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Faced with renewed financial difficulties, the Government acted
boldly. It mey even be said that it "profited" from the threat of crisis
in order to push through measures (such &s the drastic reduction of sub- |
sidies and the renewal of the capital levy) which it would hardly have been
able to enact in the normal coursec of affairs. Moreover, the Govermment
chose wisely to have one big crisis rather than two separate oncs, one now
over the budget, the other somcwhat later over the balence of payments.
Although, because of the recéntly granted World Bank loan, there was no
immediate neccessity for further foreign financing, the Govermment in entici-
pation of larger needs in the fall asked and obtained from Parlisment the
trensfer of $250 millionl/worth of gold from the Bank of France to the
Stabilization Fund. Shovld the gold trensferred be actually sold, French
gold holdings will be reduced to $445 million or to lcss than half of what
was cogsidored a safe minimum &t the time of the Washington loan negotiations
of 1946,

Successive 1947 Budget Estimates

In order to understand the financial measures that have been taken,
the recent history of thc French budget has to be bricfly recalled. Both
the Monnet Plan and M. Schuman's exhaustive "Financiel Inventory" of Dccember
1946 had preached the doctrinc of cquilibrium of the ordinary budget. In-
ternal borrowing and extraordinary receipts—-among which the most important
were the countervalue in francs of foreign credits end of gold and foreign
exchange liquidations--were to be reserved for the financing of the extra-
ordinzry or reconstruction budget which also included equipment outlay for
nationalized enterprises and financicl assistance to local govermments.

Since preliminary estimates made early in 1947 showed a 110 billion
deficit of the ordinary budget (550 billion rcceipts and 660 billion expendi-
tures), reconstruction expenditurcs of 312 billion francs, and other outlays
amounting to ebout 150 billion, it weas decided to block 40 per cent of the
reconstruction expenditures pending the balancing of the ordinary budget.

It was indeed perfectly clear that the financing of this vast deficit expendi-
ture of 572 billion could be achieved only by a massive injection of in-
flationary purchasing power,

In April, Schuman presented revised estimates in which the ordinary
budget was shovm in balance at a level of 590 billion francs, reconstruction
expenditures at 187 (60 per cent of 312), and other outlays &t 166 billion.
Of the uncovered cxpenditure of 355 billion francs, 120 billion were expected
to be realized through foreign exchange operations, end 80 billion through
delay in cash expenditures by issuance of Credit Netionwl drafts to con-
tractors and suppliers, lcaving 155 billion to be rziscd by borrowing. At
the time the contribution of genuine sevings was expected to amount to 5 per
cent of the ¢stimated national income of 2,770 billion francs, or 135 billion.
This rathcr bold cssumption left only 20 billion expenditures to be accounted
for,

Two months later, a new rcvision of the estimates was necccssary.
Zxpenditures had to be revised upwerd by 71 billion francs owing pertly to
the wage increases of railway workers and partly to some restoration of the

1/ Only 18 billion francs ($150 million) arc to be transferred immediately,
but authority is vested in the Govermment to transfer en additional 12
billion if necessary during the recess of Parliament.




- 11 - CONFIDENTIAL

earlier cuts in reconstruction expenditures. At the same time, the state of
the mcney and capital markets led the Finance liinister to revise downward
his cstimate of the year's public borrowings by 45 billion francs to 90
billicn. The prospect of increased imports, on the other hand, led to the
expectation that franc receipts from foreign credits and gold liquidations
would be higher by 10 billion francs thean cstimated. Total charges of the
Treasury uncovered by either revenue or prospective borrowing amounted,
thercfore, to 126 billion francs.l?

New Financial Measures

The financial measures taken to cope with the situation werc as
follovrs:s

(1) Subsidies on bread, milk, and the transportation and postal
systems were cancelled leaving only the basic industrial raw meterials of
coal &nd steel in a subsidized status. OCn thce other hand, in order to
mitige.te the effects of this momentous decision on the classes of the popu-
lation that would be particularly hurt by the resulting price increases,
family allowances as well as pensions for the sick and the aged were raised.
The net savings realizcd will amount to 44 billion francs.

