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December 15, 1954

Mr, John H. Adler

K. Varvaressos

K.V,

Messrs., Rist and Goor

K. Varvaressos/veh
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July 1, 1954

TOs Mr, Robert L. Garner

FROM: E. Varvaressos

Attached herewith is a short sumary of recent develop-
ments in the British economy which you may be interested to read.

It is an informal peper which will be sent to only a
few people in the Bank to vhom it may be useful, I handed copies
to Mr, Black and Mr, Rist this morning.

K.V,

Attachment~l

ec: Mr, 10iff
« Rst
« Sommers
Mr, Mendels
Mr, Graves
My, Demuth
Mr, Gregh
Mr, Knapp

Mr. Rogen
Mr. Kamarck
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December 1, 1948

Dear Mr, MeCloy:

On several oceasions you have expressed your concern about
the present positiom of the Bank in the face of the uncertainties
of the world situation., You alse told me you would welcome my views
and suggestions on the matter.

In the attached mote I have tried to state frankly how 1
feel about the problems of the Bank, Your readiness to undertake
responsibilities and the kmnowledge that the only consideration that
counts with you is the interest of the Bank have sncouraged me to
make proposals which, by ordinary standards, might de considered too
bold %o be committed to paver.

Yours sinecerely,

K. Varvaressos



Decenber 1, 1948

Dear Mr, Garner:

Attached herevith you will find a mote on some of the
problems facing the Bank together vith a copy of the covering
letter to Mr, McCloy. This is a confidential commnication made
only o the President and yourself,

:w-mdmaim-mmmmnwurm
useful for the work of the Bank,

Yours sincerely,

K. Varvaressos



SOME SUGGESTIONS ON THE PRESENT PROBLEMS OF THE BANK

By: K. Varvaressos

During the last three years the uncertainties of the international
situation forced the Bank to follow a cautious and tentative policy in
developing its activities and determining the scale of its participation in
the solution of post-war problems. Many of the assumptions on which the
establishment of the Bank had been based failed to materialize and post-war
difficulties proved far more intractable than had been anticipated when the
Bank was entrusted with the task of contributing actively to post-war recon-
struction and development. Some clarification of the international situation
was necessary before final decisions could be made on the scone of the Bank's
activities and the role the Bank could expect to play in the light of post-war
realities.

With the enactment of ERP and the greater understanding of the diffi-
culties which three years' experience has given us, many of the prevailing
uncertainties are slowly being removed and a clearer picture of the nature of
our post-war problems is gradually emerging., It may even be said that the
situation has by now been stabilized to such an extent that no spectacular
changes or unexpected developments are likely to take place in the next five
or six years. For the Bank, this means that the period of waiting is coming
to an end, and that important decisions will soon have to be made on the scope
of the Bank's activities during the next decade.

In the last three years the Bank has laid solid foundations for its
future work and has done all that could be exvected from it under prevailing
circumstances: (a) It has set up an organization capable of handling competent-

ly the tasks entrusted to it and has made good progress in familiarizing itself



with the problems of its prosvective borrowers. (b) It has arrived at agreed
decisions on basic questions of policy. (c) It has made two successful sales
of bonds on the American market., (d) It has granted loans to Buropean
countries which have filled a serious gep in existing financial facilities
and have prevented a deterioration in the position of these countries. (e) It
has made a good beginning in the granting of loans for development purposes.

Now, however, the organizational stage is over and the funds at hand
are insufficient for further substantial loan commitments. At the same time
the background of conditions against which the Bank will have to operate has
become clearer and the needs that the Bank will be called upon to meet have by
now become fairly well known.

Finally, there is no likelihood of a further marked improvement in the
world situation during the next few years that would by itself remove the diffi-
culties at present facing the Bank.

This means that if the Bank is to continue Jjustifying its existence,
it can no longer wait for more favorable outside developments but must determine
the scope and scale of its activities in the light of existing conditions.

These activities must bear some relation to the size of the world's requirements
for reconstruction and development, for while it is true that the Bank was
created to meet a long-term need rather than an emergency, it is also true that
the needs of the emergency are at present being adequately taken care of and
consequently the Bank's failure to act on a substantial scale during the coming
years could not be justified on the ground that the existing needs were outside
the field of competence of the Bank, even less on the ground that world condi-
tions were not yet propitious enough for the Bank's activities.

Technical assistance, studies, missions, small projects, are all highly

useful and important, but unless countries are able to receive financial
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assistance vhich will make a difference to their position they will in the

end tire of merely discussing their problems with the Bank's staff snd listen-
ing to criticisms and exhortations, Wisdom lies in anticipating events and
making sure that one will not be caught unprepared by developments that could
have been foreseen, If the Bank wishes to retain its importance as an

agency which has a substantial contribution to make to the solution of post-war
problems, it must see to it that its lending activities during the coming years
are of sufficient size to justify its present setup and uphold its authority

towards member countries.

1. The Scale of the Bank's Operations During the Coming Years.

The world's needs for both reconstruction and development are great.

To what extent can they be met by the Bank?

In the case of Buropean reconstruction, the following considerations
should be taken into account:

(a) ECA is today meeting Burove's current needs for food and raw
materials, and is in addition supplying equipment for the improvement of
Buropean productive capacity. The hope is that in three to four years' time
this dependence on American aid will have been eliminated and European self-
sufficiency restored. An examination of the economic position of the major
Buropean countries shows that this aim can be achieved only if a great expansion
of production over present levels takes place during the next three to four
vears., Since the available resources of manpower and industrial capacity are
at present fully utilized in most countries, the further expansion in produc-
tion will depend principally on the size of new investment during the coming
vears. This is recognized in all Buropean recovery programs which call for
very large additions to existing productive capacity. Comparing these objec-

tives with the present scale of investment one is bound to conclude that the
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latter falls considerably short of what is necessary for the restoration of
Buropean self-sufficiency. This means that while ECA assistance is today
meeting the bulk of Burope's current needs, it is not large enouzh to ensure
that the necessary increases in productive capacity will be made during the
coming years or that imports of equipment from the United States will be as
large as the modernization and reequipment of Buropean industry require. Thus,
there is scope for productive loans by the Bank that will fill this gap in the
financing of European recovery. The ECA Congressionsl documents specifically
mention the Bank as an important source of additional financial resources for
Buropean reconstruction.

(b) While Europe's investment needs are great, the Bank can undertake
to finance only those projects which may be expected to make a direct contri-
bution to the solution of Europe's balance of payments difficulties, either by
increasing the ability to export or by reducing the need for imports, especial-
1y to or from the dollar area. Lending for less specific purposes might
improve the general economic situation of the country concerned, but it would
not create the margin out of which the loans could be serviced and repaid. The
Buropean dollar shortage is a phenomenon that will be with us as far as we can
see in the future. This means that dollar loans, especially under the terms
granted by the Bank, must be made with caution if they are not to involve unduly
large risks.

(¢) Even if these financial difficulties did not exist, the supply
situation is unlikely to have permitted more than a partial satisfaction of
Europe's needs in machinery and equipment. This factor would in itself have
limited the scope of the Bank's activities in Buropne, since productive projects
of the type suitable for financing by the Bank require primarily the use or

installation of new equipment and machinery.
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The preceding considerations suggest that, while the Bank can and
mist contribute to Buropean reconstruction, its participation will necessarily
have to be confined to only certain types of productive projects within the
limits set by the availability of equipment and the capacity of the countries
to service and repay the loans. It is true that in theory there is no dif-
ference between financing imports of equipment and finsncing imports of other
goods that would release resources for the production of equipment in the
borrowing country itself. In both cases, an increase in productive capacity
would teke place. Thus, a loan to Britain that would enable her to keep at
home machinery previously used to pay for imports of food would not differ
from a loan that would finance machinery imports to Britain, In practice, the
size of the loans that the Bank can safely make to Burone is too limited for
such a method of financing, while the close scrutiny of the utilization of the
proceeds which must be exercised by the Bank requires that the goods purchased
with Bank funds be directly related to the execution of the productive project
that is being financed. Thus, the Bank's contribution to Buropean reconstruc-
tion is closely connected with the availability of American capital equipment

for export. This does not mean that purchases of equipment could not be made

in Europe as well, but Burove as a whole has a net deficliency of capital equip
ment and Buropean demand is overwhelmingly concentrated on American equipment.,
The amounts that are likely to be obtainable in Europe probably reoresent a
very small proportion of the needs that the Bank would be called upon to finance.
It is not possible to estimate the size of the lending activities that
could be profitably undertaken by the Bank before meking a detailed study of
European investment plans and of the supply position for capital equipment in
the United States and elsewhere. My personsl impression is that the opportuni-
ties for Bank lending in Burope during the next four or five years are probably

in the neighborhood of $200 million per annum,
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Loans on such a scale would be within the possibilities of Burope to
Service and repay, and at the samé time they would be substantial enough to
make a decisive contribution to the solution of Europe's economic problem,

Assuming that the European investment plans take four years to be com-
pleted, the Bank's total contribution for Buropean reconstruction would be less
than $1 billion and would add less than $100 million per anmum to Burope's
debt service. This is a burden which Burope, in spite of its foreign exchange
stringency, will be in a position to bear;j esvecially since it is certain
that obligations towards the Bank will have a higher priority in the alloca-
tion of foreign exchange than many other current needs, including the servic-
iﬁg of Governmental loens which could, in an emergency, be suspended. Nor can
the earnest of Buropean Governments to fulfil their obligations towards the
Bank be seriously questioned. If anything, many of these Governments show an
exaggerated caution in considering borrowing from the Bank. It cannot, there-
fore, be said that loans to Zurope on such a scale would involve undue risks
for the Bank, The only major risks are the risks of war or of a failure of
Europe to recover, even partially. These, however, are risks which the Bank
would be not merely justified but also required to underteke because it is pre-
cisely that type of risk that the Governmental guarantees (i.e. the bulk of
the Bank's capital) were intended to meet.

On the other hand, financing on such a scale, althougzh it would meet
only part of Burope's need, would enable Buropean countries to carry out some
highly productive projects which would otherwise have had to be postponed or

abandoned.

1/ The Paris Report has estimated total Buropean exports to the Western
Hemisphere at $4,000 million in 1951 and totel imports at $7,200
million. Compared with these sums, the problem of servicing Bank
loans would be manageable.



When compared to the billions of dollars required to support Europe,

a sum of $200 million may at first sight sppear too small to make much dif-
ference to Buropean recovery. But one must bear in mind that these billions
are spent primarily on current needs, which means that they only serve to buy
time until Europe has made the necessary adjustments in her economy, including
the expansion in her production, that will restore her self-sufficiency. It

is my impression that ECA assistence for the purchase of machinery and equip-
ment is unlikely to exceed $500 million per anmum during the coming years.,
Present plans envisage larger expenditures on such items, but experience shows
that the needs for food and raw materials are always underestimated in official
plans and always end by absorbing a larger share of expenditures than was
originally intended. If this is so, the addition of another $200 million worth
of equipment from Bank soﬁrcea would represent a very considerable contribution
to the European reconstruction effort., At the same time the careful selection
and supervision which both the Bank and the European Governments are certain

to exercise over projects to be financed with Bank loans might result in
increases in output exceptionally large in relation to the sums spent.

Without attaching too great importance to the figure of $200 million
itself, I believe that as an order of magnitude it probably represents what
the Bank could safely invest in Burope during the coming years.

As regards the needs of other regions, the following considerations
should be taken into account:

(a) The most important of these regions is Latin America with its
underdeveloped resources and its keen desire for economic betterment. The sig-
nificance and driving force of that desire should not be underestimated. It
arises from a complexity of factors such as the proximity of the United States,

the wealth of natural resources in the region, and so on. The most important
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factor, however, is, in my view, the growing discontent of the masses with

the conditions of degrading poverty to which they are condemned to live and
their determination to achieve an improvement, if necessary at the expense

of the more privileged classes., Faced with such an explosive situation, the
latter see in expanded production and higher productivity, achieved with out-
side assistance, the only answer that would raise the standard of living of
the masses without depriving the wealthy of their privileges. This explains
why the clamor for foreign help to develop the resources of these regions comes
principally from those classes which at first sight seem to have least to gain
from it.

There can be no question that there are great opportunities for econo-
mic development in these regions. Nor should it be forgotten that progress
during the last decade has been real and in some cases spectacular, There is
no stagnation or lethargy in Latin America. In earlier years the development
of the region's resources was principally the work of private foreign investors.
It is estimated that in 1938 foreign investments in Latin America exceeded
$10 billion and represented some 20 per cent of the world's foreign investments
(including investments in colonies). The contribution of foreign capital to
the opening up of the region cannot be exaggerated, but at the same time it
mist be recognized that the development of the region's resources by foreign
capitalists was haphazard and one-sided, and was often costly and wasteful, as
a result of which it has left a legacy of hostility and antagonism to foreign
capital that is today proving one of the mein factors impeding the inflow of
foreign capital in that region. During the 1930's, when foreign investments
fell sharply, the Governments began taking an active vart in the promotioﬁ of
development schemes and some important projects were carried out with local
resources. Since, however, savings could not be attracted in such investments

and taxes on those who could bear them were inadequate, the result of
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Government spending on development schemes was to intensify inflationary
vressures which are endemic in Latin American countries, Thus, efforts of
development intended to raise the standard of living of the population in
practice ended in more social inequality and greater economic instability
than before. During the war the great demand for Latin American exports and
the shortage of imports resulted in great accumulstions of foreign exchange
resources, a large part of which were expected to be used for the finencing
of development schemes, In fact, only a small proportion of these foreign
exchange resources was used for investment purposes; the bulk went to purchase
goods for current consumption for which there is a virtually insatiable demand
in these inflation-ridden countries.

Meanwhile, new and more ambitious development plans have been form-
lated, and Governments which have pledged themselves to'carry them out are
faced with a difficult situation: they dare not aggravate internal conditions
by resorting to inflationary spending and their forelgn exchange resources have
by now been exhausted. This is why they look to foreign assistance as the only
wvay out.

I believe it would be dangerous to underestimate the existing dissatis-
faction or the extent to which Governments have committed themselves to bring
about an improvement in their countries' economic conditions. Forelgn assistance
to these countries is an urgent need. I also think that there is great scope
for the investment of foreign funds in Latin America, because the region has
vast resources which await to be rationally exploited. The region is parti-
cularly suited for Bank loans, since its primary need is to develop basic
facilities such as transportation, power, agriculture, for which private financ-
ing is not available.

On the other hand, it is certain that development cannot take place at

the pace which these countries envisage. Their plans, which run into billionms
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of dollars, bear little relation to what these countries are in fact capable
of doing in this field. Large increases in production and productivity can-
not be achieved merely by importing foreign capital and equipment. BEfficient
and honest administration, education, technicsl and organizational skill and
financial stability are equally, if not more, important than the availability
of equipment. There ig no exampie of a country having raised its standard

of living merely through foreign borrowing. On the contrary, all the existing
evidence shows that the greatest material progress has been made by countries
which have relied primerily on their own resources and their own work.

My conclusion is that, while the Bank must resnond without too much
delay to Latin American requests for financial assistance, the scale of its
operations in that region must be limited to what can be usefully absorbed with
good prospects of repayment. This, in my view, means that only a fraction of
the projects at present contemplated are suitable for Bank financing. As in
the case of Europe, only after a detailed study and investigation of the
region's needs and possibilities would it be possible to determine the scale
of lending that could be undertaken by the Bank in the region, but here again
I shall venture a guess and suggest that $300 million ver annum probably revre-
sents the upper limit of what the region can absorb, at least in the near
future. Such a figure would probably shock Latin Americans who are thinking
in terms of billioms, but in my view, loans of that size flowing regularly to
the region and financing the importation of machinery and equipment should be
able to make a very important contribufion to the development of the region's
resources.

(b) Asia, including the Far East, is another region where the need for
foreign investment is great and urgent, both for reconstruction and for develop-
ment purposes. Here agein the Bank can meet only pert of the need, not only

because the absorptive capacity of the region is still smaller than in the case
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of Latin America, but also because the politicel uncertainties are much
greater than in Latin-America. In certain parts the political and social
situation is such that there can be no question of any Bank lending.

(¢c) BEastern Burope presents a different problem, It is probably one
of the regions of the world where Bank funds would be most effectively used
and would serve not only the region itself but the whole Buropean economy.

For the time being political considerations do not allow any substantial Bank
lending to the region, but the Bank should kesp in mind that the present poli-
tical tensions, which are engineered in Moscow, may suddenly ease if Moscow
decides that it is time to be more sensible. In that case, the Bank would
have no Jjustification in refusing to grant the loans so eagerly awaited by
Bastern Buropean countries. This means that in considering the world require-
ments for Bank financing during the coming years the eventual needs of Bastern
Furope must also be taken into account.

Allowing another $100 million for Asia, Eastern Burope and the remain-
ing regions of the world, we reach the conclusion that the scale of overations
vhich the Bank should have aimed at if its financial resources were uncondition-
ally available to it would have been of the order of $500-$600 million per
annum, This, I think, is probably the maximum that could have been invested
with good results and good prosvects of repayment. More optimistic estimates
made earlier in the Bank's career which assumed that Bank financing would exceed
one billion dollars per annum disregarded hoth the seriousness snd permanence
of the world's dollar shortage and the obligation imposed by the Articles of
Agreement on the Bank to grant loans only when the prospects of servicing and
repayment were reasonably good.

It is clear, however, that even the lower figure of $500 million ver
annmum estimated here greatly exceeds the present possibilities of the Bank.

With less than $500 million of liquid funds at hand, the Bank can hardly enter
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into any large commitment fﬁr foreign loans unless it is able to raise addi-
tional capitsl in the market.

Thus, the extent to which the Bank can meet the world's needs for recon-
struction and development depends primarily on the prospect of obtaining funds
in the American market. The question that arises is: should the Bank wait
until conditions for new sales of bonds are favorable or should it seek to
make sure that it will be able to get the funds it needs whatever the conditions
of the market. In the first case, there can be no question of planning the
Bank's scale of operations for the coming years. These will depend on the
reactions of the market to the Bank's bonds, which cannot be foreseen. Lend-
ing by the Bank may continue to be negligible for several years if developments
in the market prove unfavorable or it may become substantial if market condi-—
tions improve. In the second case the Bank will be able to determine itself
the scale of its operations and ensure that they sre commensurate with its
character as an international institution entrusted with a major responsibility
‘in the field of international investment.

There can be little doubt, in my view, that the second course is the
only one that will preserve the prestige and authority of the Bank, The
question is, how can the Bank secure the collaboration of the market in nlan-

ning its future activities.

2 e Raising of Funds on the American Market.

It is necessary to keep in mind that those who took the initiative in
establishing the Bank had a quite different situation in mind from that which
has arisen since the Bank began its operations. It was never envisaged that
the Bank would have any difficulty with the problem of raising funds. It was
universally believed (even by the market itself, which showed considerable

apprehension on that score at the time) that the 100 ver cent guarantee would



=13 =

confer on the Bank's bonds an exceptional attractiveness which would meke the
raising of funds a quasi-automatic process. It was also thought that the

Bank would be able to obtain money at the lowest rates prevailing on the mar-
ket and certainly not higher than those on U,S,A. Government bonds. It was
precisely because very low interest rates were expected that the idea of making
an additional charge as guarantee occurred. I remember that in 211 the dis-
cussions on the matter the argument was recurring that Bank loans would be 8o
cheap that countries who would be taking advantage of such favorable conditions
of lending could well afford to make a contribution that would help to reduce
the burden which member Governments were undertaking in granting their guaran-
tee. The object of giving to the capital of the Bank the form of a Government
guarantee rather than of Government-contributed funds was to avoid the immo=-
bilization of large funds in the Bank and at the same time to offer an oppor-
tunity for good investment to the saving public. There was never the slightest
doubt that the Bank's money was public money or that the institution was any-
thing but an inter-governmentel institution entrusted with the carrying out of
the policies of member Governments in the field of foreign investment, I am
sure that the idea that the Bank's operations would in any way depend on the
opinion of the market about the soundness or otherwise of the Bank's lending
activities never crossed the minds of those who proposed the establishment of
the Bank, It was precisely because it was recognized at an early date that

the private investor would be unwilling to risk his money on loans to foreign
Governments which would be struggling with post-war difficulties that the
establishment of an International Bank was considered necessary to assist post-
war reconstruction. (Incidentally, the emphasis was originally on reconstruc-
tion., Development was added later as an afterthought.)

Unfortunately, the course of events has been entirely different from

what had been expected. The market took the view that the Bank's bonds, in
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spite of the guarantee, were far from riskless and were certainly inferior

to U.S.As Government securities. The Bank itself at the beginning of its
existence thought that it would gain the confidence of the market if it
stressed the soundness of its policies rather than the importance of its
guarantee., This was an ambitious conception which assumed that the Bank
could hold its own without the need for Government support, and it has cer-
tainly proved overoptimistic in the light of our post—wer realities. Al-
though subsequently abandoned, this initial effort to establish the Bank as
an ordinary lending institution in the consciousness of the market has not
been without effect on the market's attitude towards the Bank's bonds. The
result of these developments has been that the Bank has had only limited suc-
cess in raising funds in the market and would probably have met with consider-
able difficulties if it had approached the market for further sales.

This reluctance to lend to the Bank is not absolute, bui is only rela-
tive to the rate of interest offered by the Bank., I have no doubt that at
higher rates of interest the Bank's bonds would have been attractive enough
to find buyers. In practice, however, the Bank has gone to the limit of what
could be offered without making its loans prohibitive to borrowing countries.
Thus, this relative reluctance to buy Bank bonds is for practical purposes an
absolute reluctance which only changes in market conditions or in the attitude
of investors can overcome,

I am not familiar enough with the conditions of the American market
to be able to appraise the present trends and the chances of new bond sales
by the Bank in the near future. It is, however, my impression that, as matters
stand, even if market conditions ease sufficiently during the coming months
to make a new issue of bonds possible, the sums that will be obtained will be
relatively small and there will be no assurance that the Bank will be able to

make the regular sales of bonds which will be necessary if it is to develop a
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substantial program of operations during the coming years., I think, therefore,
that merely to wait for more favorable market conditions may postpone indefi-
nitely the time when the Bank will be able to play a role in the world economy
commensurate with its responsibilities.

Is there an alternative to waiting? I think there is.

