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INTERNATIONAL FINANCIAL POSITION OF HONGKONG John Exter

Even before the war it was difficult to assess the international
finan cial position of Hongkong accurately. As an entrepdt port a large
percentage of its total trade was transit trade. Also, invisible items were
unusually important elements in its international receipts and payments,
Since the war the problem has been rendered still more difficult by the
chaotic economic conditions of China and by the complications associated with
the United States dollar shortage., It is impossible to get rcliable statis-
tics on Hongkong trade and remittances, For this reason the analysis which
follews will be cast more in qualitative than in quantitative terms. It is
basccl primarily on conclusions rcachcd during a series of conversations with
Hongkong bankers, officials, and business men during a short visit to the
Colony in June,

It will be helpful to sketch very briefly the basie elements of the
economic fromework within which the Hongkong economy operates. The Colony
hes its own currency unit, the Hongkong dollar, the official rate of which
is four Hongkong dollars to one United States dollar, Three banks have the
right of note issue, the Hongkong and Shanghai Banking Corporation, the
Chartered Bank of India, Australia, and China, and the Mercantile Bank of
India. Subsidiary notes are issued by the Hongkong Government. In actual
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practice the bulk of the circulation if made up of notes of the Hongkong and
Shanghai Banking Corporation which has been highly successful in capturing a
large share of the Colony's banking business. A portion of the note issue
is fiduciary and is backed by Hongkong certificztes of indebtedness. The
remainder is fully backed by sterling and fluctuates automatically with
chenges in the belance of payments, With respect to the sterling arca there
is thus no monetary management; the system operates much like the pure gold
standard,

The Hongkong dollar has always been and continues to be readily
convertible into sterling at the official rate. Like other stcrling area
currencies, it has not since the war becn readily convertible at official
rates cither into Unitcd States dollers or other hard currencies. Unlike
other 3ritish Fmpire currencies, however, although subjcct to the forcign
exchange restrictions of the British Defense Regulations, it is the onc
currericy in the Empirc in which a considerable black market in hard currency
cxchange has been permitted to dcvelop. The authorities have wirnked at this
market because they have not known how to stop it.- It is fed principally by
the proceeds of transit cxports of South China commodities, principally tung
0il, end by recmittences, o considerable share of which would be driven else-
where, particulerly to Maczo, if & detemined effort were made to stamp out
the market,

Since Hongkong lives by its trade, the policy of the Government has
always been to keep barricrs to the movement of trede or of funds to a mini-
mum, Except for dutics on certain luxury items like liquor and cigarettes,
the Colony has no import or export duties, Within the sterling area Hongkong
imposes practically no other restrictions cither on the movement of goods and
services or on the flow of funds. Such controls as cxist today have for the
most part arisen from the economic maladjustments created by the Chinese in-
flation on the one hand and by the dollar shortage on the other, The Colony
licenses both imports from hard currency countrics and hard currency cxchange
and trics a2t the some time to cooperatc with China by trying to control its
reexports in order to prevent smugglers from evading the Chinese import regu-
lotions., By thus reducing reexports of goods from hard currency countries,
the Colony retains more of those commoditics for its own use and, together
with its import control program, conserves its scarce foreign exchange,

The immigration policy of the Colony is extremely important as an
ccononic factor, There is frec immigration of Chinese citizens into Hongkong,
though the influx of immigrents is somewhat discouraged by such practices as
the withholding of ration cards from those who are not cstablished residents
and the deporting of vegrants. Nevertheless, the Colony' s population has
probably more than doubled since thc war.

The finel significant element in the Hongkong economic framework
is tre Covermment's fiscal policy. Even though the tax burden on the Colony's
resicents is very light, the Government has traditionally operated with a
balarced budget, It has not incurred significant deficits even during the
postwar reconstruction period., The public debt is accordingly very smell and
has been incurred for productive purposes. ‘
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Up to the present the Colony has been able to work out its rclations
with the hard currency countries satisfactorily to itself in spite of its
inability to control the foreign oxchange flowirg into the black market.
Immedistely after the war Chinese residents of such countries, particularly
the United States, resumed their prewar practicc of making remittances through
Hongkong to their relatives in South China. The initial flood of such remit-
tances was unusually large, for many families had been cut off from communica-
tion with one another for several years and the war left many people in South
China in acute economic distress. As a result Hongkong acquired at official
rates what, in tems of its own needs, was a relatively large balance of
approximately 11 million United States dollars. The recipients of the remit-
tances meanwhile took payment in either Hongkong dollars or in Chinese national
dollars., The flood of remittances through official channels ceased rather
abrupsly, however, in the early months of 1946 as Chinese native benks and
exchange shops worked out methods of remitting through the open market on -
terms which were more adventageous both to themselves and to thelr clients,

For somewhat morc than a year, therefore, the Hongkong Exchange
Controller has been drawing down the United States dollar balances accumulated
in the first months after the war. Current dollar earnings subject to alloca~-
tion oy the Exchange Controller have been limited to what the Controller
could capture from Hongkong's exports to dollar countries, and this amount
hes bsen small. The accumulated official dollar balances have, nevertheless,
been more than adequate to satisfy the most cssential requirements of the
Colony itsclf, This would not have been true if a considerable portion of
these requirements had not been met from the proceeds of dollars which flowed
into the unofficial exchange market. Although the Exchange Controller was
not able to control these dollars directly, he has been able to use them to
benefit the Colony indirectly by granting import licenses freely to importers
who purchascd their dollars in the open market. As a result, Hongkong has
an adequate supply of a rather long 1ist of American commodities, including
even such relativcly scarce items as automobiles,

