, and New 4caland.

The An:lo-American agrecment regarding the Bizonal Arca of
fermary scts up a #1 sterling aceount in the name of the Joint Foreign
Excharge Agency, for -trade between Bizonal Germany and the sterling area,
with maximum credit and debit balences of £1.5 million. Conversion from
sterling to dollars or vice versa is to bec madc to keep the halance within
the stipulzted limits. Furthernorc, minimum balances of $20 million (or
the sterling equivalent) are sct for both the dollar accounts and sterling
accounts cther than the #1 dccount of the J.F.E.A. The United Kingdom
recogrnizes a "eontinuing liebility" to convert sterling from these amounts
intn dollers, so as to maintain the stipulated minimum balance in the dollar
accounts of the J.F.E.A.
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Azrcements with Sterling Area Countrics Since
August 20, 1947

Of the three agreements ncgotiated (Table II), nonc provide for
final disposition »f cccumulated sterling balances. Under their provisions
Eirc aand Irag will obtain hard eurrencics ageinst sterling; Scuth Africa,
which has no accumulated sterling, will continue to acquire sterling and
dnllars against gold.l

Eirc may draw from its sterling balunces a net sum of £14
million in equivalent hard currcncics over and above its own dollar
earnings. On the other hand, in the case of Irag the figurc stipulated
is a ceiling »n gross dollar payments: Iraq may draw hard currcncies in
an amount cqu:l tc the differcnces between its own reccipts and maximum
peyments of £5.3 million ($21.2 millinon), Thc South African agrcement is
primarily a g 1ld loan agreement, with paymcnts provisions. Unlike the
casesnf Eire and Iraq, South Africa is required t» pay ¢old for its net
acquisitions ~f hard currencies from the United [ingdom.

It is undecrstond that Irzq's accumuleted storling belances were
in the neighborhond »f £60 million in August 1947, and that those of Eire
stood at approximately £400 million around the middle ~f 1947,

Conversations are now taking place in regard t» Indiz's sterling
balances. The discussions will presumably concern sterling releases for
a perind beginning January 1948, since thc lust release covered the period
from July 31 t» December 31, 1947. The ne;tiati-ns will also involve the
distribution of the am>unt of sterlin; released between India and Pakistan.

1/ See this Review, December 30, 1947.

EUROPEAN MULTILATERLL CLELRING : :, Robert W, Bean

On January 15, the Bank for International Settlements announced
that seven European countries and the French zone »f Germany hed partici-
pated in the first actual operations under the Ayreement for Multilateral
Monetary Compensation signed in Paris on November 18, 1947. "Although the
first compensation was on a mndest scale," according to the official state-
ment, "it prcduced valuable experience for the conduct of future operations,!
which are to take place each month., This article reviews the history, the
theorotical possibilities, and the practicel difficulties of the present
attempt to organize and put into operation a regular procedure for off-
sztting bilateral balances.

(Orranizational History

The effort to establish a European clearing system grew out of
the Paris Conference of the Committee of European Economic Cooperation.
At that conference the Benelux delegations propesed to the Financial
Committee a system for reducing payments bulances by offset operations,
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with the suggestion that a part of eventual dollar aid should be used to
pay nes, irreducible balances, and so permit a substantial enlargement of
European trade. The Financial Committee recommended -- "assuming that the
American aid will be available" -- adoption of the Benelux proposal, and
suggested that a meeting of experts be held immediately in London to work
out the technical details. Accordingly, representatives or observers from
each of the sixteen CEEC countries and bizonal Germany, from the United
States, and from the International Monetary Fund, attended a preliminary
meeting in London during September 22-27. This meeting named itself the
"Committee on Payments Agréements", and issucd a report which was published
in Volrme II of the U.S. Statc ucpartment's cdition of the CEEC reports.

The Committee's report stated that

"a mmber of the Govermments ... desire that
some part of American aid should take the form
of dollars which cen be used, first in making
payments for goods supplicd by onc of the
participating countries (including Westcrn
Germany) to anothcr, and subscequently by the
country which rcceives such payments to cover
supplics from the Amcrican continent. ... It

is not sug.csted that additional American aid
should be granted, but that Amcricen aid should
be so arranged that it will serve both purposes
instcad of one purpose only.!