The Bank's dependence on the attitude of the investment channels is a
fact which may be deplored but cannot be changed., That attitude in turn can-
not be expected to change radically so long as the present tensions and uncer-
tainties exist in the world and high levels of economic activity are meintained
in the United States. Zven though a rate of investment of $500 million per
annum represents, in my opinion, what the world can fruitfully absord with
reasonable prospects of servicing and repayment of the loans, it would be
illusory for the Bank to expect that it could obtain in the market the funds
necessary for such a scale of activities., The first thing which the Bank must
therefore do is to recognize that for many years to come it will be able to
satisfy only part of the needs which it was created to meet,

If, however, there is an upper limit to the Bank's activities deter=-
mined by the world's capacity to borrow dollars, there is also a lower limit
below which the Bank's scale of operations should not be allowed to fall if the
Bank is to retain the respect and consideration of its members. I believe
that operations of $200 to $300 million per ammum, although they would fall
far short of what the Bank could have done if it had not depended on the
market, would be large enough to contribute substantially to world reconstruc-
tion and development and at the same time safeguard the Bank's prestige and
Justify its present setup. Anything less, however, would, in my view, serious-
1y harm the Bank and deprive it of its importance and influence in the world,
because anything less than this minimum sum would not even touch the fringe of

the world's needs. It is even doubtful that prospective borrowers will in
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the end be willing to go through the long and tedious process of negotia-
tion and supervision for what will necessarily be very small and inconsequen—
tial loans. In that case there is the danger that the Bank would end by
becoming just another over-staffed ageney whose existence is barely tolerated
by member Governments.
I think, therefore, that the Bank must in the near future decide on
a limited but useful program that will take care of the world's most urgent
needs for international loans, Having made such a decision, it will then have
to secure the collaboration of the market for the raising of the necessary funds.
Until now, the Bank's approach to the investment chamnels has been made
in general terms., The Bank has stressed its determination to make sound and
productive loans and has declared itself eager to maintain close cooperation
with the market. It has avoided, however, and quite rightly, to make any
more specific commitments to the market. So long as the expectation could be
entertained that market conditions would improve in the near future, the Bank
would not have been justified in making commitments that would have restricted
its freedom of action. Now, however, the paramount consideration must be to
raise funds, and commitments which appeared unjustified last year may prove the
only way of securing the proper functioning of the Bank in the coming years.
I have in mind a new and more concrete approach to the market which might suc-
ceed in allaying the latter's fears and ensuring a more active cooperation on
its part. The Bank should start by stating that in the world of today the
scope of its activities is necessarily limited and that, having recognized
this, it will not in the next five to ten years aim at a scale of operations
exceeding, say, $200-$300 million per annum. It should further stress that
within this limit it will seek to finance the most productive among the projects
submitted to it and those for which the prospects of repayment are best. It

should point out that, however short of dollars, the world can well afford to
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service loans of such moderate size. Finally, it should point out that

such a policy of restricted activities would in fact fully concede the request
heard lest year in the market, that the Bank's borrowing capacity be limited
to the size of the United States guarantee: under such a program it will be
more than ten years before the United States guarantee is reached.

A commitment of this kind may decisively affect the attitude of the mar-
ket towards the Bank's bonds. One of the chief causes for the distrust shown
by the market during the last two years is that the American guarantee, the
only one which under present conditions the market is prepared to comnsider
seriously, covers only 40 per cent of the Bank's borrowing capacity. This means
that, were the Bank some day to succeed in by-passing the investment channels
and borrow in excess of the American guarentee, it would thereby be impairing
the security of all its bonds, including those sold before the American guaran-
tee was reached. The conclusion was that, so long as the Bank's borrowing
capacity exceeds the American guarantee, the value of the Bank's over=all
guarantee should be viewed with caution, if not suspicion, ZLast year it was
still too early to concede this request for what amounts to a reduction in the
Bank's capital. Next year such a concession may be no more than a recognition
of hard realities.

It is almost unthinkable that the market would refuse to cooperate even
on such a limited program. It is the duty of the Bank to point out that such
a refusal would be against the best interests not only of the American nation
in general but also of the private investors themselves. The United States
occupies today a unique position in the world. Its huge productive capacity,
which nearly doubled during the war, exceeds in many important lines the normal
peace~time requirements of the nation. ZExports of equipment financed by loans
will in the long run be essentizl to maintain stability in the American economy.

The only alternative, barring a depression which the American people do not
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seem in a mood to tolerate, is more Government spending on public works,
involving increased Government intervention in the economy and increased
Government ownership of means of production. This is a prospect which can
hardly appeal to the capital market. The International Bank offers the best,
if not the only hope, that the genuine export surplus of the United States
will be canalized where it can best be used from the point of view of both
borrower and investor, By undertaking the risks inherent in foreign invest-
ment it promises good returns with security. By promoting productive projects
it promiges fo create important outlets for the American heavy industry which
is certain to find itself over-expanded when internal demand and ECA spending
taper off and when European production revives. 3By concentrating on the im-
provement of basic facilities in underdeveloped countries the Bank will help
to render attractive many opportunities for direct investments which today ap-
pear unprofitable due to the lack of such facilities. (The exploitation of
Brazil's rich iron ore deposits which is held up by lack of transportation and
port facilities is an illustration.) Finally, being established on an inter-
national basis, the Bank has the unique advantage that it is able to rely on
the cooperation of the borrowers and develop their sense of responsibility.
This greatly minimizes the risk of wasteful utilization of the Bank's funds
and of wilful defaulting. As things now stand, an uncooperative attitude on
the part of the American market would make the Bank's failure inevitable. It
would be folly for the market to destroy an instrument which is certain to
serve well the interests of the American investor. But it would also be an act
of irresponsibility from the point of view of the more general American interests.
Post-war events have thrown on the United States the heavy responsibility of
international leadership in a world which is rent by violence and conflict.

Communism is on the move. It finds its allies in the teeming millions who for
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centuries had accepted hunger and privation as acts of God, but who today
are determined to improve their lot, if necessary by force. The improvemsnt
can be made without violence or upheavals if these countries are assisted to
increase their technical knowledge and develop their resources. For such as-
sistance they look primarily to the United States. I am not among those who
believe that the United States should spend indiscriminately millions of dol-
lars on countries threatened by Communism. On the contrary, I feel that too
mich may already have been spent in such a wey with too little effect. But I
do think that by assisting these regions to develop their productive resources
and raise the appallingly low living standards, the United States can effec-
tively meet the challenge of Communism where political and social conditions
have not deteriorated beyond repair., I also think that the International Bank
is the best instrument through which that assistance can in the long run be
provided, because the Bank will be able to canalize what is really a surplus
available for investment to the regions which promise to take best advantage
of it and will be able to do so in a sustained and continuous way, without be-
ing subjected to political blackmail or having to take into account considera-
tions of short-term expediency.

It seems reasonable to assume that the market will respond favorably
to such an approach by the Bank., It is true that from the point of view of the
Bank itself the decision to undertake such a commitment towards the market would
be a momentous one and should be carefully weighed before it is finally made.

Many will argue: Why make such a commitment? Is it not better to wait
rather than restrict the Bank's future freedom of action? What will be the
position of the Bank if in, say, three or four years' time market conditions
improve beyond present expectations or if the Bank is by then able to by-pass

the investment channels and address itself to the general public? Would not

the commitments made prove galling and would it not be said that the decision
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to make them was unwise?

My answer to this argument is that time is rumnning short for the Bank
and that something will have to be done soon. There is a strong case for not
entering into commitments towards the market if the Bank can reasonably expect
that by next spring or early summer at the latest it will be able to raise
some $200-$300 million on the market., In that case the Bank could develop a
substantial program during the coming year and assume that it will be able to
continue raising funds on the same scale in the following years. If, however,
the market proves unreceptive to new bond sales, the position of the Bank may
become impossible by the middle of next year. Impatience is already evident.
One dreads to think of another Annual Meeting where the long-term character of
the Bank is stressed amid an embarrassed silence. Some might say that the
present funds at the disposal of the Bank would be sufficient to begin substan-
tial operations and wait until next year for more favorable market conditions.
I think this would be a most unwise thing to do. These funds represent the
necessary degree of liguidity for the Bank., Without them the Bank's position
in the market would deteriorate still further and its chances of raising money
would become very remote indeed.

I think that in the next few months it should be possible for the Bank
to ascertain market prospects for the coming year. If they are found to be un-
favorable, the only alternative to an approach along the lines suggested here
would be to reconcile oneself to the fact that the Bank will have to be kept in
a dormant state until market conditions improve. Many would say that there is
nothing so terrible about this. One day conditions in the market will change
and there will always be eager clients for the Bank's loans; no harm will be
done to the Bank by waiting. I cannot agree with this view. International
institutions, like living organisms, must function if they are to grow and retain

their health., They cannot, like merchandise, be kept in cold storage and be



brought out again when market conditions are favorable. A period of protracted
inactivity is certain, in my view, to prove fatal to the Bank.

Another difficulty that may have to be faced if a decision along the
lines suggested here is made, is the reaction of prospective borrowers %o
such a restricted plan of activities., The countries which have been relying
on the Bank to finance large projects are certain to be shocked by the limited
scope of operations envisaged by the Bank for the coming years. I think, how=
ever, that it would not be difficult to persuade these countries that the
object of the Bank in proposing such a plan is to serve and not to disregard
their interests. I doubt that the Governments of these countries would under-
take the responsibility to oppose the plan when they realize that the only

alternative to getting so little might be getting nothing for many more years.

Assuming that the scale of operations of the Bank is decided upon on
some such lines, the next step for the Bank would be to determine how the funds
which will be expected to be available should be spent. The Bank will have
to approach this question on many fronts.

(a) The first thing is to inform prospective borrowers, both those
who have submitted applications and those who intend to do so in the future,
that the scale of operations contemplated by the Bank for the coming years
will allow only limited help to individual countries and will require the post-
ponement of all save the most urgent and productive among the projects envisaged.
Countries should therefore be asked to concentrate their attention on such
projects, speed up the technical studies required and be ready to negotiate
with the Bank on the terms under which Bank finencing will be granted. It
should at the same time be pointed out to them that the Bank plans a sustained

level of activities for the coming years and that consequently, they must think

in terms of a series of smell loans spread over a number of years rather than
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of a sizeable loan granted at the outset. At the same time there is no
reason why the Bank should not commit itself to the financing of larger
projects over a period of years, subject to the qualification that the uti-
lization of the Bank's funds is satisfactory and the conditione agreed to
are kept.,

(b) The Bank should not wait for a revision of loan applications
before it maps out its plan of activities during the coming years. On the
basis of the existing loan applications and of the studies made of the various
regions' problems and requirements it should be possible to formulate a general
program and decide which among the existing and prospective projects are like-
1y to make the greatest contribution to the world economy as a whole, This
work, which should be undertzken soon and completed in as short a period of
time as possible, would provide the background against which to judge the
gignificance of projects proposed by the various countries.

(c) Furthermore, if the activities of the Bank sre to add up to a
coherent whole and not to consist of a series of isolated small loans, it will
no longer be sufficient to examine loan applications on their own merits
alone. It will also be necessary to compare the projects to each other and
determine their relative importance and urgency. Many projects, which would
have qualified for Bank financing if the funds at the disposal of the Bank
had been larger, are certain to fail to meet this test of relative importance.
Such projects would have to be rejected not because they would not be sound
in themselves, but because other projects would be more important. A project,
for instance, for the improvement of passenger transportation in a Latin
American city, however worthwhile in itself, would have no place in a program
of Bank activities aiming to make the best use of loamable funds not exceeding,

say, $200-$300 million per annum,



- 23 -

This is the conception of strategic lending already outlined by the
President of the Bank, but its practical epplication will require some radical
changes in the approach of the Bank's staff to the study of loan projects.

Finally, a considerable speeding up of the processing of loans will
be necessary if the scale of operations envisaged here is to be achieved,

(d) 1In terms of goods a program of the type enviseged here is certsin
to involve almost exclusively equipment and machinery. The Bank would be
greatly assisted in planning its operations if it had a clearer picture of
the present and prospective availabilities of such goods. If an investigation
into the supply position is possible it should, in my view, be undertaken by
the Bank, Such an investigation would ensble the Bank to relate its program
to physical availabilities and prevent delays and frustrations in the execution
of Bgnk-financed projects. Such an investigation would automatically dis-
qualify from Bank financing those projects for which the necessary equipment
ig likely to be unobtazinable. If, moreover, it reveals the existence of a
very tight supply situation in items which are essential to the carrying out
of productive projects, it would strengthen the Bank's case for a limited
program of operations in the coming years, since it is the duty of the Bank
to abstain from creating additional demand for scarce items whose only effect
will be to push prices up. Personally, I doubt that the supply situation will
be found to be a limiting factor in operations of the scale envisaged here,
but it would be useful to know what the exact position is.

Acting along such lines, the Bank should, by next spring, be able to
present its members with a modest but valuable program of operations which
will demonstrate to them the Bank's desire to do its utmost to help them and
its determination to make itself useful now and not merely in the more dis-

tant future.
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There are some further problems which must receive the attention of
the Bank in the coming months.

The financing of Buropean reconstruction projects must play a pre-
dominant part in the activities of the Bank during the coming years, since the
restoration of equilibrium in the Buropean economy is an essential prerequi-
site for the restoration of equilibrium in the whole world economy. It is,
however, conceivable that European countries may show themselves reluctant to
borrow from the Bank in order to finance specific productive projects. Such
a reluctance mey arise from the following causes: (a) In spite of ambitious
investment plans, Buropean countries fear the inflationary consequences of
devoting too large a share of their resources to reconstruction. Thgy may,
therefore, decide to postpone many of the schemes to which, on paver, they
have committed themselves. Bank loans which would finance only the foreign
exchange expenditure of such projects may be found of little help in this matter
because they would have to be matched by substantial internal expenditures.
(b) So long as the hope exists that ECA aid will meet more or less adequately
Buropean needs, there may be no hurry to incur debts towards the Bank. The
fact that the ECA program is due for reexamination by what is hoped will prove
a more generous Congress may add to the inclination to wait before deciding on
borrowing from the Bank. (c¢) Buropean countries are gemuinely concerned
about the terms of the Bank's loans and may feel that the burdens involved will
be beyond their capacity to bear.

What should the Bank do if, as a result of such considerations, there
is no response from Burope to the invitation to submit specifie projécts for
Bank financinge I think that the Bank should keep in close touch with ECA
and try to demonstrate to Buropean countries that it is in their interest to
avall themselves of the facilities placed at their disposal by the Bank, since

it is obviously'unrealistic to expect that ECA assistance can take care of all
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their needs. ECA should also point out to them that investment plans must
be carried out if recovery is to be achieved by 1952.

It is clear, however, that there can be no question of exercising any
pressure on Buropean countries to borrow from the Bank, If their reluctance
to borrow from the Bank is found to be based not merely on exaggerated hopes
of cheaper assistance but on a real fear of future inability to service and
repay the loans, the Bank should recognize that the conditions for assisting
Buropean reconstruction do not exist and should concentrate its efforts on
meeting the needs of underdeveloped countries which are too eager to improve
their economic pogition to have any inhibitions about future difficulties of
repayment., (This does not mean of course that the Bank should lend to them
indiscriminately. The existence of ability to repey is an essential condition

for all Bank 1oans.)

In this connection, however, it must be pointed out that the charges
made by the Bank on its loans are unquestionably excessive in relation to the
world's ability to borrow dollar capital. Whzn the Bank was established, it
was hoped that the rate of interest on Bank bonds would be extremely low. As
already stated, the idea of an additional charge as guarantee occurred pre-
cigely because it was expected that there would be a margin for levying such
a charge. Nor had the intensity of the world's dollar shortage been fully
anticipated. In the light of developments during the last three years I think
that there is a strong case for reconsidering our attitude towards the guaran-
tee. As matters stand today, the guarantee adds considerably to the burden of
the borrower without in the least strengthening the position of the Bank. Nor
is it reasonable to think that the levying of this charge is a factor which
increases the confidence of the market in the Bank's securities. The market

people are too intelligent and practical to believe that additional obligations
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on weak borrowers improve the standing of the lender. As already stated,

the main justification for introducing the concept of the guarantee was to
reduce the burden on Governments of eventual defaults by Bank borrowers. I
think that the limited activities of the Bank and the size of the burdens under-
taken since the end of the war by the main guarantor country, namely the United
States, raise the question of whether it would be wise under present conditions
to maintein an arrangement which frightens the most responsible of prospective
borrowers and may prove a serious handicap to the Bank when its program of

operations gets under way.

A last question to which some attention should be given in the coming
months is the extent to which the Bank could contribute to promote a larger
flow of direct investments to the underdeveloped regions of the world,

The private investor is at a great disadvantage when he considers in-
vesting his money in a foreign country and this is true not only of individuels
but also of companies. Even the largest of companies may sometimes be inade-
quately informed on the general situation prevailing in a foreign country and
mey not have access to all the facts necessary to appraise future developments
that may affect its investments, Nor can it always have the advantage of
expert and unbiased opinion on questions that bear directly on its field of
activity. This is one of the causes why investment in foreign countries is
today considered such a risky and unrewarding enterprise.

The Bank could, in agreement with the investment channels and the
interested countries themselves, undertake to provide objective and well=-
documented information and to contribute its own unprejudiced appraisal of the
prospects of the foreign country's economy and even of the investment project
itself. If the Bank undertakes this activity in a systematic way and makes a

competent job of it, it might become a clearing house for information needed
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by private investors and a center for consultation and advice.

The Bank can further take the initiative in suggesting to both inves-
tors and foreign countries principles of behavior that would ensure the fair
treatment of the legitimate interests of both parties, and lead to the estab-
lishment of a new sense of responsibility in both creditors and debtors.

Finally, the Bank could aim at eventually taking a more active part in
the operations of private companies in foreign countries by supplementing
their financial resources whenever these are found inadequate for the carrying
out of useful projects. The Bank could do this through purchases of bonds of
these companies that would be guaranteed by the Government of the country or
other similar arrangements. Such a financial contribution by the Bank to
private undertakings might in some cases prove the most effective way of assist-
ing a foreign country's development because it would help to combine the advan-
tages of private initiative and efficiency with the safeguards to the public
interest afforded by Government participation in and supervision of the project.

If the response of investors and borrowers to such an initiative by
the Bank is favorable it will in the long run be necessary for the Bank to
establish a separate department for the handling of all the problems connected
with this field of activity.

I think that the Bank can effectively contribute to the removal of
obstacles impeding the flow of private cepital to underdeveloped countries
because it combines two characteristics which seldom go together: as an inter-
national institution established by Governments it is concerned with the
general interest and not with particular interests; as an independent lending
agency which must see to it that its loans are repaid, it must conduct its
operations on a strictly business basis and must remain uninfluenced by poli-
tical and other considerations. It can, therefore, bring to bear on the

problem of foreign private investment the objectivity of a disinterested varty
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together with the resources of a large lending institution and might, if it
is successful, contribute to break the vicious circle of high returns involv-
ing high risks and high risks calling for high returns which has bedevilled

the relations between investors and borrowers during the last hundred years.

I have assumed until now that the Bank will be able to raise in the
market the funds necessary to develop a program of substantial operations dur-
ing the next few years. It is, however, conceivable that the market might for
some more time show itself reluctant to absorb new issues of Bank bonds, in
spite of any commitments that the Bank may be ready to make to it. Should the
Bank in that case abandon the hope of playing a more active role in the immediate
future?

I think that rather than passively admitting what would amount to a
fallure to fulfil its role, the Bank should meke a further attempt to obtain
the means necessary to carry out the tasks entrusted to it.

I believe that it would be the duty of the Bank to approach the United
States Govérnment and draw its attention to the situation which has been created
ag a result of the impossibility of raising funds in the market. If the United
States Government feels that temporary difficulties should not be allowed to
prevent the Bank from fulfilling its task, it has all the means to make funds
available to the Bank. An additional and more clear-cut guarantee, temporary
financial accommodation through some Government sgency or similar measures
would place the Bank in a position to begin operatiomsuntil market conditions
become more favorable. Such arrangements would not constitute a change in the
character of the Bank; they would merely mean that the temporary inability of
the Bank to raise funds in the market would not be allowed to paralyze the
Bank's activities.

The final decision will, of course, rest with the American Government.



Jor: o e

Personally, I consider it very unlikely that the American Government will not
do its utmost to assisf the Bank in carrying out its task. The United States
took the initiative in the establishment of the Bank. More than any other
agency, the Bank embodies American conceptions on international economic
cooperation. A prolonged period of inactivity would be widely interpreted as
an American failure and would raise serious doubts on the effectiveness of
American conceptions of economic cooperation. The American Government kmows
from experience how difficult it is to make so many nations agree on a common
program and how many difficult compromises must be made before an international
agency is established., I feel sure that it would not want to see one of the
most important among them lose its prestige and authority through merely
temporary difficulties.

These are the conclusions I have reached after careful consideration of
the problems facing the Bank., My.main thesis is that the Bank cannot wait
much longer to begin playing a more active role in the world if it is to retain
its standing and fulfil the purposes for which it was established. This is
the basic issue on vhich a decision must be made., If my contention is correct,
then it follows that more active steps will soon have to be taken to get the
Bank going.

I realize that many will find my approach too dogmatic and will main-
tain that the Bank can afford to wait for another year or two before determin-
ing the scope of its activities.

I reveat that in my opinion further delay is bound to prove harmful %o
the Bank. But I also want to warn against another view which has been
expressed in some quarters, that the time for the Bank to act on a large scale
will come with the American recession or depression, which these circles con-
sider inevitable and which, according to them, is bound to release large

financial and real resources for foreign investment. So long as the American
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economy is fully employed, these circles say, there will be very little scope
for the Bank., I think this is a very erroneous intervpretation of the Bank's
position in the world. In the first place, the Bank was given a much more im-
portant task than merely to serve as a means of exporting American surpluses

in times of depression. In the second place, there is no justification to expect

.
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a serious American depression. The American people have demonstrated beyond
doubt that they are forward-looking enough not to rereat old errors. In the
third place, it is by no means certain that an American depression would prove
such a boon to foreign investment. If past experience is any guide, =2
depression in the United States, which would inevitably throw into confusion
and disequilibrium the whole world economy, increases the distrust of investors
and makes them less willing than ever to undertake the risks of lending to
foreign countries, especially as these will be struggling with the difficulties
created by the American depression itself. Finally, the present American inter-
national commitments and the rearmament progrem meke it very probable that
high levels of economic activity will be maintained for several more years.

Another consideration which must be taken into account is the effect
of prolonged inactivity on the staff of the Bank, In my view, a lowering of
morale is inevitable when an orgenization is satisfied merely to exist and
loses its sense of purpose and mission. I think that this is one of the most
serious dangers involved in a policy of waiting.

There is a last remark I should like to make. The effects of prolonged
inactivity on the standing and prestige of the Bank will only gradually be
felt and will not be clearly recognizable until it mey be too late to retrieve
the situation. Only by anticipating events will it be possible to prevent

such a process of slow deterioration.

Washington, D. C. December 1, 1948
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SUMMARY OF RECEI'T DEVELOPMENTS
IN THE BRITISH ECONOMY

Internal Developments During 1953

The main characteristic of this period is an expension in industrial produc-
tion stimulated by larger expenditures on consumption, investment and defense.

The Economic Survey for 1954 estimates that personal incomes rose by 6 per
cent during this period as a result of higher wege rates, larger employment, higher
social benefits and higher dividends. Disposeble income rose by more, i.e, by 7
per cent due to income tax concessions. Since reteil prices rose by about 3 per
cent, real disposable income increased by some 4 per cent and was accompanied by a
corresponding increase in personal consumption. The increase in consunption was
greatest in the case of household goods and motoring:

£ Million
Congumer Expenditures

At nt Prices At 1

1922 1953 1952 253 ~increage
Food 3,236 3,549 2,377 2,48, 107 4 %
Drink and tobacco 1,67 1,709 1,573 1,605 32 2%
Rent, etc. 1,171 1,258 1,024 1,042 18 1.7
Household goods 75 780 575 651 7% 13 %
Clothing 1,017 1,026 837 858 21 2 %
Private motoring and travel) 2,593 2.707 564, 622 58 10 %
Other ) ML ’ 1,584 3.8 25

_ Total-10,403 11,029 8,534 8,871 337 3.

