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MEXICO'S NEV ECONOMIC PROGRAM Ernest C, Olson

On September 1 the President of Mexico delivered his 1948 annual
message to Congress, After reviewing the accomplishments of his administration,
the President presented an analysis of Mexico's recent balance of payments prob-
lems and outlined a twenty-three point economic program for the future, Under
this program the federal budget is to be balanced, public works curtailed, and
loens for other than industrial and agricultural purposes are to be discouraged.
A new official rate of exchange is to be established but not until the pesgo's
behavior in the free market has been studied and the Central Bank's international
reserves replenished, In view of the devaluation of the peso on last July, the
address is of special interest as an indicator of the direction which correc-~
tive meesures may be expected to take in the future,

During the war liexico, in common with other Latin American republics,
experienced an unprecedented rise in gold and foreign exchange resources due
principally to large export surpluses. As a consequence of the growth of inter-
national reserves and the expansion of credit in which Government borrowing from
the Central Bank played en important part, a substantial inflation follewed.

As merchandise became available after the war, imports rose sharply,
surpassing exports by a considerable mergin, The long deferred demand for the



-2~ CONFIDENTIAL

replacement of worn-out capital equipment was augumented by the capital goods
requirements of extensive economio development programs, Luxuries formed a
substantial proportion of all imports as did commodities for mass consumption,l/
but the latter were not imported on a sufficiently important scale to contribute
materially to check inflation.

In the absence of exchange controls, the large postwar trade deficits
contributed greatly to Mexico's loss of gold and foreign exchange., Dollar
reserves reached such critically low levels during the latter part of 1947 and
the first half of 1948 that Mexico was obliged to resort to both the Interna-
tional Mcnetary Fund and the U, S, Stabilizatien Fund, drawing $22,5 million
from the former (the maximum annual amount available to Mexico under the
Articles of Agreement of the Fund) and $37 million from the latter, With these
resources depleted and the monetary reserve threatened, the Bank of Mexico on
July 22 withdrew its support of the peso, allowing it to "seek its own level"
in the open market, 2

The principal points of the new economio program may be grouped for
convenierce into three categories:

1, Fiscal policy.

2, Credit poliey.

%, Trade and price controls and the fixing of a new
exchange rate,

The fiscnl measures proposed call for a balanced budget, the limita-
tion of public works expenditures to "revenue derived from texes", and the con-
tinuation of efforts to simplify the tax structure,. Inasmuch as inflation has
been susvained if not aggravated by excessive Government expenditures, the
balancing of the budget is of paramount importence to the solution of Mexico's
financial difficulties, It is unlikely, however, that the budget for this year
will be belanced since present estimates indicate a probable deficit of 150
million pesos., It is understood that this deficit will be met with funds obtained
from the Central Bank, repayable by the end of 1919, In order to extinguish
this debt with receipts from current revenues, the Govermment next year will be
foced with the necessity of producing a budgetary surplus of similar magnitude,
While ths deficit will probably not exceed 10 per cent of the new budget, pro-
vision for its liquidation will add to the Government's difficulties in achiev~
ing o balanced budget.

T/ Such imports consisted chiefly of wheat, lard, dairy products and, at times,
Corn, supplied by the United States under allocation, Mexican imports of these
commodities were limited, therefore, by U, S. export allocations,

2/ Recent quotations indicate thet the peso has dropped from its former pegged
rote of 11,85 to approximately 6,85 per dollar, but it is believed that the rate

has been influenced by Bank of kexico dealings in the exchange market,
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It is generally believed that fiscal receipts of the Mexiean Govern-
ment would be substantially increased if tax evasion could be reduced, In
recognition of this, the Govermment in the immediate future will attempt te
increase its revenues primerily by taking steps to improve tax collection
procedures, rather than by levying new taxes (with the exception of the new
export tax discussed below), The Government has issued a warning to taxpayers
that it intends to scrutinize income tax returns and is prepared to exact the
penalties for evasion provided by law, The need for a thorough overhauling of
sdministrative practices is illustrated by Mexico's recent experiemce with the
new rercentile tax, which was established at the beginning of this year. Recent
estimates indicate that this tex is being evaded by nearly 2/3 of those subject
to its provisions.