(2) New revenues will yield 75 billion francs. The most unexpected
measure has been the increase by 25 per cent of the capital levy {solidarity
tex) that had been instituted after the currency exchange of July 1945. The
due date of the last quarter of the liability incurred under the tex was
advanced from November to September and a "fifth quarter! is to become due
in November. This measure aroused the opposition of the Right, but served
to sorten the Left's anger at the suppression of subsidies. Other revenue
is to be obtained from increesed excise taxes on tobacco, matches, alcohol,
and gcsollne, from increased application of the pay-as-you-ge prlnc1ple,
from income assessments according to "outer signs of wealthi; :2/and from sales
of government-owned industrial shares and of surplus militury vechicles.

(3) Finally, 30 billion billion francs arec to be obtained from a
further compression of civilian and, in particular, military exoenditures.

Total recsources thus obteined amount to 150 billion francs.and ex-
cced, therefore, the Treasury's expected deficit by 24 billion francs--a
safety margin for the general salary increasc for civil servants that was
voted in just this amount on July 16. As was pointed out above, however,
the Treasury's receipts still include net estimated internal borrowings of
90 billion, and it is by no means certain that even this recduced target can
be reached. The Treasury itseclf was apparently anything but certzin on that
count since it asked Parliament also for an increase by 100 billion francs of
its aathority to borrow directly from the Bank of France. How necessary were
these cdditional facilities is clear from the fact that advances in the amount

1/ 20 + 71 + 45 - 10 = 126.

2/ Widespread tex evasion by the "new rich" has made it necesszry to resort
to this time-honorcd expedient. Income presumptions arc based on rent
paid, the number of domestic personnel (a malc servant leading to a pre-
sunption of twice that yielded by a female!), and on the horsepower of
private cars owned.
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of 44 billion francs were used during the month of June, exhousting entirely
the previous authorization of 100 billion and using up 8 billion of the new
one herdly a week after its passage through Parliament.

In spite of ever-recurring financial difficulties, the develop-

ments of the last months have yielded the following notcworthy results:

(1) Improved expenditure control and gradual inclusion of certain
formerly extrabudgetary categories of public expenditure into the ordinary
and extroordinary budget voted by Parliament.

(2) Progress of economic decontrol as evidenced by the suppression
of most subsidies and by the abolition of tohacco and gasoline rationing.
Excise taxes on these two products have been raised so as to bring their
prices to a point where supply and demancd are equated.

(3) Most important, achievement of the equilibrium of the ordinmary
budget owing to a sustained cffort at reduction of expenditures and to raising

of newn revenues.

Private Vs. Public Credit Needs

The close interaction between private credit needs and the problems

faced by the Treasury has recently been brought

out very well in the first

anmual report of the Netional Credit Council, a supcrvisory and coordinating

body that had been created by the Ba
port provides breakdowns of bank credl
ment) and by lenders (Bank of France and com

teble shows how, for 1946 (in partic

nking Law of December 2, 1945.

The re-
ts by borrowers (business and govern-
mercial banks).

The following

ular for the second half of that year),

the Bank of France financed a constantly increzsing share of the total out-
standing credits of the banking system while 2 constantly decreesing portion

of trese credits constituted a direct or indirect aid to the Treasury.

Total Bank Credits -
by lenders:

Commercial Banks
Bank of France
Total

Total Bank Credits -
by bhorrowerss
Business
Government - total
Treasury honds
Jredit National
arafts
Total