This was the first increase in consumption in three years. In both 1951 ‘and
1952 consumption had been below the levels reached in 1950:

Latl ce
1949 8,535
1950 8,72
1951 8,645
1952 8,534
1953 8,871
1/ As follows:
ST - -
1952 1953 Increase Per Cent Increase
Wages and salaries 8,155 8,630 + 475 5.8
Other employee income 748 812 + 64 8.5
Income of self employed 3,953 1,606 + 93 3.3
Rent, dividend and interest 1,406 1,489 + 83 6
Social benefits 910 1,000 + _90 10
Total 12,772 13,537 <+ 765 6
Less taxation, social
security contributions, etc. 1,587 1,583 - 4

Disposable income 11,185 11,954 + 769 6.9
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The Survey estimates that fixed investment increased by 10 per cent in 1953,
with house building accounting for two-thirds of the increase:

Million & at 1952 Prices
h & 1953 Increase
Vehicles, ships and aireraft 267 315 48
Flant and machinery 790 800 10
New housing 485 €20 135
Other building and works 518 540 o
2,060 2,275 215

Again, this was the first increase since 1950,
fixed investment was below the 1950 levels:

In the previous two years

lion & at 1952 Price
1949 1,977
1950 2,073
1951 2,050
1952 2,060
1953 2,275

The Economic Survey for 1953 had estimated that in 1952 there had been a de=-
cline in the volume of stocks of the crder of E100 million compared with en increase
of R465 million in 1951, The 1954 Survey states that revised estimates for 1952
suggest that no decline in stocks took place in 1952, 1In 1953, on the other hand,
the volume of stocks is estimated to have increased by £170 million (at 1952
prices). Most of the increase is attributed to retail trade and especially to
textiles.

Finally, Government spending, expressed in 1952 prices, increased by %110
million, mostly for defense. This was a much smaller increase than in the previous
two years when Government spending had increased as follows:

Million & Per Cent Increase
At Current Prices At 1952 Prices From Previous Year
1950 2,066 2,400 =
1951 2,442 2,585 75
1952 2,895 2,895 12
1953 3,098 3,C05 3.7

Summing up these developments, we find that total real expenditure in 1953

increased by 5.5 per cent over the
counting for most of the increase:

1952 levels, with consumption and investment ac-

National Expenditures

1952
Consumption 10,403
Fixed investment 2,060
Stocks -
Govermment current spending _2,895
Total 15,358

1953

Increage At

Qﬂ::&gi_zx;sea l&ﬁz____,_z 1952 Prices
11,029 10,753 350
2,312 2,275 215
170 170 170
_2;92§ 22005 110
16,609 16,203 845
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These increases in real domestic expenditures were made possible (a) by an
increase in domestic output estimated at £5C0 million (1952 prices), (b) by larger
imports of goods and services estimated at £285 million (1952 prices), and (c) by
smaller exports of goods and services estimated at 260 million (1952 prices).

The increases in the output of goods which took place during this period are
illustrated in the following table:

Per Cent Change Between 1952 and 1953

Manufacturing 6.9
Metals, engineering, vehicles 2.5
Chemicals 13.6
Textiles 15
Leather 10,4
Food 8
Drink and tobacco 0
Paper and printing i3
China and earthenware -1
Glass 6.6
Bricks, cement, etc. 5
Other 8.3

Mining and quarrying 9

Building and contracting 5.8

Gag, electricity, water 3.9

Agriculturet/
Per Cent Change
Between July 1951-June 1952 Between July 1952-June 1953
And July 1952.June 1953 And Ji - 1
Provigio

Total (net) + 2,0 + 2
Bread grains 0 1?:3
Other grains 10,7 42
Potatoes - 6.0 5e2
S'uga-r beet - 6.6 24.3
Milk 2 4.8
Eggﬂ 2 6.3
Beef and veal - 545 349
Mutton and lamb 16.0 8.6
Pig meat 23«.6 3.9

The Economic Survey of 1954 attributes the "bumper crops of wheat, barley,
oats, potatoes and sugar beet" in 1953 "in part to exceptionally good weather".

During the same period the volume of imports as recorded in trade accounts
increaged by nearly 9 per cent =nd as shown in balance of payments estimates by 10
per cent. At 1952 prices this increase in imparts would have required an additional
expenditure of £302 million, as follows:

1952 1953
Value of imports as shown in balance of psyments
estimates at current prices (Million &) 2,943 2,872
Change in average import prices 100 88
Value of imports at 1952 prices (Million &) 2,943 3,245
Change in volume 100 110
Increase in imports of goods at 1952 prices (Million &) 302

1/ Based on Table 28 of Economic Survey for 1954, Pe 54.
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On the other hand, the use of foreign shipping expressed in 1952 prices de-
clined by some 220 million in 1953, thus reducing the net increase in imports of
goods and services to £285 million.

The trade accounts show that between 1952 and 1953 the volume of exports in-
creased by 3 per cent. The E60 million decrease in exports of goods and services
mentioned above as one of the factors making possible the increased domestic ex-
penditures of 1953 is an estimate based on balance of payments date which show the
following picture:

1952 1953

Exports as recorded in trade accounts (Milliom &) 2,582 2,582
Change in average export prices 100 97
Exports at 1952 prices (Million L) 2,582 2,660
Reexports as recorded in trade accounts at

current prices (Million L) 144 105
Exports and reexports at current prices as

recorded in trade accounts (Million &) 2,726 2,687
Exports and reexports as showun in balance of

payments egtimates at current prices

(Million &) 2,826 2,675
Difference from trade accounts due to coverage

and timing (Million L) + 100 - 12
Exports and reexports as shown in balance of

payments estimates at 1952 prices (Million &) 2,826 2,756
Decrease in exports of goods at 1952 prices

(Million %) : 70

Since the Economic Survey estimates the decrease in exports of goods and
gervices at £60 million, it may be assumed that exports of services increased by
some E10 million in 1953.

These estimates show that imports in 1953, although 10 per cent larger than
in 1952, cost &71 million less, Since at 1952 prices they would have cost &£302
million more than in 1952, it may be estimated that the 12 per cent decline in im=
port prices during 1953 released £373 million of British resources which would
otherwise have had to be devoted to the payment of imports. The fact, however,
that export prices declined by 3 per cent in 1953 has meant that Britain obtained
B8]l million less from its exports than it could have cbtained if prices had remained
unchanged. Thus, the net gain of the Brit economy from the change in the terms
of trade may be estimated at £292 million.

The increase in supplies resulting from increased production, larger imports
and smaller exportes appears to have been sufficient to absorb the increased ex-
penditures shown above without any serious pressure on prices. As already stated,
retail prices rose by 3 per cent in 1953, but the increase was almost wholly due
to adjustments in food prices, rents, public utility rates,which would have had to
take place under any circumstancessrather than to inflationary conditions in the
economy. This is shown by three facts: (a) Prices of goods other than food de~
clined during that period; (b) wholesale prices remained stable; and (c) export
prices declined by 3 per cent:

1/ The Economic Survey for 1954 estimates the gain from the change in the terms of
trade at somewhat less, i.e. at £ 200 to £250 million., Swmall differences in
calculations are sufficient to produce the difference between our estimate and
the Survey estimate. .



1950 = 100
Per Cent Change Between
1951 1952 1953 1952

Retail prices 109.7 119.3 122.8 + 2,9
Cost of living 109.4 118.,9 122.6 + 3.2
WhOJ.eBale priceﬂ 121.7 12402 125 + 0.6
Export prices 117 124 120 - 3.2
Import prices 133 129 114 =12 .4
Wage rates 108.,6 117.3 123.1 + 4.9

Major Components of Cogt of Living Index

Per Cent Change Between

1952 and 1953
Food + 5.6
Rent and rates + 5.5
Fuel, etc. + 5.0
Services (travel, etec.) + 440
Alcoholic drink + 0.5
Tobacco + 0.3
Clothing - 242
Household goods - 2.5
Miscellaneous goods - 1.0

The decline in retail prices of clothing and household goods and in export
prices may be interpreted as evidence that prices of mamufactured articles in
general declined slightly during that period., This decline is explained first, by
the fall in the prices of imported materials, second, by the higher output per
man achieved as a result of fuller utilization of available productive capacity,
third, by lower unit profits due to the easing of supplies and smaller pressure of
demand and fourth by reductions in purchase tax. These factors apparently more
than offset the 5 per cent increase in wage rates which occurred in that period,
thereby leading to a decline in retail and export prices.

The significance of these developments for the future course of British
prices may be assessed as follows:

It mey be estimated that in 1953 British import prices had increased 20 per
cent more compared with pre-war than British export prices. In view of the fact
that the pre-war decade was a period of exceptionally low prices for primary prod-
ucts resulting from low levels of economic activity in the world, a return to the pre-~
war price relationship between industrial goods and primary products may be exe~
pected only under conditions of reduced economic activity in the industrial
countries. Since a return to such conditions is unlikely, it is also unlikely that
British import prices will be lower than in 1953 in the coming years. The Economic
Survey for 195/ goes further and suggests that the country "cannot count in the
long run on the terms of trade remaining as favorable as at present", Thus, the
first factor accounting for the slight decline in the prices of British manufac-
tures during 1953 may not continue to operate in the coming years. With regard to
the other two factors, i.e. increased output per man and lower unit profits, their
contribution to continued price stability will depend on whether they are sub-
stantial enough to offset the increases in wage rates which are bound to take place
under the conditions of full employment under which the British economy will probably
continue to operate in the coming years. A comparison between levels of employment
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and levels of production suggests that in 1953 output per man in manufacturing ine
creased by 5 per cent over the previous year. This, however, represented a return
to the relationship between employment and production ohtaining in 1951 rather
than an advance towards higher levels of productivity Thus, the maintenance

of price stability through substential increeses in productivity is by no means
assured.,

Finally, the adjustments in food prices, rents and public utility rates which
have been taking place in the last few years have not yet been completed, There
are still the food subsidies to be eliminated and it remains to be seen whether de-
rationing and decontrol of food can be carried out without any price increases.
Rents are still at approximately pre-war levels in spite of a three-fold increase
in all other prices and will eventually be adjusted upwards. Food and rent are
the two major components in the cost of living and their upward movement will
necessarily mean an upward movement in wage rates over and above what will be needed
to ensure an improvement in real wages which workers are bound to seek in the coming
years. The latest UN World Economic Report shows that in the last three years real
wages have increased less in the U.,K, than in most other countries:

1/ The following table compares levels of employment and production in the major
sectors of industry since 1950 and suggcests that there has been no significant
increase in output per man in manufacturing but, as was to be expected, a sub-
stantial increase in gas, electricity, etc.:

June Decenbe
el iz 1 1952 1953

Manufacturing _@ 1950 = 100 ce 0_= 100)

Employment 102,8 101.5 103.0 102,7 10l.4 104.2

Production 105.0 93.3 100 100.5 98.7 107.5

Implied change in ocutput per man  42% -8% 3% «R.5% -2.7% +3%
Mining

Employment 100.4 102,7 102.8 101.4 104.1 102.9

Production 104.4 102,5 101,5 104.8 100 103.8

Implied change in output per man  +4% <~0.1% =1.3% +3.3% 4k 0.9
Building

Enployment 10l 100 100

Production 28 105 5 103.5

Implied change in output per man =3% +5.5% +3.5%
Gag, electricity, ete,

Employment 102,5 105.4 105.4

Production 108,0 108.0 116.0

Implied change in output per man  +5,3%+2.5%4 +10%

It may be assumed that average working hours were the same in 1951 and 1953.
They are known to have been lower in 1952,



W, Rate

(1950 = 100
W. Germany 119
France 119
Sweden 119
Canada 113
Italy 111
U.S.A, 109
Denmark 107
Belgium 105
Augtralia 103
Norway 102
U.K. 101
Netherlands 99

Our conclusion is that British prices are still rising and are likely to
continue their upward movement unless there is a severe deflation, which, however,
appears highly improbable.

The fact, however, that the overall price increase in 1953 was one of the
smallest annual increases eince the end of the war in spite of wholesale abolition
of controls over production and consumption,s/ and that it was due almost entirely
to needed price adjustments shows that in spite of increased domestic demand for
goods there was little inflationary pressure in the economy. This may be as-
cribed in part to the credit and fiseal policies followed during that period, but,
in our view, it was primarily due to the fact that the inflationary psychology
which had dominated the economy until 1952 and was checked in that year did not
return in 1953 even after domestic demand revived considerably. This in turn may
be attributed to the fact that,as a result of the expsnsion of production and the
checking of inflation which took place in most countries following the excesses of
the 1951 boom,the fear of shortages and of rising prices had disappeared all over
the world. Thus, the decline in bank lending in 1953 may be considered as much
the result of reduced demand on the part of a more conservative public as of a
tightening up of credit. This is shown by the fact that interest rates, which had
risen considerably in the previous year, remsined unchanged in 1953, while eredit
control was, if anything, relaxed:

1/ The Economic Survey for 195/ summarizes as follows the measures taken in 1953 to
restore greater freedom to the domestic economy:

"..o The general steel allocation scheme was brought to an end in May, licensing
of softwood consumption was abolished in November, and restrictions on the use
of nickel and molybdenum were removed during the year., The rationing of sweets
and sugar was ended in 1953, eggs came off allocation, cereals and animal
feedingstuffs were de-controlled, and restrictiones on the flour extraction rate
were removed. Food rationing will be abolished completely this summer. Cone-
trols over prices of raw materials and manufactured goods have been almost en-
tirely eliminated. In the building industry the licensing limits were raised
in Januvary 1953 without i1l effects, and further de-control was possible at the
beginning of 1954. There is no longer a complete ban on any type of building.
Work on industrial and agricultural building to the value of £5,000 a year

on each property may now be carried out without a licence; and even where li-
cences for these kinds of building are still required, applications are re-
fused only if there is a shortage of labour in the area."
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Yields on Securities
March
1950 1951 1952 1953 1954
British Government Securitieg
Short-dated 2.03 1.8 2,98 3,03 2.87
34% War Loan 3.77 398 455 4,30 401
LY n h e 5.27 5.78 6.46 6.06 5.73
The following table shows the changes in the credit picture during 1953:
Bank Advances
Million &
Change Between
1951 1952 1953 1952 and 1953
Total 1,920,6 1.930.6 1.85.8 =114.8
Chemical industries 26,3 b % | 25.9 - 9.2
Iron and steel industries 17.3 30.9 55.0 + 25,9
Engineering 109.5 150.0 153.6 - 3.6
Textile industries 99.4 9.8 8l.3 - 13.5
Food, drink, tobacco industries 142.7 158,1 132.5 - 25.6
Building and con‘b!‘ac‘bing 88-6 86.6 78.0 - 8.6
Transport 16.9 20.0 17.6 - 2.4
Other public utilities 74,8 96.4 86.6 - 9.8
Shipping and shipbuilding ' 15.8 33.7 16,0 = 43
Miscellaneous industries and trade 121.2 125.2 107.9 - 17.3
Finanecial 206.6 183.0 185.5 + 2.5
Personal and professional 43443 402.2 366.7 - 35.5

Similarly, while the overall budget deficit was reduced from £436 million to
297 million, i.e, by £139 million, part of the reduction (£19 million) was due
to a shift of borrowings by locel authorities from the central Government to the
capital market as well as to larger repayments by the Raw Cotton Commission
(£20 million), i.e. to changes which did not involve any real reduction in national
expenditures.

The following table compares the budgetary position of 1953~54 with that of
1952-53:



Fiscal Fiscal
. 1952-53 195354 Change
inary Revenue
Direct taxes 2,451 2,340 ~111
Customs and excise 1,764 1,764 0
Other 224 264 +_ 40
Total 4’ 439 4’ 368 - 71
Ordinary Expenditures _
Interest 576 580 + 4
Defense 1,404 1,365 -39
Other 2,371 82329 - 42
Total 4,351 44274 -7
Ordinary Surplus + 88 + 94 + 6
Capital Ac
Revenue Total 68 95 + 27
Raw Cotton Commigsion Repayments 22 42 + 20
en
Loans to local asuthorities 412 299 -113
Loans to new town development 24 30 + 6
Working capital, etc, 41 41 -
War damage 58 72 + 14
Post-war credits 16 17 + 1
Colcnial develorment ; 5 - 2
Other ok 22 -2
Total 592 486 ~106
Deficit - 52 - 39 -133
Overall Deficit - 436 - 297 ~139

It will be noted that defense expenditure is shown here to have decreased in
1953 while the estimates of the Economic Survey previously summarized indicated an
increase of £110 million, The discrepancy is probably due in part to the fact
that the periods covered are not the same (the Economie Survey compares the calendar
year 1953 with calendar year 1952 while the budget figures refer to the fiscal year,
i.e. to the period April 1953-March 1954 and April 1952-March 1953, respectively
and it is stated in the Survey that the rise in defense expenditure levelled off
early in 1953) and in part to the fact that some items which are included under de-
fense expenditure in the budget are probably included under investment in the
national income estimates given in the Economic Survey.

The end of the inflationary psychology is also illustrated by the growth of
personal saving. during this period. A recent analysis of national income sta-
tistics suggests that personsl saving increased from £158 million in 1951 to over
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E900 million in 1953.1/ At that level it represented nearly 8 per cent of dispos-
able personal income, i.e. a rate somewhat higher than that obtaining in the
United States. Although estimates of personal saving, being the difference between
two approximations, i.e. estimates of personal incomes and personal expenditures,
are particularly liable to error, it is probable that the above figures reflect
correct orders of magnitude since there is no reason to suppose that the degree

end direction of error has changed between 1951 and 1953.

We conclude that three factors account for most of the success achieved dur~
ing 1953 in combining a substantial increase in domestic expenditures with the
maintenance of financial stability in the economy: (a) lower import prices, (b)
disappearance of the inflationary psychology, and (c) the steady course of
Government policy which this time avoided the temptation to relax unduly the fiscay
and monetary policies adopted in the earlier period of crisis.

External Developments During 1953

The outstanding achievement of 1953 was that internal expansion did not, as
in the past, lead to a weekening of the external position. On the comtrary, while
in 1952 the gold and dollar reserve had declined by &175 million, in 1953 there
was an increase in the reserve of &£240 million., Similarly, the stronger external
position did not, as in the past, result from a tightening up of controls and
restrictions on foreign transactions, but, on the contrary, was achieved in spite
of a considerable relaxation of such restrictions.

The available data, which, it should be noted, are still provisional, indi-
cate that there was no significant change in the overall current account position
between 1952 and 1953: the current surpius vhich had been £134 million in 1952
declined somewhat and amounted to £123 million in 1953. In spite of this apparent
lack of further improvement in the current account, the position was more favorable
than in 1952 on two counts:

(a) Although, as already stated, imports cost &71 million less, their volume
was 10 per cent higher than in the previous year due to lower import prices. Thus,
with a smaller expenditure than in 1952 the U.K. was able to obtain the larger

1/ See The Economist, June 19, 1954, p. 1003~1004 quoting from a recent article by
F. W. Paish, which is not yet available in the Bank.,

The Economic Survey for 1954 estimates the difference between disposable income
and expenditures as follows, but it considers personal saving as one of the
factors accounting for the difference, presumably implying that the balance
rerregsents errors and omissions:

Million &
1951 1952
Total disposable income 10,220 11,179 11,957
Consumers! expenditure 9,935 10,403 11,029
Balance, including personal saving 285 776 928

It should also be noted that the Survey describes these last figures as
"extremely uncertain”,.
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quantities of food and raw materials required by the higher level of economic activi-
ty attained in 1953.

(b) While the overall picture remained unchanged, there was a shift in the
regional pattern which made for a more balanced external position. Thus, the large
surplus with the sterling area and the large deficits with other areas, and
especially with the dollar area, which had characterized the earlier periods were
sharply reduced in 1953. This resvlted mainly from a shift in the pattern of trade,
i.e. from an increase in the volume of imports from the sterling area and no change
in the volume of imports from other areas combined with a decrease in the volume
of exports to the sterling area and no change in the volume of exports to other
areas.’/ These developments are shown in the following table:

c t B e

L
1952 1953
ter Are
Exports 1,383 1,210
Imports 1,242 1,314
Net invisibles 417 392
Government (net) - 131 - 109
Balance + 367 + 179
Other Countries
Exports 35 503 1,465
Imports 1,701 1,558
Net invigibles 4 82
Government (net) - 42 - 45
Balance - 233 - gé
Total Current Balance * I3 + 123
Regional Distribution of Trade
Per Cent of Total
1952 1953
Sterling Are
EXPOI'tB 47.0 45.0
Imports 43.0 46.0
Other Areas
Exports 53.0 55 .0
Imports 57.0 54..0

The strengthening of the gold and dollar reserves in 1953 was due in part
to the decrease in the dollar deficit of the U.K., in part to the decrease in the
dollar deficit of the rest of the sterling area and in part to the sharp improve-
ment of the British position in EFU., These developments are summarized in the fole
lowing table:

1/ Exports and imports in 1953 estimated at 1952 prices.
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1952 1953
United Ki
1--Ordinary current account

Exports +410 +428
Imports ~596 ~516

Trade balance -186 - 88

Net invisibles -145 - 91

Total ~221 =179

2--Capitel or exceptional items

Offshore sales to U.S. + 1 +
U.S. military spending in U.K. + 45 + 55
Capital items, including repayment of loans + 26 - 4
Defense aid, excluding U.S. Government loans +121 +102
Total +193 a7
Overall dollar account -138 - 8
Ind nt Sterli a
Exports (excluding South Africa) +277 +246
Imports (excluding South Africa) -417 252
Trade Balance -lég - 6
Invisibles and capital items + - 9
Gold contributions + 72 + 79
Overall dollar account - 6 + 64
Colonies
Exports +184 +152
Imports - 69 -60
Trade Balance +115 + 92
Gold and Do tg to Third Countrie
EPU -172 + 18
Other +_30 + 46
Totel  ~142 + 64
Overall dollar account of whole sterling area -171 +212
Increase (+) or decrease (~) in sterling li- o
abilities to dollar area - 4 + 28
Change in gold and dollar reserves 75 +240

It will be seen that four factors, i.e. U.S. defense aid, exceptional U.S.
expenditures in the U,K., a dollar surplus with EPU and with other countries and
increased sterling liabilities to the dollar area accounted for the whole of the
increase in the gold and dollar reserves during that period. Since none of thege
factors can be considered as a dependable source of dollars for the sterling area,
it seems reasonable to conclude that the increase in reserves during this period
was the result of temporary influences rather than evidence of a genuine surplus
position vis-a~-vis the dollar area.

A glance at the overall capital account of the U.,K., will also show that the
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substantial increase in British capital exports in 19531/ wag more than offset by an
increase in sterling liabilities:2/

Million %

1952 1953

Current Balance +134 +123
Capital Account

Defense aid +121 +102

Exports of capital - 84 =207

Debt to EFU + 53 - 21

Sterling liabilities -373 4213

Holdings of non-dollar currencies - 26 + 30

Gold and dollar reserve (+ decrease, - inecrease) +175 =240

This brief analysis of the British external position in 1953 suggests that in
the absence of exceptional U.S. expenditures and increased sterling holdings by the
sterling area the U.K. would not have been able, witheut serious pressure on domes-
tic resources, to finance the increase in reserves and the exports of capital which
took place during that period. Similarly, without the fall in import prices, the
increased volume of goods imported in 1953 would have required much larger expendi-
tures in foreign exchange than were made in 1953 and hence would have resulted in a
much weaker external position, Thus, the combination of internal expansion and ex-
ceptional external strength which characterizes the year 1953 was possible only be-
cause exceptional factors have been operating in Britain's favor during that period.