Cne of the most impartant proposals is that calling for a limitation
of expenditures on public works. While investments in irrigation works, high-
ways, ports, railroads and electric power facilities are necessary for Mexico's
economic development, it is questionable whether they should have been under-
taken during & period of inflation when prudent fiscal management would have
required the curtailment, if not the elimination, of such expenditures., Presum-
ably future projects will be initiated only as tax receipts permit and those
projects now in progress will be abandonod or retarded where feasible,

The new economic program also proposes changes in credit policy directed
toward the preventien of speculation and the chamneling of credit into produc-
tive uses, Only loons to increase agricultural production and to facilitate the
development and cxpansion of manufacturing industries arc to be encouraged,
Maximum rediscount rates for agricultural paper are to be 3-1/2 per cent, for
industrial paper h—l/é per cent, and for commercial paper, 8 per cent, In con-
trast to these rates the former rate for agricultural and industrial paper was
6 per cent, However, private banks are no longer to have rediscount privileges
with the Central Bank cxcept in emergencies, and then only if 60 per cent of
their loon portfolios represent loans to agriculture cnd industry.

The plan further provides for the amendment of the banking law to make
possible the extension of long-term loans "through chammecls which are more effec-
tive then the !'Financioras'" (Government credit institutions and essociated
private agencies), This proposal represents a roversal of the policies of
Central 3ank and the National Banking Cemmission which have heretofore discour-
aged banks from holding other than short-term liquid obligations, Insofar as
commercinal banks are concerned, it is questionable whether permission to make
long-term loans will materially affect their lending policies, Since such -
institutions have emphasized liquidity end hove been primerily concerned with
minimizing the risk and maturity of loans, it is unlikely, in the absence of
greater inducements then those proposed, that commercial banks will want to
moke mony long-term loans, particularly for egricultural purposes. This is
especially true in Mexico where the hazords of crop failure and loan renewsals
are great, In a further attempt to induce private banks to increase agricultural
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loans, banks in the interior are to be allnwed to employ a maximum of 25 per cent
of their legal reserves in extending credit for the raising of livestock and the
cultivation of certain crops, It is estimated that after private banks have
liquidated their rediscounts with the Central Bank as they arc required to do,
they will have, by virtue of this provisien, more than L0 million pesos avail-
eble for agricultural credit,

The rediscount privilege 1s also to be withdrawn from the Government
banks which have been the principal source of agricultural loans, but these
institutions are to heve thelr capital increasced by the Government as o compen-
satory measure, As of the middle of September the amount of capital increase
had been determined for only one bank, and thce amount fixed was equivalent te
the bank's agricultural loans during 1917, This presumably reflects the govern-
ment's policy to continue to give some encouragement to agricultural loens while
ot the scme time providing funds from non-inflationary sources, The Government
is reluctant to apply any drastic restrictions on eredit to agriculture in view
of the need to cugment agricultural production for consumptien and export, How-
ever, the effect of the absolute withdrawal of the rediscount privilege from
Govermment banks and the limited withdrawal from private banks is expected o
exercise some rostraining influence, By supplementing the capital of Govern-
ment banks the Government may be able to provide for legitimate agricultural
credit nceds, By providing this capital from rcgular budgetory sources, oagri-
cultural credit needs could be met in a non-inflationary manner,

The intention of the Government of Mexico to exercise greater control
over crcdit is alse evident from the announcement that henceforth the operations
of the Nacional Financiera will be limited to the financing of industries which
are of fundamental interest to the country, The activitiss of this agency are
to be directed principally toward financing domestic currency expenditurcs of
industries which have in the past or which may in the future obtain forcign loans
for the purchase of machinery and equipment. In cffect, this seems to imply
that for some timec to come the operations of the Nacional Financiera are likely
to be closely related to the volume of credits which Mexico may obtain abroad,
principally from the Export=Import Bank and the Intcrnational Bank for Recon-
struction and Development. In addition, this agency will also grant credit to
industry and agriculture for the importation of machinery and equipment, utiliz-
ing its own foreign exchange reserves for this purpose,