It wes further statced that the drawing up of more deteiled proposals as to
the method of arrenging American eid should be postponed until after the
views of the U.S. Government had been cxpressed. In the meantime, and
despite failure to obtein support for the project from the United Kingdom,
the Benelux countries, France, and Itely declared themselwes "ready im-
mediately to examinc the possibility of concluding an interim agreement
which would involve automatic offscts without provision for settlement of
the remaining balences. All the participating govermments agreed to ex-
change informction as to the status of their payments-agreement balances
as of the end of June and the end of August 1947.

The second meeting, which took place in Paris during October 15-25,
was nctable in several respects. It was attended by all the CEEC countries,
cxcept. Ireland, and the U.S. Govcrmment sent observers. The International
Monetzry Fund, however, failed to respond to the invitation. On the first
day of the mceting, a rcquest was rcceived from the Bank for International
Settlemcnts asking permission to send an obscrver, and this rcquest was
approvced, (The Governor of the National Bank of Belgium, one of the
countrics originally sponsoring thc plan, is also Chairman of the BIS
Board of Lirectors.) Subsequently, the 3IS wes choscn to act as agent
for administering thc offset operations. The Benk thus obtained justifi-
cetion for its continuing cxistcnce as an opcrating institution.

Two sub-committees were formed, the first to consider the
possibilitics for offscts on the basis of the June 30 and August 31
figurcs, and to study the manner in which Amcricen aid might best be
applicd to this purposc; the second was charged with working out details
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of an interim agrcement providing for automatic offsets among Frencec, Italy,
and the Benelux countries. The first sub-committee immediately ran upon
the stumbling block that it still had no assurcnce that Americen aid would
bc forthcoming, no informotion as to its possible form, noreven knowledgc
of thc United Stotes' official attitude toward the scheme. Consequently,

in the final rcport published by the Poris meeting, it was statcd that

"the Committee is of thec opinion that the best way to advance study of the
question is to seek the cooperation of expert Amcrican opinion," and that
"the Committee would keenly appreciate any opportunity which might be found
for bringing togethcr American und Europcan idegs on the subject.h

The second sub-cormittee made more substanticl progress:  an
Agreement for Multilateral Monetory Compensation was draftcd and published
together with a general report of the mecting. The report containcd a
table showing the status of payments-cgrecment belances ot the end ~f June
and of August, and included also a number of theoretical cxamplecs of the
manner in which compensations might be cffected on the basis of the Junc
figures. On Novembcr 18 in Paris, the Governments of France, Italy, the
Netherlands, and Belgium (acting also on hehalf of Luxenbourg) signed the
Agrecment.

Shortly after the Paris mecting, it was made clear to the
Committee on Payments Agreements that the U.S. Goverment was sympathetic
to the adoption of a multilateral clezring system, but that dollars could
probably not be made cvailable expressly for the purposc of scttling net
balances. Although the draft legislation leter submitted to Congrecss pro-
vided for the use of dollars for purcheses outside the United Stetes, the
amount which might be applied for intra-furnpean poyments remecincd indefinitc,
and therc has been no basis for further discussisn of the scheme by the
Committee.

Progress continued, nonectheless, on the project for multiloteral
offsets not involving transfcrs of gold ~r dollars. Under authority of
the new Agreement, the signatory govermments held a clcaring rchearsal at
Basle during November 20-25. The meeting was attended also by Lemark,
Norway, 3weden, and the United hingdom, and these countries -significd their
adhcsion in principle to the Agreemcnt &s occasinnal members,  Greecc,
Switzerland, and the United Statcs sent ~bservers. Data were zvailaoble
shrwing the status ~f balances at the end »f September and Qctober, and
experimental calcul.tions were made of the possible compensatisns. The
BIS wes formally designated as agent for the aperations, and the first
actual offsets werc scheduled for early Jenuary 1948, All the procedurcl
details werc worked out =t this meeting. Iinally, it wes decided thet the
five permanent members to the Agreement sh-uld meet once again, this tinme
to consider the possibilities for »ffscts involving, somewhere along the
circuit, en increcsc in a halanee or the appearance of a ncw balance.