There are now indications, however, that the situation is changing
for the worse. The official dollar belances arc virtually cxhausted. China
has been putting pressure on the Colony to assist it in closing the leaks in
its import controls of nonessential goods, Hongkong has, therefore, tightened
its import licensing of goods from the United States in an-effort to limit
_the supply of such goods to the requirements of the Colony. Importers who
rcexport to South China themselves or permit their imported goods to be re-
exported by others are dealt with by the simple but effective expedient of
being denied subsequent licenses. It should be pointed out, however, that
Hongkong has conflicting interests in its cffort to control reexports., On
the one hand such control conserves its dollar exchange, but on the other it
tonds to choke off the very trade on which much of the Colony's prosperity
depends.

In order to replenish official hard currency balonces, the authori~
ties have sought to capture a larger part of the exchangs sccruing from transit
expcrts to the hard currency countries, - The most ambitious effort in this
dirention occurred in early June when they required Chinese exporters of tung
0il in transit through Hongkong to surrender 25 per cent of the foreign ex—
change proceeds of their exports to the Exchange Controller at the official
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rate, Tin exporters were required to surrender 100 per cent of their foreign
exchange proceeds, Whether the authorities can acquire substantial percentages
of the exchange proceeds of transit trade exports without driving such trade
through other ports remains to be seen, It will depend upon whether the cost
to exporters of foregoing the superior facilities of the Hongkong port (as
compa.red with Macao, for example, where ships of more than 1,000 tons must
ancho: well out in the harbor) is greater than their increased returns in
tems of local currency,

In addition to trying to acquire a larger share of the hard currency
exchange at the official rete, the Hongkong authorities are planning to regu-
larize the allocation of official e:change by apportioning it among established
importers for periods of six months at a time, Under this scheme importers
will e assured of their foreign exchange quotas and can make plans well in
advance for using them.

The complexities of Hongkong's financial position with respect to
China are due principally to the Chinese inflation and the attendant exchange
contrmls, trade controls, smuggling, and the black markcts, principally those
in United States dollars, Hongkong dollars, gold, and silver. Hongkong has
had t> learn to live with thesc problems, however, because the port facilities
which it offers to South China aroc its chief notural advantage. Its prosperity
is to a large degree dependent on its relations with China, ,

Perhaps the outstanding feature of this relationship since the war
has been the flight of capital out of China into Hongkong, There is no way
of measuring accurately the nct volume of this flow, but it is possible to
get some idea of its magnitude by examining thc growth of the note and deposit
liabilities of the Hongkong and Shanghai Banking Corporation.

Hongkong and Shanghai Banking Corporationl/
(In millions of Hongkong dollars)

Loans and Demand

End of discounts deposits Notes
Iecember 1945 71 161 264,
Narch 1946 y/A 261 260
June 1946 66 306 246
September 1946 71 339 2442
Tlecember 1946 88 397 416-/
March 1947 . . 429 459
May 1947 79 472 476

1/ This table has been furnished to the writer by the Bank for confidential
usc only.

2/ The bulk of the increasc in the quarter ending December 1946 is accounted
for by rccognition on the books of the Bank of the validity of the $119
million worth of duress notes issued during the Japanese occupation, The
Goverrment of Hongkong shared the cost of such walidation with the Bank
itself,
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A large percentage of these notes and deposits (probably more than half) are
held by residents of China. If the note and deposit liabilities of the other
Hongkong banks were added to thosec of the Hongkong and Shanghai Banking Cor-
poration, the totals would be considerably augmented. Meny of the deposits
acquired by Chinese have becn usced to purchase residential and commercial
properties from British interests which have then decided to quit Hongkong
and have converted their Hongkong dollars into stcrling. If the net move-
ment of British capital sincc the war has been from Hongkong to the United
Kingdom, as it probably has, this movement has tended to retard the growth
of Hongkong note and deposit liabilities.

The capital flight has hecn made possible, of course, because
residents of China hawve regarded Hongkong dollers as a convenient and stable
form in'which to hold liquid wealth, wvery much likc gold or United Statecs
dollars,

In Hongkong!s bzlancc of payments with China therc must necessarily
have teen outpayments corresponding to the inpayments represented by the
cepital inflow, These outpayments took the form primarily of payment for a
rather substantial import surplus of goods from South China, The figurcs on
recorded trade alone for the first five months of 1947 show imports of 125
million Hongkong dollars and exports of 92 million, an import surplus of 33
million, If the unrecorded trcade were known, the import surplus would un-
doubtedly prove to be larger, The rcason is, of course, that Hongkong's
population is dependent upon South China for a large portion of its food
supply.

