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This review is intended primarily for internal circulation, and
should in no case be cited or quoted. It consists of oersonal

and informal contributions by the authors, which in many cases

represent very tentative analyses of the subjects considered,

CUXRENCY REFORM IN GERMANY J, Herbert Furth

In the period between June 18 and June 26, 1948, the occupying
powers announced a serics of laws enacting the long-awaited monetary refomm
in the U.3.-U.K. and French zones of Gemany. On June 23, the USSR occupation
authorities promulgated a currency reform for the Eastern zone, including all
of Berlin. The same day the Western occupation authorities declared the
USSR order "null and wid" in regard to the Vlestern sec?ors of Berlin, and
extended the Western currcncy reform to these scctors.t

1, Currency Reform in Western Germany

The Wlestern nowers introduccd a new currency, called the Deutsche
Mark (German mark), divided into 100 pfermig. In the namc of the new
currency the word Reich thus has been replaccd by the word veutsche, The
currency is issued by the Bank of Cerman States,g/of which all ccntral banks
in the States of the three Western zoncs have bccome members,

1/ The full text of the laws was not availablc at the time of the writing
of this paper; the following discussion therefore is basced upon condensec
reports, :

2/ See this Review, March 9, 1948.

LAY GANE N
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In general, ten old marks are exchenged for one new mark, At the
time of the exchange, howewer, holders werce entitled to receive only 60 new
marks ner head (40 marks immediately and another 20 marks within a month),
while a1l bank notes in excess of that minimum had to be deposited. Thesc
deposits, as well as deposits on old accounts, will be clearcd for conversion
aftcr an investigation into the state of the holders' tax accounts and into
the maethod by which the money was accuired. Only deposits not exceeding
5,000 old marks (in the casc of tradesmen and nrofessional people, 10,000
marks) cen be clearcd without investigation. Enterpriscs received immeciately
£0 necw marks oer employee for wage and salary payments, and can spply for
provisional clearances of their cntire deposits in order to avoid inter-
ruption of busincss.

‘ One-half of the amount of the converted deposits will be blocked
until further notice. Under regulations to e issued after consultation with
the Germen 2uthorities, the holcers may at some future time be permitted to
apoly for further payments up to a maximum not exceeding the amount originally
converted, Coins and notes of one reichsmark anc less remein temporarily in
circulation at one-tenth their face value.

Funds of public agencies will not be converted, but public agencies
will receive funds in new currency equal to the amount necessary for their
overations for one month. The accounts of the occupying powers are treated
exactly like the accounts of Geman puhlic agencies. :

Debts contrected before June 19, 1948, are converted at a ratio
of 10 to 1. TWages, salaries, rentals, annuities, pensions, and similar
recurring payments, however, are converted at the rate of 1 to 1, Special
provisions deal with the problems of insurence contracts and other contracts
that remained unfulfilled at the time of the reform. A moratorium on ell
debts was issued for the period of conversion; the courts may grant further
moratoria for debts with the excention of wages and salaries, if the debtor
cannot reasonably be expected to make payment immediately. A1l Reich securities
are completely cenceled; other bonds are converted at the rate of 10 to 1.

Special levies will be cnacted before the end of the year to provide
means for the ecualizetion of hardship cascs; these levies will include a
severe tax upon increments in thc valuc of property during the war and post-
war period. The only tax provisions enacted so far provide for a limited tax
reform. Income tax rates are reduccd by an average of one~third, hut a rate
of 95 per cent for incomes over 250,000 marks has been retained. The corpo-
ration tax and the ennual tax on »roverty are simplificd and their rates
reduced. On the other hand, the tax on capital transactions and negotiable
instruments is increased by 50 per cent, and a new duty on coffee amounting
to 30 marks ver kilogram is introduced.

The old military rate of 10 marks per dollar, which had lost most
of its practical importance,l finally has becn formally abolished. The only
effect of this change will be felt oy German employees of Amcrican agencies,
who have been paid on the basis of a dollar scale, converted into German
currency at the militery rate. In order to avoid hardship, the dollar basis
of their payments will have to be increased if the general conversion factor

1/ Sec this Review, April 20, 1948.
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of 30 cents per mark--which now remains the only rate in existence--is to be
applied to their salaries. This conversion factor still has not received
the title end dignity of an exchange rate, A formal exchange rate will be
oroclaimed only after the effect of the currency conversion on the Gexman
wage and price level has been observed, Apart from the name, however, there
is little to distinguish that conversion factor from & provisional exchange
rate,

2. Currency Refom in Fastern Gemmany

The currency reform sponsored by the Soviet occupation authorities
resemhles closely the Tlestern model, The conversion factor also is 10 to 1,
with the cifference that (a) holders receive immediately 70 rather than 60
new markss; (b) savinzs deposits are converted at the rate of 1 to 1 up to
100 marks, and 5 to 1 up to 1,000 marks; (c) accounts of public agencies
(including the occupation authorities, socislized enterorises, and the organi-
zations affiliated with the Socialist Unity Party) are converted at the rate
of 1 to 1, and accounts of certain fam assocletions at the rate of 5 to 1;
(d) coins continue to circulate at their facc wvalue; (e) no new notes were
issucd but coupons were affixed to the old ones; and (f) no tax refom program
seems to have been announced or enacted,

Of all thesc differences, only the treatment of public accounts
needs further consideration. In the Western zones, the public agencies,
including those of the occupying powers, receive less than their previous
share of thc currency in circulation, while in the East they reccive con-
siderably more. Actually, however, this difference is less important than it
scems. Even without preferential conversion orovisions, the occupation
authorities in the East would have diverted a very substantial part of the
total money supply into their accounts since they control the revenues of
the Sovietized enterprises and claim the greater part of the proceeds of the
hcavy taxes levied upon the German sector of the economy. In the Western
zones, the occupation authoritics will accumulate substantial amounts of
money in a very different way and for very different purposes: these zones
receive imports under the European Recovery Program and the agreemcnts between
the U.S. anc U.K. Covernments, which may total $1.2 billion in the fiscal year
1948-49, Payment in foreign currency for thesc imports has becen defcrred,
but the equivalent in German currency is to be deposited into spccial accounts,
controlled by the occunation authorities and the Zeonomic Cooperstion Adminis-—
tration. Thesec halances will give the occupying nowers ample control owver
thc money supply in Western Germany, culte apert from the supervision ovcr
the bank of issue, cxercised by the tripartite Zanking Commission. It is
possible, however, that the differcnce in the treatment of public accounts
will impart an inflationcry tendency to the Hastern and a deflationary to
the Western zoncs.

