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CONFIDENTIAL -1 - East-'iest Trade

On the whole, the commodities which ‘lestern Burope imports from the
East probably have relatively low price elasticities of demand, and they are
largely such that their purchase cannot be easily shifted from Eastern Europe to
the now devalued countries without seriously impairing total supply. Thus, the
higher prices {in local currency) after the devaluation may not of themselves
reduce the volume of imports from Eastern Europe to any large extent, end their
value (in local currency) may quite likely increase,

Since the Eastern European countries may be expected to utilize fully
their foreign exchange proceeds, exports from estern Europe (and from the over-
seas territories of the respective monetary areas) to Eastern Europe are also
likely to increase in value, and most probably in volume, On the other hand, we
should not expsct the devaluation to cause much of a rise in Jestern exports to
the East at the expense of exports from the dollar area; as the latter are
already at a low level because of U, S. export controls,

(This analysis is not as fully applicable to Czechoslovakia as to the
other Eastern European countries, Czechoslovekia exports largely menufactured
articles as well as some timber and coal to ijestern Europe, Its terms of trade
may not be expected to improve as much as those of other Eastern countries, if at
ell. It may also have to face relatively less favorable price elasticities of
demand, )

Effect on Existing Contracts

With regard to existing contracts the immediate effect of the devalu-
ation would depend on the currency in which the prices have been legally expressed.
A number of important East-West trade agreements consist of a bulk purchase
contract on the part of the iJestern country, with the respective Zastern country
being paid in (Testern) local currency and using such proceeds relatively freely
for its purchases., If the prices which the ‘iestern country is committed to ray
for these bulk purchases are contractually local currency equivalents of fixed
dollar prices, then the Eastern country would clearly benefit from the devaluation,
Should, however, these prices be expressed in local currency only, the Hastern
country would not obtain larger local currency proceeds, and will most likely
lose because of the now higher local currency prices of its imports., e do not
have sufficient datae to indicate which of the two alternatives is more prevalent
in fact; according to The Economist l/ﬂ British contracts are expressed only in

sterling,

Eastern European Exchange Rates

Two of the Eastern European countries -- Czechoslovakia and Yugoslavia
-- have par values approved by the Fund, Poland does not have an approved par
value yet, and the other countries are not members of the Fund. All of thes
rates, to a lesser or greater degrea, overvalue the Eastern European currencies
by any purchasing power criteria and are far from being "equilibrium rates",
However, this fact is not a serious obstacle to their trade, since virtually all
of it is carried on by foreign trade monopolies which can be (and are) readily
subsidized in local currency. The overvaluation probably does affect their foreign

1/ September 2L, 1943, p. 682,
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: johémes.f Furthermore, unreallstic rates ought to 1nterfere w1yh
_;1ﬁr tzonal economic planning in these countries, but there seems to be no concern
f-er1th this,problem, at least in the published literature,

- " None of the Eastern EBuropean countries has as yet devalued, l/ and in

2 gfview of what has been just said there is little reason to expect any to do so.
 For propagenda reasons they may wish to avoid such a step in order to play up the
- "strength” of the Eastern economies as contrasted with the "disastrous" effects
~of the. Marshall Plan which has now forced devaluation on Western Europe, Should,
nevertheless, any official devaluation teke place in Eastern Europe its practical

effacts on the outside world would be virtually nil, with the possxble exceptlon

of stimulating somewhat larger remittances to the area,

1/ However, the Finnish markka has been devalued by 30.5 per cent, or by as much
as the pound sterling, This is in addition to the 15 per cent devaluation
carried out on July L, 19i9. Altogether the markka has been, therefore,
devalued by Ll per cent, or from 136 to 230 merkkas to the dollar, since mid=

year,
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THE U. S, RECESSION AND THE DOLLAR
~ EOSITION OF THE OEEC COUNTRIES

Albert O, Hirschman and Barbara Hinrichs

In an earlier article 1/ it was argued that a slight recession of the

American economy would not necessarily prove upsetting for the balances of pay-
ments of those countries that rely heavily on American aid in the financing of
their import surplus, It seemed a priori probable that a U. S, recession would
result, for countries with large initial excess of imports over exports, in larger
dollar savings on the imvort side (as a result of declines in U. S. prices) than
in dollar losses on the export side (as a result of decreased U. S. purchases),
The British crigis may seem to belie this thesis; and the Snoy - Marjolin report
on the division of ECA aid in 1949-50 maintains that the fall in dollar earnings
of OEEC countries as a group during 1949 has been much larger than any dollar
savings resulting from the fall in the prices of American exharts, Calculations
based on U, S. foreign trade data show that this statement is correct for the
United Kingdom and the sterling area, but does not hold for the continental OEEC
countries, Even for the United Kingdom and the sterling area the net loss incurrer
as a result of the excess dollar losses over dollar savings in the course of the
recent readjustment amounts to only a fraction of the actual loss in gold and
dollar reserves,