Dec. 31, 1945

June 30, 1946

Dec. 31, 1946

Billiocns Per Billions Per Billions Per

of francs cent of frencs cent of francs cent
340 g7 421 84 474 79
52 13 80 _16 126 2L
392 100 <501 100 600 100
118 30 181 36 305 51
(274) (70) (320) (64) (295) (49
243 62 260 52 210 35
1 _s 60 12 &5 L
392 100 501 100 600 100
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The credit expansion thus proceeded not by govermment borrowing from the
commercial banks, but, on the contrary, through credits obtained by private
industry and trade which werc largely financed by the Central Bank, either
directly through rediscounts or inhdirectly through non-renewals of Treasury
bonds; the latter had to be refinanced in the form of dircct advances from
the ank of Frence to the Treasury. The decrease of 50 billion Treasury
bonds in the second half of 1946 ;s almost cxactly matched by the increeasec
in direct Bank of France advances to the Treasury (from 13 to 68 billion
francs) during the seme period. The increasc in this item which is gener-
z1ly regarded by the French public as thce most importent indicator of the
Treasury's pesition has, therefore, been caused less by the budget deficit
than by the inability of thc commercial banks te expand their lending to
busircss enterprises without liquicdating to some extent the credit previously
granted to the Treasury. A similar situatiosn has been rcsponsible for the
recent increase in direct Bank of France advences.

What littlc expansion of govermment borrowing from the banks there
hes been in 1946 has taken plece through discounts of drafts in payment of
contractors and suppliers. It has already been mentioned that these drufts,
underwritten by the Crcdit Notional to meke them eligible for rediscount at
the Bunk of France, are cxpected to be a major source of deficit financing
during the currcnt ycar. By a decrec of February 27, 1946, the meturity
of these drafts has been extended from © to 12 months and the settlement of
public contracts through drofts (rether than cash) hes been made compulsory
for the full amount of thc swms duc rother than, as previously, for 75 per
cent only.l/

Capitael Markets and Private 3avings

Average levels of real income being quite low, savings out of
current income are quite small uvnder present conditions. In addition, as
is to be expccted in a period of inflationary pressures, great aifficultics
arc experienced in channeling what private savings there are toward the in-
vestrients planned bv the Statc. Furthermore, the nmaticnalizetion of importent
branches of French industry had the consequences that these branches could
finance themselves ~nly through fixed-income issucs which were at a clear
disadvantage with respect to varieble-income sccuritics becausc of the
constant risc in prices,

In 1946, new honds and shorcs were issued in the amount of
84 billion francs, half of which werec bond issues of the semi-public Credit
National and Credit Foncicr; nationalized enterprises accounted for 9 billion
franzs; the surprisinzly lerge amdount of 22 billion went to private consumers'
goods incdustries.2/

1/ 0f a total of 98 billion Credit National drafts in circulation on De-
camber 31, 1946, 86 billion were held in the banking system and were dis-
tributed in approximately cqual amounts between the commercial banks
(44 billion) and the Bonk of France (42 billion). Even if 100 per cent
of the drafts werc to be rediscounted, the Treasury would still obtain
the advantage of heving cvoided to that extent an increese of its direct
odvances fron the 3enk of France with its attendant Ypsychologicall
conscquences, .

2/ Ztudes et Conjoncture, March-ipril 1947, p. 12.
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Available resources of the Caisse des Dc. ts et Consignations,
the agency centralizing the funds of savings benks and soclal security con-
tribusions and using them for underwriting government securities, increased
by 64 billion francs, but of these 45 billion had to be used to support the
market of government securities rather than for new subscriptions.

The Report of the National Credit Council presents an estimate of
private capital formation by adding the 19 billion franc net increase in
resources of the Caisse des Depots to the 84 Hillion new market issues.
There is, however, some double counting between these two items since vart
of the increasc in funds at the disposal of the Caisse doubtless went to
subscribe to bond issues of such quasi-public bodies as the Credit National
and tae Credit Foncier. It appears likely, thereforc, that private savings
excluding chenges in cash holdings have remaincd below 100 billion francs;
they nave emounted, thercfore, to about 3 per ccnt of the national income of
2,770 billion francs. This result makes it quite improbsble that it will be
possible to reach in 1947 the Monnet Plan target of 9 per centl/of which the
Goveraent hod expected at one point to obtuin about one-half.

Future of the Monnct Plan and Inflation

It seems clear, thercfore, that, with present low levels of real
income, private capital formstion is incapable of contributing to the fi-
neneing of the planned investment expenditure to the extent envisaged by
the Monnet Plan. Realization of this fact has brought about three distinct
developmentss

(1) Objectives of the Plan are being scaled down, although no
official indication of this has as yet becn given except for the reduction
of extraordinary government cxpenditures.