The President's address included a number of points pertaining to the
fixing of a new official value of the pese, international trade restrictions,
and price controls, An official rate for the peso is not to be established
until the Benk of Mexico has had an opportunity to obscrve fluctuations in the
free market and has replenished its internationdl rescrves at least sufficilently
to meet oxpected seasonal demands for foreign exchonge,

After due consideration, the importation of certain merchandise, pre-
sumably luxuries and non-cssential goods, prescntly prohibited, may be permitted
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under & quota system, The prohibition of such imports has led in practice to

a thriving contrabond trade which hes afforded large profits to those engeged
in such operations, By admitting such imports under the quota system proposcd,
the Government presumably will share in these profits, While Mexico will thus
join other Letin Americon countrics in estcblishing luxury import quotas, the
manncr in which the Govermment is to perticipate in the profits of this trade
merks e departure from usual practice, Whereas in other Latin Amzrican countrigs,
importers of luxuries ere required to pay premium prices in domestic currency
for their forecign exchonge becouse of exchange taxes and multiple exchenge rate
systoms, in Mexico importers will bid ot auction for import licenses, with
foreign cxchange to be supplied presumcbly at tho new officicl rate when it is
cstablished, As yot there is no indication of any steps taken to implement
this proposal, While the mcasures proposed miy reduce contraband operations to
some extent, the principal deterrent to such traffic will be higher peso prices
which have resultcd from the devaluation of the peso,

Basic foods in short supply arc to be importcd for the account of the
Government, ond will be sold at prices which vould have prcvailed were the
former exchange rate of .85 pesos per dollar still in effcct, The Government
will sell such imports through its own moarkets in order to avoid large price
merkups by private distributors, In 1947, Mexican imports of food from the
United Stotes, which supplics nearly all such imports, were equivalont to about
3200 million pesos at thc rate of L,,85 pcsos per dollar. At an exchaonge rote of
6.85 por dollar the value of thesc commoditics would be ncarly 425 million
pesos, If the volume tnd price levels arc not matericlly different in 19L9
from what thoy were in 19,7 ond if the peso=-dollar rate remains near its curront
level of 6,85, the diffcrernce of 125 million pesos can ‘be taken as o rough measure
of the mnagnitude of the subsidy which will be required,

These funds will be obtcined from o 15 per cent'ad valorem tox on ex=
ports, which is cxpccted to yield about 1,00 million pesos, The imposition of
this tex concurrently with ocn exchange depreciation of L0 per cent is designed
to absorb part of the cxporters! windfall profits and to raise much neceded
Government revenue. The Government hopes this tox will also prevent local
price incrcases for export cormoditics troded in domestic nerkets,

1t should be noted, however, that while scrving the cbove objcctives
the tax reduccs the cncouragoment to exporters provided by the exchange depreci-
ation., A dilemme is thus cvident, Should the promotion of cxports and addi-
tional forecign exchange roceipts be made subsidicry to the control of domestic
inflotion?  In an cffort to solve this dilemme, the Government acnnounced that
it was prepared to graont excmptions up to 80 per cent of the tax in certain
cases. The immediate cffcct of this announcement wos a reluctance on the part
of exporters to ship goods wuntil their applications for cxemptions had been
considered. Effcctive cdministration of the exemption provision may permit
some reconciliation between the objectives of balcnce of payments equilibrium
and the objectives of controlling domcstic inflation,
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In a parallel move to hold down the cest of living, and one which
also reflects the above dilemma,the export of foodstuffs and other articles of
prime necessity will be prohibited unless proof con be shown that domestic re-
quirements have beon satisfied, The prices to be used in determining whether
domestic requirements have been met will presumably be those which heve prevail-
ed under the influence of various indirect contrels, A new agency is to be
established to coordinate the various price control functions which are cur-
rently exercised by several agencies. The now coordinating body will also con-
trol the import ond export of such commodities, In addition, import duties on
rew materials, semi-monufactured and manufactured products as well as on machin-
ery and cquipment not monufactured in Mexico, are to be lowered in order to
offset domestic price increases due to the devaluation,