Suppose that the United States exports §10 billion during a base year
and that the unit value of its exports drops by an average of 10 percent during
the next year, then 39 billion will buy the same volume of goods in this year as
#10 billion did the year before. The savings accruing to foreign countries due
to price declines in the United States amounts taerefore to 41 billion, This
figure can then be compured to the asctual dollar losses incurred by foreign
countries as a result of both the decline in the prices of goods they export to
the United States and the lowered volume of their sales. This procedure is
prompted by the consideration that the fall in export and import prices and the
fall in the foreign countries exvort volume are direct and unavoidable consequence:
of the U. S, recession while the foreign countries have it within their power to
prevent the volume of their imports from the United States from rising in reaction
to the fall in U, S, prices.

The most significant result of Table Ibelow is the striking differenc
in behavior between the sterling area and the Continental OEEC countries. ihile
the sterling area's dollar losses in the second quarter exceeded its dollar saving:
the opposite held for the continental OEEC countries and their dependenciess: the
savings accruing to these countries as a result even of the relatively small price
declines in the United States were sufficient to wipe out any decrease in dollar
earnings that occurred between 1948 and 1949,

This difference is explained mainlv by two considerations: First the
sterling area earned its own way to a much larger extent than the Continental
OEEC countries., In 1948 the sterling area covered 70 percent of its imports from
the United States by its exports to the United States, whereas this ratio stood

1/ See this Review, June 7, 1949,



-2 - U. S. Recession

Table I

Dollar Savings and Losses in Trade
of OEEC Countries with the
~ United States
(in millions of dollars)

Sterling Arez Continentel CEEC Total
: Countries ;/

Second Cuarter of 1949
(annual rate compared to

1948)

Dollar Savings accruing
to foreign countries as
result of price declines
of U, S, exvorts 2/ 104 188 292

Dollar Lousses (decrease
in U. S, imports) 252 30 282

Net Savings or Losses (-) - 148 159 10

Second Cuarter of 1949
compared to 2nd Cuarter
of 1948 (annual rates)

I. Dollar Savings accruing
to foreign countr’ :s as
result of price declines

of U. S, exports 2/ 133 256 389

Dollar Losses (decrease

in U, S. imports)¥ 260 - €8 172
New Savings or Losses (-) ~- 127 344 217
. 1/ Inciuding dependent overseas territories, excluding Switzerland,

’g”/ Calculated by applying the decline in the unit value index for total

J. S. exports to the value of U, S. exports in the base period, Up to the
second quarter of 1949 the index had declined by 5.2 percent from the
average of 1948, and by 6,7 percent from the second quarter of 1942,
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8t only 20 percent for the Continental QEE i ine s

"Wh? sleeps on the floor cannot fall i&ogggigoggggligﬁs ggglggﬁn%get gggﬁggﬁntries.
Unlike the sterling area countries, the Continental OEEC countries were likely

to reap almost the full benefit of any U. 8. price declines since they did not
stand to lose much sales volume to the United States, On the contrary — and this
is the second explanation of the difference between sterling area and Continental
OEEC countries - for some of them, sales to the United States had remained at so
low a lev§l in 1948 that they could expand them even during our domestic readjust-
ment. This is typically true of all countries in which recovery had lagged such
a8 Germany, Austria, Greece, and Indonesia (See Table II), Turkey and the
Netherlands also were able 4o increase their sales to the United States in 1949,
The decrease of U. S, purchases from countries like France, Italy, Belgium, and
Sweden was sufficient to offset these gains in the comparison of the second quarte:
of 1945 with the average of 1948, but not in that with the second quarter of 1948,
- For this comparison the table thus actually reveals a net gain (in place of a.
loss) which, together with the dollar savings due to U, S, price declines, adds

up to a sizeable improvement in the dollar position of the Continental OEEC
countries. But even those European countries whose exports to the United States
declined from the second quarter of 1948 to the second quarter of 1949 gained

on balance as a result of the decline in U. S. prices. The only notable exception
to this rule is Sweden whose exports of wood pulp were hit particularly hard,