Such 2 mceting was held in Rrussels during December 18-22, but
little progress was made in devcloping the technique for this type of offset,
it being apparent that ecach case would involve individual bargaining. In-
stead, thec meeting nccupicd itself chicfly with consideration of a precisc,
mathemztical formula submitted by the Netherlends delepation, designed to
secure the muaximum rcduction of balances. Opinions differed zs to whether
this aporouch should be used, or priority should be given to recucing
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feritical® balances, that is, belances which had rcached or were near the
credit ccilings. Fronce, which has & number of critical debit balences,
succecded in obtaining approval of the latter technique.

With these thorough preparatisns made, the members were rcady to
make the first attempt. There assembled at Basle during Januery 8-14 the
five permanent members to the A rcement, together with Norway, the United
Kingdom, and the French zone »f Germany as cccasional members (the French
zne end Greece having adhered t> the Agreement on this basis after the
November meeting ot Basle). Two important occasional members--Demmark and
Sweden--failed to attend, however, with the rcsult that the initial oper-
ation hac little chance »f success., Practically every key circuit permitting
substential rcduction >f balances involwved these countrics; without their
assent® only minor amounts could be cleared.

In a2dditisn t3 these two, five other of the CEEC countrics werc
not in attendance: Austria, Grecce (en occasimnal member), Iceland, Ireland,
and Turkey. Their absence or failurc to join is probably explained, in all
but onc casc, by o lack of opportunity to participate in any offsets, ecach
country havins either all credit or all debit balences in its bilateral
accounts. Austria, however, has indicated that it would like to adhere to
the Apreement, but "is not a2 frece ezent." Portugal; Switzerland, and bi-
zonal Germany scnt observers to the first operation, Switzerland's abstention
from the Agreement sc far is perhaps best aceounted for by the fact that the
Swiss franc is a convertible currency and credit balancss held by other
countrics can be "cleared"; nonetheless, Switzerland has attended every
meeting of the participants, and has cooperated by supplying information
&s to the stutus of its payments-—agreement balances. It should be mentioned
also that once &;ain the U.S. Govermnment sent observers, and that this time
observers likewise werc present from the Internmational Monctary Fund and
the International Benk for Reconstruction and Development. The Fund
appears to have conferred its blessing cn the project and to have ac-
knowladped the new role of the BIS.

That "the first compensation was on a modest scale" appears to
be a mild statemcnt, althoush no fipures have been, or are likely to be,
publishec. It is too early, howcver, to decide whether or not the effort
will be worth continuing. The time for making this decision will not ccme
until it is known whether dollar aicd can be used to broaden the scope of
the clearing -

e

Theoretical Possibilities
L]

It is not intended here to analyze at length the mechanics of
using American financial assistance to support a European clearing system.l/
Provision is made in the draft ERP legislation for “off-shore" purchases,
and the manner in which this might operate initially is described in a
docurent submitted by the Degartnent of State for the use of the Senate
Foreign Relations Committees2/

1/ Fer an early discussion of several means by which this might be done,
see this Review, July 15, 1947.
g/ "Cutline of European Recovery ProgramM, December 19, 1947.
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"The Economic Cooperation Administration might ...
find it fecasible end desirable to buy with dollars from some of
tre participatinz countries part of the equipment and other com-
mcdities nceded by some of the others. These purchases would
permit the zllocation of & portion of the total aid in a way
which would facilitate the financing of essential trade among the
perticipating countries. The use of ECA funds in this manner
would not incrcasc the cost to the United States since the
dollers mede available to one of the participating countries
would be aviilable for meeting that country's deficit with the
Western Hemisphere.

Mt a loter stage it may be possible for the ECA to
integrate the off-shore purchase with o multilateral clearing
mechanism for Europe.!

It is evident that off-shore purchases could be used to expand
intra-Turopcan trade, and the objective should be to obtain the maximum
expansion at minimum cost. This could be done 1f the-usec of dollars were
precedzd by a thorough clearing of bilateral balances. Failing this, a
greater amount of dollars would be required to finance intra-European
trade than would otherwisc be the casc, Application of dollar aid in a
particular manncr probably would serve as sufficient inducemcnt to obtain
the csteblistment of cn effective multileteral clearin; system. As will
be seen, the ERP countries so far have been reluctant to commit themsclves
to a fully effective clearing mechanism.