It should be noted that the increase in Hongkong note and deposit
liabilities has occurred without & corresponding increase in loans and dis-
counte, The rise in liabilities sinee the war has been accompanied primarily
by an increase in sterling aren zssets, both of foreign exchange and securitics.
The flight of capital, then, has actually been transmitted through Hongkong
to thc rest of the sterling arca, While Hongkong itsclf is a hcavy debtor
to South China, this debtor position is offsct by its creditor position with
respect to the sterling area,

A major factor in the rise in sterling assets is the heavy flow
of remittances from Chinese residents of the sterling area, particularly
Malays., When these remittances are not used to purchase goods from the
sterling area (Hongkong has a large export surplus rather than an import
surplus with Malaya) the residents of South China increase their holdings
of claims on the area, or in other words, their holdings of the notes and
deposi.ts of Hongkong banks., The inward flow of remittances to China is thus
offset, by an outward flow of capital and the flow of :unports which the remit-
tances might have made poss:Lble is postponed

It is interesting to speculate as to why China should have increased
its holdings of Hongkong notes and deposits at a time when it was rapidly
reducing its holdings of United Statcs currency and deposits, A principal
reason and perhaps the most important onec is that commodity supplies have
been much easier in the dollar thon in the sterling area, Even when supplies
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in the sterling area become more readily available, howewer; South China's
holdings of Hongkong notes may not be significantly reduced, The Hongkong
note has long played a role in the trade of South China which United States
dollar currency has played only temporarily in Central China, Since there
are no restrictions on its circulation in South China it will undoubtedly
contimie to be held as a storc of value as long as China's currency conditions
arc so chaotic. It was primarily to protect the reputation of the Hongkong
note and restore the complcte confidence of the public in it that the Bank
suthorities decided, with the aid and eooperation of the Govermnment, to honor
the durcss notes. An excmination of the rising trend of note circulation
ever since the wvalidation scems to indicate thct the dccision was a wise one,

In pite of Hongkong!s present reclative prosperity, there are
indications that the situation is becoming less favorables, With official
holdings of United States doller balances practically exhausted there is no
casy assurence that present attempts to capture dollars from the procecds of
the transit trede will succeed, Also, as China tightens its import regula-
tions and more effcctively controls smuggling; thc trading possibilities of
Hongkong become more and more sherply limited. The decline in the open market
price of United Stetes dollers in recent months may be attributeble to the
reduction in the demand for them resulting from the increasing restrictions
on exports to China,

Although Britain hes since July 15 bcen obliged by the terms of
the Anglo-American Loan Agreement to make sterling from currcnt transactions
of all sterling arca countries frcely available for current transactions in
the dollar 2rea and to remove any discrimination arising from the dollar
pool, thc position of Hongkong will not be significantly affected. As a
Crown colony its sterling will presumably be handled just as though it were
Britain's own, The Hongkong authorities, morecover, are scnsitive to the
fact that they have been much better off dollarwise than the homeland. They
will undoubtedly restrict their use of dollars to thosc which the Colony
itself can currently earn.
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TRADE_STRUCTURE, OF THE MUBSHALL PIAN COUNTRIZSM Albert 0. Hirselman

An appraisal of the possible beneficial effects of multilateral
clearing and similar schemes as well as of their prospective dollar costs
must rest on an examination of the structure of European trade, The statistics
required for that purpose are available for 1938 in the League of Nations
publication The Network of World Trade. For 1946 the European Division of
the Department of Commerce has assembled and organized a considerable amount
of data which'i?ow only a few minor gaps as far as the "Marshall Plan countries"
are ccncerned,

Trade statistics of scveral countries present particular difficulties
because of incorrect valuations, multiple or depreciating exchange rates,
and lexity of the Customs. Adjustments for these shortcomings have been
medc, so far as possible. In particular, thc trade statistics of Greece,
Austria, Frnce, and Italy had to be recomputed. Becausc of the remaining
gaps and the uncertain naturc of some of the adjustments made, the 1946
figures as given in the following cannot claim to be more than an indication
of the orders of magnitude involved.

I. Share of thc mutual troade of the "Morshall Plan countries!
in their tqtal trade

Since the "Marshall Plan countrics" as o group have a considerable
import surplus with 2? outside world the sum of their imports from and
exports to cach other&/ yield-a much higher ratio when rclatcd to exports
than when related to imports, In 1938, the average proportion occupied by
imports from other countries of the group in total imports of these countries
was 39 per cent including Germany and 29 per cent excluding Gemmany; the
corresponding percentages for exports were 51 per cent and 39 per cent.,

No complete German statistics are available for 1946; since German
foreign trade in that year was very small, it has been considered advisable
to exclude German trade altogether. The intertrade of the "™arshall Plan
countries" in 1946 amountcd to 28 per cent of their total imports and to 43
per cent of their total exports.

These figures show both thc importance and the resilience of the
intertrade of the group -of countries under consideration. This is all the
more remarkable as the group includes all thosec European countries whose
trade is largely oriented to transoccanic countries rather than to the
Continent.

1._/ Arpreciation is cxpressed to Mr, Frcd Strauss, Chief of the European
Division, Decpartment of Commcrce, for placing thesc data at our disposal,
g/ Imports and exports within a group of countriecs must of necessity be cqual,
except for inaccuracies in the statistics and the differences arising from
f.o.b, valuation of exports and c.i.,f., valuation of imports. Since in 1938

the difference between total exports and imports was small relative to
total trede, no adjustment was mede for that year,
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The proportion of intertrade in the total trade handled by the
group is necessarily smaller then the above percentages; in order to obtain
this proportion total intertrade must be related to (1) intertrade plus (2)
impor#s from countries outside the group plus (3) exports to countries outside
the group; whereas previously intertrade was related to either (1) + (2) or
(1) + (3). The results are as follows:

In 1938, the share of intertrade in the total flow of trade con-
ducted by the group was 28 per cent ineluding Gemany in the group, and 20
per cent excluding Gemany. In 1946, without Gemmany, the intertrade amounted
to 21 per cent of total trade, The constancy of the percentages from 1938
to 1946 is again surprising, especially in vicw of the greatly increased
impor:ance of imports from the United States for almost all eountries under
consideration,

II. Multilateral balancing and net bolences in the intertrade of the
"Marshall Plan countrics'

The intertradc of each of the "Marshall Plan countries" with all
the other countries of the group has been subdivided into threc categories:

1. Trade that can be compensated bilaterally
2, Trade that can be compensated multilaterally 1
3, Net balance of trade of thc country with the rcst of the group.—/

Adding up the data for all countrics the following result is obtained.