(2) Recent financial mecasures have, for the first time, brought
forth the tendency to raise investment funds through taxation, i.e., by
sccuring a surplus in the ordinary budget.g The procecds from the 25 per
cent increase in the sclidarity taxz and from certain other texes have bheen
specifically set aside for the finzncing of the extraordinary budget.

(3) Residual reconstruction expenditure, i.e., thet part that is
not covered by tex or cxtreordinary non-tax rccelpts (such as franc procceds
from foreign loans and gold sales), is fincnced primarily by the banking
system. This residual is thc result of & constently shifting compromisc
between the minimum requirements of the investment progrem and the maximum
limits assigned to inflationary means of finance by an uneasy and experi-
mentel concept of "controlled inflation'.

1/ Totel investment envisaged by the lionnet Plan for 1947 is estimatcd at
17 per cent of nationa) income to be raised in the following manncrs:
5 per cent through the franc procceds of foreign loans and gold ligui-
dotions, 3 per cent through sclf-financing of business and farm cnter-
priscs, and 9 per cent through the cepital market.

g/ A1l toxetion, ordinary end extraordinary, hee so fer been included in
the ordinary budget.
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This threefold attack--slowing down of the investment program,
finanzing of investment from a surplus in the ordinary budget, and a
limited emount of inflationary finance--coulc provide the pattern for
meeting the difficulties of the active reconstruction period provided a
solution is found for two problems:

(1) Agricultural output. It was geen earlier that the latest
inflationary spurt was due almost exclusively to a rise in farm prices
reflecting unsatisfactory output and distribution of farm products. In-
creasing agricultural output is a preliminary condition if controlled in-
flation is not to degenerate into runaway inflation through constent increases
of food prices and the consequent irrepressible demands for higher wages.

(2) Exchange rate. With internal prices and costs under slow but
steady pressure, the present exchange rate already has become a barrier to
French exports in several lines, including tourism. If it is corrcct, as
is argued in thc foregoing, that continuation of inflationary pressures is
to be reckoned with for some time, the question of an adjustment in the rate
is ccrtain to become acute.

RUSSIAN INDUSTRY IN THE SECOND QUARTER OF 1947 A, G.

The rcport of the Gosplan on the cconomic results achieved during
April-Junc l947l/followsy with a few exceptions, the pattern of previous
reports for 1946 and the first cuarter of 1947.2/ This means that most of
the data refer to industrial develomments, the informetion being divided
into two parts: (1) percentage data on the degree of fulfillment of the
cuarterly plan by the individual industrial Ministries, and (2) percentage
increases in output of important commodities over the sccond quarter of the
last year.

The average degree of fulfillment of the plan by all Ministries
combined is divulged for thc first time, the figure being 103 per cent.
Althcugh no such figure is given for the earlicr period, the degree of plan
fulfillment in the most recent period appears to be much higher than was the
casc in the first quarter of 1947. While in that period few of the Ministrics
reported overfulfillment, and the majority showed considerablc lags, the morc
recent quarter ended with five-sixths of the Ministries having excceded the
plan targets, while the legs of the remaining Ministrics were quite small.
Thus, the Ministry responsible for output of agricultural machinery, which
in 1945 had remained 23 per cent behind the target, fulfilled 99.7 ver cent
of the quarterly plan. On the other hand, the overfulfillment of the plan
for ferrous metals by 3 per ccnt may ceuse surprise in view of rcpeated
vigorous charges in the press according to which the rate of output of the
responsible Ministry was too low.

The list of individual commodities for which data arc given in-
cludes 48 items as against 37 in the preceding rcport, Appraisal of the
signi.ficancc of the percentage-wisc incrceses is difficult, because they

1/ ¢S, Pravda, July 8, 1947.
2/ Sce this Review, March 25, 1947, and May 6, 1947.
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relate to the unknown situztion in the sccond quarter of 1946. Nevertheless,
o few comparisons may be hazarded with regard to output of some basic in-
custricl matericls., The following table shows the scheduled increases for
the whole yesr 1947 over 1946 and the quarterly increases in 1947 over the
corresponding periods of the preceding year. )

Increases in Cutput

1947 as 2nd. quarter 1947 1st quarter 1947

percentage as percentage of 4s percentege of

of 1946 2nd gquarter 1946 1st quarter 1946
Pig iron 121 112 110
Steel 119 108 a/
Joal 116 111 104
Jil 118 118 115

2/ Cf. footnote (2), table below.

