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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,



- 16 = CONFIDENTIAL

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.