The failure of the occupying powers to enact a uniformn currency
reform was cue to political, rather than economic and financiel, differcnces
of opinion, should the noliticel provlems e settled, the rcunification of
the currency would be a relatively easy task,
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3., The Problem of Berlin

The failurc of a uniform currcncy rcfom is being fclt most heavily
in Berlin, The Vestern powers orisinally dic not introduce their currcncy
in Berlin since thet city cconomically hes closcr ties with the Eastermn
rether than Westem zoncs of occupation; morcover, any iestern currency
introduced in Berlin might find its way into hands that could use it to the
detriment of the ecconomy of the Western zones. The Soviet authoritics, how-
ever, attempted to forbid the importation and acceptance of the scutsche liark,
and to introducc their own currcency also in the Western scctors of Berlin,
thus proclaiming their authority over the cntirc city. This unilateral action
forced the Westcrn powers as a matter of orinciplc to introduee the Leutsche
Mark in the Western scetors of Berlin., The iestern powers deerced, however,
that the eurrcncy of the Eastern zone be accopted in vayment within certain
limits and, according to thc latcst rcports, that thc grcater mart of wage
payments be made in Zastcrn currency. Thus it mav be cipected that only
small amounts of Testern currcney will circulate in 3erlin, Such a situation
nced not result in grecat difficultics: before the war it was customary in
many border citics to have two currencies circulating frecly side by side.
As long as thc amount of Western currency circulating in Borlin is limited,
the danger of lcakage into unwanted hands is not serious, and any attempt to
buy up the Westcrn.currcncy would result in a premium which for reasons of
prcstige should Ye unwelcome to the Sovict authorities. 1

The only scrious drawback may be an incrcase in the difficultics of
trade between the Western zones and the Western scctors of Berlin., Exports
from Berlin may not be hurt since exporters probably will welcome peyment in
Western currency., Imports into %rlin, howevcr, may bc hempecred if oayment
has to bc made in Tjestern currcncy which may bcecome scarce in ferlin, There
might be two ways for obviating that difficulty: onc would he the esteblish-
ment of a clearing system, which would cffectively »rcvent the disapncarance
of the proceeds of Berlin cxvorts into the hends of persons unwilling to usc
them in payment for imnorts. The other would be the creation of a saecial
currcney for the ticstern scctors of Brlin, say, by stemping Neutsche Marks
imported into Perlin., This Berlin currcney would be accepted in oayment for
Western zone cxports to Berlin, but otherwise could not c shipped back to
the Westorn zoncs without a soccial license. Such a currency would be of
little intcrcst to norsons that did not want to usc it for commercial trens-
actions with thc ‘estcrn zones,

4., Effects of thc Currcncy Reform

It is cxpcected that the currcney rcform will hawe thc usuel conse-
quences: a sherp drop in black markct nriccs and activitics; an cesing in
the manpower situction, with former hlack merkctecers looking for procductive
employment; an increase in the supply of goods for export and for domcstic
consumption through legel channcls; and finally, a reccession in passenger
traffic (which hitherto consisted largely of black mark:teers) and luxury
trades, In the longer run, the decrcase in money supply may make necessary
a revision of fiscal end crcdit policy from enti-inflationary to anti-
deflationary mceasurcs,

1/ An ordinance of July 4 orovides for the Berlin refom to deviate in sone
details from the laws for the Tiestern zones and to be techniclly more
similar to the preoccdure followed in the Bestern zone,
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Some of these effects are already being felt in Western Gemmany.
Black market prices are reported to have dropved by as much as 90 per cent,
a few of them falling below the legal nrice lewel, The increasc in imports
recsulting from the inauguration of a long-rangc import progrem by the Joint
Export-Import Agency and especially from the European Recovery Program,lyn
will assure opoortunities for a sharp increasc in economic activities and
thus counteract the deflationary effcets of the disagpnpearance of owerliguidity.

The canccllation of Reich securities will have a more restricted
effecct than such a mowve would have in any other country, According to the
orinciples of Nazi finance, Reich seccurities were purchased mainly by in-
surance and credit institutions; the public at large thus is not directly
affected, Insolvency of insurance institutions will be avoided by rclatiwely
modest oublic cxpenditures: ordinary insurance activities will rise consider-
ably after the rc-csteblishment of monctary stability, and the lost premiun
reserves can e rebuilt out of profits resulting from new business.

The position of the credit institutions will be morc difficult.
The following tallc shows bank asscts and liabilitics in Western Gemmany as
of September 30, 1947 (latest date awveilable); the situation probably did
not change much during the intervening period.

Bank Asscts and Liabilities, Western Germany,
September 30, 1947
(In billions of reichsmarks)

Asscts : Liabilitics
Cash 16.5 Interbank depositsé/ .9
Claims against banks 89.0 3/ Other current deposits 56.2
Reich securities 75.0 Savings deposits 63.3
Other securities 2.4 Toans 7.7
Bills and advanccs : 221 Cther liabilities 12,0
Cther assets 12.9 Capital 3.8
Total 217.9 Total 217.9

a/ Including claims and debts in relation to head offices
and affiliatcd branches,

Source:s OMGUS Report, Statistical Annex, February 1948,

Deteiled figurcs for the American and French zones show that about
one-half of "other" currcnt deposits are on goverrment account. The banks
thus will bc freed from about 28 billion old marks of liabilitics, while
losing 75 billion old marks in Reich sccuritics. The rcsulting defielt of
about 47 billion old marks or 4.7 billion new marks will hawve to be made good
by somc kind of govermment guarantee if publice confidenee in the banking
system is to be mainteined.