Intertrade of “Marshall Plan Countries!

Bilaterally Multilaterally ‘
Compensable ‘Compensable Net Trade Total

Trade Trade Balances Per Millions

(Por -cent) (Per cent) (Per cent) cent of §

1938 82 7 11 100 4,820
1946 69 10 21 100 3,780

_IL/ 'Ihé method can best be made ciear by ar{ example. Suppose a country has
the following trade with two countries, A and B,

Imports Exports
A 100 50
B 10 20
170 140

then the three categories are obtained as follows:

1) Bilaterally compensable trade with A = 2 x 50, with B = 2 x 70;
total = 240,

2) Multilaterally compensable trade = twicc the amount of that bilateral
trade balance whose sign is opposite to the sign of the total trade
talance: 2 x (90 - 70) = 4O, :

3) Net balance: 170 - 140 = 30,

The sum of the three items (240 + 40 # 30) equals total trade of 310
(iceo, 170 + 140).



-9 - CONFIDEN TIAL

The result may come as a surprise to those who took too literally
the often-heard complaints that intra-Furopean trade is confined to the
Nstrait jacket! of bilateral payments agreements. The amount of net balances
and the opportunities for multilateral offsetting of balances have increased
materially since 1938, The country that has contributed most to this develop-
ment is the United Kingdom, the British net cxport surplus to the other
countrics of the group amounting to over two-thirdsl/of the total export sur-
pluses. In 1946, Great Britein had thus more than taken over the role playcd
in 1938 by Gemmanywhich thcn zccounted for about 60 per cent of the total nct
cxport surpluses in the group (while Great Britain then played a similar role
as a net importer).

The most important net importers in 1946 were the Netherlands (%157
million), France ($139 million), Belgium ($136 million), and Denmark (6116
million), accounting together for approximately two-thirds of the total net
import surpluses of the group. In the course of 1947 certain shifts in the
relative positions within the group have taken places Italy has probably
changzd from a net exporter to a net importer position, while France is be-
coming a nct exporter to the group. It is interesting to note that Switzer-
land has been on balance @ ncet importer.

The column MMultilaterslly Compensablc Trade" shows the trade that
could have been multilaterelly belanced rather then trade which in fact was
so balanced. Since in many cases no multilaterel payment mcchanism wes
aveilable, much of the multilatcrally compensable trade creatcd financing
problems just as though it rcpresented nct balances.

If machinery for settling multilateral balances had been available -
in 1946, the financing of net balances would have required about $800 million.
Assuming that the countries concerned would have financed their own net
palarces to the extent of 10 per cent of the total flow of intertrade, the
amour.ts of dollars to be injected into the system would have amounted to
1ittle over $400 million. On thc same assumption of self-financing, but
withcut machincry for settling multilateral balances, the dollar needs would
have been almost twice this figure,

1./ For this and thc following figurcs, sce thc table in the Appendix showing
trade by countries,




-~ 10 ~ : CONFIDEN TIAL

APPENDIX

Table I

Bilateralism, Multilateralism, and Net Trade Balances
in the Intertrade of “Marshall Plan Countries"

(In millions of dollars)

1938
Bilaterally Multilaterally Net
Compensable Compensable Trade

Trade Trade Balancesl/ Total

Austria 172 18 (-)12 202
Belgium-Luxembourg 762 B 4 (+)83 849
France 700 102 (+)23 825
Germany 1,633 1 (+)306 1,940
Ttaly 422 24, (-)58 504,
Netherlands 586 148 (-)4d4 778
Sweden 556 76 (-)39 671
Switzerland 316 46 (-)50 412
Denmark 471 87 (+)22 580
Greece 112 , 4 (-)15 131
Norway 285 13 (-)65 363
Portugal 62 2 (-)30 94
Turkey 140 22 (-)5 167
Eire 220 1 (-)12 246
United Kingdom 1,436 152 (-)289 1,877
All Countries 7,873 713 1,053 9,639
Totsl Intertrade?/ 3,936 357 527 45820

y Import and export surpluses are indicated by minus and plus signs, respec-—
tively. Summaetion is made regardless of sign.