Apert from these restrictions, cxports are to be encouraged, In the
event that countries desiring to import Mexican products are prevented from
doing so becuuse thoy lack foreign exchange, Mexico will undertake to negotiate
barter agroements., However, inasmuch as the barter program has been in effect
for more than a year and has not produced any significant results, it is doubt-
ful whether such arrangements will be an important factor in Mexican trade, at
lcast in the near future,

In principle the economic program proposed by President Alemhn has
many commendable points, Certainly the curtailment of public works, the elimina~-
tion of budgsetary deficits, and stricter credit controls intended to curtail
speculation and provide credit on more favorable terms for productive purposes
ere ossential to Mexico's ordorly economic development and the welfare of its
people, Equally importont in the immediate future are the measures proposed
for preventing sharp increases in the prices of commodities which claim a large
share of the publioc's meager incomes,

While more thorough-going controls and reforms would inspire greater
confidenee in Mexico's cconomic outlook, the political obstacles involved would
be too formidable for the Government to overcome, Even the present program can
be expected to meect with considerable opposition, not only from the legislature
but clso from those who stoand to lose by its fulfillment, However, the success
of these or other rcform measures will depend at least as much on their vigorous
enforcement os on their legal provisions, If there are sufficient numbers of
public servants of odequate administrative competence and integrity, and if the
Government will impartially and vigorously administer the law, the new economic
program may very well enjoy o substantial measure of success,
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EUROPEAN PRODUCTION IN THE SECOND QUARTER Randall Hinshaw

In the June 29th issue of this Review, the writer introduced a com-
posite index of industrial production covering nine countries participating in
the European Recovery Program. At that time, the index was carried through the

first quarter of 1948, It is now possible to add & preliminary figure for the
second guarter,

The index is on a 19%8 base, and employs fixed weights throughout.
Ench country is weighted according to its share in Buropean industrial produc-
tion in 1938, as estimated by the Economic Cormmission for Europe, The countries
included in the index, with their respective wecights, are as follows: Belgium,
L, 71 per cent; Denmark, 2.3l per cent; France, 15,71 per cont; Western Germany,
2,17 per cent; Italy, 10.53 per cent; the Netherlends, L5l per cent; Norway,
1.37 per cent; Sweden, 5.18 per cent; and the ‘United Kingdom, 31,45 per cent.
These nine countries in 1938 accounted for 68,8 per cent of the industrial pro=-
duction of Europe (excluding the U.S.S.R.), as cstimated by the Cormission,

Minor revisions have been made in the index, and certain technical
deficicncies have been eliminated, In the case of the British series, the post-
war figures are now related to the base year on the basis of a recently released
official estimate instead of the unofficial estimate by the Economic Commission
for BEurcpe. For further deteils concerning the construction of the composite
index, the recader is referred to the original article in this Review,

Two overall indexes, one of which excludes Western Germany, are shown
in the toble on the following page, The component serics 2lso appear in the
same table, It will be noted that, with the exception of Western Germeny angd
Italy, industrial production in each of the included countries is now above,
ond in some cases much above, the 1938 level., A comparison of the two composite
series shows rather dramatically the drag of Germany on Ruropeun recovery. Hovr~
ever, i*t may be pointed out that the latest available figures ore not recent
enough to show the effect of the introduction of the new currency in Western
Germany.
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LEVEL OF INDUSTRIAL PRODUCTION IN ERP COUNTRIES