In recent months two new factors, gold sales by the Soviet Union and specu-
lative movements of funds, have added to the strength of sterling. In May 195/ the
gold and dollar reserves stood at $2,985 million, i.e. have increased by $467
million since the beginning of the year. This strength is all the more remarkable
as it occurred at a time of declining American economic activity, to which the
sterling area has been held to be particularly susceptible, The British Chancellor

1/ The Economic Survey for 195/ describes this item as follows:

"Most of the outflow of capital from the United Kingdom is for investment in the
rest of the sterling area, Some of this takes the form of loans raised in the
London market and of other borrowing which requires official sanction; L100 mil-
lion was sanctioned in this way during 1953, though it was not necessarily all
spent in this period. (The figure excludes grants to the Colonies.) Important
individual transactions were loans of ¥23 million raised by the Colonies and E10
million by Southern Rhodesia in the London market; the Murupara loan of &10 mil-
lion for the conetruction of a pulp end paper mill in New Zealand; and a credit
of £10 million extended to Pakistan through the Export Credits Guarantee Depart—
ment. In addition, there was much private investment by United Kingdom firms in
the rest of the sterling area; an example is the large expenditure by the oil com
panies on refinery construction in Aden, Australia and Indias There was also a
mederate outflow of private capital from the United Kinodom for investment out-
side the sterling area. In particular, the Goverument has been ready to permit
firms in this country to undertake direct productive imvestment in Canada on an
increasing scale."

2/ Sterling liabilities changed as follows dvring this periods
Dec. 31, 3952  Dece 31, 1053  Change

(Million L)
Non-gterling countries 755 773 + 18
Independent sterling area 1,606 1,77 +168
Colonies 1,076 1,161 +. 85
Total 3,437 3,708 +271

Non-territorial organizations 567 509 - 58
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of the Exchequer has summed up the general feeling about these developments as
follows:

"Between July 1953 and April 1954 U.S. industrial production fell

10 per cent, Between the same dates sterling area gold and dollar
reserves rose 19 per cent, If anyone in the middle of last year had
forecast this combination of percentages he would have been written
off as an optimist or an ignoramus--possibly both. Yet there is is."

While this strength of sterling should not be minimigzed, the words of caution
voiced in the latest London and Cambridge Economic Bullet are undoubtedly in
order:

"A combination of good fortune and increasing resilience has made

it possible for the sterling area to ride the early months of the
Americen recession more successfully than could reasonably have been
expected. This success has helped breed further success, in the form
of the speculative strength of sterling reflected in the high
sterling-dollar exchange rate and a continued inflow of short-term
meney., The present internatiocnal confidence in sterling could pro-
bably survive small seasonal gold losses in the summer (which still
appear quite possible), but if the recession should continue, it
must certainly have adverse effects. If these effects come, a con-
sequent reversal of speculation might easily lead to a direct gold
loss of some $300 million within a period of two or three months.
For the United Kingdom's own position, the worsening of the terms
of trade in April, though not of great importance in itself, may be
a herald of a more permanent deterioration,”

By the same token, this is not the time for such a far-reaching and non-
reversible step asg an undertaking to make sterling freely convertible into dollars.
In a recent speech, the British Chancellor of the Exchequer seems to have taken
this view: "We want to make sure that in the long-term, as well as in the shart-
term, conditions look right for convertibility, and that it is not only a practi-
cal move when we make it, but a secure policy which can be sustained in the
future." The reason why a move towards convertibility would be premature at this
stage is that none of the three conditions listed by the Chancellor, i.e. sound
finance within the sterling area, adequate reserves and American trade liberaliza-
tion, seems to have been fully achieved. As already shown, British prices are still
rising (see also Chancellor's statement: "We are probably entering a period when
it will be more difficult to keep prices from rising"), inflation is still a threat
in the rest of the sterling area, the reserves, at about $3 billion, cannot be con-
sidered adequate to support the experiment and American trade policy shows no signs
of becoming more liberal.

In the light of these uncertainties the gradual approach seems to be the
wisest. During the last year Britain has taken impresgive steps towards freeing
her external transactions of controls and restrictions. These are summarized as
follows in the Economic Survey for 1954:

"The strengthening of the reserves enebled the United Kingdom to
take a number of important steps during 1953 in the direction of
freer trade and payments. In March there was a slight easing of the

1/ New Series No. 10, p. viii, published in The Times Review of Industry, Jume
1954,
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severe restrictions imposed in 1951 and 1952 on imports from other
0.E.E.C. countries, and in November 1953 the process of liberalisa-
tion was further extended to cover over 75 per cent., of the goods
imported from these countries on private account (caleulated on the
basie of imports in 1948). This has since risen to about 80 per
cent.

"These relaxations were accompanied by further progress in the re-
turn of import trading to private hands and in the re-opening of
commodity markets in this country., During the year private trading
was resumed in copper, zinc, aluminium, wheat, coasrse grains, dried
fruit and a number of other commodities, while private trading in
raw cotton was permitted on a limited basis. The operations of the
London Metal Exchange, where dealings had previously been confined to
tin and lead, were extended to cover copper and zinc; and the re-
export of these metals to most countries was permitted without
restriction, Traders in non-ferrous metals and cereals were given
freedom to buy supplies wherever they could get them cheapest, and
restrictions on dollar imports of various other materials were re-
moved or relaxed, All these relaxations were aimed at increasing
industrial efficiency and making the economy more flexible,

"As a result of these and other measures about half the United
Kingdom's imports both from the dollar area and from other non-
sterling countries were free of restriction by the end of the year.

Since the preparation of the Economic Survey, two impertant new steps towards
freer external transactions were taken by the British authorities: the first was
the reestablishment of a gold market in London, the second was the extension of the
transferable account system to virtually all non-sterling non-dollar countries and
the elimination of all restrictions on the use of transferable account sterling,
Neither step involves an additional element of convertibility since gold can be
purchased in London only sgainst dollers and since the widened transferability for
sterling does not permit it to pass from a non-American to an American account.
Both steps, however, and especially the second, "promote the internatiji?l usage
of sterling and its maximum convertibility into non-dollar currencies"

The next logical step would be to relex quantitative restrictions and dis-
crimination on imports of dollar goods by the U.K. and the rest of the sterling
area. If, after a period of time, these measures of decontrol and liberalization
show no signs of weekening sterling, convertibility will have become a practical
proposition, Even then, it will be necessary, before embarking on such a far-
reaching undertaking, to consider whether American military outlays abroad, which
account for a large part of the recent improvement in the world dollar position,
can be safely made the basis of a permanent system of internationsl economic
relations,

1/ The Economist, March 27, 1954, p. 965.

K. Varvaressos
R, Zafiriou
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Mr. Robert L. Garner May 17, 1954
K. Varvaressos

In a recently published little book, Britain in the World Econ oy, Sir
Dennis Robertson makes the following comments on the International Bank which I
thought might interest yous

"In these respects of comprehengiveness of outlook and elasticity of approach the
pioneering work which has been done, under American leadership, by the Intemmational
Bank for Reconstruction and Development seems to me deserving of the highest praise,
But of course the rate of some $200 million a year at which it is at present able,
congistently with its rules and standards, to disburse its own funds and those
which it gathers from the market is mot high compared with the $3} billion atwhich
the current surplus of the United States, reckoned on the narrowest basis, stood
in 1951, still less as compared with the fantastic anmual figure of $10 billion

at wvhich the so-called experts of the United Nations have assessed the needs of
the so-called undeveloped countries of the earth for foreign capital.-'those unde-
veloped countries from whose bourn no capital returns', as Shakegpeare has so

countries, and is at the game time large enocugh to make a real hole in the problem
of dollar shortage, remains most formidable.® (p 69-70)

Here are some additional quotations from the book:

pmmm-
eses 1t is worth remembering, as Professor Nurkse of Columbia University has re-
cently reminded us, that when British overseas investments were at their zenith
in 1914, only a quarter of them in nominal capital value (though admittedly this
wag the moet lucrative section in anmual income) consisted of mines, plantations
and the like; the remaining three-quarters, even in those so-called laisses-faire
days, consisted of railways and other public utilities and of loans to Govermments
which were themselves operating schemes of basic development--roads, harbours,
irrigation-works and so forth, It would seem that somehow or other a balanced
policy of ovarseas investment by the world's greatest creditor netion must, under
political conditions admittedly more difficult than those of the nineteenth
century, be so fashioned as to include provigion for these things, and for the
the
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mmms, to put it mildly, for the rest of us,

K.V,
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Mre W, A. B. J14r2 3??11 m' 1953

K, Varvaressos

Attaghed herevith is a brief note on the gquestion of sterling

lending to the colonies by the Bank about which you talked with
ms a fow days ago on the $elephone,

Attachment-l E.Y.




April 28, 1953

In lending by the Bank to the British colomies of
sterling made awailable by Eritain as navt of her
_ISWMMﬂhim equivalent So internal lending?

Hote by: K. Varvaressos

From the point of view of Bank operations this quastion weuld arise 4f §%
were determined that dorrewing by a country of 1ts ovn swbseription to the Nank
is not within the purposes of the Articles of Agreement. In thad ease, 1f 1t wowe
established that the colonies are part of the British sconomy, lending to them of
funds made available by Britain, elther as part of her 18 per cent contridution
or by Bank bDorreving in the British eapital maricet, would be internnl lending and
would not, therefore, de within the purposes of the Artieles of Agreement, If, on
the other hand, 1% were dstermined that bdorrowing dy a cowntry of 1ts ovm sude
seription 0 the Bank is vithin the purposes of the Articles of Agreement, the
question whether the colonies are part of the British economy or not vomld de ime
naterial sinos wiler such a deterrdnation even Britain herself could borrow
sterling made available o the Bak ae part of her contridution or by the raising
by the Bank of Gapital in the British mariet,

There i9 a provision in the Articles of Agresmant wvhich seems $o precinds
explieitly euch a form of borrowing from the Bank:

Mfuﬂﬁﬁnmﬂﬁn&wudmu

borrower for mmpenditures to Be made in the temditories of muwh other merbers %o
carry out the pwrposes of the lomn,”
It 19 true that in Seetion 3 (b) 4% 1 stated that "the Bank may, 12 suome-

: _ _ _ _ provide the Yorrowss as part
of the loan with an appropriate amount of that currency.®
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I have argued in an earlier memorandum that this provision “"is too vame
and too loosely formmlated to be usefl ae a guide to veliey without a consider-
able amount of inberpretation niwllﬁuuuir ﬂuM".u In the cans of
Britain, hovever, 1t is clenr that the condition for maldng local currensy avsile
able under this provicion, namely that the loeal currensy cspmot be raleed by the
borrover on reasonable terms, fs mot applicable, This memns that $f lending of
British funis to the colonies is comsidersd intermal lending it would seem %o de
preciuded by the Articles of Agreement, This conclusion is strengthensd if the
purpose for which the Fank was ereated is kept in mind, The Bank was estadlished
to promote international investment, i.0,, the movenent of funda hetwesn
countriess Jy borreving thelr own subseriptions, countries eonld deprive the
Bonk of the weans of earrying eut its purpose.

If thie interoretation of the Articles of Agresment is aseepted, the question
of whether the Bank can lend to the British ecolonies sterling made aveilshdle by
Britain as part of her 18 per cent contridution depends on vhether the colonies
can be congidered as ssparate sconomic entities or are held o de part of the
Britieh territory.

There are three considerations which might raiee some doudts mabout the
valddity of suoh lending by the Ranlc

(a) The Articles of Agresment provide that "the resouress and the facilities
of the Bank nhall be used sxclusively for the bdenefit of mebers®,

(b) The colomies are mot mesbers of the Bank and ean borrow from the Buslk
only with the guarentes of the British Government, This would at first sight seem
to indicate thal, as far as the Bamk e concawned, the colonies ave part of the
British Serritory.

(¢) As mlveady stated, the Articles of Agreement provide that “She Bunk shal)

i/ Cristciome against the Bawk, April 11, 1950, p, 68,



8, =8 arve neaded dy the bdorrover for ewpen-
ditures to be mede in the territories of moh other mesbers”, Since the colonies
mmn-hmnucummwmmmuerwmm
nmmm-wmumu'nmmmhmtmum
ummmmmmmmwmatnmmuw
pn:ﬂmﬁhw“muttﬂlu.uuﬁuhmdh
member,

Apart, however, from this question of Lmterpretation of the Articles of
Agreement, 1% is elear that from m political and economio point of view the eolonies
are not a part of Britain, One might even say that if they vere not seperste
nmxnuwmuutummn.-um.mwumwmuun
ares vhich is run by end usually in the interests of a Golonial Power dut is med
incorporated in the territory of that Fower.

In the ease of British eslonies, the view that they are distinet ecomomie
and political units 1a supperted by the following considerations:

() Mach colony has its ovn Government and administration vhich mey be Gome
tmmmmmtuwuanmmfmmnnmhnmmmmma
administration. Similarly, emch colony has its ovn logislation which 1s applicable
only in the terrdtory of the colomy.

(t)M“mztaMWdﬁmmﬂlmwﬂhua
wxmmm.mmmmm«ummmmﬂ
and other neafe,

(c)Mﬂmm-u-mmmqwhmunmumu
a separats monstary aysten administered locally,

mm-umuommuuumcmmmmm
mmmhmmumm\mmmmn&um.uum
ummwmmmuuwm.mmwm
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economy and the stage of development in vhich 1t finde iteelf, It s true thad
Britain and the colonies complement each other in the semse that the colomies
produce primary products neeled by Britain vhile Britain mgpplies the colonies
vith the industrial goods which thay themselves sannot profucss, This complesen-
tarity is typleal of the economie relationships between prinary predusing aress
end industrial arens dut, contrary to commmist propagenda, it is not mymorgmous
vith colonialism, XEritich commercial relations with the indepeniert countries
of the sterling aven, with Oanada snd with all other major amporters of primy
produsts, including the United States, are dased on essentially the same pattem,

(8) Historioally, eolonfa) territories tend to evolve inte independent
nations, Viowed in perspective, the eolonial status spresrs as & phase in an
area's polition] development mather tham as a permanent condition, Only a cenbury
ago most of the independent countyies of the Britich Cormonwveslth ware colonies.
Indis, Burma, Caylon, have only retantly aequired their independence, There is
2o reason %o believs that the precess will not contimue,

(£) British investment in the colonies has always been consilered by the
British publie as forelgn, not domestie investment. All oosgmutations of British
foreign investments inelude eolonial investments,

(2) Britain's recent declsion to release her Bank subseription for lending
te sterling ares countries, including colonies, provides mn elue to the nature of
British investment in the colonies. It is olesr that there is mo prodlem as far
as borroving in Britain by the colonial Govermmsnts is songerned, sinss these
Governunants traditionally enjoy a good orefiit standing im the British espital
market, On the other hand, by mprlying sterling capital through the Sauk rather
than direstly Britain gives w» the advantage of recelving intarest and nmortima~-
tion paymenta to the Denefit of the Bank and she alse foregoss the epportwddy of
having a say on the way in wvhich the funds will de used.

1 beliove that ome consideration which may have premptel Britain to take
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this action may have been the following: During the post-wmr peried Britain has
nafde available to the sterling ares, including the colonies, large mmounts of
capital in the form of grants, loans or direct investments, However, compared
vith the amewnts spent, the remilts have besn diseppointing. This has besn twue
not only of the mums made available to independent coumtries vhers no eonfral
could be axercised over the use of the funds, dut alse of the very consideveble
wang spant in the edlonies, often under direct Britich suwpervision and with the
prineipsl objeet of developing resourees neefed by Britein herself, This lack of
sutcess My have led British offieials to the comclusion that, ameng other things,
the technionl recources of the Byitich and coloninl Governments were not sufe
fielent to ensure the forsulation and execution of sound projects, wvhile the ob-
vious suntess with which the Bank has tackled similar problens elsevhere seemed
to indicate that if the earrying out of colonial projects were placed wnder the
asuspiees of the Benk Detter results might be attained, If this has deen a
principal fastor in the British decision to release her Bank subseription as far
a8 the colonies are concerned, it vould mean that Britain has reached the conclue
sion that the problemes and difficulties of economie development in the colonmisl
territories are far too different from those facing her own economy and that,
congequently, thelr solution emmot be based on British tecdmieal resowrves snd
experience alone.

It £s te that another consideration vhich may have been a factor in
Britain's decision to relesse her Beank subsoription is that cince such a velense
vas an obligation videh she would soconer or later have to meel, and sines the
finaneing of soonomic development in the sterling area wne alev an obligation which
Britain had uwdertaken towamls the sterling area, an action, such as the relesse
of hey Bank subagription for the fimaneing of sterling avrea projects, vhich en-
adled her to corbine these two snels of odligationsg would helyp reducs the burden

on her resources which Sthese ouligntions represented., This consideration, how-
ever, wonld not have applied to the colonies if these had besn held %o de a pard
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«mmuam.ummmunutmwmumm The
Mmtmmmuwu.mmuumummam«
her subsoription for lending to the colomies clearly indiestes that from the
point of view of investment no distinetion is made Detwesn solonies and indepan—
dent storiing ares countries,
I!Ntmlﬂﬁ%ﬂnﬁuﬂp“ﬂﬂtﬂk’“nli
corvect, it suggests that the above-quoted provisions of the Articles of Agresnert
should be interpreted in a mamner that would make possidle the lending of storling
to the coloniens The remcon why the coloniss could not bocoms members of the
Mz-;WnW&t&thﬂM&&dWMh
essential for undertaking internationa) obligations, dut this does not in i1tself
RBaks the solonies a part of Britain, It soems to me that 1f lending of sterling
wmmwmuuuuuman;ama.-ulmtnum
the colonies do not adsord too high a proportion of the British subseription, the
mmuezmmmummmuwmuﬂm
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December 18, 1952

kr. W, A, B, 1DifT
International bank for Reconstruction
t

and Developmen
Washington 25’ Ds Co
Dear ¥r. Iliff:

angwer to present difficulties. I also disagree with Mr. Beckhart on the

(1) %hat he calls "workable convertibility" i.e. convertibility
ted to current transactions and to new non-resident claims, is not
type of convertibility that will do all the things claimed on pages
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(2) Unlike lr. Beckhart, I do not believe in free or floating
exchange rates., I think that exchange stability is an essential condition
for orderly international transactions. What the proposals for free or
floating rates amount to is letting each country change its rate of ex-
change at will, i.e., relieving it of the obligation undertaken under the
Fund Agreement to consult with other countries on exchange policy. I see
grave dangers in such a unilateral approach to a problem which by definition
requires international cooperation.

(3) There is a great deal of oversimplification and loose thinking
in Mr, Beckhart's arguments. Thus he says that "unless sterling converti.
bility, even of this limited character, is achieved, the sterling area will
cease to exist", This ignores the fact that what holds the sterling area
together at present is, more than anything else, the dollar shortage and
the need to discriminate against American goods, Similarly, when he says
that "sterling convertibility is a prerequisite to the integration of the
econonies of the free world" he is putting the cart before the horse. It
is the integration of the economies of the free world which is the prere-
guisite of convertibility ae lr. Beckhart himself shows in chapter on
America's responsibility.

Then there is the statement that "the French problem
tary confidence'"since otherwise "the econouy of the country
well.balanced”, This ignores the working class discontent
social tensions which dominate French economic life and pr
tionary conditions that cause the distrust in the curreney.
that an econony in which such tensions exist can be called
well-balanced.

Finally, I find statements like the following rather meaningless -
*If rensscent protectionism is to be checked, it is imperative that the
United States now take vigorous action to lower trade barriers". It seems
to me that this statement would make more sense if it were reversed -
"If vigorous action to lower trade barriers is to be taken it is imperative
that renascent protectionism be checked".

On the other hand, I agree with lir, Becihar: that the inadequacy of
reserves is not a serious obstacle to convertibility if such convertibility
were possible otherwise.

These are some off-hand comments on the paper. I shall be glad to
m.mknthymanMmmmmpwnwmm

suggest.
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Yours sincerely,

K, Varvaressocs
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Zhe fired volnt I should 1ike to make is that 4% is not aveurate to
w-rmmmmam-mnagmm The sterling
area (vith the exception of the colonies) is an assoeiation of soversisn nations
who coopernte closely in the field of international economie policy but whe
Muwmlrmam”huutlmlmsm.
rmhﬂnt#ﬁnofn“ﬂ“lmwlﬂmammm
mhmmﬁtudlnﬂh‘uwm”hﬂoWh
the individual countries of the ares. Thus, from the point of view of the Dauk
the relevant question is met the ereditworthiness of the sterling ares as a
grouwp but vhether membership in tie sterling area affects the ereditworthiness
of a eountyy, favorably or unfavorabdly, In order to answer that question, 1%
ilumtﬂhﬁnunwmm#thaﬂmdthMlﬂ:“
and of the manner in which it funetions. BSinge the Bank iu interested primerily
in the abllity of sterling ares countries to undertakce dollar odligations, the
erucial question to be answered is whether, in determining the ability of a
-wnnmmmumanm-mmam. the Bank should base ite
self on the dollar position of the individual country or on the comdined dollar
position of the whole group. MWMMH&N‘W‘IMMM
the fact that since the war the sterling area countries adopted the rractice of
Mum:mmmmummmmnmwwm
mmnmhmmmzumﬂwumunmmm
vhen having to settle dollar obligations, If this practice means that a country's
muwulmummumwmmmernu.nnw
doudtedly was during the war, nlﬂt”!iumcmﬁﬂmiam.m
the Banl, s-mumumummmmm.wuwm
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sterling area country, should sxamine the overall dollar position and prospecte
of the sterling srea and not the deollar position of the individual couwntry.
Under such an inferpretation of the dellar pool, the fact that a country has a
surplus in 4te transsctions vith the dollar area does not necessarily mean
that it can undertake substantial dollar odligations if the sterling groun as
e whole has a substantial dollar deficit. And inversely, the fact that & coun-
try has a defieit vith the dollar area Gces not mean that 1t camnot undsriake
dollar obligations if the dollar position of the growp aw & vhole is ons of equi-
1ibrium. If, however, this interpretation i not correct and if the present
practice is mersly a matter of convemience vhich could be discontimmed without
leading to & dremk-up of the system and which in no case fmplies the possivility
for a country to obtain from the pool year in year out nors dollars tham it con~
tridutes to 1%, then 1t is clear that in arpraising the dcllar creditworthinsss
u&mmmmm-mmnmmumuuum
applieant and not of the vhole group.

Thus, the basie question to be answered before deciding on the signifi-
cance of sterling area membership from the point of view of the Bank's overations
is what are the rights and obligations involved in that mesbership with regerd
to the dollars earned by the members of the growp, The Memoranium of the
Seonomie Department does not give a clear angwer to that question.

The wvhole argusent of the Memorandum seems te assume that the present
sterling area prasctices involve a real pooling of dollar ressurces and alse that
this arrangenent is a dasic charatteristic of the system. This leads the authors
of the Memowandum to exclude from the sterling area South Africa, i.e. a counbry
whioh is an important mesber of the group both legally snd in fact, on he ground
that South Africa administers its dollar rescurces independently,

On the other hand, however, vhen considering lending by the Bamk to the
indepandent menbers of the sterling area, 1.0, to ths countries in the growp
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vith vhich the Bank s mainly concerned, the Memorandum concludes that such
loans ghould bde made "only if 1t is Judged that these countries could dalanve
their dollar accounts dilaterally should the oceasion ardse". This departure
Mmmtiumtmmmmhtuknunmum-
tified in the Memorandum on the ground that the position of the sterling
area dollar balance is presarious, vhich means that 1% would not de wiee for
the independent countries of the area "to count on a large amma) net sontrie
bution from the dollar pool %o sover dollar defleits".