2/ The figures for "Total Intertrade® are one-half of those for WALl Countries";
the latter figures contain twice the amount of the actual flow of trade
since every movement of goods is recorded in both imports and exports,
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Teble II

Bilateralism, Multilateralism, and Net Trade Balances
in the Intertrade of "Marshall Plan Countries"

(In millions of dollars)

1946
Bilaterally Multilaterally Net
Compensable Compensable Trade

Trade Trade Balancesﬂ Total

Austria 25 5 (-)71 101
Belgiun~Luxembourg 622 130 E -)136 888
France 643 194 -)139 976
Germany —— — —_— —
Italy 171 10 (+)81 262
Netherlands 432 10 (-)156 598
Sweden 505 59 (+)76 640
Switzerland 524, 80 (-)19 623
Dermark 47 27 (-)119 623
Greece 5 18 (-)80 102
Norway 260 49 (-)51 360
Portugal 112 16 (-)11 139
Turkey 88 — (+)69 157
Eire 270 26 (+)4 300
United Kingdom 1,109 130 (+)553 1,792
A1l Countries 55243 754 1,564 7,560
To tal Intertrade?_/ 2,621 37 782 3,70

1/ See footnote 1 on preceding pages
2/ Sec footnote 2 on preceding page.
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NOTE3 ON FINTAND'S ECONOMIC DEVELCPMENTS Alexander Gerschenkron

As a result of the war, Finland lost to Russia about 15 per cent
of ite territory. The ceded area had contributed ansout 12-13 per cent of
the ccuntry's national income. Moreover, the territorial changes disrupted
the transportation network. In particular, the severance of the Saimaa
Cenal in Garelia has seriously affected exports to the West of wood and
wood rroducts. Furthermore, current payments of war reparations constitute
a very considerable burden on the economy, and the accommodation of some
400,000 persons from the ceded arcas involves a major administrative and
financial effort. Finally, the loss in the war of 85,000 men, or about
7 per cent of the employable population, has led to grave shortages in man-
power. On the other hand, the fact that actual war damage was small and
costly military occupction of the country was avoided, places Finland in a
rather favorablc position in comparison with other former German satcllites
in Fastern Zurope. While the Finnish economy faces difficult problems, a
catastrophic disorganization of the economy has becn successfully averted.

Cutput, Prices, and MNotec Circulation

Some idea of Finnish cconomic developments since the end of
hostilitics mey be gleened from the following table:

Volume of Wholesale Prices Note
industrial output Domestic Import circulation
(By quarters:s August 1938-July 1939 = 100)

1944  I1I 47 250 311 629
v L6 : 252 316 703

1945 1 51 260 348 713
I 49 201 363 780

III 48 ‘ 411 394 €40

IV 57 505 526 42

1946 I 65 530 550 746
11 65 551 730 839

IIT 71 566 47 835

v 75 571 777 282
1947 I 83 569™ 790% g32%

*January-February 1947.

By September 1944, industrial output had fallen to less than 50
per cant of the prewar level and for more than a year, until the end of
1945, no improvcment wes visible. During most of this period of stagnetion,
controlled domestic prices showed only a very graduel rise, Immediately
beforz the curve of industrizl qutput began pointing upward, however, a sub-
stantial and rapid risc in priccs occurrcd. Whilc this did not break the
system of price controls, which continucd to regulate & sizeable scctor of
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the economy, the significance of the bladk merket increased greatly, and it
wes estimzted thot about one—quarter of the current nceds of on average
urben consuner (2 well-to-do worker's family) wes supnlied outside the con-
trol system. ‘

The note circulation rose enormously during thce war, o lorge portion
of the govermmcnt war expenditures having been financed through sale of
Trcasury Bills to the Bank of Finland. Although the rate of borrowing from
the Bank decrcasced in the later ycars of the war, it still continued high
throughout the period of hostilities and thercafter through most of 1945.

At the end of that year @n exchange of notcs was carricd out in conjunction
with compulsory lending to the Government. Since it was known thet the
currency reform would not affcct deposits, o considerablc diminution of
circuletion occurrcd in the last quarter of 1945 as cxpcctation of the reform
caused. notes to flow to credit institutions.

The exchange itsclf yielded 3.1 billion marks as compulsory loans
and ar. additionel 513 million marks failed to be exchanged for ncw notces.
On the wholc, the reduction in circulation hetween August and December 1945
amountcd to about 3¢ per cent. This development is rather blurred by pre-
sentation in quarterly figures, as by the end of the second cuarter of 1946
the note circulstion had again risen to tho lsovel of the autumn of 1945.
Still the salutary effects of the reform cannot be doubted. It camc et a
time vhen the revival of production hegan to be reflected in a tightening of
the moncy market. The currency reform cascd the situction through conversion
of note hoards into bank deposits and at the scme time reduced the volume of
funds cvailable to block morket operators, liorcover, the reform, which was
accompanied by stamping of securitics and rcgistration of large bank deposits,
laid the foundation for imvortant budgetory measures.

While the reform could not climinate inflationecry pressurcs, a
crisis was avoided. After the end of 1945, vrice increases bccome much more
gradual and the note circulation, although lorger then in the prcceding year,
wizs kept reasonzbly stable. At the samc time, the year 1946 witncssed o
strong upsurge of production. In the last quarter, industrial output in-
creascd to 75 per cent of the immediate prevar level and to 93 per cent of
the 1935 level. In the first guorter of 1947, output cxcecded that of 1935
by 3 per cent. It seems fair to say thet the generol picture is reassuring.
Nevertheless, some difficultics which still beset the cconomy may be pointed
out.