The rclative increases in the second quarter were considerably
higher than thosc in the first quarter of the year. This is true not only
of the materials just listed, but of a good many other commodities, with the
exception of those the output of which had dropped to very low levels in the
course of the war. Looking back over the Russian press reports in 1946 when
no Gosplan rcports were yet published, one does not gain the impression that
the ocutput in the second gquarter of 1946 proceeded at a rate lower than that
of tke first querter. Thus, genuine progress scems to have been achieved.
Un trc other hand, the rutes of growth for the commodities listed, except
for ¢il, in the second querter of this year arc still very much below the
rate called for by the plan for the whole year 1947; in the first quarter,
output of none of the four commodities attained the rates of the annual plen.
The burden thus placed on the remaining quarters of the year may be roughly
shown on the besis of our previous estimetes if wc assume thzt the 1945-46
rate of growth apnlied uniformly to the individual quarters of 1946.2/

Output in Millisns of ilctric Tons

1st 2nd Target Remains to be
quarter, guarter, for produced during
1947 1947 1947 remainder of 1947
Pig iron 2.6 2.7 12.1 6.8
Steel 3,78/ 4.1 18.2 10.8
Coal 43.0 48.0 204.4 113.0
0i1 5.50 6.3 5.6 13.8

a/ Since no figure for the first quarter of 1947 wes
given, it must be assumed that no increase as against
the first quarter of 1946 was achieved. Accordingly,
the estimated output of the first quarter of 1946 is
used in thc table, although output may in fact have
been lower in the first three months of 1947 than a
year earlier,

1/ See this Review, March 25, 1947.
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In other words, in order to attain the 1947 target, output in
the second half of 1947 would have to grow over that of the first half of
the year by the following percentages:

Pig iron 28
Steel 33
Coal 19
0il 17

Much is being said at present in the fussian press about advancing
the 1947 goals from the end of the year to the 30th anniversary of the
October Revolution (lNovember 7), thus shortening the plan period by some
15 per cent. But even if no such abridgment should take place, it is quite
improbable that an increase in output of such formidable dimensions can be
schieved. In fact, an underfulfillment of the annual plan seems inevitable.
This lag may be less significant in the casc of coal and oil, becausc output
of thaesc products in 1946 was close to the plan and a target was set for
1947 which, if achieved, would imply considerably faster progress than is
called for by the schedules of the Five Year Plan. It is diffcrent in the
case of ferrous metals, where the 1946 performance was poor and the high
1947 targets were designed to raise output to a level consonant with the
gozls of the Five Year Plan. There is no doubt that the slow growth of
steel output is onc of the most importent roctarding factors in the Russian
economic development.

The most significant innovation of the present report lics in
the fact that for the first time the percentage increase in the volumc of
total industrial production is given. The previous reports rccorded the
relative increascs in the output of civilian goods only. It has been
veriously estimated that the totel industrial output in 1946 wus about
5 per cent lower than in 1945, becausc military output decreased more than
civilian output increascd. The present report stetes that total industrial
output in the second quarter of 1947 was 15 per cent higher than that of
the second quarter in 1946. One probably would not go far wrong in assuming
that the present level of output is approximately 10 per cent higher than
that of 1945, or very close to that of 1940. The average annuel rate of
industrial growth forescen by the Five Yecar Plan is 10 per cent. Thus the
present output probably has not yct compensated for the deficiencies of 1946,
This in itself does not mean that the Five Year Plan will be underfulfilled.
But it is safe to believe thet its objective in the industrial field will
not 2e attained unless either procuction of steel is greatly stepped up or
elsec much greater reccourse to imports of steel and machinery will take
place than has been thc case so far.