It seens to me that if one ascepts the asswmption of the Memorandum
tmmuammmormumummummm
fact that the overall dollar position of the sterling area is precarious should
lead to the conclusion that 1% would not be safe for the Bank to make substantial
leans %o individual member countries, even in those canses in which the individusl
dellar position of the countwy is favorable, since that country as a mesber of
the group has the obligation to contridute its dollay earnings to the pool.

And inversely, if the overall dollar position of the sterling area censes to

be precarious, the Bank should De willing to make large dollar loans to countries
vhose own dellar position is weak on the basis that these countries can draw on
the pool to finance their dollar needs,

The conclusion that the Bank's deeisions in lending to the independent
members of the sterling area should be based on the dollar Dorrewing eapasity
of individual countries is justified only if one accepts the interpretation
that present sterling area arrangements with regerd to the pooling of dollars
do not mean that membership in the sterling aves givem to a country aceess o
dollars samned by others. In that case, however, the precariousness of the
dollar position of the United Kingdom, which is what is usually mesnt by "dellar
position of the sterling area”, is not ae decisive a consideration as the
Memorandun suggests, sinte even if the dollar position of the United Kinglem
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tums out to be more favorable than aseumed in the Memovendum, it does net
necessarily follow that the improvement would be devoted to the dollar neefs

of the rest of the sterling area Mather than to the dollar needs of the United
Kinglom iteelf, Thus, 1f British exports to the dollar ares turn out to be
larger tham the $l.]1 - $1.2 b1lion assumed in the Memorandum, say $1.,%4 billiem,
it does not necessarily follow that the $200 to $300 million difference would de
available to support larger dollar dorrowing dy the rest of the sterling ares,
since 1% is more than probadle that Britain wvill expand sorrespondingly ite del-
lar imports, which, at the level of $1.5 to $1.7 dillion per anmum assuned in
the Memorundum, would be consideradbly below their prewar volume., The reasen why
so mich importance is attashed to the dollar positiom of the United Eingdom when
digsoussing the dellar prospects of sterling area countries is that 1t is ine
plicitly assumed that normally the United Eingdem should be a source of dollars
for the rest of the sterling area and that a situation in which these countries
have to balance their dollar accounts constitutes an anomaly. Thus, in digcusee
ing the prospects of the independent mesbers of the sterling area, the
Memorandum states that "the most that can be expected of them is that they will
koep their drawings on the pool within reasonadle limits and, indeed, balance
their dollar accounts if cirqunstances should require”. Again vhen discussing
dollar loans by the Bank to these countries, the Memorandum states that lavge
losns should be made to them only "if it is Judged that these countries conld
balance thelr dellar mccounts dilaterally ghowld the oconsion demand®. This view
that the United Kinglom is a natuml supplier of dollars to the indspendent
menbers of the sterling area is dased on Britain's prewar position in the avea
and on postwar experience. Bafore the war the convertidility of sterling meant
that a sterling area country did mot have to be concerned with its individusl
dollar position since it could always sequire dollars against sterling. Since
the end of the war the fact that the United Kingdom has supplied over $2 Billien
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to the indepandent memders of the sterling area has created the impression that
it was natumal for these menbers to supplement thelr dollar resourees in this
wvay, Neither consideration, however, is relevant in determining the dollar
prospects of the independent mewbers of the sterling area in the coming yeurs,
since the conditions for a restoration of sterling convertidlity do not exigh
and since the abllity of the United Kingdem to supply dollars to these countries
in the postwar period was due %o the avalladility of large Americen aid. I
think 1t would not be safe for the Bank to assume either that sterling will bee
come convertidle in the foreseesble future or that American aid to Britain will
be contimued on the seale of recent years. In that eamse, however, there is no
Justification for diecussing the dollar Dorrowing capacity of independent
sterling area countries in terms of prospective developments in the dollar posi-
tion of the United Kingdom. On the eentrary, I think that the diseussion should
be primavily in terms of the conditions and prospeets of the borrowing countries
themselves,

The second point I showld 1ike to make in connestion with the diseussion
contained in the Memorandum comeerns the eriterion sugzested for determining the
amount of dollar debt that the “sterling avea® can be expected to bde able to
service, The Memovandum states that "under present conditions a reasonsble solue~
tion would be for the Bank not to make loans %o the sterling area vhich womld
result in & substantial net inorease in the dollar debt owed or guarentesd by
the United Kingdom. Amortization payments on sush dedt amount to about $70 mile
lion in 1952 and rise gradually thereafter.”

1 confess I am unable %o see the economie significance of this eriteriom.

In the firet place, it is not clear vhether the sum suggested incindes
dollar Dorrowing by the vhole of the sterling area or only dy the United Kinglem
and the colomies. The vording of the statemsnt seems to indieate that this is
an overall figure applying to the whole of the mrea. The fact, however, that twe
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paragraphs later a different criterion is sugpested for the independent courtries
of the area would seem to indicate that thess countries are mot included in the
above estimate, I think that a elarification om this point is necessary.

In the second place, the faot that the dollar dedt owed or gumrantesd
by the United Kingdom consists largely of intra-Goveramental loans granted under
special terms means that amortisation paymente on such losne are not a very
significant eriterion for determining the amount of new dollar debt that the
United Einglom could undertake. A losn at 4 pereent repayadle in 25 yesre in-
volves a bunden twice as heavy as a 1osn at 2 percent repaysdle in 50 years.

(n the other hand, loans which contribute to the strengthening of the
dollar position of a country either by increasing its adility to earn dollars
or by maldng possidle savings of dollare (provided, of course, that the savings
expected are genuine savings and not paper ones an is often the case) ave, by
definition, self-liquidating as far as the prodlem of transfer is conserned.

In the case of such leans, therefore, a decision on vhether they should be
granted or not should be dased not on the dollar position of the country at the
time the loan is made, dut on the expscted improvemsnt from the loan., This means
that in the case of these lomns the eriterion suggested im the Memorandum is too
restriotive,

Zhe thixd polnt I should like to make refers to the role of the United
Kingiom as a provider of eapital for the other mesbars of the sterling area.
The Mamorandum considers that one of the main attractions of sterling area member-
ship consists in the fact that participation in the system gives a comtry free
access to the British Oapital mavket. Not only this, Dut it also contends that
unless Britain is in a position to lend eubstantial sums to the other sterling
ares countries it cannot hope to keep these countries within the system, Thus,
the Memorandum concludes, the restoration of Britain's adlity to export eapital
is one of the two essential conditions for the long-run viability of the
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sterling area, the other being overall balance in the area's dellar aceounts.

On this I should like to make the following remarics:

The term "export of eapital" has been loosely used in the postwar period
to deseribe both the repayment of dedt and the gemuine export of eapital, Theve
is, howsvar, a very great difference detwsen repayment of debt, which is an che
ligation and a necessary dburden on a country, and export of eapital as o feabure
of a country's international economie position vhich indicates that that country
has funds to spare for investment abroad and a dalanes of payments position
vhich makes possible the transfer of thess funds.

With regard to the releases of sterling balances, there is no indication
that partieipation in the sterling area snsures to a coundtry more favorsble con-
ditions of release. The faet that British sterling 1iadlities %o non-steriing
countries have declined more than sterling liabilities to sterling aves countries
seems Yo suggest that the opposite has deen the case. Thms, 1t 18 not 1likely
that the prospect of odtaining more favoradle releases of sterling balenses is
keeping in the gterling area comntries that would otherwise have decided to
sacada,

With regard to Dorrewing on the British mariet, the Memorandum itself
points out that already during the interwar period the United Kingdom had ceased
to be a net exporter of capital and that during the prewar decade was probadly
liquidating some of 1ts former investments. This happened during a peried vhen
the British external position was infinitely stronger than 1% is today or is
likely %o become in the coming yenrs. Hence, the Memorandum rightly consludes
that a retum to Britain's traditional role as chief provider of eapital for
the sterling area will require very considerable saerifices and austerity on
the part of the British people. The question ist Is 4% really necessary for
Britain to make thewe saerifices and is 1% true that unless tre saerifices ave
nade the sterling area would break up? I do not believe that this is so.



- e

In the first place not all countries in the sterling area need to bor-
rov sterling. MNHany of them have large sterling dalances on vhich they can draw
for their capital needs.

In the second place an effort to export sapital, by weakendng the British
ecenomic position and hence the value of sterling, reduces the attractiveness
of sterling area membership to countries wvhose contimmed partieipation in the
sterling area may de more important for the rreservation of the system then that
of the borrowers. Thus, British capital exports in the face of a weak Britich
economie position are a two-edged proposition and may on balance do more hawm
than good to the sterling area system,

In the third place the faoct that a very large, I should say excessive,
export of capital over and sbove the releases of sterling balances, has teken
plage in the postwar period is no indication that the British economy will be
able to stand such a strain in the coming years. During the postwar years there
was Anerican ald and the liquidation of investments to draw on vhich are none
recurring resources, there was susterity at home vhich is not likely to be
tolerated indefinitely, and thers was inflation which will have to be stopped
Af sterling is to regain its position as a world currency,

The faet, however, that Eritain is not really in a position to besome an
important exporter of capital does mot mean that there is no future in the ster-
ling areas What keeps the sterling area countries together and will eontinue %o
do s0 in the future, darring any further serious weakeming in the British posie
tion, is the complementary nature of their sconomies wvhich is reflected in theiy
close commereial ties and the fact that participation in the system in its
present form snables them to meet the consequentes of the wvorld shortuge of
dollars in a more setisfactory manner than 4f they had had to face these conse=
quences as isolated countries.
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Ihe fowrth point I showld like to make refers to the other asnests of
memberghiy in the sterling ares besides the problem of the dollar dalance
which are of importance in determining the influence of sterling ares membership
on a country's creditworthiness. In a paper vhich I prepared last Septerber
on the subject I pointed out that adility to repay loans is a relative, mot am
absoluts, concept in which human attitudes play a fdecisive role. My contention
was that participation in the sterling area, where the oredit standards set by
the United Kingdom and the other important mesbers are very high, is bound do
have an important influence on s eountry's willingness to meet its contrastual
obligations. At the sane time I pointed out that in determining a country's
ereditworthiness one should not confine oneself to sn examination of ite
balance of peyments prospects but should also make sure that the intermal
policies of the country do not Decome a threat %o its externsl dalance, In
this respect too, membership im the sterling area inoveases the probability
that a country will manage Yespomeidly its finenela) affairs. Thus, in doth
respects, membership in the sterling area is s faotor vhich should be taken inte
account by the Bark when considering the ereditworthiness of a prospective bor-
rowers. !i!.auwm*wnthwnhﬁwtﬁlnw
1ike the usual projections of dellar earnings and dollar remivrements, bdut
vhich may in some Gases prove of greater significance then these dollar calewla-
tionss



Mr., W. As B, 1149f May 20, 1952
K. Varvaressos

Comments on the address on "Monetary Illusions Put To The Test"
by Roger Auboln,

1 have read with great interest Mr. Audboin's address on "Monetary
Illusions’., I agree completely with his eriticiems of postwar sconomic policies
and especially with the two points he makes, firet, that war-time financial
management is not asppropriate to peace-time conditions and, second, that the
obsession with the danger of depression was in large vart responsible for the
failure to recognise that the resl threat in the postwar period was inflation,
not deflation, I aluso share entirely Mr. Auboin's view that sound money is an
indispensable condition for economic health and progress, This was the main
thene of my recent report to the Oreek Covernment,

I think, however, that in geveral respects Mr, Auboin has overstated
his case and oversimplified the issusai

(1) It is true that there is a close commection detwesn internal mone-
tary conditions and the balance of payments. This is no new discovery. Nvery
competent economist is familiar with this relationship, It is also true that
the postwar pragtics of foreign exchange "budgeting” and import “programming"
has often fignored this velationship. But it does not necessarily follow that
present dalance of payments difficulties are due solely to internal factors and
would disappear if inflationary pressures were removed, This was true during

tary conditions of the various countries to thelr external position and viee
versa, and when : the currensy of a great importing nation, was the major
world currency. It is true today not only decause currencies are incon-
vertidle, dut also because even the countries vhose cwrrencies are convertidle
have sbandoned the gold standard in faver of national management of the currency
and decause the dollar, which is a stmeturally searee currency, has replaced
sterling as the major world currency. The fact that the United States is not

to go
fact that the United States is st reluctant to see any serions decline in its

sharp contraction abroad that would result in outting down foreign demand for
American goods and inoreasing the competitive position of forelgn goods in the
Anerican market would be more likely to lead to inereased sudbsidization of Ameriean
exports and to the valsing of American tariffs than to the restoration of balance
in the world dollar position; Thess facts explain why exchange control and im-
port restrictions are likely to be needed cutside United States even after the
internal monetary situation has deen stabilised. :

My contention is that conditions today are vastly different from what
they were in the 19th century and that, consequently, the remedies will also have
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to be different, The dollar shortage arises in part from

followed in Burepe sndl alsevhere, but it is also in large part o symptom of the
snomalous position of the United States in the world economy which is ereated by
the Amsrican umillingness to open the American market to forsign goods, The
prodlem existed during the intervar peried, dut at that time Britain and, to
smaller extent, the Netherlands realiszed sudstantial dollar earnings from past
investments in the United States, from the sale of colonial
American market and from gold

earnings are gone and a dollar balance, if 4% &

of trade toat would make possidle a restoration of convertibdility and an abanden-
mend of restrictions, will require a very considerable sxpansion in the exports of
Britain and the other Buropean countries to the United States. Thus we come banlk
to this fundamental problem of the Americen attitude towards fmports and to the
resulting structuml character of the present dollar soareity.

That this 19 90 is aleo shown by the faot that even the countries whish
Mr. Audoin praises for thelr sound finuneial policies, namely Belgium, Italy,
Western Cermany have sizeable dollar defleites. The fact that these countries
have surpluses in Barope is due not so much to the soundness of thelr intermal

g
i
E
:

(3) I do not agres vith Mr, Auboin about the superiority of League of
Fations loans over Marshall aid. IS is true that the methods followed in granting
Marshall ald have often Desn too rigid and that the excessive concentration on
import requirements of partioular commodities has often tended to divert attention
- h

that inereasing the reserves of '
bility of its curvengy, was etill more wnsound, I think that the fmportance of

that Mumanis attempted
valuation of steriing and @id mot dewalue until 197§, but 1% is slso true that



(&) I think that a practiosl test for determining the nature of a
country's dalance of payments difficulties is whether the Aiffievdities are con-
fined to the dollar area or extend to other currency areas as well, A
m&umuumaummmuﬁm‘:mmh; also

than the dellar aren i likely to be a country vhose external Aifficulties are dune
not to intarnal monetary conditions But to other factors affeeting directly its
external position, Of course 1t should be kept in mind that a countyy which re-
quires severs restrictions and controls to maintain externs) bdalance is not a
country vhich has attained a geruine equilidrium in ite dealings with other couns
tries. Thus a balanced dollar position atiained through severs westrietions g
no evidense that a country has solved 1ts dellar prodlem and cen afford to restore
the convertidility of its currency,

Moat of the deficita(and hence the surpluses) in inter-Tuwropean trads ean
easily be shown o have arisen as a remult of the dlsparity in internal monetary
conditions existing in the various Huropsan countries, that ie, the existence of
inflationary conditions in the defieit countries and of deflationary tendencies
in the surplus gsountries, This is one of the main ressens vhy I have alweys felt
that providing dollars and orsdite %0 settle such wundalances was a waste of re-
sources vhich could have been used more profitadly elsevhere,

I retwn howenith your copy of iy, Audein's addvess,

Attachment-1
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M mn m

Migs Zafiriou and myself have resd with great interest your stviy on
Burepe's future ereditworthiness., We find that 1t states in a very clear and
concise form the nature of Burope's dollar problem and ite mein deterndnante
and is, thevefore, a very useful basis on vhich to sssess the ereditworthiness
of Buropean courtriss, The notunl figures used are necesgarily spsoulative
in view of the many unknowns involved, dut the overall pleture is prodably of
the right order of megnitude,

With regard to the specific scpumptions used in the stuly, we should 1ike
to make the following comments:

(a) Your conclusion that the problem of servieing the Buropeen dollar
debt im 195253 is likely to be of manageable proportions seems reasomadle in
view of the availability of American ald and the prodability of Ameriean
pilitary offshore procurement and spending in Burope, Ve are, hovever, in-
¢lined %o think that the swme that will thus be made aveilable may prove
smpller than your estimate of $2.85 dilliom, dDut we also think that the current
dollar defieit estimated by you at $3.065 billion may also e smaller, consider-
ing that in 1990 1% was only $2 billion, which, even if the exceptional factors
applying to that year are taken inte account, seems to suggest that a contrace
tion in Buropean dollar expenditures below $3 Billion is possidle.

An alternative estimats of the Muropsan dollayr position in 195253 might
be as follows:

Dollar defielt on current account 2.3 bllien
Amortization 0.,% *
Total $2.60 villion

%.IJ. aid $1.%0 npm

U.8.A, pur¢hnges and spending in Marope $0,8
Loss of dellay reserves $0.5

{b) Tou aseume that U.S.A. capital exports dy 1960 will be of the order
of §3 billion per enmum. This may well happen, dut we personally doubt that
Amm,mmmormt-ﬂm«ynm. If our doubts are

your estimate of over $1 billion aceruing to Burope from this source



($700 %o $800 milliom of U.S. capital exports to "moretary” Burope and some

$300 to $350 millien of offshove purchases from U,E, cepital exports to ether
regions) my be too high., Our own feeling ie that the Barepean dollar probdlem
will require a more drastie cut in dollar imports than asmmed in your sbudy,

¢) Thess overall estimates are undoubtedly useful in assessing the

pletely w&&mmwuumd the factors affecting a country's ability
¢ sarvice dollar dedte mande on page 7 and also with your assescment of the
ereditvorthiness of individual Maropean countries. We do, however,
it difficult to accept the assumpiion rede in your study that mm&u
mmuunmummuso memmwmummu

lrt“ ésonomy in order to veach the uomlusun that the u.x is mm.m
hvﬁ:ﬂhuhmswmnw#unmhw. Once,

affect yowr assessment of the ability of continenta) Muropenn countries to
service their dollar debts: it affects your estimmte of the total el

of Hwropsan imporés and of the adility of Muwwpesn countries o m
further dollar ﬂmitm.

{d) Mven if prospects prove to be less favorshle than aswuned in your
study, 1% does not necessarily follovw that the servieing of Bank loans may have
to be suspended in the next decade, A large part of the present dollar debts
of Buropean countries consist of intra~Oovernmertal debts vhich are of an entire-
1y different nature from the loans obtainsd from the Intermationa) Dank, It
seons reasonsble to expect that in the event of dellar difficulties s suspeneion
or sealing down of the doller dedbt service will be confined to U.B.A, Sovermment
loans and oredits and will not extend to priwmte or intermational lending, This
is especially likely to happen if U,8. ald te Burepe has been jerminated, in
vhich cuse the danger of unfavorsble reactions in the V.8.A. will Ye msller,
mummmtmmmuunrmn.mmam&
exportis %o Mwrope will have o offect on Amerigen pudlie opinion. Thue,
we think that from the point of view of the Bank's loans to Burepe it might be
desivable to distinguish between irtra-Govermmente) debte and other ddbts,

Yours singerely,

K. Varvaressos
Pr. ‘;ﬂl ¥, Rosenstein-Rodan

Reonomie Advisory Staff
International Bank for

Reconstruction and Developnent
Vashington, D, G,



¥r, Leonard B. Riest Jarmary 23, 1950
K. Varvaressos
Hational and Intemation Measures For Full Smployment.

Report by a Oroup of Hxperts appointed by the Secretary-Ceneral
of the United Nations.

Congiderations and Recommendations Affecting the Bank

Although the Report is primarily concerned with the prodlem of full employ-
ment, it attempts to include goonemic development im the concept of full employment.
It states that: “wnemployment is of three kinds. The first results from a lack
of the complementary resources necessary to keep wage earners at work; the second
arises from certain structural factors in the economy; and the third is engendered
by the insufficiency and instability of effective demand.” (It is this last type
of unemployment which we are asccustomed to consider vhen discussing the problem of
full employment.)

Having thus extended the scope of the prodlem of full employment, the
suthors of the Report attempt to determine "the mﬂMn for the establishment
of the kind of over-all international economic equilibrium and stability which
would enable countries successfully to maintain their economies at a stadle and
prosperous level,”

They find that thers are three major requirements for attaining this pur-
pose:

(a) Maintemanee of over-all internatiomal equilibrium,

(») Stabilisation of the flow of international investment.

(e) Stadility in world trade.

The discussion: and mhtim of the Report referring to the
' are of particular interest
to our Bank and ralse some important questions with regard to which our Bank will
have to take a position,




The main arguments of the Report on this subject are the following:

The interests not only of the underdeveloped countries dut of the world
econony at large depend heavily on a substantinl and steady flow of eapital from
the leading industrial countries. The problem is o stabilize the flow 0 as te
aveid the wide fluctuations which are traditiomally comnected with forelsn investe
ment and %o attain o struetural equilibriun in world trade.

If governments are to maks a rational and coordinated approach to the ad
Justaents required for the achievement of international equilibrium or for the fore
mulation of rational development programs, it is sssential that they should bBe edle
to foresee the level of external eurrency disbursensnts of the major lending ecoun-
tries for a consideradle period shead and anticipate a steady flow of eapital from
the lending countries.

We cannot rely on private investment alone for this purpose, Private ine
vostment is not only unstadle, but also unlikely to revive on any large seals,

The only practicable solution is to organize a large vart of long-tarn
foreign lending through an internationsl owganisation, and the Internstiomel Bank
for Reconstruction and Development is soundly censeived from this point of view.

The Bank, however, im 1%s present structure would De unadle to aet as the
main channel of international lending and dring about » stable flow of international
investnent of major dimensions because the Bank has three major defects: Its
resources ave too small, it is too dependent om the private mariets and 4% can
finance only speeific projects wvhich are unlikely to result in a total flow of
funds of the magnitude required,

The Report, thersfors, proposss that the Bank, in addition to its present
Mm,MhWhMM-WWMMM.M
umum-mmmpuummmumm
stances but also generslly. The detalls of the proposed reorganiszation of the Bank
are discussed on pages 92 -~ 94 of the Report.
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Before determining the attitude of the Dank on $hese far-neashing proposals
of the Report, 1t vill be necessary to answer the following questions:

le=-Although the Report speaks of "lending countries’, 1t is mewe realistiec
uummnsmummuwmummmm 41
is, therefore, essentisnl $o recognisze that international investment means a flowv of
resources from the United States to the rest of the world, If this is so, and in
unotmrmmtmmmmmpwmn.wm
mmnmmmmmmmmmmwmunnmﬁ
authorized to commit the Ameriesn people to a poliey of lending substentisl smounte
of capital to foreign countries for a "eonsideradble period ahead”.

countries and Americans Mmmmmmumrhmm.
:-mm.mm&.wmm«rmnm»mmmmm
vould, at the end of the period of the program, result in the piling wp of huge
dollar 1liabilities which the Dorrowers vill find themselves unable to discharge?
Mhmhllnrlﬂhchnullmviﬁ-ismuohmh%m
-tmmwammmmtu.maomnummn
3.-xauuumtuqmmm-fmm-smm
foreign (Ameriesn) investment, L1 used productively, will be self-limidating and
oan naver be execessive?
h—mm«mmmxmumhm“uumxuuun.
Wﬁmjuhhulmmhﬂwhmthiummmmm
excessive dedt burdens, mncummuuuumummmmm.m
that limldmﬁnthﬁmﬁmhthﬂﬁlnﬂmdmmm.
MWM&QNMnﬁu#mMWMhMMMMﬁu.
vhen gpeclal eircunstances fustify such deviation, allows for considerable flexidility
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in the Bank's operations and eliminates the danger of rigidity. VWas this comeeption
eorrect st the time of the estadlishment of the Bank, and did anything happren since
then to Justify a radical change of ideas in this respect?