The budgeteary deficit is still o critical issue. Reparations,
compeasation to wer victims and immigrents, and subsidics to agricultural
producers constitute heavy burdens »n the budget. Icspite vigorous cfforts
to increasc taxation and the imposition of a czpital levy, the deficits have
continucd to accunulate and, in 1946, five supnlementary budgets were passed.
The 1947 budget was originally overbelinced. At the end of the first quarter
of 1947, the situztion agzin became pressing chiefly as a result of develop-
ments described in the following scction.
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Agricuitural Output

The recovery of agriculture has lagged considerably behind that
of industry. In 1946 the rye harvest was 52 per cent below 1939. The
respeciive figure for oats was 58 per cent, for wheat 34 per cent, and for
potatoes 32 per cent. These relationships placed Finland below the conti-
nental everage, although the situation was more favorable than in the drought-
stricken countries in Southeastern Europe., The decline in agricultural out-
put has been caused by a combination of factors: reduction of arable land
as a result of territorial losses, great scarcity of fertilizers, particularly
of phosphates (in 1946, consumption was only 20 per cent of thet in 1939),
and depletion of farm machinery inventories. In addition, the necessity for
providing lend for immigrants from the ceded provinces, under the Land Ex-
propriation Act of 1945, led to establishment of new small farmms carved out
of larger holdings, a process which inevitably resulted in a decline of pro-
duction and, even more, of marketing. It is not impossible, however, that
the official harvest figures tend somewhat to undercstimate the actual results.
Except for pigs, the numbers of livestock have not declined to any appreciable
extent. This is surprising cven if somc reductinn in weight is assumed. If
the decline in output of cereals were as great as the statistics claim, it
is difficult to secc how livestock could have been maintained at such a high
level throughout the war and thereafter when imports of grains for food and
feed were vory small indeed. However this nay be, the disproportion between
grain output and irrationzlly large livestock herds doubtless resulted in a
considsrable additional burden on the standard of living of the urban
population.

Partly because of the decline in ocutput and partly because of the
unwillingness of the producers to supply foodstuffs through controlled
channels, great difficulties were experienced in collecting agricultural
products. In 1945-46, grain collections remained below the very conservative
target by more than 20 per cent, and the situation did not greatly improve
in 1946-47. In view of these difficulties, a greater recoursc to grain
imports was necessary then would otherwise have been the case. Thus the
inadequate daily ration of about 1,700 calories for the normal consumer was
maintained only by & censiderable sacrifice of foreign cxchange.

The attempt to keep controlled agriculturzl pricces down by means
of subsidies to producers was not too sucecessful, Although prices paid to
producers in 1944~45 and 1945-46 werc almost 33 per cent higher than prices
charged to consumers, wholesalc agricultural prices excluding subsidies rose
considerably morc than industrial prices. Great pressures were applied by
agriculture in order to obtain freedom from price controls. Eggs and potatoes
were released from control carly in 1946; the egg price immediately rose
about 20 times and controls on potatocs were reintroduced after a short time.
In the spring and eerly summer of 1946, intrcduction of a free market to
function beside the controlled market was considerced. This device was not
adopted, however, and on July 1, 1946, a gencral wage and price stop was
proclaimed. The struggle ageinst controls continued, and on December 13,
1946, abandormment of controls on meat was decrced. Moreover, producers'
milk rrices were raiscd. Between January and Merch 1947, the price index
figure for agricultural products rose from 655 to 903, A small pert of the
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increase may have been fictitious inasmuch as ber&ain goods had been un-
procurable at the previous prices. Pricgs continued upward in the second
quarter of this year. Wage increases followed. Although wages, particularly
in formerly underpaid branches, had risen faster than the official cost of
living since thc end of the wer, levels of consumption, as pointed out by
the Bonk of Finland, decreased greatly as a result of the lack of consumers!
goods, stupendous black market prices, and general dcterioration in quality.
The wzge carncrs are very sensitive to price incrcases and, according to
most recent reports, the labor situation continues rather unstable. The
discortinuation of subsidies on decontrolled products provided some relief
to the budget, but in June subsidies on milk were raised sharply and, under
the pressure of labor, the Government has submitted to the Diet a hill to
reduce income tax of wage earners by some 20-25 per cent. There is little
doubt that at present a new critical point has been reached and much will
depencd on the Government's ability to keep further wage increases in check,
on the success of the next harvest, and on the development of imports. In
view of the other difficulties which still haress the Finnish economy, the
wisdom of the decontrol action is guestionable.

Repzarations

The strains on the Finnish economy resulting from the payment of
reparations stem both from the magnitude and the specific composition of the
deliveries. It will be recalled that the total reparation sum was originally
fixed in Article 11 of the Armistice Agrecment at $300 million, payable in
commodities in six equel annuael installments. The stipulation that de-
liveries were to be "in kind" required a statement on pricing of reparation
goods, and the Russians succeeded in obtaining cgrecment that 1938 prices
with increases of 15 per cent for machinery znd 10 per cent for other goods
were to be used, As prices since 1936 had risen a great deal more than this,
the reel burden of reparations was very considerably increased by this arrange-
ment. In addition, a scvere penalty of 5 per cent per month for delays in
deliverics was imposed. On the other hand, in December 1945, the Russians
agreed to extend the reparation period from six to eight ycars and subse-
quently remitted the penalties which had accumulated during the second
reparation yecar and which amounted to about $360,000. During the first.
reperztion year (September 1944-September 1945), the Finns paid $51.5 million
(at reparation valuations), and during the second yeer $35.6 millionj ac-
cordingly, annual installments of $35.5 million must be delivered for the
remaining six years. On the basis of present export and import prices in
Finland, the armmual burden may be computed to amount to some $65 million of
current dollars. If related to the 1938 nationel income of the country, the
annual reparation burden amounts to lecss than 5 per cent. The percentege of
current naticnal income required for reperations, however, is much higher.
While dats on national inceme are still uncertein, it has been estimatcd
thet reparation payments during the first ycar amounted to about 13 per cent
of tkc national income; the corresponding figure for the second year may
have been about 10 per cent. These percenteges must be further increased
for 1044-45 and 1945-46 by taking into account the rcstitution to Russia
of trhe equivalent of goods brought by immigrants from the ceded areas
(amounting to about $25 million by September 1946 when further payments were
discentinued), as well as by the costs involved in the procurement and ad-
ministration of reparations and restitutions. Thus, during the first yeer,
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reparations and restitutions may have absorbed as much as 20 per cent (in-
stead of 13 per cent) of netional income; in the second year this proportion
may havre been close to 15 per cent,