CONFIDENTIAL

QUARTERLY-
(1938 = 100)
Overall
Belgium | Demmark | France Western Italy Nether- Norway Sweden United Qverall index,
Gernony lands ‘| Kingdom | index excluding
Germany
H@EVO . . N . . ) :
| 77:8 99:0 67.3 23.1 35.3 61:ly 92,7 133.5 9549 67.1 81.1
-1 8l,.8 93.7 82,7 26.L 60:1 68,3 1033 135.2 1007 75.1 90.6
111 90.1  10L.0 7720 30.5 71.5 75:9 oL:7  132.7  100.k4 76.8 91.6
IV 99.2 108.0 89,7 30.0 66.0 88.1 +110,0 137 .3 110.9 83,0 99.9
I 102,5 108.3 93.0 25,0 6.2 83.8 113.3 136.3 97.9 777 oL.6
I 108,2 1077 1003 31,9 80. 89,1 119.0 137.6 1115 87.L 105,1
I11 100.8 114.0 91.3 347 90,0 91.1 106.3 1360 110.9 87.1 10%.8
v 113.1 118.3 95.7 36,1 85.8 105.3 120.0 137 .6 121,7 92.6 110.7
I 115.6 124.0 109.7 38,1 79.5 101.7 125.3 139.6 122,1 95.0 113,2
11 115,2 122.7 11,0 Lo.,3 82.4 106.6 133.3 141.9 124.1 97.6 116.0
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SOME THOUGHTS ON THE NATURE OF DEVELOPMENT LOANS Lewis N, Dembitz

Current financial problems in several Latin American countries raise
an interesting question as to the economic criteria for determining whether o
country can be regarded as o proper applicant for & "development loan" from a
public lending agency. For the present discussion, it is assumed that the
country wishing to borrow is an acceptableo credit risk, and the question then
is whether the purpose of tho loan warrants an extension of credit by such an
agency os the Export-Inmport Bank or the International Bank for Reconstruction
and Developnment,

The first purpose of the Intcrnational Bank for Reconstruction and
Development, as set forth in its Articles of Agreement, is:

"To assist in the reconstruction and development of terri-
tories of members by facilitating the investment of capi-
tal for productive purposcs eee"

The economic development of borrowing countries has also bcen considered an
irportant objective of Export-Import Bank lending, However, to apply these
broad objectives to actual cases recquires some further definition of a "develop-
ment loan,"

This note will suggest that in conmsidering whether a loan can properly”
be called a developnent loan, the particular items to be imported with the pro-
ceads of the loan are not necessarily the mcin determinant, lMore strictly de-
fined, the purpose of a loan depends on what items will be added to the borrow-
ing country's imports because of the obtaining of the loan, Beyond this,
however, it is pointed out thot in order for a loan really to be a development
loan, it must result in adding to the productive capital of the borrowing
country -~ i,e,, in nct capital formation in that country,

Ordinarily, one attribute of & development loan is that the loan is
to pay for imported capital equipment or for materials or equipment that will
be incorporated in a capital asset to be constructed, l/’ However, any country's
imports during any period of time will include some imports of such capital
goods; the mere fact that such goods are being imported does not necessarily
mean thot there is any net addition to the country's productive capital,

For example, one might consider o country in which new investments
in productive plant arc only equal to current depreciation (or depletion or
obsolesconee) of its existing assets, Here, there is no net capital formation,

1/ For a discussion of circumstances in which a foreign development loan might
also be justified for thc purpose of paying domestic expenditures in connec-
tion with such o project, sce this Review for October 5, 1948, pages 9 to 12,
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and the expenditures for capital goods (whether imported or domestic) serve
merely to meintain the value of the country's existing plant, Suppose also
that that country has an unfavorable balance of payments equal to its expendi-
ture on imported capital goods, and that these capital goods imports are
"financed by means of a foreign loan, In this case it seems clear that the
loan is for the maintenance of existing plant rather than for development in
a2 broad sense,