Before the currency reform, currency circulating in the Western
zones outside of bhanks was ecstimated at 22 billion reichsmarks, which is
probaebly on the low side. An amount of 60 new marks pcr head will mean a

1/ See this Revicw, larch 23, 1948,
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currency circulation of 3 billion new marks. In addition, thec sums put &

the disposition of cnterpriscs and public agencics are cstimated at 2 billion
now marks, meling for total cash in circuletion of 5 billion, This would be
onc-half of the maximum issuc covered by the present authorization of the
Rank of German States. Owners of currcnt deposits (excluding interbank
devosits and »nublic accounts of an ostimated 28 hillion old marks) would hold
about 2.8 billion new marks, and owners of savings deposits about 6,3 billion,
making & total of about 9 billion new marksj half of that amount would bec
temporarily blocked,

At the end of 1938, "Greater Germeny! hed a currcncy circulation
of 10.Z billion, current devosits (excluding interbank deposits) of 20,7
billion, and savings devosits of 24.4 billion reichsmarks. It is cstimated
that about 60 per cent of thesc amounts was available to the territory of
the prescnt Western zoncs of occupation, 3ince the end of 1938, the legal
srice level has incrcascd by about 30 ocr cent end some further increases are
being contemplated. Economic activity a2t prescnt probably is not much higher
than 50 pcr cent of 1938, but a risc to at least 60 per cent is expected for
the near futurc., On this basis,l the emount of means of payment in circulation
(apart from savings deposits) requircd throughout Western Germany may be
cstimated at around 5.5 billion in cash and 11 billion in current deposits,
Comparing thesc figurcs with the present circulation, it appears that the
amount of cash may be about sufficient, but that demand deposits may have to
be increased almost 300 per cent in order to awid tightness in the moncy
sunply.

In this conncction the importencc of the Mocal currency!" accounts
under the Economic Cooperation Act again becomes obvious. These accounts may
woll rcccive deposits amounting to as much as 4 billion rcichsmarks in the
fiscel ycar 1948-49, or 80 pcr cent of the sresent amount of cash in circu-
1lation. On the basis of the nreceding calculations, and assuming no ncw
inflationary threats, it would sccm advisablc not to withdraw thesc amounts
from circulstion bubt, on thc contrary, to usc them activcly for purnescs of
rc construction and devclopment.

The problem of Berlin apart, the split between the Western and
Tastern currcncy will have little cconomic importance. Mcrchandisc trade
hetween the West and the East has been carried out on a basis of bilatcral
clearing, and no significant change is nceded to adapt the clearing system
to the new currcncics., Passenger traffic has bocn hampered by so many
difficultics that the new obstacle will not make much differcncc, The
political significanec of the move, howover, may dwarf all cconomic aspccts
of the currcncy rcform,

17 Pricc changes would raise the money supply required at present to about
145 per cent of the cstimated 1938 money supply in the area of the present
Western zones; the decline in cconomic activity, however, would reduce
that sun by approximetely two-fifths to about 87 oner cent of the base
period, i.c., around 52 per cent of the 1938 money supply in all of
IGreater Cermeny™.
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REPAYMENT OF ECA IQANS Robert Solomon

The Econcmic Cooperation Act of 1948 cdircets the Adninistrator to
provide assistance for any participating country #through grants or upon
paynent in cash, or on credit temms, or on such other terms of paymcnt as
he may find appropriate,..” The "determination whether or not a participating
country should be rcoulrecd to meke payment for any assistance .... and the
terms of such payment, if requircd, shall depend upon thc character and
ourpose of thc assistance and upon whether there is reasonable assurance of
repayacnt considering the capacity of such country to make such payments
without jeopardizing the accomplishment of the purposes of this title.®
(underscoring added)

It is the purvosc of this paper to discuss some of the factors
involved in a judgment as to the ability of a particular ERP country to rcoey
loens granted under the Program. To phrasc it differently, whet are the
factors which must bc considered by the National Advisory Council and by the
Administrator in determining the amount of assistance to be provided to a
particinating country on a loan basis? Obviously such en anelysis could not
yicld prcecisc results for the allocation of loans to any particular country.
On thc other hoand, cven though numcrical coxcctitude cannot be cexoccted, a
long-run analysis of the tyoe herc outlined is ncccssary if the United States
wants to minimize the probab»ility of anothcr round of defaults and resultant
i11-will, The factors to be discussed would be especielly helpful in judging
the relative ahilities to repey of the individual participating countrics.
Such a comparison is indeed importent hcecause the Congressional authorizetion
and anoropriation for the first yoar of the program require that at least
$1 billion of loans (including guaranties) be allocated among the partici-
pating countrics if the entire amount authorized is to W used,

An analysis of a particuler country's ability to rcpay & forcign
loan in the currcncy of the creditor involwes two distinet problems: (1) the
2bility of that country to prvide a halance of vayments surplus out of its
productive capacity whilc still maintaining an adequate standard of living
and a satisfactory level o»f investment; and (2) the ability of the debter
country to dispose of that surplus in exchangc for the currcncy of the
creditor. Thesc two problems will be recferred to as the "production problem'
and the "transfcr problen" and for purposes of analysis will be discussed
separately. It should be recognized, however, that in oractice thecy are
interdcpendent and cennot be regarded as two distinct opcrations in the re-
payment of 2 loan, ‘

1. The Production Problem

The total output of goods and services or gross national product
of the participating countrics in question will be utilized for purposes of
consumption, goverrnment and nrivate investmint, and repayment of forcign loans;
it will be assumed herc that over the perind of repayment investment by ERP
countrics will consist mainly of domestic investinent, except for principal
payments on forcign loans.,
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The discussion below will be concerned with the future growth and
utilization of gross national product. Although the main components of
gross national product will be discussed separately, their mutual inter-
dependence should be emphasized. Thus, for example, a growing volume of
total output permits both investment and consumption to increase, but the
rate of growth of total output itself depends upon the rate of investment,

Tt will become evident that in order to appraise a country's future
ability to repay, the investigator will have to form an idea of future invest-
ment "plans",

(a) Gross National Product

It is assumed that loans during the period of the European Recovery
Program will be repaid over a period of at least 25 years with payments be-
ginning after about a five-year period of deferment, On this basis, it
would be necessary to attempt to estimate the growth of the gross national
product of the country over a period of about 25 years following the com-
pletion of the European Recovery Program.