Deliveries to Russia during the next two years will be further
increased in connection with the settlement of the so-called German assets
in Finland. The sum in question amounted to about $37 million and repre-
sented gross debits of Finland in the Finnish-German clearing. The Finns
were not allowed to deduct from this debit Finnish clearing assets in Germeny
which zmounted to about onc-quarter of their debt to Gemmany. Uischarge of
these obligations may increase the annuel reparation burden in 1947 and 1948
by alhout 30 per cent.

While the magnitude of thc incemnity payments is considerable, aon
a¢ditional burden results from the spceific composition of reparation ox-
_ ports, which is as follows:

First Secend Third-Eighth
year vear years
Forest procducts 50.3 39.0 28.3
0ld vessels 7.2 - -
New vesscls 7.0 20. 23.0
Cable procducts 5.6 9.0 £.9
Machinery ancd cquipment 9.9 32.0 39.8
100,0 10C.0 100.,0

During the decade 1929-38; about 84 per cent of Finnish exports
consisted of wood and wood products. The fact that cduring the first year
after the war onc-half of the reparations could be peid in the form of forest
products and enother quartcr in old vesscls. doubtless provided some rela-
tive relief for Finland. On thc other hand, the fact that machinery and
cquipmzent, cables, and new vessels togcther exceeded 60 per cent of the
second year's rcparation payments, ancd that these groups arc scheduled to
exceed 70 per cent in the remaining yeors, will make Finland's task more
Gifficult. Before the war, exports of metal products amounted to only two
per cent of total exports, exports of ships were negligible, and cables were
not exported ot all, While it is true that production of the machinery in-
dustries increascd during thc war, the reparation requirements will necessi-
tate very considerable structurzl changes: new plants will have to be cstab-
lishcd, labor must be trained, and raw materials must be imported from abroad.
For o long time to come, the procuctivity of labor in these branches is
likely to remain substentially below thot in the old-established incustries,
which will mecan that payments of reperations will involve lerger use of
capital and labor than would have been neccssary i1f reparations could have
been paid dircetly or indirectly in preducts in which Finland has a compara-
tive advantage.

In this connection, a few words mizht be said on the effects of
the reparations-in-kind arrongement on the Finnish economy. One advantage
of the arrangement lies in the foct thot the transfer problem is obviated.
It should be notéd, however, that given the great demand for lumber which
hes existed since the war, it is quite unlikely that a transfer problem
would have developed in the first reparations years, if Finlanc had been
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allowed to sell her lumber in the highest market and pay reparations in
dollars or other freely convertible currcncies. The future, of course, is
uncertain, but if the reparation debtor, in order to carry out his obli-
gations "in kind," has to borrow money from abroad, the service of the
loans ney still lead to transfer problems. Since the end of the war,
Finland has received comparatively substantial loans from abroad as may be
seen from the following tabulations:

Foreign Loans Granted to Finland Through May 1947
(In millions of dollars)

Various Export-Import Bank loans 79.5
Other U.S. credits 25.0
Sweden 70.0
Argentina 17.5
Brazil 10.0
South Africa 12.5
Others 6.5

221.,0

The amount actually outstanding is less than the total shown because scme

of the short-term credits (e.g., from Sweden) have been repaid, and because
some of the loens granted have net yet been fully utilized; it may amount

to some $130-140 million. There is no doubt that a portion of this borrowing
abroad was required to meet reparation peyments, and thus transfer problems
may still arise, although indirectly, as a result of reparations.

oreisn Econcmic Position

At the end of the wer, forcign trade was reduced virtually to
zero. While very great progress was achieved during 1946 and the ecrly
months of 1947, the volume of foreign trade is still considerably below
prewar s may be seen from the following tables:

Imports Exports
(Volume index, 1938-39 = 100)
1945 ' 12 16
1946
1st Quarter 22 - 33
2nd Quarter 28 38
3rd Quarter 36 37
4th Quarter 35 40
Whole year 36 41
1947
1st Quarter 60 43

To a large extent, the difficulties which Finland is experiencing
in tre field of foreign trade result from the encumbrance of the country's
export capacity by the reparation deliveries. Yet, even if the volume of
exports plus reparations anc restitutions is related to the 1938-39 volume
of exports, the (approximate) result is still far below prewar,
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Exports Plus Reparotions end Restitutions
(Volume index, 1938-39 = 100)