Furthermore, in view of the fungibility of money, it is not always
realistic to say that the purpose of = loan 1s to buy capital goods merely
because the loan proceeds are used to pay for imports of capital goods, It
would seem more accurate to say that the purpose of a loan is to finance the
purchase of those items which the applicant will buy if it obtains the loan
but which it would not buy if it did not obtain the loan, 3/

Unfortunately this test, which defines the purpose of a loan in a
very logical manner, is often in practice difficult to apply. Sometimes, of
course, its application is easy, as where plans for a particular project are
definitely contingoent upon the granting of a particular loan, Often, however,
the tcst becomes too subjective to be practically useful, As a relatively
simple example of this, one might suppose & case where, if a loan were refused,
the applicant government would be left with a choice between eliminating imports
of currently necded cquipment (such as trucks or agricultural machinery) and
eliminating imports of consumer goods of types that might be considered non-
essential, In this case, if it is the capital goods that the government would
in fact eliminate, then the loan request might seem to qualify as being for
the purchase of capital goods rather than for the purchase of non-essential
consumer goods, Of course, in such & case, the lending agency might still
review the policy of the applicant and decide that the capital goods ought to
be covered by eliminating non-cssential imports rather than by o loan,

Further difficulties in defining the purpose may be illustrated by
another case where a country's plans call for devoting large amounts of its
domestic resources to development projects, for importing consumer goods, and
for borrowing abroad to cover its unfavorable balence of payments, If the
forecign loans should prove unavailable, the country might have alternative
plans for shifting domestic resources from development to the production of
consumer goods at home; this would mean that the imports to be eliminated
would be consumer goods but that the ultimete expenditures to be cut out
would be those on the development projects, Under these circumstances, although
the direct purpose of the loan is to import consumer goods, it would seen more

l/ Sometimes the inability to obtain the loan will not cause the elimination of
any purchases at all, but will merely cause the applicont to draw down exist-
ing reserves; in this case, it might properly be said that the purpose of
the loan is to maintain reserves,
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significant to consider the development projects as the real purpose, L/ More
realistically, however, continuing this same example, the unavailability of
foreign loans might call for a whole new round of debate by the country's author-
jtics to determine how the cutting back of national expenditure should be divided
between cutting development plans and cutting consumer goods., Where this 1s

the cose, there scems no basis for characterizing the loan application as being
for one or the other ultimate purpose;  the most accurate statement would be that
the country has a program which includes certain expenditurcs and imports ond

a balance-of-payments deficit, and the loan-is to cover the baloance-of-payments
deficit that the program as a whole entails,

Development Loans and Net Capital Formation

In an economic sense, one might stort with the assumption that the
country's productive plant is to be maintained and that an amount of expenditure
on its productive plant egual to current depreciation is a current expense
rather than a capital investment. Surcly a foreign lender must begin by look=
ing at the country's economy from this point of view,

On this basis, a country applying for a "development loon" should be
able to show that it expects, using the loan, to cxperience an amount of net
capital formation at least equal to the amount of the loan, Net capital forma-
tion would be regarded for this purpose as the zmount of net addition to the
country's productive plant, after deducting curront depreciation but without
meking any deduction for increases in the country's external liabilities, The
lender must meke allowance for special cases where a particular program of
development, not involving eny net capital formation in a strict accounting
sense, will nevertheless increase the country's productivity; but such special
cases do not appear to invelidate the general rule,

A lender might well go further and require a showing that the plenned
amount of net capital formation is at least egual to the amount of the loan in
addition to the smount of net capital formation that the country could renson-
ably be expected to finance out of domestic savings, The estimating of a rea-
sonable rate of domestic savings would, of course, involve a full consideration
of the country's various cconomic and other characteristics; including all avail-
able data on its past rates of savings and capital formation,

As o practical matter, estimating the rate of net capital formetion
is difficult, especially for the typical country that would be applying for a

1/ The stated purpose of the borrowings might be to pay for censumer-goods imports,