Such an analysis would presumably begin with a comparison of the
country's present level of production with that of a "hormalht prewar year
or period. The factors responsible for the change, if any, would be brought
out and the extent to which they appear permancnt would be apnraised, TFor
example, a country whosc present gross national product (in real terms) has
been reduced considerably below the prewar level because of destruction or
deterioration of productive capacity or because of large-scale liquication
of foreign investments during the wor faces 2 more scrious and lasting problem
than a country whose nresent gross national procduct is relatively low because
of inability to acquire nceded raw materials or because of finencial instability.

The investment plen over the ERP period would be examined with a
view toward estimating the extent to which the United States assistance
permits an increase in oroductive capacity to replace what has been lost,
either at home or abroad. For countries which find it nccessary to substitute
incrcased domestic production for lost overseas income and countries which
have to replace or modernize plant and equipment, the European Recovery
Program has specisl importance in making possible a large investment program
which would permit a relatively rapid increase in productivity, agricultural
and/or industrial,

Thus, the extent to which ERP assistance permits an enlarged pro-—
ductive capacity would be estimated. Then an attempt would be made to
estimate the post-ERP trend of productivity on the basis of the enlarged
capacity. In rough terms, using prewar growth of productivity and modifying
it by knowledge of the planned changes in industrizl and agricultural
structure, one could project the future growth of real income. Full employ~-
ment would be assumed, and, at this stage, only ability to produce would be
under consideration. The problem of ability to sell exports would have to
be taken into account at a later stage of the analysis.
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(b) Consumption and Domestic Investment out of
Future Gross National Product

After estimates had been made of the growth of total output of the
various countries for a veriod of about 25 years after the completion of the
European Recovery Progrem, the future use of that output would have to be
projected, Consumption and investment needs would have to be studied
together, of course. Actually, & certain average level of investment would
already have been assumed in projecting the trend of total output. However,
the nature and nurposes of the investment would require further investigation.
Tt would be important to know in what manner and to what extent the components
of future investment might be expected to contribute to productive capacity,
The effect on procuction for export as compered with domestic consumption,
public works, housing, etc., would be a relevent consideration. It is this
aspect of forecasting ability to repay which is most difficult to analyze
because investment plans, either of govermnments or of nrivate fimms, are
seldom made over so long a veriod of time and because there is greater
latitude for veriation in the character of investment than in the other
comoonents of gross nztional product.

At the same time it would be necessary to set up a standard which
could be used to measure the adequacy of the level and composition of con-
sumption, For the essential items of consumption a minimum standard would be
worked out, taking into account the standard of living of the past, changes
in income distribution, and politiczl developments and expectations. For
example, it is likely that the distribution of income in the United Kingdom
will remain such that the dispersion of standards of living among the various
income classes will remain considerably smaller then it waes before the wer,
Although the standards of the wealthier income classes will probably remain
relatively lower than in the past, the lowest stendard will be raised
permanently. The effect of such changes in income distritution on total
consumption requirements would be estimated.

For the less essential consumer goods, a range could be established
indicating minimum and maximum levels of total consumption, This would provide
a cushion for failure to meet targets and allow a margin for errors of esti-
mation. In addition, the future trend of populetion, immigration, and
emigration would have to be estimated, not only for purposecs of estimating
consumption but also for projecting the size of the labor force,

With these consumption requirements in mind, the investigator would
review the assumptions that had been made with regard to investment, in order
to establish consistenay between the two sets of assumptions,

Throughout the entire analysis assumptions would be required con-
cerning the future terms of trade of the prospective borrowers, These
assumptions would be crucial since they influence the import and export
requirements associated with the future trends of production, investment,
and consumption. An attempt to project the terms of trade of the ERP
countries would involwve a consideration of industrialization plans and
politicel developments in primary-oroducing countries as well as other
factors that might affect the future supply of the traditional imports of
Western Europe. Such a projection would have to be based on the assumption
of a fully employed world economy.
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If it were possible to make the estimates outlined above for a
period of about 25 years, it would, in turn, be possible to derive estimates
of the potential annual balances of payments of the particular countries,
Presumebly all current payments and receipts would have been taken into
account, including interest, dividends, etc., on pre-ERP loans and invest-
ments by foreigners,

Then, after account had been taken of obligation to make principal
nayments on pre-ERP debts to the United States and other countries, it would
be possible to form a judgment as to the ability to produce an unobligated
export surplus, This type of analysis would be used to indicate how much
ECA assistance, if any, might be extended on a loan hasis, However, it
would still be necessary to determine to what extent the research processes
outlined so far should be extended to the considecration of the transfer
problem,

Tt will be noted that no attempt has been made here to link ability
to repay with the types of imports which the loans might finance, It is
sometimes asserted that imports of capital goods should be financed on a
loan basis while imports of raw materials and consumer goods should be on a
grant basis. There are too many cases for which this proposition is not
valid, TFor example, a country which is assured of a supply of consumer goods
over a four-vear neriod through foreign loans can devote its labor and other
resources to building up its productive capacity by producing capital goods
domestically, This is especially true in some of the industrial countries
of Eurooe which have well-developed flexible economies. On the other hand,
there are cases where cven loans which finance the importation of capital
goods will not be repayable, This might be true of the United Kingdom, in
view of its serious loss of overscas income and cdcterioration of plant and
equipment., For these rcasons it is meintained that only & thorough cxamination
of a country's prospects for increasing productivity may properly be the basis
for judging ability to repay.

2., The Transfer Problem

The other aspect of the problem of ability to repay, the transfer
problem, involves even more uncertainties. ‘Whereas the physical ability to
produce an export surplus while maintaining an adeguate level of investment
and consumption devends to a great extent on the efforts of the borrower,
the ability to transfer that surplus into dollars depends also on developments
and conditions in other countries, including the United States. Even if it
were possible to foreccast with a fair degree of accuracy that a prospective
borrower could provide an over-all export surplus of a given size, it would
not follow autometicelly that such an export surplus would yield an equiva-
lent amount of dollars.

American loans can be expected to be repaid only 1f the United
States develops a balance-of-payments deficit on current account and/or
American capital outflow continues in sufficient volume to permit debt repay-
ment. In other words, repayment can be expected only if dollar payments by
the United Statcs on current and capital accounts (including payment for
imported gold) are sufficiently large to permit the rest of the world to
purchase nseded imports and services and still have enough dollars to service
the loans.
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Whether or not such e situation evolves, depends obviously not
only upon the supply of dollars made available to the rest of the world by
the United States but slso upon the use to which foreign recipients put those
dollars. Since the problem under consideration is the ability to repay rather
then the exercise of that ability, it may be assumed for the present that
foreign recipients of dollars will tend to import only "ossentials” from the
United States as long as they have dollar debts outstanding.

