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fithatgthe need for aid would be reduced) but would also help in making the outflow
of dollars more even than it has been. 1/

2, Hore can be done to safeguard other countries against the possible
repercussions of the fall of U, S, imports., These repercussions include losses
in monetary reserves and any resulting deflationary action or import cuts adopted
@s counter-measures by foreign governments, It is now recognized that in a situ-
ation where a country experiences reserve losses as a result of a cyclical fall
in foreign demand, it would be wrong for it to “play the rules of the gold stan~
dard” and to deflate merely to counteract the reserve outflow, Such actions
would not be corrective, but would only spread and deepen the depression. The
proper policy for the country is, on the contrary, not to resist the loss in
reserves so as to "ride out” the foreign depression. This, however, is feasible
only if the country has ample reserves at its disposal or has ready access to
the "second line' reserves held by the International Honetary Fund, For this as
for many other reasons it will therefore be important for the United States to
encourage the accumulation of an adequate volume of monetary reserves which for-
eign countries could freely spend to finance balance of payments deficits aris—
ing from a depression in the United States, Similarly, the resources of the Fund
should be preserved for such a contingency, but should then be made available on

a substantial scale,

1/ Some of the manufactures imported by the United States are of a luxury
Character and their volume would thcrefore be likely to fluctuate rather sharply
in the course of the ecycle, To the extent, therefore, that any additional imports
are in this catepcry, -little would be achieved in steadying the total volume of
our imports, Fortunately, however, there exists a wide range of non-luxury manu-
factures - of a handicraft or other type - which could find an expanding and more
stable market in the United States.



.19 -

1Né§ufally'over the past years, all countries have become conscious of the
dbllarmproblem and of the desirability to husband their dollar reserves, They
‘may therefore be expected to restrict American imports rather than to run the
risk of exhausting their dollar reserves. Restrictions against imports from the
United States would have adverse effects not only on the United States, but alse
on the economic activity of the restricting country, This is particularly likely
if even before the onset of the depression dollar imports are subject to severe
restrictions o that any further import cut will eliminate highly "essential"
items, If on the contrary dollar imports are relatively free, then restrictions
¢an be temporarily adopted without unduly harming economic activity. It would
seem therefore that a country which has established conditions of relatively free
trade with the dollar area is likely to be able to defend itself better against
the consequences of a U, S, recession than a country that has already, so to speak
used up all its ammunition before the outbreak of the recession, Therefore, the
more successful a country has been in making its currency convertible into the
dollar both internally and externally, the bLetter armed will it be against the
dangers of a depression originating in the United States.

In summary it appears therefore that a number of policies presently pursued,
programmed, or advocated by the United States have the incidental effect of
affording foreign countries some protection against the effects of a domestic
depression, Thus our stockpiling programs can provide some stability where it is
most needed, i.e. in our foreign purchases of industrial raw mcterials, Our
policy of encouraging imports should eventually result in a higher share of
manufactures in our total imports and will thereby reduce the overall variability
in our foreign purchases. 4is noted earlier, the lending policies of the
International Bank for Reconstruction and Development and of the Export-Import
Bank are likely to help in stabilizing the outflow of capital from the United

States. The existence of the International lonetary Fund as well as our policy
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'of'encouraging the rebuilding of adequate foreign reserves should g0 some way
in enabling countries which develop balance of payments deficits during a world-
wide depression to avoid deflationary action, Finally, our policy aiming at
restoring multilateral trade and convertibility will, if successful, result
in greater adaptability of foreign bzlances of payments to world cconomic
conditions,

In short, we do not have in the foreign field a unified policy of avoiding
the repercussions of a domestic depression just as in the domestic field we
hardly can claim having a "master plan® for preventing a depression; but, again
as in the domestic field, we have a series of policies which, if energeticaily
and successfully pursued, should in combination greatly reduce foreign fears of

the world effects of a U, S, depression.
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THE REPORTED SUCCESS OF THE LEMPA RIVER INTERMAL BOND ISSUE Ernest C. Olson

On June 26 a public offering of internal bonds of the Lempa
River Hydroelectric Commission was made in the amount of 13.1 million
colones ($5.2 million). The undertaking was hailed as a great success
by the press both in E1 Salvador and in the United States, which reported
brisk sales of bonds to many small investors and indicated that the
gratifying reception accorded the issue signified the existence of a
middle class in El Salvador. It was also reported that less than 1
v million colones had been subseribed by the "twenty families", who have
9 been the principal source of private investment funds in E1 Salvador.
- The issue was made in accordance with the terms of the loan agreement of
last December with the International Bank for Reconstruction and Develop-
ment which provided that the loecal currency costs of the projct be borne
by El Salvador. Credit for the success of the flotaticn was given to the
International Bank which had designed the issue to appeal to private in-
vestors, small as well as large, and which had assisted the Commission in
marketing the bonds,