So=-ihen the authors of the Report contend that a stable flow of inter-
nationnl investuent of major dimensions is required in order to emable countries
successflly $0 mointain thelr sconomies at a etable and prosperous level, de they
have in mind gemiine loans in which the prospscts of serviecing and repayment are a
decisive conaideration, or do they appear to endorse the widely shared opinion that
if American Lnvestments ean make a decisive contridution to world progress, the
problen of thelr servicing and repayment becomes a secondary consideration?

fe~-Ansuming that the United States Government, under the nressure of events,
modifies its present attitude and makes the poliey of direst govermment lemding to
foreign countries a permanent American poliey, is 1% likely that it would decide to
channal the funds 1t will make available through an intermational institution like
our Bank or vould 1% prefer to lend thess funds Airectly?

7e==1f the United States Governmant were willing to lemd through the
Intemational Bank, would 1% be in the interest of the Bank to serve as an inter-
nediary between the United States and the borrowing countries! It may e argued in
favor of such a solution that the Bank would have large funds at ite disposal and
the flow of these funds would be steady snd would not depend on the state of the
market, This wonld enabls the Bank to expand the scope of its operations in under-
developed countries while continuing to exereize ite present funetions, It might
alse be said that from the point of view of the borrowing countries much a solution
would engure greater objectivity of treatment and less political interference .

On the other hand, it may be contended:

(a) That the Bank would be scting in a dual capacity and vith dusl eriteris
in ite operations. One departmnent of the Bank would be handling funds largely ob-
tained on the market and would Be guided primarily by considerations of soundness
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of the loans to be granted. Another department would de handiing pudlie funds and
maummu'mtmmmmmmmmn-
plisd with dollars,. xummamumammmuouk
mmmumthunmammwm
ing public and the countries in need of oapitall

mmnrmmmmauumwmnummum
manently invelved in forelen lending activities, political considerations vill play
a major part in that decision. Is it mot likely that mch politieanl comsiderations
duaumummmuaormm-mhﬂnhwmu.
mum.uu,unmuu:mmsmum-uu«mhtmm
Bank as an intermediary would affect ite international character and weaken its
prestige and authority?



) C!M
Oc. Jer 3, 1940 e

A Pow Remarks on Mr, Rist's Statement at the Bank's
Information Meeting on Oectober 14, 1949

Mr, Rist's argument is that the pattern of Buropean recovery has deen
markedly different this time from what it was after the First World War, that
the differentes are due to differences in eircumstances and that the time is now
approaching t0 return to the type of economy vprevalent after the First World ¥War,
I agrees with the general thesis, but I have a few ocbservations to make,

It seems to me that neither the emergence of Russia as a great world
power nor the new importance of the Middle Hast, two factors stressed by Mr, Rist,
are facts which, whatever their other significance, have affected to any consider-
able extent the pattern of Buropean recovery., Similarly, I wonder whether the
faet that Americen aid reached the "enormous total of $25 bilifon" in 1946-48 can
be considered as an explanation of vhy Muropean countries have preferred to resort
to controls and plamning rather than let the price mechanism attend to the job of
recovery., 1 should have thought that the availability of aid would have made it
easier to relax controls, and that in the absence of aid, controls would have had
to be even more severe than they were. Finally, I doubt that the more limited
scope of emigration has been a very importent factor impeding the return to normal
conditions, eonsidering that in most Huropean countries man-power has been extreme-
1y short during the last four years and any reduetion in the labor force would
have affected the level of output. My general feeling is that the factors stressed
by Mr. Rist explain some of the changes which have taken place in Burope's position,
but they do not necessarily explain why the pattern of recovery has been different
from vhat 1t was after the First World War. !;1 my view, the mein reason for the
difference is the changed soclal structure of Furope and the much stronger position
of labor, which have increased the claims of the most numerous seetion of the
population on the community's resources at a time vhen these resources, even wvhen
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supplemented by outeids aid, were already inadequate to take cars of the require~
ments of reconstruction and adjustment to the post-war economy.

I agree that the recent devaluations, if they prove effective, are an ime
portant step towards the liberaliszation of the Buropsan ecomomy. I also agree
that with the major tasks of reconstruction completed theré is great scope for
relaxation of controls and a return to more normal econmomic processes. In my
view, however, it is unrealistic to think that Burepe has only to return te the
price mechanism and freer trade to solve her problems. The ecase of France 1llus-
trates clearly the complexities of the present Buropean situation, France has
returned to a lideral economy, but it is an economy of the most valnerable kind,
depending on the workers' acceptance of a standard of living vhich falls danger-
ously short of what they consider their due share of the national inecome, I think
that if Britain relaxed to any considerable extent her present controls, the
labor situstion there would have been even more critical and troublesome than in
France.

In my view, the basic Turopean problem is that of productivity, and as
guch, it is a problem that will take years to solve. I also think that the
question of sttaining independence from Amerigan exceptional aid should not be
confused with this longeterm problem, BDurope could, by making the necessary ad-
justments in its economy, earn sufficlent dollars to bduy her essentials from the
Western Hemigphere. This would absorb only a small fraction of her resources, and
would not affect substentially present living standards., It is a question of
flexibility rather than gvailability of resources, but it is alsoe, if not primeri-
ly, a question of recognizing that American aid cannot continue indefinitely.



Mr. Leonard B, Rist April 20, 1949
K., Varvaressos
Hr. Barrod's Proposal for an International Zconomic Confarence.

My, Harrod's argument is that the Bank and Pund were created to
provids an international solution to economic depressions, that we are now
entering into the phase of depression and that the Fund and Bank, having
falled to mest the world's needs under inflation, are not likaly to de
able to do so under depression,

1 do not agree that we are entering into a peried of depression
unless we have bacome so greatly acclimatiszed to inflation that we con-
sider the disappesrance of inflation as a deflationary phenomenon., In my
view, the United States is mot going to have a depression and if 4t does
it will act to prevent it from becoming serious. Marope hag no rizht to
allow itself to go into a depression while it veceives billions of putside
sid on the ground that its resources are inadequate to meet 1ts needs.
(The definition of depression is that aveilabie rescurces are left unem-
ployed becanse of lack of purchasing powers A depressed economy needs an
gxport surplus, not an Lmpopt surplus in order to be stimalated.) The
appearance of widespread unsmployment in Turepe Refora the dalance of pay-
ments deficit is closed will be evidence of fallure to produss the kind of
goods that the region and the world needs and not of inndequacy of over-all
purchasing pover, Inaspropriate exchange rates can very well check exports
to the extent of producing serious unemployment, while generous unemploy-
ment benefits con very well maintain the demand for imports at ite present
levels and thus widen the gap in a country's external payments. This, how-
ever, wvould not be a eyclical phenomenon of the pre-war type; it would de
a structural meladjustment which would require a completely different type
of solution from that emvisaged in the case of the typical depression, I
think it would be not only incorreet, bdut also cutright dangerous to start
talking of a depression in pe vhen, in fact, vhat would be haprening
would be that the end of the ' market would de revealing the wealk-
nesess of the Huropean sconomic strusture., To do this would be a sure means
of postponing indefinitely Surope's return to solvency, because it would
allow Buropsan countries to start anti-cyclical spending on the basis of
thelr present maladjusted economie structure instead of taking meagures to
correct the maladjustment, If this happens, Burope will never become inde-
pendent of Ansricen aid.

I have great sympathy with Mr, Harrod's view on the work of the
Fund, and I also agree with his diagnosis, that Governments have not
really worked through the Fund but have looked for legal loopholes in the
Ag:oo:tnﬂmwhpmmhtwmiduummud
no st.

This, howsver, being so, I cannot see vhat Mr, Harrod empects of
a new conference. If the cause the present retum to nationalistic
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pauuuzsmtmmumuamw-umm
{nternations) sconomie cooperation, a new conference and the new
that 1t vould mske vould have exaetly the same fate ne the older ones. So

1muw-mmummmmnmm
to mecept any limitations to thelr soversignty, nationalietie policies will
be the order of the dsy and no machinery for intemational eollaboration and
consul tation, however ingenious, will be able to alter this faet.

|

Ka¥o
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29 ¥Wall Street
New York 8

R, 0, Leffingwell
March 24, 1949
Dear Jaclk:

Homework and office work have fallem so heavily upon me that I
haven't gotten around to acknovledging your very interesting and thoughtful
letter of February 21st, or the accomponying letter of Febmary 10th to
you from Mr, Varvaressos (which I retwrn herevith), or Mr. Varvaressos's
and My, Zafiriou's essay on The Probdlem of Intra-Buropean Trade and Payw
ments and ite Significance to Buaropean Regcovery dated Decerber 31, 1948,

Having in my previous letters expressed my own views and drawn your
fire and that of Mr. Varwaressos, I don't think I ought to burden you with
rejoinders and surrejoinders. The faocts are I suppose pretty well kmown
to all three of us, We have I think sufficiently expounded our differences
of opinion, which are probably constitutional and incurable.

I am in fullest agreement with the main thesis of Mr. Varvaressos's
essey on intra=Suropesn trade. I think he has dome a great service in
mmmammrmm«mm&mm. As 1
wrote Bob Lovett nearly a year ago: _

"1 am a free trader; dut the prodlem is to find solvent buyers,
outside Western Dureope, for Suropean mamfactures, in ordsr to enable
Burope to pay for necessary imports of food and vaw material from the world
outside. Duropesn nations eannot achieve revovery by taking in each other's
vashing, by exchanging mamfactured predusts with each other. Thsrs would
still remain the problem of paying for the food and raw materials they
mast buy in the Amerieas and elsewhere.”

Wewtern Burope is highly industrialized and densely populated. lven
before the war it was living to a consideradle extent on the foreign and
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colonial wealth accurmlated in bDetter times, Now the forelgn and colomial
wealth is lost or impaired, and foreign debts have, particularly in the
case of England, taken its place. Durope's momopoly of the manufacturing
business of the world, which was pretty complete in the early days of
the industrial revolution, has disappeared, and pretty much every natiom
to a greater or less extent has gone into the mamufacturing business.

Turope has been able to do very well, with immense Ameriecan aid, in
the early postewar period, when world shortages and the elimination of
Germany and Japan from the mamufncturing business gave her a special oppor-
tunity. As the shortages disappear and the pipelines are filled up, her
problem is going to be to find markets for her exports while she pureuss a
restrictionist poliey in regard to her imports. It seems to me there is
the gravest possible prodlem for Western Burepe to solve, the prodlem of
selling her manmufactures to the western world for food and raw materials,
and the less time and labor and material she devotes to intra-Buropean trade
the more she will have to devote to exports to the Americas and other sup=
pliers of food and rav materials, I take it that is Mr, Varvaressos's main
thesis, and with it I am in most complete agresment.

Toura ever,

/8] R G LEFPFINOVELL

Hon, John J, MoGloy
President, International Bank for
Reconstruetion and Davelopment
Washington 6, D. O,

Enclosure
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Dear Mr, MoOloy:

1 have resd vith great interest Mr, Leffingvell's letter of
Jamuary 19th vhich you kindly transmitted to me., MNr. Laffingwell's
appreciative words on our Memoranda are a great encoursgement to us and
n:l‘umnumuumhumwmumuh
cussed,

I should like to comment myself on some of the points raised by
My, Leffingwell:

1.-&0@1.- on of the fact mantioned in owr Memorandum that

during the first half mmm supply remainsd stadble
visile bank eredit expanded is that there a surplus on Covernment
account which offset the expansion in monay wmnnmmm

pansion in bank eredit.
The changes in money supply and its origine Yetween February and

June 1948 were as follows:
(T Foase)
.
H Tnd,

Ind Ind

damiary  Max domuery  Hax
Currency in eine Pablie
culation 922 91 acsount s 1,084 1,05
Blocked notes - 57 Private

eredite 522 635

Demand deposita in
banks 635 728 Miscellansous M) b
SR - o Total  1,M2 1,789

Total 1,712 1,7
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The 50 per cent expsnsion in bank eredit mentionsd in our Memerandum
refers to the period January-July when private credits inerensed from 490
billion france to 737 dillion. Ve quoted this expansion rather then the
25 per cent expansion during

|
|
:
i

to bring out in our memorandum, that Govermment fimancing during that perdied
was deflationary and that 1% helped meintain monetary stabdility in the face
of a great exponsion in dank oredit,

2, = Hr, Leffingwell's comment on our suggestions for soeial
reforms in France are the result of » misunderstanding, which is probdadly
due to lack of clarity on our part resulting from sn eoffort to condense
vhat we had %0 say on France in 9 peges. It was never our intention te
suggeet that soelal reforms were an alternative to a balanced budget and
eredit restriction. In all our memorvands we have stressed that one of the
most important tasks facing Duropenn countries is to achieve monetary and
finaneiel stability and confidence in thelr curremcies., The point
we wanted to mule sbout is that eo long ae the present inequitadle
ayetem of taxmtion and strative incompetence remained, the mere balanc-
ing of the Budget could not restore smuilidrium to the French economy
becanse it would necessarily be accomplished through indirect tawes, vhich are

i

A/ As follows:

Neney Suwmly SRS enen il

Ard Hnd
Lecagber duly Dacendar by
Currency in cirou. Pablie
lation 921 849 accounts 1,088 1,072
Blocked notes - 23 Private
eredits 30 s
Demand deposite in
banks 608 L g Miscellansous 26 -2
mh at Banic of - - Total 1,669 1,872
Postal depesits 85 119

Total 1,660 1,872
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3. = Uhile 1 agree sntirely with Mr. Leffingwell'

noney® and for realistic exchange rates, 1 conmot

monetary stability in

would Jike to make a fow

ensuring the convertibility of Taropean eurrencies with
Avarican dollars would be the beet way of restoring

Burops. You kmow sy views on this satter, but 1
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such undertakings, however solemn and specific, sre seldom effective vhem
thers is no real pressure to do the things promised and, in my view, of all
eoncelivable srrangements, dollar-suvported convertibility would have bean
the least calowlated to provide s stimlant for finaneisl retranchment and
nonstary measures. Thus, while I agree with Mr, leffingwell that
to convertidility and mltilateral trade is essential for the
tion of a prosverous snd well-integrated world ecomomy, I feel that
such s retuwrn cayxmot be ensured through the use of American dollars, (wmlese
Amsricans are prepared to give away such larger sums than
now), dut will bDe poseible only after scomomie and soeial equilidrium hae
been reestablished in Surope. Such equilibdrium im turn depends, in my view,
on greater production and on the realisstion that American help will mot
agree

?ig

contimie indefinitsly.

b, - Here again, I find myself unsble te
view that Burope neels a restricted investment progrem and s longer period
of American aid tham the Suropesn Recovery Program contemplates, Wr,
Leffingwell points to the inflationary effeets of investmant and at the sane
time doudts the possidility of Pureve decoming independent of American aid
in four yearss Thare 6sn de mo guestion that investment is inflationary
because it crsates incomes without previding the goods on vhich these
incomes will seek to Ve spent. Witheut substantial new investments, how-
ever, Muropssn produttion cannet expand above its present levels, since both
equipment snd msmpowey are at present fully utilized in Surope. This means
that 1f new investments are on a restricted seale, Murope's productive cane-
ety in 1992 will not be mmeh grester than 1% is at present mor will Barove's
aﬁlltyhmmuuunﬂﬁimshlmmm. In other vords, the

1-



S5+ = I was very interested in Hr. Leffingwell's suggestion that it
night be preaferable to confine Marshall Plan aid %o Muarope to food, fuel
and some essential rav materiale. I myself have deen thinking sleng these
1lines for some time, and I am begimning to wonder vhether this might mot
be » more affective means of notifying Durope that 1% chould not depend on
the United States for everything and possibly inducing a greater sense of
urgency in sone Ruropean countries. Mumtwﬂddnrmm
B0A of responsibilities which it is not well equipped to handle. Is there
any resson why, ones B0A takes care of current needs for Mmlm
material imports, Muropesn countries should not bde adle to earry out their
reconstruction projects themselves, especially since thay can Ve sseisted
by the International Bank which they themselves entrusted with the tesk of
helping Jurepean reconstruction! But I cannot agree with ¥r, Leffingwell
that Purepe does mot nesd American sguipment. On the contrary, I feel that
the more Americon squipment they imstall the better the prospects for
expanded produstion, Durepe may itself be an important producsr of heavy
industrial goods, bud 1t is far behind the United States in technologicanl
progress, and is unable to produce many of the types of machinery which
ensure to American industry its incomparable efficiency.

6. - Thare is snother point on which I sm sgein more optimistic than
Mr. Leffingwell. Mr, Leffingwell wonders what will heppen "when every
nation has got itself previded with moderm plant and equipment to make
exports of moaufactures”. Who will isport thelr exportat ‘Yhen all are
equipped to be sellers, vho, he nsks, will the buyers be?

I agres that present TJuropean plans, unlese they are datter coordi-

nated and adjusted te take properly inte account the structurs of world
demend, msy lead to the ereation of excessive capacity in sany lines and

standarde when American ald is discomtinued,

?.-umm!!mmtwmdﬁlr.wlum

mh mumu:mnmm can be
mw-a. M, il that sound money is so to
mmmuwmmuuuumnm-um

the value of Jurepean currencies. My view is that it 1s not possidle %o
got really good currencies, that is convertidle curremcies, in t=day
Durops unless the soelal tensions and elass confliets which the
Buropesn ecomomy are colved and unless Juropean prefuctivity is sufficient-



Baropean monstary prodlsm ean be attacked from the purely menstary angle,
while I think that its solution is inextricedly bound wp with the solution
of Burope's basie difficulties.

Yours sincerely,

K, Varvaressos

Mr, John J, m
Frosident
Internationa]l Bank for
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Pebruary 3, 1549

Dear My, Rist:

1 have read Mr. Barush'e letter to Secretary Snyder and have the
following commente %o maket

The suggestion that the resfiness of the United States to buy all
non-perishable rav materials would help raise production and living stan-
dards in the world is dased on the consideration that an assured market
for these commodities would be the most effective way of inducing
private enterprise to expand the preduction of these commodities and of
encouraging a flow of Ameriesn capital to the underdeveloped regions of
the world whers moet of these commodities are being preduced., The eeenomic
Justification for such a procedure is that (a) most raw
in shert supply; (b) the United States is = large convumer of a great

:
:
;

(d4) the expsnsion in the preduction of these commedities will require
substantial new investment which will largely be American investment. The
sseurance of an wnlimited demand in the United States will make this

I think that these are very solid advantages which suggest that
My, Barugh's plan must be given very serious consideration. It ie, how=
ever, my impression that the plan underestimates both the difficulties
of the proposel solution and ite limitations as a mesns of ralsing pro-
duction and living standards in the world. :

The first difficulty is the question of prices, Ourrent prices of
metals, textile fiders, petroleum, timber, ete. are excessive emmetly
Yecsuse demand exceeds supply. In other words, they are
and cannot be the basis of long-tewm purchases by the United States, If
this is s0, the United States would have to fix the prices at vhich i%

- : on

"%
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supply posaibilities and,

the aiminietration of the

contemlate,

m

My conclusion ie that the scheme, if 1% is %o work, will have to be
more limited in seope. A bDlanket declaration that the United States will

mmmmosnmum-mtuammmmu
seonenic
to sta
£ esach
plans In
future
u
« Baruch
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of five to ten
e 30 curry out a sub-
five

: sxpansion $tself might
years for such products as metals, petroleum, timber, and assured eales for

another few ysars may not bde sufficlently tempting to stimlate investnent,

As already stated, the result of such a scheme might well de to favor those
goods vhose produstion can be most sasily expanded at the expense of goode
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which may be in the shortest smyply. On the

of, say, ten to fifteen years, inereases the danger that the United States
vill have comuitted itself to purchase goods in quantities that exceed
the world's real reguirements. Such Aifficulties ean be solved omly by
mmﬁ&mmwuuzmmm.mmumfm

Subject to these qualifications, assured American son of
forelgn raw materials can contribute consideradly to world pro-

to the rest of the werld., It would not take care of

production, which is at least as great as the need to expand rav meterial
production, It vould enly partly (and ineidentally) take care of
development of basie facilitiss such as power snd $ren

ons of the most urgent nesds of underdeveloped regioms. It would meke

mmsm.émmmamwumm.m
it does megn that o considerable part of the benefit would accrue to the
consumers (i.e., the industrial countries) rather than to the producers who



Mr, Leonard Rist January 31, 1949
Mr. John J, MeQloy

Here 1s a letter from Barmey Baruch vhich he sent to Seerstary Snyder.
I would like to have your judgment as to what effect this might have on
both the U, 3. and the world economy,

Je J. Me@,



802X January 28, 1949,

My dear John:

A great deal of good can come out of the President's idea of etimm
lating the preduction and living standarde in the far reaches of the world.

A simpls and dramatic way of accomplishing this would be for the
President to announce that the United Statee stands ready to bduy all none
perishable rav materials produced anyvhere im the world, vhich cammot find
a commercisl market, for the next five to ten years =- seven years would
b'l‘oa medium,

No complicated government mechinery would have to be set up. The
Congress could simply authorize some one of the existing procurement or
lending ageneies, perhape the RFC, perhaps the one already buying lﬂ.unl
naterials, to make these purchases. Only the surplus which the regular
commerce of the world could mot comsume would come to us. While the net
purchases might not be very great, the stimlating effect of such an announce-
ment by the President would be tremendous,

A guaranteed market would be provided for anyens wanting to work, te
tap new sources of supply, Open new mines, discover new ore bodies. All
over the world enterprise would be underwritten. Capital would bde encoursged
out of hearding and into productive investment, A sound basis would be proe
vided for the securities of such institutions as the World Bank as well as
private investors.

So that the United States will mot be accused of trying to monepolisze
or exploit the world, we should offer to let any other nation share in the
purchasing under the same terms and rigke that we $ake,

By ereating such an assured merket we will not only dring to this
country useables materials in exchange for our dollars, dut we will lessen
the strains en govermment finaneing, If the program is attempted through
government loans ete., 1t increases the tax burdens, Instead of the
government borrowing from its citizens to lend to ether countries, let us
arrange 1% so that American citizens ean lend directly abroad,

This plan will stimmlate private enterprise adbroad, as the President
wishes, instead of chamneling everything through govermment cartels.

I am sending a copy of this letter to Messrs, MoCloy and Hoffman,
Singerely yours,

Hon, John Snyder,
Secretary of the Treasury,
Washington, D, C,



Decenmber 1, 1948

Dear Mr, MeCloy:

On several occasions you have sxpressed your concern sbout
the present position of the Bank in the face of the uncertainties
of the world situation, You aleo told me you would welcome my views
and suggestions on the matter,

In the attached note I have tried to state frankly how 1
fesl about the problems of the Bank, Your readiness to undertake
responsibilities and the kmovliedge that the only consideration that
counts wvith you is the interest of the Bank have ancouraged me to
make proposals which, by ordinary standards, might be considered too
bold to be committed to paper.