It would appear that not only the volume of doller outflow from
the United States but also the destinetion of that flow must be taken into
account. To the extent that future U.S. imports from end capital flow to an
TRP borrower exceed that country's import requirements from the United States,
a mergin is dircetly available for debt service. The hope has also been
expressed, however, that ERP countries might earn dollars by means of tri-
angular trade; i.e., by developing a surplus with third countries which have
net dollar receipts either &s a result of exports to or capitsal flow from the
United Stotes. Whether such a development will occur cennot be predicted.
It will depend on two feotorst (1) the extent to which the United States
tonds to import from and export cupital to third countries, ond (2) the use
third countries mokoe of these doller receipts. Tho two fectors cennot be
enclyzed separately. An estimcte of probcble U.S. imports from, sey, South-
cost Asia might yield tho conclusion thet o U.S. deficit is likely with this
grec. if imports of this arec from the United States cre estimeted on the besis
of prewor treade relationships. However, tho possibility must be considered
thet third countries will tend to turn to tho United Stetcs for imports to a
greetor oxtont than before tho war. Indecd, as o result of the war the in-
dustrial officiency end level of production of the United Statcs as compereod
with othor industrial countries hes incrcescd so morkedly thet onc cannot rely
too heavily on o rcturn to prowar trodc roletionships s Europe's industrial
rocovory noars complotion.

Whethor or not third countries will tond to spond dollar receipts
in Buropc will dopend upon the roto of incroese in industrial productivity
in Buropc as compercd with the Unitcd Stotos, the wogo-price levels end
oxchange ratos of tho two oroas, quelity differencos, export promotion
ectivities, historieal morket reletionships, ond many othor foetors. It
should porhaps be stressocd thet whet is under consideration herc is tho
extont to which non-Buropcan countrics will tend to spend dollers in Buropc;
thet 1s, Europe's ability to attract buyers who can cquelly well purchaso
from tho Unitcd Statcs.

The decline of Buropc's investments in countries with which the
United Stotes might possibly be expected to develop & curront account deficit
is another foetor which tends to reduco the possibility of Europo's carning
dollers from countries other thoan the Unitod Statos. In addition, it is
importent to remcmber thot some non-Buropoan countries will olso roquire
dollers, over and above their currcent cecount requirements, for dobt ropay-
ment to thc United States.

As for thc possibility thet U.S. cepitel flow to third countries
might be spont in part in ERP countrics, somc of the considerction sot forth
in thc previous percgrophs would also gpply. Morcover, U.S. private cepital
outflow has tended more and morc to toke the form of dircct investment.

It is to be oxpectod that to a grest oxtont such investmont will not meke
dollar ocxchenge eveilable to the countrics in which the investments tcke ploce,
but will involve the dirocct importation from the United Stetes of eguipment
end meterials by tho Amoricon investing firms.



-12 - - CONFIDENTIAL

Conclusion
—————————

It has beon emphasized that thore exists & groot cmount of un-
corteinty in ettompts to estimete obility to ropay prospcetive ERP loans.
These uncorteintios sre more sorious with rospcet to the trensfor problem
then the production problem.

Tho objoctions to providing either too much or too little of the
ECA assistance on = locn besis should be considered. If a participeting
country rcceives loans substuntially in oxcess of its ebility to ropoy, it
will be overburdoned with dobt sérvice charges and will bo forced either to
dofoult or to reduco its stondard of living drasticelly in order to effoet
poyments. On the othor hand, in' the interosts of the toxpayers of the Unitod
Stotes, it would cppecr undosirable to place too grect an emount of tho eid
on ¢ groent besis in cnsos whoro the participating country's ability to repay
might justify a higher proportion of loans.

In view of these uncertainties, it would appear desirable to esteb-
lish, in conneetion with loans by the ECA, & method of contingent repsyment
which would avoid the possibility of overburdening the debtors and, at the
seme time, tend to meximize the probability of repayment.

_ Contingent-repayment loans would be allocated emong the partici-
pating countries on the basis of ability to repay essuming there will be no
transfer problems; thet is, an analysis of the type suggested in the first
part of this paper would serve as a basis for decisions as to the amounts of
loans to be extended to the various countries.

In order to provide for misjudgments of physical ability to repay
end especielly to provide for transfer difficulties in the future, the loen
agreements would contain provisions permitting the waiving of interest pay-
ments, end perhaps the deferment or waiver of principal payments os well,
under certain conditions.

The conditions would be expressed in terms of a formula which
would permit debt service payments to very from year to year in accordance
with the recipient country's obility to moke payments.,

The formula would attempt to take account of fluctuations in some
of the uncertain quentities previously mentioned; for exemple, the volume of
imports of the debtor country; the size of its curront account surplus; its
net dollar earnings and receipts of dollar capitzl. Consideration might also
be given to inclusion of & condition explicitly releted to the U.S. balance
of peyments; such e condition might provide for reduction or postponement of
debt service ot times when the outflow of dollars from the United Stetes on
current and ctpitel account wes insufficient to finance both U.S. exports
and foreign debt ropoyments due to the Unitod States.

lihotever form such o formula might toke, its primary purpose would
be to permit modificction of tho repeyment schedule when necesscry and thus
to minimize the probability of outright default. In eddition, the edoption
of o system of contingent repoyment on ECA loons could be useful in indicating
rocognition of the foct thet ebility to repoy moy be dependent upon the actions
of tho croditor es well as those of tho debtor.
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NOTES ON THE SIGNIFICANCE OF SELECTED CCMMODITIES FROM
EASTERN EUROPE FOR THE EUROPEAN RECOVERY PROGRAM Caroline Lichtenberg

Tho purpose of this peper is to re-cppraise the OZEC countrios'
prospocts of importing ccrtein commodities from Ecstern Buropc. The threo
commodities discussod--sown softwood, coel, ond gruin--wore selecteod because
they constituto tho bulk of the OEEC countrics' import roequirements from
Bastorn BuropcCe.