Later information, however, appears to indicate that immediate
popular support of the issue, particularly by small investors, has been
exaggerated. While the public has shown considerable interest in the
bonds, the principal subscribers have been the commercial banks, the
Central Bank and the government. Of the total issue of 13.1 million
colones, only 2.3 million, or 17.5 per cent, were taken by private
(non~bank) investors and of this amownt all but 198 thousand colones
Wwere purchased in amounts of 50 thousand colones (20 thousand dollars)
or more, The 198 thousand colones, which was only about 1,5 per cent
of the total issue, probably included some fairly large purchases and
therefore even this amount tends to overstate the actual extent of small
investor support. Commercial bank subscriptions 1/ amounted to 26.7
per cent of the issue; the Central Bank subscriptions were 13.8 per cent
and government subscriptions, 30,5 per cent, In addition, 11.L per cent
was subscribed by official institutions. Thus, government and other

" official subscriptions accounted for a total of 11.9 per cent of the
' issue, All subscriptions were made at par. Commercial banks received
a 2 per cent commission for purchases in blocks of 500 thousand colones
or more,

"hile the response of smaller investors appears to have been
over~played in the press, it would be equally erroneous toleave the
impression that the issue did not receive some popular support., Salva-
doran authorities had feared that investsrs would prefer such traditional

: E/k Since commercial banks had substantial excess reserves, their pur-
‘? chases of bonds, which are reported to be about 75 per cent of their
subscriptions, probably resulted in a net addition to bank credit

outstanding,
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outle ts for local funds as investment in real estate, and would show no
interest whatsoever in government securities. The fact that the invest-
ing publie did take more than 17 per cent of the total issue is probably
largely due to characteristics of the loan which were devised to encuurw
age public participation, The bonds bear the unconditional guarantee of
the Republic of El Salvador with respect to payment of both interest and
principal. Principal, interest, and redemption premiums are free of all
taxes now existing or which may be levied in the future. The bonds are
acceptable at face value in payment of gift and inheritance taxes and
are acceptable at face value as a guarantee for payment of all other
taxes, customs, and consular fees. Loreover, the bonds may be used as
collateral, at 90 per cent of face value, for Central Bank loans. The
interest rate is 5 per cent and the denominations of the bonds are

100, 500, and 1,000 colones. These features would seem to provide con-
siderable advantages to investors and hold some promise for an eventual

wider distribution, Already the larger private investors have responded
favorably,

The commercial banis and the Central Bank are offering their
holdings to the general public. Government holdings, which constitute
the unsold residual of the publicly offered issue, were subscribed in
accordance with the terms of the loan agreement and are also to be
offered to the public, particularly to small investors, Expectations
of purchases by small investors seem to rest on the belief that the aver-~
age Salvadoran citizen has accunulated small savings in the form of cash
hoards over a period of many years, and that the holders of such funds
will be induced to invest them in the Lempa River project. Little is
known of the magnitude of such accumulations, and the extent to which
they will be invested remains to be seen. 1In tiils connection, it should
be noted that the absorption of an issue of some 13 million colones by
private non-bank investors would represent a significant proportion of
current orivate savings in El Salvador, This is true even over the three-~
year period during which the actual expenditures for the project will take
place. Such savings are estimated at about 50 million colones per year,
In view of the very low incomes of most Salvadorans, savings are concen-—
trated in the hands of a very small minority of the population. Thus,
any large-scale increase in bond purchases by any but the small wealthy
minority appears unlikely., }/

1/ The distribution of Salvadoran incomes in 1946, reported in the

T recently published study, "The Economics of Public Finance in
El Salvador", by Henry C. Wallich and John H. Adler, indicates that
90 per cent of Salvadoran famili>: received incomes of 1,2C0 colones
(equivalent to about $L480) or less in that year. Since there is no
reason to believe that present incomes are more equitably distributed,
the data for 19Lh6é may be taken as indicative of the present distri-
bution of income.
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Willingness on the part of the public to invest in the issue

has undoubtedly been enhanced by the conservative financial policies
of the banking system and the government. Although the level of receipts
and expenditures increased three-fold between 1939 and 1949, the budget
~ has been approximately in balance. Except for short-term borrowing

which is repaid within the fiscal year, there is no internal debt. The
external debt, consisting of a dollar debt of $8.8 million and a sterling
debt of £771 thousand, is small. The governmentt!s fiseal policy has been
closely paralleled by conservative credit policies of the banking system,
As a consequence, El Salvador has experienced a less rapid increase in
prices in recent years than most other Latin American countries.