Yours sinecerely,

K. Varvearessos



During the last three years the uncertainties of the international
situntion forced the Bank to follow a camtious and tentative policy in
developing its activities and determining the scale of ite vparticipation in
the solution of postewar problems. Many of the assumptions on vhich the
establishnent of the Bank had besn based failed to materislize and postevar
difficulties proved far more intractadle than had been anticirated when the
Bank was entrusted with the task of contriduting actively to postewar recon-
struction and development. Some elarification of the international situation
was necessary before final decisions could be made on the scope of the Bank's
activities and the role the Bank could expect to play in the light of postewar
realities,

Vith the enactuent of ERF and the greater understanding of the diffi.
culties which thres years' experience has given ue, many of the prevailing
uncertaintiss are slowly being removed and a elearer pictures of the nature of
our post-war problems is gradually emerging, It may even de said that the
situation has by now been stabilized to such an extent that no spectasular
changes or unexpected developmente are likely to take place in the next five
or gix years, For the Bank, this means that the peried of waiting is coming
to an end, and that important decisions will soon have to be made on the scope
of the Bank's mctivities during the next decade.

In the last thres years the Bank has laid solid foundations for its
future work and has done all that eould be expected from it under prevailing
eircunstances: (a) It has set up an organization earable of handling competent-
1y the tasks entrusted to it and has made good progress in familiarizing itself
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with the prodlems of ite prospective borrowers, (b) It has arrived at agreed
decisions on dasic questions of policy. (e) It has made two successful sales
of bonds on the American market. (d) It hae granted loans to Burepean
countries which have filled a serious gesp in existing finaneial facilities
and have prevented a deterioration in the position of these countries. (e) It
bas made a good begimning in the granting of leans for development purposes.

Bow, however, the organisational stage is over and the funds at hand
are insufficient for further substantial loen commitments. At the same time
the background of conditions againet which the Bank will have to operate has
become clearer and the needs that the Bank will be ealled upon to meet have by
now become falrly well known,

Pinally, there is no likelihood of a further marked improvement in the
vorld situation during the next few years that vould by itself remove the diffi.
culties at precent facing the Bank.

This means that if the Bank is to contimue Justifying its existence,
it can no longer wait for more favorable outeide devslopments dut must determine
the scope and scale of its activities in the light of existing eonditions.
These activities must Dear somes relation to the sise of the world's requirements
for reconstruction and development, for while i1t is true that the Bank was
created to meet a long-term need rather than an emergency, i1t is also trus that
the needs of the emergenmcy are at present being adequately takem care of and
consequently the Bank's failure to aet on a substantisl seale during the coming
years could not be Justified on the ground that the existing needs were outeside
the field of competence of the Bank, even less on the ground that world condi-
tions were not yet propitious snough for the Bank's activities.

Technical assistance, studies, missions, small projects, are all highly
useful and important, but unless countries are able to receive fimaneial
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assistance which will make a difference to their position they will in the

end tire of merely discussing their prodlems with the Bamk's staff and listen-
ing to eriticisme and exhortations, Visdom lies in anticipating events and
making sure that onme will not be esught unprepared by developments that ecould
have besen foressen., If the Bank wishes to retain ite importance as an

agency which has a substantial contridution to make to the solution of postewns
prodlems, 1t must see to it that its lending activities during the coming years
are of sufficient size to Justify ite present setup and wphold ite anthority
towards member countries.

1.

The vorld's needs for both reconstruction and development are great.
To what extent can they be met by the Bank?

In the case of Burepean reconstruetion, the following econsiderations
should be taken into sccount: '

(a) B0A is today meeting Burope's current nesds for food and raw
materials, and is in addition surplying equipment for the improvement of
Buropean productive capacity. The hope is that inm three to four years' time
NQMuMMMQﬂHWMdMMth%
sufficiency restored. An examination of the economie position of the major
Baropean countries shows that this aim can bde achieved only if a great expansion
of produetion over present levels takes place during the next three to four
years. Sinee the available resources of manpower and industriasl eapsecity are
at present fully utiliszed in most countries, the further expansion in produce
tion will depend vrineipally on the size of new investment during the coming
yoars, This is retogniszed in all Buropean recovery programs which call for
very large additions to existing preducstive capacity. Comparing these objeow
tives wvith the present seale of investment one is bound to conclude that the
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latter falls considerably short of vhat is necessary for the restoration of
Buropean self-sufficiency. This means that while BCA assistance is today
mesting the bulk of Burope's current needs, it is not large enough to ensure
that the necessary inereases in productive cavacity will de made during the
coming years or that imports of equipment from the United States will de as
large as the modernization and reequipment of Buropean industry require, Thus,
there is scope for productive loans by the Bank that will f111 this gap in the
fineneing of Puropean recovery. The HCA Congressionsl documente specifically
mention the Bank as an important source of additiona)l finaneial resources for
Barepsan reconstruction,

(b) While Burepe's investment needs are great, the Bank can undertake
to finance only those projects vhich may De expected to make a direct contrie
bution te the solution of Burope's balance of vayments difficulties, elther by
increasing the ability to export or by reducing the need for imperts, especiale
1y to or from the dollar srea. Lending for less -pnu’l'c purposes might
improve the genersl economic situation of the country concerned, but it would
not oreate the margin out of which the loans could be servieed and repaid. The
Buropesn dellar shortage ies a phenomenon that will be with us as far as we can
see in the future. This means that dollar loans, esvecially under the terms
granted by the Bank, must De made with eaution if they are mot to inveolve unduly
large risks.

(e) Zven if these finameinl difficulties did mot exist, the swply
situation is unlikely to have permitted more then a partial satisfaction of
Barepe's needs in machinery and equipment. This factor would in iteslf have
limited the scope of the Bank's astivities in Burone, sinee produstive projects
of the type suitable for finaneing by the Bank require primarily the use or
installation of nev equipment and machinery.
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The preceding considerations suggest that, while the Bank can and
mast contribute to Buropean reconstruetion, its participation will necessarily
have to be confined to only eertain types of preductive projects within the
limits set by the availadility of equipment and the capaecity of the countries
to service and repay the loans, It is true that in theory there is no dife
ference bdetween financing imports of equipment and fimemeing imvorts of other
goods that would release resources for the production of equipment in the
borroving country iteelf. In both cases, an increase im productive eapacity
would take place. Thus, a loan to Britain that would emsble her to keep at
home machinery previously used to pay for imports of food would not Aiffer
from a loun that would finance machinery imports to Britain, In practice, the
sise of the loans that the Bank can safely make to Hurons is too limited for
such a method of finaneing, while the close serutiny of the utilization of the
proceeds which must be exercised by the Bank requires that the goods purchased
vith Bank funds be directly related to the execution of the productive project
that is being financed. Thus, the Bank's contribution to Swropean reconstruce
tion is elosely comnected with the availability of American cspital equipment
for export. This does not mean that purchases of equipment could not be mede
in Burove as well, dut Burope as a whole has a net deficlency of esrital equip=-
ment and Duropean demand is overwhelmingly conecentrated on American equipment.
The amounts that ars likely to be obtainadble in Burope prebdadbly revresent a
very small proportion of the meeds that the Bank would De ezlled upon to finanee.

It is not poseible to estimate the size of the lending setivities that
could be profitadly undertaken by the Bank before making a detailed study of
Baropean investment plans and of the ewrply position for eavital equipment in
the United States and elsevhere, My persomsl impression is that the opportunie
uurnmxmnwmummr-uuﬁnm-mmu
in the neighborhood of $200 million per annum,
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Loans on such a scale would be within the possidilities of Jurope to
service and repay, and at the same time thay would be substantial enocugh to
make a decisive contribution to the solution of Enrope's ecomomic probdblem,

Assuming that the European investment plans taks four years to be com=
pleted, the Bank's total cemtridution for Buropean reconstruction would be less
than $1 billion and would add less than $100 million per anmum te Burope's
dedt servics, This is a durden whieh Burope, in spite of its foreign emchange
utw.uuuu.mnuutmuummy-mnum:
that obligations towards the Bamk will have & higher priority in the alloca-
tion of foreign exchange than many other current needs, including the servie-
ing of Governmental loans whieh could, in an emergency, de suspended, ¥Nor can
the samest of Hurepean Governmments to fulfil their obligations towards the
Bank bde seriously gquestioned, If anything, many of these Govermments show an
exaggerated caution in considering borrowing from the Bank, It cammot, there~
fore, be said that loans %o Barope on such a seale would involve undue risks
for the Bank, The only major riske are the risks of war or of a fallure of
Burope to retover, even partially. These, however, are risks which the Bank
would be not merely justified dut also required to undertake becanse it is pre-
elsely that type of risk that the Governmental guarantees (i.e. the bulk of
the Bank's eapital) were intended to meet,

On the other hand, fimaneing on such a seale, although it would mest
only part of Zurepe's need, would emable Buropean countries to carry out some
highly produstive projects which would otherwise have had to be postponed or
abandoned. |

3y mm-mm«m&nummm to the Western
umnu.mamnuzmﬂ m at $7,200
million. Compared with these sume, the predblem of mm
loans would be manageable.
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When compared to the billions of dollars required to support Burove,

a sum of $200 million may at first sight appear too small to make wuech dfife
ference to Buropean recovery. But ons must bdear in mind that these dillione
are spent primarily on current needs, which mesns that they only serve to buy
time until Burope has made the necessary adjustments in her economy, including
the expaneion in her production, that will restore her self-sufficisncy., It

is my impression that BCA assistance for the purchase of machinery and equip-
ment is unlikely to exceed $500 million per anmum during the coming years.
Fresent plans envisage larger expenditures om such items, but experience showe
that the needs for food and rav materials are always underestimated in of fleial
plans and alweys end by absorbing a larger share of expeniitures than was
originally intended, If this is se, the addition of amother $200 millionm worth
of equipment from Bank sources would represent s very considerable contribution
to the Burepean reconstruction effort. At the same time the careful sslection
and supervision which both the Bank and the Turopean Governments are certain
to exsreise over projects to be financed with Bank loans might result in
inersases in output exceptionally large in relation to the sums spent.

Without attaching too great importance to the figure of $200 million
itself, I believe that as an order of magnitude it prodadly revresents what
the Bank eould safely invest in Barope duwring the coming years,

As regards the needs of other regions, the fellowing considerstions
should be Saken into ascount:

(a) The most important of these regions is Latin Americs with its
underdeveloped resources and its kesn desire for economie betterment. The sige
nificance and driving force of that desire should not be underestimated., It
arises from a complexity of faotors such as the proximity of the United States,
the wealth of natural resources in the region, and mo on. The most imwortant
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factor, however, is, in my view, the groving discontent of the masses with

the conditions of degrading poverty te vhich they are condemned to live and
their determination to achieve an improvemant, if necessary at the expense

of the more privileged classes. Fated with such an explosive situastion, the
latter ses in expanded vroduction and higher produetivity, achieved vith out-
side assistance, the only answer that would raies the standard of living of
the masses without depriving the wealthy of their privileges. This explaine
vhy the elamor for foreign help to develop the resourses of these regionz comes
prineipally from those classes vhich at first sight seam to have least $0 gain
from it.

There can be no gquestion that there are great opportunities for econo-
mie development in these regions, Nor should it be forgotten that progress
during the last decade has becn real and in some oases soectacular, There is
no stagnation or lethargy in Latin America., In earlier years the development
of the region's resources was principally the work of private foreign investors.
It is estimated that in 1938 foreism investments in Latin Ameries exoseded
$10 billion and represented some 20 per cent of the world's foreign investments
(ineluding investments in colonies). The contridution of foreign capital to
the opening up of the region eamnot be exaggerated, but at the same time it
must be retognized that the development of the region's resources by foreign
capitalists wvas haphasard and one-sided, and was often costly and wasteful, as
a result of which it has left a legacy of hostility and antegonism to foreign
capital that is today proving one of the mein factors impeding the inflow of
forelgn capital in that region. During the 1930's, when foreign investments
fell sharply, the Governmments begen taking an aetive vart in the promotion of
development schemes and some important projects were Carried eut with loeal
resources. Since, however, savings could not be attracted in such investments
and taxes on those who could bear them were inadequate, the result of
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Government speniing on development schemes was to intensify inflationary
rressures which are endemic in Latin Ameriean countries., Thus, eofforts of
development intended to raise the standard of living of the porulation in
practice endsd in more social insquality and greater sconomic instability
than before, During the war the great demand for Latin Americen exvorts and
the shortage of imports resulted in great acowmilations of foreign exchange
resources, a large part of wvhich were expected to be used for the financing
of development schemes. In fact, only a small propertion of these foreign
exchangs rescurces was used for investment purposes; the bulk went to purchase
goods for current consumption for which there is & virtually insatisble demend
in these inflation-ridden countries.

Meanvhile, new and more ambitious development plans have been forme
lated, and Governments which have pledged themselves to carry them out are
faced vith a difficult situation: they dare not agzravate intermal conditions
by resorting to inflatiomary spemding and their foreign exchange resources have
by now been exhausted. This is wiy they look to foreign assistance as the only
way out.

I believe 1% would be dangerous to underestimate the existing dissatisw
faction or the axtent to which Governments have committed themselves to bring
about an improvement in their countries'economic conditions. Foreisn assistance
to these countries is an urgent nesd, I sleo think that there is great scope
for the investment of forsign funds in latin Americe, because the region has
vast resources which await to be ratiomally exploited. The reglonm is parti-
cularly suited for Bank loans, sinee its primary need is to develop basie
facilities such as transportation, power, agriceulturs, for vhich private finance
ing is not avallable,

On the other hand, 1% is certain that development cammet take place at
the pace which these countries emvieage. Their plans, vhich run inte billienms
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of dellars, bear little relation to what these countries are in fact capable
of doing in this field. Large inereases in production and preductivity ecan-
not be schieved merely by importing foreign eapital and equipment. REfficient
and honest administration, education, technieal and organizational skill and
finaneial stabdility are equally, if not more, important than the availability
of equipment, There is no example of a country having raised its standard

of living merely through foreigm borrowing. On the contrary, all the existing
evidence shows that the greatest material progress has been made by countries
vhich have relied primarily on their own resources and thelr own work.

My conclusion is that, while the Bank mast respond without teo mush
delay t0 Latin Anerican requests for finaneial assistance, the seale of ite
operations in that region must be limited to what can de usefully absorbed with
good prospects of repayment. This, in my view, means that only a fraction of
the projects at present contemplated are suitable for Bank finameing. As in
the ease of Burope, only after a detailed study and investigation of the
region's needs and possibilities would 1% be possidle to determine the scale
of lending that could be undertaken by the Bank in the region, dut here again
I shall venture s guess and suggest that $300 million per anmum probadly repre-
sents the upper limit of what the region can absorb, at least in the neayr
future, Such a figure would probably shock Latin Americans who are thinking
in terms of billions, dut in my view, loans of that size flowing regularly %o
the region and financing the importation of machinery and egquipment should be
able to make s very important contribution to the development of the region's
resources.

(b) Asia, including the Far Bast, is another region where the need for
foreign investment i¢ great and urgent, both for reconstruetion and for develop-
ment purposes, Here agsin the Bank can meet only part of the need, not only
becauss the sbeorptive capacity of the region is still smaller than in the case
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of latin Aneriea, but also because the politicel uncertainties are mach
greater than in Latin America. In certain parts the politiesl and soeisl
situation is such that there ean be no question of any Bank lending.

(¢) Bastern Burope presents a different prodlem, It is probadbly ome
of the regions of the world where Bank funds would bde most effectively used
and vould serve mot only the region itself bdut the whole Buropesn economy,
For ths time being political considerations do net sllow any substantisl Bank
lending to the region, but the Bank should keep in mind that the present pelis
tical tensions, vhich are engineered in Moscow, may suddenly ease if Moscow
decides that it ie time to De more sensidle. In that eane, the Bank would
have no justifieation in refusing to grant the leans so eagerly awaited by
Bastern Buropean countries., This means that in considering the world require-
ments for Bank financing during the coming years the eventual needs of Hastern
Burope must also be taken inte account.

Allowing another $100 million for Asia, Bastern Burope and the remaine
ing regions of the world, we reach the conclusion that the seale of operations
which the Bank should have aimed at if its finaneial resources were unconditione
ally available to it would have been of the ovder of $500-$600 million per
anmum, This, I think, is probadbly the maximum that could have been invested
with good results and good prospects of repayment., MNore optimistic estimates
made earlier inm the Bank's career which assumed that Bank fimencing would exceed
one billion dollars per annum disregarded hoth the seriousness snd permanence
of the vorld's dollar shortage and the obligation imposed by the Articles of
Agreemsnt on the Bank to grant loans only vhen the prospects of serviecing and
repayment were reasonably good.

It is clear, however, that even the lower figure of $500 million per
anmun estimated here greatly excesds the present possidilities of the BDank,
With less than $500 million of 1iquid funds at hand, the Bank ean hardly enter



into any large commitment for foreign loans unmless it is able to raise adiie
tional eapital in the market.

Thus, the extent to which the Bank can meet the world's nesds for recone
struction and development depends primarily on the prospeet of obtaining funds
in the American market. The question that arises is: should the Bank wait
until conditions for nev sales of bonds are favorable or should it sesk to
make sure that it will be able %0 get the funds it needs whatever the conditions
of the mariket. In the firet eamse, there can be no question of planning the
Bank's seale of operations for the coming years. These vill depend onm the
reactions of the market to the Bank's bonds, vhieh cammot de foreseen. Lende
ing by the Bank may continue t0 be negligible for several years if developments
in the mariket prove unfavorable or it may become substantial 1f merket comdie
tions improve. In the second case the Bank will be able to determine itself
the seale of its operations and ensure that they are commensurate with its
character as an international institution entrusted with a major responsibility
in the field of international investment, '

There can be 1ittle doubs, in my view, that ths second course is the
only one that will preserve the prestige and muthority of the Bank, The
question is, how can the Bank secure the collaboration of the merket in plane
ning its future activities,

It 4 necessary to keep in mind that these vho took the initiative in
establishing the Bank had a quite different situation in mind from that whieh
has arisen since the Bank began ite eperations. It was never envisaged that
the Bank vould have amy difficulty vith the predlem of raising funds. It vas
universally believed (even by the market itself, which showed considerable
apprehension on that seore at the time) that the 100 ner eent guarantee u-m
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confer on the Bank's bonds an exceptional attractiveness which would make the
raising of funds a quasi-sutomatiec process. It was also thought that the
Bank vould be able to obtain money at the lowest rates prevailing on the mape
ket and certainly not higher than those om U.85,A, Government bonds., It was
precisely because very low interest rates vere exvected that the iden of making
an additional charge as guarantee occurred. I remember that in all the dise
cussions on the matter the argument was recurring that Bank loans would de so
cheap that countries who would bde taking sdvantage of such faverable conditions
of lending could well afford to make a contridution that would help to reduce
the burden which member Governments were undertaking in granting their guaran-
tee. The object of giving to the eapital of the Bank the form of a Government
guarantse rather than of Governmentecontributed funds was t0 aveid the Lmno=
bilization of large funds in the Bank and at the same time to offer an eppor-
tunity for good investment to the saving publie, There was never the slightest
doubt that the Bank's momey was public momey or that the institution was anyw
thing but an interegovernmental institution entrusted with the earrying ocut of
the policies of menber Governmments in the field of foreisn investment. I am
sure that the idea that the Bank's overations would in any way depend on the
epinion of the market about the soundness or othervise of the Bank's lending
activities never erossed the minds of those who proposed the estabdlishment of
the Bank, It was precisely bDecause it was recognized at an early date that
the private investor would bde umvilling to risk his momey on loans to foreign
Governments which would be struggling with postewar difficulties that the
establishnent of an International Bank was considered necessary to assist poste
var reconstruction. (Inecidentally, the emphasis was originally on reconstruce
tion, Development was sdded later as an afterthought.)

Unfortunately, the course of events has deer entirely different from
what had been axpected, The market took the view that the Bank's donds, in
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spite of the guarantee, were far from riskless and were certainly inferior

to U.S.A. Government securities, The Bank itself at the beginning of ite
existence thought that it would gain the confidence of the market if 4%
stressed the soundness of its policies rather than the importance of ite
guarantes., This was an ambitious conception vhich sssumed that the Bank
could hold its own without the need for Govermment support, and it has cer
tainly proved overeptimistic in the 1ight of our postewar realities. Al=
though subsequently abandoned, this initial effort to establish the Bamk ae
an ordinary lending institution in the consciousness of the market has mod
besn without effect on the market's attitude towards the Bank's bdonds, The
result of these developments has besn that the Bank has had only limited sude
cess in raising funds in the market and would probabdly have met with consider-
able difficultios if it had approached the market for further sales,

This reluctance to lend to the Bank is not absolute, but is only rela-
tive to the rate of interest offered by the Basmk, I have me doudbt that at
higher rates of interest the Bamk's bdonds would have been attractive emough
to find buyers. In practice, however, the Bank has gone to the limit of what
could be offered vithout making ite loans prohibitive to borroving countries.
Thus, this relative reluctancs to buy Bank bonds is for pmetieal purposes an
absolute reluctance which only changes in market conditions or in the attitude
of investore can overcome.

1 am not familiar enough with the conditions of the American market
to be able to appraise the presant trends and the chances of new bdend sales
by the Bank in the near future. It is, however, my imoression that, as matters
stand, even if market conditions ease suffiociently during the ecoming momths
to make a new issue of bonds possible, the sums that will be obtained will de
relatively small and there will be no assurance that the Bank will bde able %o
make the regular sales of bonds which will be necsssary if it is to develop &
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subatantizl program of eperations during the coming years. I think, therefore,
that merely to wait for more favorable market conditions may postpons indefi-
nitely the time when the Bank will be able to play a role in the world sconomy
commensurate with its responsibilities.

Ia there an alternative to waiting? I think there is.

The Bank's dependence on the attitude of the investment chanmnels is a
faet wvhich may be deplored dDut cannot be changed, That attitude in twn can-
not be expected to change radieally so long as the present tensions and uncer-
tainties exist in the world and high levels of economic activity are meintained
in the United States. Hven though a rate of investment of $500 million per
annum represents, in my epinion, vhat the world can fruitfully absord with
reasonable prospects of servieing and repayment of the loans, it would be
illusery for the Bank te expect that it could obtain in the market the funds
necessary for such a soale of aetivities. The firet thing which the Bank must
therefore do is %0 recognize that for many years to come it will be able te
satisfy only part of the nesds which it was ereated to meet.

If, however, there is an upper limit to the Bank's astivities deter-
mined by the world's capacity te borrow dollars, there is aleo a lover limit
below which the Benk's seale of operations should not be allowed to fall if the
Bank {¢ to retain the respect and consideration of 1ts members. 1 bellieve
that operations of $200 to $300 million per annum, although they weuld fall
fumuwh.sm-mmtmmuummwnm
market, would be large enough to contribute substantially to world reconstruce
tion and develovment and at the same time safeguard the Bank's prestige and
Justify its present setup. Anything less, however, would, in my view, serious-
1y harm the Bank and deprive 4% of its importance and influence im the world,
because anything less than this minimum sum would not even touch the fringe of
the world's meeds., It is even doubtful that prospective borrowers will in
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the end be willing to go through the long and tedious process of negotia-
tion and supervision for what will necessarily be very emall end inconsequen-
tial lomns, In that case thers is the danger that the Bamk would end by
becoming Just another over-staffed agenecy whose existence is darely tolsrated
by member Governmments,

1 think, therefore, that the Bank must in the near future decide on
a limited dut useful program that will take eare of ths vorid's most urgent
noeds for international loans, Having made such n decision, 1t will them have
to secure the collaboration of the market for the raising of the necessary funds.