Furthormore, en attompt hos been made to compute the total costs
to Testern Buropo of importing these semo commodities from the Westorn Hemi-
spherc should thecy prove unobtoincble from Ecstorn Buropo. Since shifting
to imports from the "festorn Homispherc would involve doller outleys, that
pert of totsl substitution costs pay.ble in dollors was clso computed. How-
over, no cttempt hes been mede to deduct thosc doller costs which arise through
dollor poayments for purchases of Ecstorn Buropcon comnoditics. lMoro will be
said cbout this in a later soction.

Woro Enst-Wost trado cut off, tho OEEC countrios would probably
docreaso consumption of thaesc commoditios end expond production cos well as
imports from elternctive sourcoes. It has becn essumed here, however, thet
tho entirc doficit resulting from o withdrawel of Eastern Buropoan supplics
could and would bc madoe up by the Westorn Hemisphero. Frosumebly tho Unitod
Stotes and Canada would mcke every offort to, assurc Western Europe of its
minimum roequircments of those commodities:l/ overcutting in thc North American
timber industry would continuc and domestic consumption of stym softwood
vould be curtailed; the 1947 level of coal oxports from tho Unitod States
to the OZEC countries would have to be sustained, thus prolonging tho
prossure on inland trensportoetion facilitios; ond the cerocago now plented
in certcin groins would heve to be maintained at its ovcrexpandod loevel,
thus retarding nocdod consorvation mecsures. The computctions hovo becn
sumearized in the following tablo.

Sawn Softwood

Softwood lumber rcpresents one of the most criticzl commodities
in the Buropean Recovory Progrcm. The world-wide shortoge wos clearly
rocognized by CEEC, as is showm in the table. Columns 1 and 2 contain
CEEC's ostimrtes of softwood import requirements end of snticipatod imports
from all non-participsting countrics through 1951. The gap botwecon these
two sots of figures is 1,150 thoussnd standerds annually, or over & third of
the import roquiromonts. It is thoreforc ell the morc importent for Western
Europo to obtain the anticipeted imports. Column 8 of the teble indicatos
thet in drowing up the ostimetes of cnticipated imports, C3EC counted heevily
on movements from Eastorn Europe. The projection for 1951, for oxemplo,
cssumed that over 70 por cent of ljostern Europe's totcl softwood imports
would originete behind the "iron curtain®. Furthermore, by incroesing their
anticipated oxports by only o littloe more then onv-quarter noxt year, Eastorn
Europc could wipc out Woustern Europe's ontire doficit. :

1/ Argontine. and Brozil might'also éontributc by supplying grein and soft-
woods
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OBEC Countrios' Fmport Requimaments, Antieipcted Imporks from Non-
Partioipating Countries, Estimcted Imports from Eastorn Europe,
ond Substitution Costs of Softwood Lumber, Cool, and Grain, 19,8-51

(In millions of dollars) e/

Tmport | Antici- | Lstimatod Estimated Tstimcted Imports
require- pated | Imports from Costs of (Quentity) from Eostern
monts from| imports |Bostern Europo Substitution Europe es % of Total

Yoor| oll non- | from oll 'Of whichs Import Inticipated

pertici- | non-per- antity| Valuo|Total! dollar requirements| imports
pating |tioipating w 4 ol te | (Col. 3 as | (Col. 3 as

countries |countries % of Col. 1)|% of Col.2)
1) (2) (3) L) 1 (5) o) (7) (8)
SAWN SQFTWOQD E/(In,thousands of stonderds)
1948 2,9L9 1,799 699 130 170 145 23.7 %8.9
1949 3,098 1,948 898 165 220 185 29.0 Lé.1
1950 3,231 2,081 1,285 235 315 265 39.8 61.7
1951 3,301 2,151 1,526 280 375 210 L6.2 70.9
Total 810 1,080 905
COAL S/(In millions of métric tons)
1948 Lo Lo 13 235 250 19 32,5 32.5
1949 37 37 15 270 285 225 Lo.5 Lo.5
1950 38 38 16 290 305 2,0 L2.1 L2.1
1951 3L 3L 18 325 21,0 270 52.9 52.9
Total 1,120 1,180 930
ra1N &/ (In millions of motric_tons)

19448-49 26.8 21.5 2.0 200 200 190 7.5 9.3
1949-50 27.1 22.l 2.9 290 290 275 10.7 12.9
1950-51  26.7 - 23.0 3.5 350 350 330 13,1 15.2
1951-52  26.7 23.5 Lo Loo Loo _ 380 15.0 17.0
Totel - 1,240 1,240 1,175
Grand Total 3,170 3,500 3,010

3/ A1l dollor ostimates have been rounded to the ncerest $5 million and ere on

b/

o/

o ce.i.f. basis.

Import requirements, anticipated imports, and imports from Ecstern Europo ore
from CEEC, Vol. II: Technieal Roports, p. 295,

Import requirements (whieh are also anticipated imports) end imports from
Enstern Burope ere from Coal Tecchnical Report, MPAC/Toch L/23 Oct. 19L7
(Rovised) - prepered by IBRD, Resecrch Depertment, Semucl Lipkowitz end
Cherlotte Kotz, pe 5. Tho estimate for imports from Eastern Burope in 1948
is one million tons higher than thet projocted by IBRD in light of more
recent data from Polish sources.

Import roquirements from all non-par ticipating countries for all yecrs are
from CEEC, Vol. II: Tochnical Reports, pp. 84-87. Anticipatod imports from
£1l non-porticipeting countries cnd imports from Eastorn Europe for 194,8-49
ond 1949-50 arc from Commodity Report, Europeon Recovery Progrom, Chopter 4,
Food and Agrioculturc, Stetistieal Appondix, Tobles 1-%, The figures for
1950-51 end 1951=52 for onticipated imports end imports from Bastern Europe
aro ostimctos of the writer (see p. 17 of the toxt).
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The estimates of imports from Eastern Europe (column 3) are ex-
tremely temuous. This is particularly true with regard to the share in
these estimates attributed to Russie and Rumenia. The Soviet Union, which
is the largest potential supplier of softwood, is at the same time the
country whose export prospects are least known. Also for Rumenie, which
of course is less important, no official estimates were made availaeble.