1945 L4
1946 57
1947, 1lst quarter 64

Output and processing of timber, the main export industry of the
country, have shown a slower recovery then othcr industries. 1In 1946, the
so-czlled home market industries exceeded the 1935 level by 2 per cent,
while the exvort incustries were still 36 per cent below that level., It
should be noted, however, thet from 1935 to the end of the 'thirties home
industrics developed faster than export industries, so thet the discrepancy
between the two types of industry becomes smaller 1f related to 1938-39
rather then to 1935. The timber industry and timber cxports have been
affceted by & varicty of causes: to & minor extent the low output is the
result of the loss of forest arcas in the Bast; more importont is the fact
that labhor end resources have necessarily been allocated to reparation-pro-
dueing industries. Moreover, training of labor was interrupted during the
war and as 2 result there is considerable deficiency of labor in the timber
industry. Finally, pcrhaps the most importent retercding factor is the
shortere of coal, a shortage aggravated during the past winter by the cffects
of low water lcvels on hydroclectric power plants. In 1938, Finland imported
1,8 million tons of coal and coke; in 1945 only 110,000 tons were imported,
and in 1946 thc smount imdorted was almost exactly 50 per cent of 1938.

As a result of cozl scarcity, pulp output remained at a low level,
Morcover, in 1946, more than 40 per cent ~f the timber output was used for
 firewood as compared with about 12 per cent in 1938, Until late 1946, imports
of conl were particularly impaired by the lack of a trade agrecment with
Poland, so that Polish coal had to be wought frem Russia, reportedly at e
considerably higher price. It has also been stated that at times Finland
had to reject allocations becausc of the lack of forcign exchange. This is
supported by the fact that, in the course of 1946, thc Bank of Finlend lost
virtuzlly 211 of its small gold reserve of about $2.8 million.

The helance of payments for 1946 does not revcal quite so stringent
a picture. Imports in 1946 exceeded exports by about $10 million. To this
deficit should be added some $14 million for the amortization of the Swedish
credit and other loan service, Taking into account the carnings of the
merchant marine, the over-all deficit on current account mey have been some-
where in the vicinity of $22 million. At thc same time, about $50 million
was utilized in the coursc of 1946 from various U.S. loans, not to mention
credits from Sweden and Brezil, while the deficit in dircct trade with the
Unitcd States did not oxceed $22 million. To understend the difficulties of
the Finnish position it must be considercd that substantial down payments on
futurc deliveries had to be made. The strong incrcasc in imports in the
first quarter of 1947 may reflect the delayed arrivel of goods which had
been scheduled for delivery, and probably pzid for, in 1946. At the same
time, therc is as yet no indication of 2n increasc in exports in 1947. How-
ever, the results of the first quarter werc affected by the inclemency of
the wrinter, and it remains o be scen whether or not & ncticeable improvement
will occur during the rest of the year.
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Finland's foreign trade position in 1946 was rendered more diffi-
cult by deterioration in its terms of trade. In comparison to 1935, the
ratio of export to” import prices declined 10 per cent. In relation to
1938-29 the decline exceeded 20 per cent. To some extent, the deterioration
was caused by the increase in freight rates by about 2-1/2 - 3 times, Finnish
import prices being on a c¢.i.f, basis. This development may have affected
Finlard even more than the preceding figures suggest because of the in-
creased role of bulky goods in the country's imports. However, in the first
months of 1947, an improvement in the terms of trade became noticeable and
by March 1947 the ratio of export prices to import prices (on the 1938-39
basis) had risen from 78 per cent (average for 1946) to 93 per cent.

Through three successive devaluations in May, July, and October
1945 the foreign exchange value of the mark was reduced by about 66 per cent.
The deterioration in terms of trade together with the relation between
domestic and import prices shown on page 1 seems to suggest that at
least for the time being therc is little rcason for the belief that the mark
is overvalued. It remains to be seen, however, to what extent the purchasing
power of the currency will be reduced by thc recent increases in prices and
wages; which were described sarlicr.

, The Finns have becen fairly successful in their efforts to obtain
a diversified pattern of foreign trade since the end of the war. Russia's
position in the country's foreign trade has indeced increased greatly in com-
parison to the negligible proportions of the interwar pcriod. In 1945, Russia
took 29 per cent of Finland's "free" exports and supplied 19 per cent of its
impor:s; in 1946, the respective figures were 20 and 21 per cent.
If reparations and restitutions are added to exports, Russia accounted in
1945 For 74 per cent and in 1946 for 43 per cent of the value of 2ll goods
expor-ed from Finland. However, despite the very great increase in the
volume of foreign trade between 1945 and 1946, Russia did not increase its
share in that trade. Thus the Finnish experience in this respect is compa-
rable to that of Czcchoslovakia and very diffcrent from that of countries
like 3ulgaria, Yugoslavia, and Rumania wherc Russia's sharc has become pre-
dominant. Whether Finland will be able to maintain her extensive trading
relations with the West is, of course, uncertain. Its refusal to attend the
Paris Conference on European Reconstruction bodes ill in this respect. Apart
from sheer political power, Russia can doubtlcss influence the foreign com-
mercial policies of the country by reducing the reparztion burden. It would
not be surprising, therefore, if Finland found herself compelled under the
so-called "Molotov Plan" to increase substantially her trade with Russia
and tic Russian zone of influence to the detriment of her commercc with
the West.