Until now, the Bank's approach to the investment chamnels has been made
in general terms. The Bank has stressed ifec determination to make sound and
productive loans and has declared itself esger to maintain e¢lose coopsration
with the market. It has aveided, however, and quite rightly, to make any
more specific commitments to the mamrket. So long as the expectation could be
entertained that market conditions would improve in the near future, the Bank
would not have been justified in making commitments that would have restricted
its freedom of action. Now, however, the paramount consideration mast be to
raise funds, and commitments which appeared unjustified laet year may prove the
only way of securing the prover functioming of the Bank in the coming years,
1 have in mind a new and more conerete approach to the market which might sno-
coed in allaying the latter's fears and ensuring s move active cooperation on
its part, The Bank should start by stating that in the vorld of today the
scope of ite activities is necessarily limited and that, having recognized
this, 1t will not in the next five to ten ysars aim at a seale of eperations
excosding, say, $200-$300 million per ammum. It should further stress that
within this limit 1t will seek to finanece the most productive ameng the projects
submitted %o 1t and those for which the prospects of repayment are best, It
should point out that, however short of dollars, the world ean well afford to
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service loans of such moderate size. Fimally, 1t should point eut tha

such a policy of restricted activities would in fact fully concede the request
heard last year in the market, that the Bank's borrowving capscity de limited

to the size of the United States guarantee: under ench a program it will be

more than ten years before the United States guarantee is reached.

A commitment of this kind may decisively affect the attitude of the mar-
ket towards the Bank's bonds. One of the chief causes for the distrust showm
by the market during the last two years is that the American guarantes, the
only one wihich under present conditions the market is prepared to consider
seriously, ¢overs only 40 per cent of the Bank's borrowing capacity. This means
that, were the Bank some day to succeed in by-passing the investment channels
and Dorrow in extess of the American guarantes, it would thereby be impaiving
the security of all its bdonds, incluiing those sold before the American guaran-
tee vas reached. The conclusion was that, o long aes the Bank's borrewing
capacity excesds the American guarantee, the walus of the Bank's over-all
guarantes should be viewed with caution, if not suspicion, last year it was
still teo early to concede this request for vhat amounts to a reduction in the
Bank's eapital. Next year such a concession may be no more than a recognition
of hard realities.

It is almost unthinkable that the market would refuse to cooperate even
on such a limited program. It is the duty of the Bank to point out that such
a refusal vould be against the bDest interests mot only of the American nation
in general but alse of the private investors themselves, The United States
occuples todsy a umique position in the world., Ite huge preductive capacity,
which nearly doubled during the war, exceeds in many important lines the normal
peace~time rejquirements of the nation., Hxports of equipment fimanced by loans
vill in the long run be essential to maintain stability in the American economy.
The only alternative, barring a depression which the American people do not
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seem in a mood to tolerate, is more Government spending on public works,
involving inersased Government intervention in the economy and inereased
Government owvmership of means of production. This is a prospect which can
hardly sppeal to the capital market. The International Bank offers the best,
if not the only hope, that the gemuine export surplus of the United States
vill be canalized where it can best e used from the point of view of both
borrower and investor. By undertaking the risks inherent in foreign invests
ment it promises good returns with security. By promoting productive projects
it promises to ersate important outlets for the American heavy industry which
is certain to find iteelf over-expanded vhen internal demand and ECA spending
taper off and vhen Buropsan production revives. By concentrating on the ime
provement of basic facilities in underdeveloped countries the Bank will help
to rendsr attractive many opportunitiss for direct investments vhich today ap=
pear umprofitable due to the lack of such faeilitise. (The exvloitation of
Brazil's rich iron ore deposits which is held wp by lack of transportation and
port facilities is an 1llustration.) Minally, deing established on an interw
national basis, the Bank has the unique advantage that 1t is adle to rely on
the cooperation of the borrowers and develop thelr sense of responsibility.
This greatly minimizes the risk of wasteful utilization of the Bank's funds
and of wilful defamlting. Ae things now stand, an uncooperative attitude en
the part of the Ameriean market would make the Bank's failure inevitable. It
would be felly for the merket to destroy an instrument vhich is certain to
serve well the interests of the American investor., But it would alse de an ast
of irresponsidility from the point of viev of the more general American interests.
Postewar events have thrown on the United States the heavy responsibility of
international leadership in a vorld which is rent by violence and confliet.
Communiom is on She move. It finds ite allies in the teeming millions who for
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centuries had accepted hunger and priveation as acts of God, dut vho today
are determined %o improve their lot, if necessary by force. The improvement
¢an be made without violence or upheavals if these countries are assisted to
inerease their technieal knowledge snd develop their resources. JFor wuch ase
sigtanse they look primarily to the United States. I am not ameng those who
believe that the United States should spend indiseriminately millioms of dole
lars on countries threatenad by Communiem. On the contrary, 1 feel that too
mich may already have been spent in such a way with too little offect. But !
do think thet by assisting these regions to develep their preductive resources
and raise the appallingly low living standards, the United States can effec-
tively meet the challenge of Communism where politicsl and soeial conditions
have not deteriorated beyond revair. I also think that the Intermational Bank
is the best instrument through which that assistance ean in the long rum be
provided, betause the Bank will be able to canalize what is really a surplus
availadble for investment to the regions which promise to take best advantage
of 1t and will De able to do 90 in a sustained and contimuous way, vithout dee
ing subjected to political dlackmsil or having to take into mecount considerme
tions of short-term empediency.

It seems reasonable to assume that the market will respond favorably
to such an spproach by the Bank. It is true that from the point of view of the
Bank itself the decision to undertake such a commitment towards the mariket would
be a momentous one and should be carefully weighed before it is finally made.

Many will argue: VWhy make such a commitment? Is it not better to wait
rather than restriect the Bank's future freedom of astion? iWhat will be the
position of the Bank if in, say, three or four years' time market conditions
improve Deyond present expectations or if the Bank is by then adle to by-pass
the investment channels and address iteelf to the general publie?! Would not
the comaitments made prove galling and would it mnot be said that the declsion



to make them was unwise?

My answer to this argument ie that time is maumning short for the Bank
and that something will have to be done soon., There is a strong case for not
entering into commitments towards the market if the Bank can reasonably axpect
that by next spring or early summer at the latest it will be able to raise
some $200-§300 million on the market. In that case the Bank could develop a
substantial program during the coming year and assume that it will be able to
continue raieing funds on the same secale in the following years. 1If, howvever,
the maricet proves unreceptive to new dond sales, the position of the Bank may
becons impossidle by the middle of next year. Impatience is already evident.
One dreads to think of another Annual Meeting where the long~term character of
the Bank is stresced amid an embarrassed silence. Some might say that the
present funds at the disposal of the Bank would be suffieient to begin substane
tial operations and wait until next year for more favorable market conditioms,
I think this would be a most unwise thing to do. Thess funds revresent the
necessary degree of 1iquidity for the Bank, Without them the Bank's position
in the market would deteriorate astill further and its chances of raising nmeonay
would becoms very remote indesd.

1 think that in the next fow monthe it should be possidle for the Bank
to ascertain market prospects for the coming year. If they are found to be un-
favorable, the only altsrnative t¢ an approach along the lines suggested here
would de to reconcile oneself to the fact that the Bank will have to be kept in
a dormant state until market conditions improve. Many would say that there is
nothing so terridle about this. One day conditions in the market will change
end there will always be sager cliemts for the Bank's loans; no harm will be
done to the Bank by waiting, I cammot agree with this view. Internationsl
institutions, like living organisms, must function if they are to grow and retain
their health, They cemnot, like merchandise, be kept in cold etorage and de
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brought out again vhen market comditions are faverable. A period of protracted
insetivity is certain, in my view, to prove fatal to the Bank.

Ansther diffieulty that mey have to be faced if a decision along the
lines suggeeted here is made, is the reaction of prospective dorrovers %o
such a restrieted plan of activities, The countries which have bdeen relying
on the Bank to finance large projects are certain to be shocked by the limited
scope of operations envisaged by the Bank for the coming years. I think, hove
ever, that it would not be difficult to persunde these countries that the
object of the Bank in proposing such s plan is to serve and not to disregard
their interests. I doubt that the Governmments of these countries would under-
take the responsidility to eppose the plan wvhen they realise that the only
alternative to getiting so 1ittle might be getting nothing for many more years.

Assuning that the seale of operations of the Bank is decided woon on
some such lines, the next estep for the Bank would be to determine how the funis
vhich will be expected to be available should be spent. The Bank will have
to approach this question on many fronte,

(s) The first thing is to inform prospective borrowers, doth those
who have submitted applications snd those who intend to do so in the future,
that the seale of operations contemplated by the Bank for the coming years
will allow only 1imited help to individual countries and will require the poste
ponement of all save the most urgent and productive among the projects snvisaged.
Countries should therefore de asked to concentrate their attention on such
projects, speed up the technieal studies required and be ready to negotiate
wvith the Benk om the terms under which Bank finmameing will be granted. I%
should at the sane time de pointed out te them that the Bank plans a sustained
level of aetivities for the coming years and that consequently, they muet think
in terms of a series of small loans epread over s mumber of years rather than



of a siseable loan granted at the outsst. At the same time there is no
reason why the Bank should not commit itself to the fimancing of larger
projects over a peried of years, subjeet to the qualification that the utie
lization of the Bank's funds is satisfactory and the conditions agreed to
are keot,

(b) The Bank should not wait for a revision of loan spplications
before it maps out its plan of activities during the coming years. Om the
basis of the existing loan applications and of the studies made of the warious
regions' probtlems and requivements it should be possidle to formulate a geneval
progran and decide which among the existing and prospective projects are likew
iy to make the greatest comtribution to the world economy asz a vhole., This
wvork, which should be undertaksn soon and completed in as short a peried of
time as poseidble, would provide the background againgt which to judge the
significance of projects proposed by the various countries,

(e) Furthermore, if the metivities of the Bamk are to add up o &
coherent whole and not to consist of a series of isolated small loans, it will
ne longsr be sufficient to examine lean applications on their own merits
alone. It will also bde necessary $o compars the projects to sach other and
determine thely relative importance and urgency. Many projects, vhich would
have qualified for Bank finanmeing if the funds at the dispesal ef the Bamk
had bdeen larger, are tertain to fail to meet this test of relative importance.
Such projeets would have %0 be rejected not because they would not be sound
in themesives, but becsuse other projects would be more important, A project,
for instance, for the improvemsnt of passenger transportation in a Latin
American eity, however worthulile in itself, would have no place in a program
of Bank activities aiming to make the best use of leamble funds not exceeding,
say, $200=-§300 mllion per anmmum,
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Thie is the conception of strategie lending already outlined by the
President of the Bank, dut its practicd spplieation will require some radieal
changes in the approach of the Bank's staff to the study of leam projectss .

Finally, a considerable speeding up of the processing of loans will
be necessary if the scale of operations envisaged here is to be achieved,

(d) In terms of goods a program of the type envisaged here is certain
to involve almost exclusively squipment and machinery. The Bank would be
greatly nssisted in planmning its operations if it had a ¢learer pleture of
the present and prospective aveilabilities of such goods. If an investigstion
into the supply position is possidle it should, in my view, de undertaken by
the Bank. Such an investigation would ensdle the Bank to relate ite program
to physical availabilities and prevent delays and frustrations in the execution
of Bank-financed projects. Such an investigation would sutomatically die-
qualify from Bank financing those projects for which the necessary equipment
is likely to be unobtainabdle. If, moreover, it reveals the existence of a
very tight supply situation in items vhich are essential to the earrying out
of productive projects, it would strengthes the Bank's case for a limited
program of operations in the coming years, sinse it is the duty of the Bank
to abstain from creating additional demand for scarce items vhose only effect
will de to push prices up. Personally, I doubt that the swpply situation will
be found 0 be a limiting factor in operations of the scale envisaged here,
but it would be useful to know what the exaet position ie.

Acting mlong such lines, the Bank should, by next spring, be able %o
present its members with a modest dut valuable program of operations which
will demonstrate to them the Bank's desire to do ite utmost to help them and
its determination to make iteelf useful nov and not merely in the more dise
tant fature.
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There are some further prodlems which must receive the attention of
the Bank in the coming months,

The financing of Buropean reconstrustion projects must play a nre-
dominant part in the activities of the Bank during the coming vears, sinee the
restoration of equilibrium in the Huropean economy is an essentisl prerequie
site for the restoration of equilidbrium in the whele world economy. 1% is,
however, conceivable that Buropean countries mey show themselves reluctant o
borrow from the Bank in order to finance specific productive projects, Such
a reluctance may arise from the followving eauses: (a) In spite of ambitdous
investment plans, Buropsan countries fear the inflationary consequentes of
devoting %00 large a share of thelr resources to reconstruction, They may,
therefore, decide to postpone many of the schemes to which, on paper, they
have comnitted themselves, Bank loans vhich would finanee only the forsigm
exchange expenditure of such projects may be found of little help in this matter
because they would have $0 be matehed by substantial internal expenditures,
(b) S0 long as the hope exists that Z0A aid will meet more or less adequately
Duropean needs, there may be no hurry to imour dedts towards the Bemik. The
faot that the ECA program is dne for reexamination by what is hoped will prove
a more gsnerous Congress may add to the ineclination to walt Defore deciding on
borroving from the Bank. (e¢) Murovean ecountries are gemuinely concerned
about the terns of the Bank's loans and may feel that the durdens involved will
be beyond their capacity to bear.

mtmummuu.»uumtuﬂm.umnm.m'
is no response from Burepe to the invitation to submit specifie projects for
Bank finaneing. I think that the Bank should keep im c¢lose touch with WOA
and try to demonatrate to Maropean countries that 1% 18 in thelr intersst te
avail themselves of the facilities placed at their disposal by the Bank, since
it is obviously unresalistic to exvect that ECA assistance can take eare of all
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their needs, N0A should also peint out to them that investment plans must
be carrisd out if resovery is to be achieved by 1952,

It ie clear, however, that there 6an be ne question of exercising any
pressure on Muropean countries to borrow from the Bank, If their relustance
- %o borrow from the Bamk is found t¢ be based not merely on exaggerated hopes
of cheaper assistance dut on a real fear of future inability to service and
repay the loans, the Bank should recognize that the conditions for assisting
Mropean reconstruction do not exist and should concentrate its efforts on
meeting the needs of underdeveloped countries which are teo eager to improve
their economic position to have any inhiditions adout future difficulties of
repayment, (This does not mean of course that the Bank should lend to them
indiseriminately. The existence of ability to repay is an essential condition
for all Bank leans.)

In this comnection, however, it must be pointed out that the charges
made by the Bank on its loans are unquestionably excessive in relation teo the
vorld's ability to dorrow dollar ¢apital. When the Bark wae estadlished, it
was hoped that the rate of interest on Bank bonds would be extremely low. As
already stated, the idea of an additional charge as guarantes ocourred pre~
cisely decause it was expected that there would be a margin for levying such
a charge. Nor had the intensity of the werld's dollar shortage desn fully
anticipated, In the light of developments during the last three years I think
that there is a strong case for retonsidering our attitude towards the guaran-
tee. As matters stand today, the guarantes adds considerably to the burden of
the borrower without im the least strengthening the positiom of the Bamk., Nor
is it reasonable to think that the levying of this charge ie s factor vhich
inereases the confidence of the market in the Benk's securities. The market
people are too intelligent and practical to believe that additional obligations
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on weak borrowers improve the standing of the lender. As already stated,

the main justification for introducing the concept of the guarantee was %o
reduce the bdurden on Governments of eventual defsulte by Bank dorrowers. I
think that the limited setivities of the Bank and the size of the burdens wnder-
token since the end of the war by the main guarantor country, namely the United
States, raise the question of whether i% would be wise under present conditions
to maintain an srrangement which frightens the most responsible of prospective
Nnm.ﬂmrprmsuﬂmhnutmummﬁihma
operations gets under way.

A last question to which some attention should de given in the coming
months is the extent to which the Bank could contribute to promote a larger
flow of direct investments to the underdeveloped regions of the world.

The private investor is at a great disadvantage whem he considers ine
vesting his money in a forsign country and this is true not only of individuale
but also of companies. Nven the largest of companies may sometimes be inade-
quately informed on the general situation prevailing in a forveign country and
may not have sscess to all the facts necessary to appraise future developmenis
that may affect 1ts investments, Nor can 1t always have the advantage of
expert and unbiased opinion om questions that bear directly om its field of
activity. This is one of the causes why investment im foreign commtries is
today considered such a risky and unrewarding enterprise.

The Bank could, in agreement with the investment chammels and the
interssted countries themselves, undertake to provide objective and well-
docunsnted information and to contribute its owm umprejudiced sppraisal of the
prospects of the foreign country's ecomemy and evan of the investment project
iteelf., If the Bank undertakes this activity in a systematic wey and makes a
competent Job of it, 1t might bDecoms o clearing house for information needed
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by private investors and a center for comsultation and advies,

The Bank ean further take the initiative in suggesting te beth inves-
tors and foreign countries principles of behavior that would emsure the fair
treatment of the legitimate interests of both parties, and lead to the estabe
lishment of a new sense of responsibdility in both ereditors and dedtors.

Finally, the Bank could aim at eventually taking a more active part in
the operations of private companies in foreign countries by supplementing
their finaneinl resources vhenever these are found inadequate for the esrrying
out of usaful projects. The Bank could do this through purchases of bonds of
these companies thntmllhmhdirmw of the eomntry or
other similar arrengements., Such a finaneis] contridution by the Bank to
private undertakings might in some cases prove the most effective way of assiste
ing a foreign country's development because it would hslp to comdine the advane
tagse of privete initiative and efficiency with the safeguards to the publie
interest afforded by Govermment participation in and supervision of ths project.

If the respomse of investors and borrowers to such an initiative by
the Bank is favorable it will im the long run De necessary for the Bank te
establish a separate department for the haniling of all the problems comnected
vith this field of aetivity.

I think that the Bank can effectively contribute to the remowal of
obstatles impeding the flow of private eapital to underdeveloped countries
because it combines two characteristics vhich seldom go together: as an interw
national institution established by Govermments it is concerned with the
general interest and mot with particular interestes; as an independént lending
agency which must see to 1t that its loans are repald, it must conduct ite
operstions on & strictly business basis and must remsin uninfiusnced by polie
tical and other considerations. It ean, therefore, bDring to bear on the
problem of foreign private investment the objestivity of a disinterested party



together with the resources of a large lending institution and might, 4if it
is succeseful, contribute to break the vicious cirecle of high returns invelwve
ing high risks and high risks ealling for high returns wvhich has bedevilled
the relations between investors and borrowers during the last hundred years.

I bave assumed until mow that the Bank will be able %o raise in the
market the funds necessary to develop a program of substantial operations dur-
ing the next few years. 1% is, however, conceivadle that the market might for
some more time show itself relustant to absord new issuss of Bank bonds, in
spite of any commitments that the Bank may be ready to make to 1%, Should the
Bank in that case abandon the hope of playing a more active role in the immediate
future?

I think that rather than passively admitting vhat would amount %o &
failure to fulfil its role, the Bank should make a further attempt to obtain
the means necessary t0 carry out the tasks entrusted to it.

I believe that 1t would be the duty of the Bamk to spprosch the United
States Government and draw its attention to the situation which has desn created
a8 a result of the imposeibility of raieing funds in the market. If the United
States Government feels that temporary difficulties should not be allowed to
prevent the Bank from fulfilling its task, 1t has all the means to make funds
available to the Bank., An additional and more ¢lear-cut guarantee, temporary
financial accommodation through some Government sgenoy or similar measures
would place the Bask in a position to begin operatiomuntil market conditions
become more favorable. BSuch arrangements would not constitute a changs in the
character of the Bank; they would mersly mean that the temporary inability of
the Banlkt to raiese funds in the mariet would not bde allowed to varalyze the
Bank's activities,

The final decision will, of course, rest with the American Govermment,
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Personally, I consider it very unlikely that the American Government will net
do its utmost to assist the Bank in carrying out its task. The United Stales
took the imdtiative in the establishbment of the Bank, More then any other
agency, the Bank embodies American conceptions on international economie
cooperation. A prolonged period of inactivity would bde widely interpreted as
an American failure and would raise serious doudts on the effectivensss of
American conceptions of economie cooperation. The American Government kmows
from experiance how difficult it is to make s0 many nations agree on a comon
program and how many difficult compromises muist be made before an intermational
sgency is established, I feel sure that it would not want to ses one of the
most important ameng them lose i%s prestige and autherity through merely
temporary difficulties.

Thess are the conclusions I have reached after eareful consideration of
the preblems facing the Bank, My main thesis is that the Bank cannot wait
much longer to begin playing a more active rele in the world if it is to retain
its standing and fulfil the purposes for vhich it was established. This is
the basie issue on vhich a decision must be made, If my contention is eorreet,
then it follows that more active steps will soon have %0 de taken to get the
Bank golnge.

1 realise that meny will find my syproach too dogmatic and will main-
tain that the Bank can afford te wait for another year or tve befors determine
ing the scope of its setivities.

1 reveat that in my opinion further delay is dound to prove harmful %o
the Bank. But I also want to warn against another view vhich has been
expressed in some quarters, that the time for the Bank to act on a large scale
will come with the American recession or depression, which these cireles con-
sider inevitable and which, according to them, is bound te release large
fineneial and real resources for forelgn investment. So long as the Ameriean
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economy is fully employed, these eireles say, there will be very 1ittle scope
for the Bank. I think this is a very erronecus interoretation of the Bank's
position in the world., In the first place, the Bank was given a much more ime
portant task than merely to serve as a means of exporting Ameriesan surpluses
in times of depression. In the second place, there is no jJustification to emect
a serious American depression. The American people have demonstrated beyond
doubt that they are forward-loocking enough mot te repeat old errors. In the
third place, 1t is by no means certain that an Anericen denression would prove
such a boon to foreign investment. If past experience is any guide, a
depression in the United States, vhich would inevitably throw inte confusion
and disequilibrium the whole world ecomomy, increasees the distrust of investors
and makes them less willing than ever to undertake the wisks of lending %o
foreign countries, especially as these will be struggling with the difficulties
ereated by the Aserican denression itself, Finally, the present American intere
national comuitments and the rearmsment program make it very probable that
high levels of sconomie activity will be maintained for several more yeers.

Another consideration which must be taken into ascount is the effect
of prolonged insetivity on the staff of the Bank, In my view, a lowering of
morale is inevitable when an organisation is satiefied merely to exiet and
loses s sonee of purposs and mission. I Shimk that this is one of the most
serious dangers involved in e policy of walting.

There is a last remark I should 1ike to make. The effects of prolonged
inactivity on the standing and prestige of the Bank will only gradually bde
folt and will not be clearly recognisable until it mey be too late to retrieve
the situation. Only by antieipating events will it be possidle to prevent
such a process of slow deterioration.

hm D, €. Dacearber 1. XN



Tha Worlid Bank Groug

Record Removal Notice Archives

Barcode No.

File Title
United States Government Agencies - Varvaressos - Correspondence

Document Date Document Type
Letter

13 July, 1948

Ec_:rrespondents | Participants

To : Mr. John J. McCloy, President
From : K. Varvaressos

Subject / Title
Note on Common Problems of the Bank and ECA

Except;on(s) e e

s R I
The item(s) identified above has/have been removed in
accordance with The World Bank Policy on Access to

Declassification review of this record may be initiated upon request.
Information. This Policy can be found on the World Bank
Access to Information website.

\Withdrawn by - |pate

| Chandra Kumar 30-Apr-15

Archives 1 (August 2014)