Two special assumptions have been maede with regard to softwood
imports from Eastern Burope. First, it is assumed that no strong induce-
ments to step up exports in the form of an exchange of capital goods for
more timber will be offered the Eastern Buropean governments and that, es a
result, they will export less than whet they might otherwise meke available.
Secondly, it is assumed that no further credits will be extended to these
countries by the OEEC countries, the International Bank for Reconstruction
end Development, or the United States. Thus, for example, with respect to
Polend, Czechoslovekia, end Yugoslavia, any additional quantities of softwood
which would be aveilable as a result of the timber loans recommended to the
Economic Commission for Burope by the Timber Subcommitteal/iere not included.
The Subcormittee states thet hed credits totaling about $10 million been
granted these three countries this yeer, their softwood exports to Western
Europe in 1948 would heve increesed 30 per cent. If the Internetional Bank,
which hes these loans currently under consideration, actually should grant
them, exports next year, and presumcbly in 1950 and 1951 as well, are likely
to be greator than has been projected here.

The costs of importing this softwood from Eastern Burope were celcu-
1ated throughout on the basis of $165 per standard, the price which Finland
end the Unitod Kingdom egreed to in a trode sgreoment concluded early in
1948, plus $20 per stonderd for freight charges. The price uscd in estimating
substitution costs is the U.S. lumber ocxport price plus ocean freight cherges
($165 and $80 por stznderd, respectively) which prevailed in April 1948,

In computing the doller costs for all the commodities, one-half the emount
accounted for by ocenn freight charges wes deducted from the total costs of
substitution. This was done on tho cssumption that helf the quentitios
oxported would be cerried in foreign ships ot no doller cost., iore Eest-West
trede sovered, the OEEC ships which would normally carry goods from Eastorn
Europe would probably be divorted to the Western Homi sphere. PFurthormoro, the
Economic Cooporation Act stipulates thet et least 50 per cent of U.S. ship-
ments under the Act be cerricd in Americon bottoms, ond it cen reasonably be
c.ssumed thet the OEEC countrics will meke cvory effort to cerry the remeindor.

Coal

The estimatos with regard to coel are essentially thosc calculated
by the Internetional Benk fpr Reconstruction and Development.g/ The figurecs
for import requirements, which are substanticlly lower then those projected
by CEEC, roflect the IBRD's smeller figurc for total coel requirements. Thesc
roquirements wero reduccd primerily on tho assumption that the levels of coal

T

consumption stipulatod in the Paris Report for certain OEEC countries, and

1/ Council of FAO, Report from the Director Gonersl to thc Sccond Session of

= the Council of FAQ on Buropean Activities of FAOQ in tho Ficld of Forestry
end Forest Products, CL 2/8, March 19, 1948, p. 11l. :

2/ IBRD, Coal Technical Report, MPAC/Toch L,/23 Octe, 1947 (Rovised). Pro-

T parod by Samuel Lipkowitz and Charlotte Ketz of the Resccrch Department.
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principally France and Italy, would not be necessary as a result of "pro-
jected increases in petroleum (in all countries) end in electric power
output (in France, Italy, and Austria)...” l/

The International Bank's figures representing enticipated imports
of Polish cowl into the OEEC countries differ merkedly from estimates made
by both CEEC and the U.S. Administration largely becsuse of the IBRD's
cssumptions "thet Poland's production will be retarded by lack of sufficient
power-gencrating cepacity, and thet cxports to 'non-Mershell! countries,
perticulerly thc U.S.S.R., will romein at levels close to those experienced
in 1946-47."2/ Poland was indeed able to ettein in 1947 the production goal
sot out in the Polish BEconomic Plan. She mey clso fulfill the plan for the
currcnt yoear. The likolihood is, however, thit Polond will not succeed in
cttoining the plonned torget for 1949. To fulfill the plan for thet year
and to cssurc further cxpansion would hove required substonticl new invost-
ments in tho cool industry. Tho CEEC Roport cssumed that such investmonts
would bo e:rricd out. Although Poland will probably acquirc some capitel
goods from Western Europe in cxchango for coel or from tho United States via
ECA or othor sourcos of dollecrs, tho capital cquipment so obtoined is likely
to bo insufficicnt for tho purposc of rcconstructing the cocl industry. As
a result totcl oxports will be roeduced, Moreover, whilc CEEC and the
Administrotion assumed that exports to the Sovict Union would decline
rapidly, morc rccont informetion indieetes thot tho eastweard movement of
conl will continuc to be heavy rnd that Eastorn Europo will tako cbout 11.5
million tons anmunlly, or ebout L8 per cont of total Polish cxports in 1948
end 38 por cont in 1951. A furthor indicction thet Polond's oxports of coal
to Wostorn Europo will be considerably less than anticipeted in cerlicr
roports lios in tho foet that, as o rosult of tho improved coel supply
situgtion throughout Europo, cortain OEIC countries have rocontly rcjecctod
Polish cocl, primorily bocause they couldn't meot Polond's roquests for poy-
ment in dollers or ccpitil goods. Thus Westorn Burope's growing umrillingness
to accept Polish cocl on Polish terms further substontintes the rcasoncblenocss
of the Intornctioncl Bank's figurocs.

Tho costs of importing from Poland the quantitics shown in column 3
of thc teble wore crrived ot by cpplying an avercge price for Polish cozl of
$18 por ton, landed in Westorn Europeon countrics. Tho total costs of sub-
stitution are brsod on currcnt U.S. coel prices and occen froight rates,
which give o lended cost of about $19 por ton. From thesc figurcs, freight
chorgos for one-half thc emount were deducted in ordor to arrive ot dollar
costs, agnin on the assumption that theso quentitics would be cerried in
foroign ships.

Grein

Grein, like sawn softwood, is cxpocted to be in short supply
throughout the poriod of thc Mershall Plan. A comporison of import rcquiro-
ments and anticipated imports from cll non-participating countrics (columns 1
ond 2 of the tableo) indicates thot tho deficits may be about 20 por cent of
import requirements in 1948-49, 17 per cent in 1949-50, 1L per cent in
1950-51, ond 12 per cent in 1951-52. Boforc the wor, & substential portion
of Woestorn Buropo's totcl grain imports come from the Eostern Europocon
countrics, and the rovival of this tradc would be of considoreble value to

1/ Ibid., pe 4o
?/ ibid., Pe 6.
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Wostern Buropc in her plans to robuild livestock populitions end improvo
brond retions. The figures in column 8 of tho teble show thet over 9 por
cont of Western Burope's grain imports cro oxpected to originetc in Eastern
Zurope in 1948-49 and sbout 17 per cont in 1951-52.