The simplcst system, and the one which would result in the
maximum reduction of balanccs, would be a central clearing pool in which
each country would have, after clcaring, either a net debit or a net credit
balance vis-a-vis the remainder of the group as a whole. The amount of
s0ld or dollars which the net debtor countries would be obligated to
transfer to the rest of the group might then be reduced by the amount of
the credit mar;ins which the net creditor countrics had extended in their
various bileteral payments acreements to all countries in the system.
There are many possible mocdifications of this basic system. For example,
in the techniczl note presented by the Benelux delegation to the CEEC, it
was sugpgested that cach net creditor country shoulcd be allocated a share
in the claim arainst each net debtor country, and that the credit margin

i

established in the payments agreement betwcen each debtor and each crediter
should rovern the amount of the zold or doller transfer obligation. Such
mhdifications have certain relative advantages in one respect or another,
but substantively the rcsult remains very much the same.

The ccntral pooling system was discussed at the Peris meeting in
October, but rejected. There were stron~ resistances to abandoning bargaining
positions made possible by the maintecnance of direct debtor-creditor re-
lotionships. Instead of a centrcl clearing pool, the delegates turned
their attention to a system of clearing via circuits sclected from the
given pattern of bilatercl balances,

The maximun amount which can be cleared via a circuit system is
very Llikely to be less than the amount which could be cleared via a central
pooling of balances. One can construct & case in which the amount clearcd
would be the some under either system; this is illustrated in Figure A.
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Figure A,
!7
A > B
3/\ 2 \v5
D & C
4

(Arrows indicate the dircction of the debit bzlances, i.e., A has a debit
balance of 7 with B.) If one calculatee the net position of cach country,
as would »e done by a central clesring system, the result is as follows:

A has a net debit bulance of 25 B, net credit of 2; C, net debit of 1; and
D, net credit of 1., Beforec clearing, total balances in each direction
amounted to 213 the amount cleared has been 18. ' The same result in this
instonce would he achieved vic circuit clearing, if one procecded first to
clear the longer circuit (ABCD) by 3 on cach side (amount clcared = 12),
and then to clear the shorter circuit (ARC) by 2 (additional zmount
cleared = 6). Freguently, howcver, one will cncountcr cascs in which the
amount that can be clcarcd via thc circuit system is smaller. This is
illustrated in Figure B.

Figure B.

L\A'

In this diagram, the amount clecarcd via ¢ central pool would be
15 (towel balances in either direction before clearing = 21; net balances
in either direction after clearing = 6). But & maximum of only 11 could
be cleared via the circuit system. The general rule governing these cases
is thav the amount cleared via & circuit system will alweys bc less than
the emount cleared via central pooling of balances if the initial clearing
reduces the common denominctor of another circuit subsequently to be clcared,
This was not the czse in Figure A, because the common denominztor of the
subscquent circuit, 2, was not affeccted by the initial clecring; in
Fizure B, howcver, the common denominctor of the subscquent circuit was
reduccd bv thc initial clearing from 3 to 1, In addition, ceven when the
initie’. clcarin; does not affcct subsequent circuits, the result sometimes
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will be that circult clearing docs not hy itself achieve the maximum re-
duction of balancecs, but ends in an "open" circuit which necessitetes a
serics of direct bilaterzl trensfcers.

Abandonment of the central pool system, thercforc, rcpresented
a step away from complcete multiloteralism. It also meznt a loss of
simplicity in the clearin: oocruation. Use of the circuit system involves
a choice among many alternative circuits, and onc nust determinc the proper
criterion for this choice,; On thc assumntion that the greatest degree of
nultileteralism was to he soucht, a Dutch mothematician (Dr. Ekkcr), os
mentioned previously, devised @ formulc which would result in the maximum
rcduction of belances which might be obtaincd via the circuit system. With-
out attempting to duplicate his achicvement, one may set forth the conditions
which would necd to be fulfilled in ordcr that the maxinum total offset be
accomp.lished:

1. Onc should begin by constructing the longest
possible circuit, i.e., the circuit including the lurgest
mmber of balances.

2. If two or more circuits of cqual length con be
constructed, one should select that circuilt which has the
lar_ est common denominator. This circuit should be cleared
first.

3. Eech successive clearing should bc¢ corricd out
azeording to the seme principle, i.e., utilizing the longest
renaining; circuit with the lirgest common denominator for
circuits ~f that length.