= or the borrowing might be done for the company or govermment agency undertaking
the development project., In the latter case, while the stated purpose could ‘
be tc pay local currency expenditures on the project, the foreign exchpnge
procceds of the borrowing would still be used to pay for the consumer-goods
imports, - ‘
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development loan, Hence there arises this question: To what extent can the type
of capitcl item to be acquired serve to indicate whether or not net capital forma-
tion will result? The acquisition of a completely new item, such as a new dan
or a new railrocd line, may inply net capital formation (on the assumption that
the country would be keeping its cxisting productive plant while acquiring the
new item); the acquisition of new loconotives to replace old ones would fail to
arry any such implication., Such implications, however, may be misleading, The
investment in a new dam or railroad lines does not represent net capital forme-
tion if it is offset by deprecintion in the rast of the country's productive
plont during the period of construction, 4And conversely, an investment in loco-
motives (cven if they replace an equal number of obsolete locomotives) represents
genuine net capitcl formation if the amount of the investment exceeds the current
period's deprecintion on the rest of the country's productive plent, Further-
more, as has been pointed out earlier, it may well happen that imports of con-
suner goods will enable o country to carry out a program of net capital forma-
tion that would otherwise have been impossible, In fact, a basic hypothesis of
the Buropean Recovery Program is that loans (or grants) to supply consumer goods
will assist the recipient countries to carry out programs of reconstruction and
development,

If it is required thot a country applying for a development loon must
expect to increase its net capital by at least the amount of the loan, this
implies that the country will have reached a position where its current consump-
tion is within its current production -- i,e,, that the country is.currently
"living within its meons", liost desirably, of course, this would reflect a con-
dition of internal equilibrium, in which demands for goods for current consump-
tion are fully covered by availeble supplies, Alternatively, where this condi-
tion does not exist, it implies a system of import or cxchange controls that is
effective in preventing domestic demand from unduly affecting the balance of
payments, Or, where the country has an adverse balance of poyments, it may be
meeting this adverse balance out of its existing reserves; this might be particu-
larly appropriate if a country had during wartime accumulated abnormally large
reserves and were using these reserves after the war to permit consumers to re-
plenish their stocks,

Loans Where There is No Net Capital Formation

A lending agency will sometimes find it desirable to make a loan to
a country thet is not having net capital formotion, In some cases of this kind,
it may be advantageous to lct the loan tale the form of a development loan.

Take, for example, a country which has been living beyond its means
and has depleted its foreign exchange rescrves in meeting balance of payments
deficits, Suppose further that the country is prepared to undertake vigorous
reforms in order to bring its domestic consumption within its income, but that
it will take some time (e.g.,6-12 months) to realize the effect of such reforms
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if they are to be put into effect without an unduly violent transition, A lend-
ing agency might well decide that the extending of credit in these circumstances
is desirable in order to allow time for an orderly transition and thus to aid
international stability., This is clearly not a "development loen"; it is a loan
to finence the country's current deficit during the period of transition to a
balanced position,

Yevertheless, it may be desirable for the loan to take the form of a
development loan, This could be done by selecting, out of the country's pros-
pective imports, a group of capital items for whose purchase the proceeds of the
loan would be earmarked., Any country would ordinarily be importing some cmount
of agricultural machinery, or industrial equipment to replace obsolete equipment,
or new railwey cars or motor trucks, which could be selected for this purpcse,
Such imports constitute lasting assets for the borrowing country, and they also
tend to increase the country's ability to earn foreign exchange; therefore,
attaching the loan to such imports might incrcase the country's later willing-
ness to repay. It might also be good for public relations purposes, both in
the lending country and in other countries that may later be loan epplicants,

It is clear, however, that the criterion for the lending agency, in deciding
whether to grant or refuse applications for such loans, is not the productive-
ness of the particular capital items to be financed, but is rather the general
effoct on domestic and international stability that granting or refusing the
loan would have,

w00 O~