It is very difficult to proeperc ostimotes of Eastern Buropo's
futurc groin exports becousc of the unpredictebility of such fectors os the
woether, the offccts on output of lond roforms and collectivization, tho
levols of consumption that will preveil, and the oxport policies of Eastern
Europcan govermments. Nevertheless, since the Administretion made its
estimotes last Octobor, moro data on Eastern Burope's cormi tments for
exports from the 1947 cnd 1948 crops have become aveilable and they indicate
higher exports to Western Europe then wore previously essumed. On the basis
primarily of this informotion in conjunction with prewor data, the cestimctos
for 1950-51 cnd 1951-52 have boen roiscd by 600,000 tons cnd 1.1 million
tons, rospectively.

Since tho prico of grain londed in Uestorn Burope is essenticlly
tho scme for U.S,. ond U.S.S.R. grein, tho same price of $100 per metric ton
for 8ll groins was usod in calculeting the costs. As in tho caosc of sawn
softwood and cocl, estimated doller costs of substitution arc merely the
totzl substitution costs loss froight cherges for half tho estimoted groin
imports.

The Cost Estimatos

The cost figures are subjoct to scrious limitations, Since no
ottompt wos mede to project the courso of prices, these figures, calculeted
on the basis of current prices throughout, should be rogerded as suggosting
only gencrcl ordors of magnitude. Eostern Buropcan prices of timber, coal,
end grain cre likoly to decline. In perticular, Polish coel, now considerably
overpriced, is already feoling the offoots of inereased production in Western
Europe ond of Americen competition, and there hove rccently been signs of
wookening in tho timber merket. On the other hand, although it is gonoreally
nccopted thet the U.S. pricc leovel will decline in the next few years, there
might be a tendency for the prices of the cormoditics under review to remoin
ot curront high levels if additional supplioes were to be exported to Western
Buropc. Thus the projected differcnticl cost mey well be somewhct highor
thcn is showvm here.

If this possible underestimetion of the dif ferential is neglocted,
o comparison of the two sets of totel cost figures suggests thet while Eastern
Buropc might be o somowhat choaper source then North Amcrica for thesoe three
cormoditios, this is owing zlmost ontirely to tho difforenccs in transpor-
totion costs. Sinco the OEEC countries' dollar payments to Eastern Buropo
worc not computed, the nct edditionasl dollar outlay resulting from a shift
to the Wostern Homisphere would be less than that shown in the table. Tho
figurcs thorcfore give only the upper 1imit for the emount of dollers estern
Buropc would scve by trading with Eostern Burope and of the valuc of additional
oxports she would have to sell in Western Hemisphore merkets,
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ECA PURCHASES IN WESTERN EURCPE R.W.B. and C.L.

During the first months of operations by the Economic Cooperation
Administration, the financing of dollar purchases in the participating
countries has necessarily been conducted on an item-by-item basis, without
giving first regard to economy of operations. Thus, $7 million was allo-
cated to Greece, Italy, and the Netherlands to finance purchases of cal
from Western Germany, and about $5 million was allocated to Western Germany
for purchasing foodstuffs from Greece, Italy, and the Netherlands, Reasons
were not lacking for this double financing, but it is to be hoped that the
machinery can soon be made to run in a manner which will reduce the number
of dollar transactions to a minimum.

The accompanying table shows ZCA authorizations for procurement

from participating countries and their dependencies through July 3, 1948,
and is arranged to indicate each country's gross and net earnings of ECA

" dollars from intra-Furopean trade, Total dollar transactions between ERP
countries authorized by ECA during this period amounted to $65 million,
although $42 million would have been sufficient to move the same volume of
goods., Whether or not this represented merely circuitous hookkeeping oper-
ations or an actual over-financing of requirements depends on the extent to
which account was taken of anticipated receipts from ECA purchases in each
country's direct dollar aid allocation. If account was taken of the full
$65 million actually expended, then no over-financing occurred,

It is a further question whether even the net amount of $42 million
would have been required to finance the given volume of trade had a fully
automatic system of multilateral clearing been in operation among the ERP
countries. A thorough clearing would probably have permitted a portion of
the trade to be financed with existing balances in European currencies.

But so long as this mechanism is not available, the ECA is likely to find
itself financing a greater volume of intra-European transactions than is
necessary. :
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ECA Dollar Purchases in ERP Countries and Dependencies,

Through July 3, 1948

(In millions of dollars)

o / Importing
- Country .1 Nether—{United |Western Net
Cou dﬁd\.ﬂw.// Austria|{iemark | France |Greece | Italy| jands |Kingdom!Germany Total Receipts
Procurement -
Belgivm-Tuxembourg| .7 %*| - - - - - - 11.5 12.2% ) 12.2%
Tenmark - - - - - - - .8 .8 .76
France - - - - - - - 1.2 1.2 -
Greece - - - - - - - 2.5 2.5 1.3
Iceland 2 - - - - - - - .2 .2
Ttaly J05%1 - - - - - - 3:0 3.05% -
Netherlands 5% - - - - - 18.2 2.2 20.55% | 16.85"
Norway 1.2 - - - - - - 3.0 4.2 4.2
Portugal - .04 - - - - - 1.4% 1.44% 1.44%
Switzerland ST - - - - - - - 7 F
Turkey - - - - - - - 4. 2F 4.2 % 4.2 %
Western Germany 1.0 * - 2.3 1.2 6.0 3.7 - - 14.2 % -
Total 4,0 o4 | 2.3 | 122/ 60| 3.7 |82 | 208 | 5.2/
Xet Payments | 4.0 - 1.1 - 2,959 - 18.2 | 15.6% £41.85

S

m\ Excluding an additional a

* Tholly or in part ®
among altemetive sources of supply named in

and textiles from unspecified sources.

ased on arbitrary assumption that procurement was divided equally
the pertinent procurement authorizations.

uthorization to Greece to purchase $4 million of foodstufifs