These orinciples mey be illustroted by referring o zin to
Figure 3. If, instcad of beginnin: with the longer of the two possible
circuits, onc had first cleared the circuit 4A3C, the lon;er circuit would
thereby have becn broken; the total amount cleared would have becn 9, in-
stead of 11,

The problem »f constructing the longest possible circuit when onc
is dealin; with a lerge nunber of countrics is fairly difficult., As en
excmpls onc may use the firures for balonces as of August 31, 1947. Five
of the countries submitting date had cll credit or &ll debit bolances, and
therefire could not be included in a closed circult. Of the remeining ten
countries, ci ht wes the meximum number which could be included in e single
circuit, but the other two could ecch be substitutced for certain other
countrics within the circuit. Fiurc C depicts graphically four circuits
of maximum length which could be constructcd on the basis »f the Aurust 31
balances. Amounts arc in millinns 2 dollars.,

The circuit including Portugel would permit = cancellation of
only $L.2 million from euxch balance, whercas by oaitting Portuzal a common
denominator of 1.5 million (Switzerland-Norway) could be applicd. The
choice is thercfere simply between using Frence or the United Kingdom
in the first clearing, ond this choice is not affected by our principle.
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Fifure C.

United 120 . -
Ein-don 139.3 Dennark
-‘!...-__.._4.._,_,_...._.
' 6.7 7.3

§
lFranco

Sweden

5.9

Switzcerland et
{
[
1
i
!
A
1.2
Norawy :
!
A |
--------- > - - - - -~ Portugal

Netherlands

After clearing one of these two alternstive circuits, the ncxt step would
be selaction of the longest remaining circuit, and so on. To illustrete
in & single small dia rem the complete procedurc weuld be confusing, but
such a diacram on & lurger scalc can he constructed and utilized.

30 much for the methodolngy ~f achieving the naximum totel re-
ductina of bolences via circult clearin:. It will be immediately obwious,
however, thot anplicotion of this proccdure would encrunter many resistances.
There is »orticulirly the objcctinon, raiscd by irance at the Brussels meeting,
that criticsl bolences mi ht be left cuite untouched by this method., It
may thorefore be necesscry to modify ~ur objcctive by cdding another
principle, viz., that priority should be ~iven te clecring the lon est
circuits which can be constructed s» as to include the most criticul
balinces, Sut this is not & precisc formulation of the »rinciple, because
it moy be found prefcroble to achkicve o “reater reduction in a critical
belance by confinin; the operction to a shortcr circuit. It should be
apparent, thercfore, that the purcly techniczl difficulties of selccting
the zpproprizte method of circuit clearing arc great.
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Practical Difficulties

Quite apart from theoretical problems, there are important
prectical obstaclcs to establishment of a workable clearing system. Unless
a large circle »f countries can be persuaded to adherc to an automatic
system, i.c., to permit a central agency to effcct clearings on the basis
of its own sclections, then each operation will be handicapped by the
hesitancy of memhers to approve offscts to which there are many, possibly

“more favorable, alternatives. Where balances have exceeded »nr neared the

credit margins, the creditor country may be recluctant to surrender the
possibility of rcceiving ;old or dollars. Countries with debit balances
nay hope to secure an incrcase of the credit margins, and so be reluctant
to heve their own claims acainst other countrics reduced. Seasonal or more
fundamental swines in the dircction of trade balances may be anticipated,
so that a creditor country may wish to hedge against future requircments.

It is this type of consideration, presumably, which has led thc
United Kingdom, the Scendinavian countries, Grecce, «nd the French zone of
Germany to refrein from committing themselves cxcept as occasinnal, i.e.,
wholly voluntary, perticipants. As a result of their abstention, the five
permanent participants have declared that during the first six months of
the Agreement thcy will accept cutomatic compensations only among themselves,
In effact this hos meant that no compensations will be automatic, because
no possibilities have existed for offsets involving the permanent members
except via circuits including occasionzl members.

A commitment to full automaticity on the part of all members
would e the best means of ensuring thet the system would work on a
significant scole., It is probably true that clearing "on a modest scale!
is better than none, Likewise it is true that opportunities for clecring
which were not available at the time of the January offset may arise later.
But a ~reat adventage could be explonited if thc principle of off-shore
purchases were applicd in a manncr that would offer a strong inducement to
perticipation in a fully cutomatic multilateral clearing system.