For the United Kingdom and the sterling area the situation is the reverse
In both comparisons the "losses" exceed the "savings" and the net loss for the
second quarter of 1949 amounts for both comparisons to between 330 and $40 million
on a quarterly basis. 1In spite of the fact that much has been made of the decline
in prices and U. S, purchases of sterling area products the contribution of the
United Kingdom to this loss is larger than that of the rest of the sterling area,
In any event, the aggregate loss is small if compared to the actual gold and
dollar loss of %260 million sustained by British reserves during the same period,
The explanation of the major part of this drain must be sought, not in the effects
of the recession in the (nited States, but in capital movementis and in an excep-
tional increase in sterling area imports from the dollar area,

In general, it is clear that the "dollar savings" calculated by us on
the assumption that the volume of imports from the United States would remain
constant in the face of U, S. price declines, are highly theoretical. Rather than
decrease in proportion to the fall of the unit value index, U, S. exports to both
sterling area and continental OEEC countries showed considerable increases from
1948 to the second quarter, Thus between the second quarter 1948 and the second
quarter 1949 U, S. exvorts increased by 3¢9 million to the sterling area, and by
430 million to the Continental OEEC countries, This was not, of course, an auto-
matic reaction of an elastic demand of foreign countries for U. S. imports. It
is largely exnlained by the slow start of ECA procurement during 1948 and its
acceleration during the second half of the 1948-49 fiscal year, To some extent,
the easing supply situation in this country may also have led to an exceptional
rise of U, S, exports as a result of shorter delivery dates and of the exportation
of scarce items previously reserved for the domestic market. The increase in
the volume of imports from the United Stutes thus explains why sterling area
gold losses have been so much larger than indicated by our figures and why the
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ntinental OEEC countries have not added considerably to their reserves., Never—
theless, the data shown here on net dollar savings or losses are meaningful since
_they isolate the effect of the U. S, recession on the dollar position of the OEEC
area from other factors that, to a large extent, have operated independently,

In summary, immediate dollar losses were suffered in the course of 1949
by foreign countries as a result of decreased foreign purchases by the United State
But these losses could have been virtually cancelled, for the combined sterling
and OFEEC areas, by the savings accruing to these countries as a result of reduced
U, 3. prices. The disturbing feature about the development of U, S. foreign trade
in 1949 was therefore not so much its impact on the immediate dollar position of
foreign countries as the long-run implications of the premature halt in the expan-
sion of U, S, imports for an eventual solution of the dollar problem,
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Table II

Dollar Savings and Losses in Trade of OEEC Countries with.the United,States.
(in millions of dollars)

Second Quarter of 1949

Seéond Quarter ofi1949
(annual rate) Compared

Compared to Second Quurter

to 1948 of 1948 (unnual rate s)
Dollary ; Dollar, ,Net Savings Dollar 4 Mollar 1t Sawings
Saving%/ Lossesg/or Losses () Savings}/ioqeea 2 r losses (=)
Countries ' '
UK, 33.8 117.9 - 84,1 34,8 125,2 - 90.4
Other Sterling Area 70,0 134,0 - 64,0 95.6 134.0 - 38,4
Sterling Area 103.8 251.9 - 148.1 130.4 259,2 - 128.8
Austria 7.6 o 7.2 10,0 . 2, 1Z,0
Belgium-Tux. 16,2 16.4 -~ o2 15.6 15,6 a
Belgian Congo 2,6 16,9 - 14,3 3.6 2,0 1.5
Denmark 208 l.() 1:2 3-2 04 208
France 31,0 21,7 3.3 47.2 « 23,2 70.4
French Colonies 6.7 2,7 4,0 9.6 =« 7,2 14,8
Germany 45.4 15,9 61,3 63,6 - 27,2 30,8
Greece 12.4 - 5.9 18,3 4.8 - 10,0 245
Ttely 21,8 36,6 - 14.8 31.6 36,4 - 4.8
MNetherlands 16.4 - 17.8 34.2 20,4 - 27,6 48,0
Indonesia 4e8 - 55,9 60,7 6.4 - 72,0 -
Norway bed 4.8 - oh bhib - 5,2 9.6
Portugal 4.0 8.4 YA 5.2 5.2 1]
Sweden 6,2 45,5 - 39,3 10,0 55,2 - 45,2
Turkey 5.3 * 29.5 34.8 9,2 - 28,4 37,6
Continental CEEC 187.6 30,0 157.6 254.,8 -88,0 342.,8
Countries 3/
Combined OEEC and
Sterling Area 201.4 -~ 281,9 9.5 385.2 171.2 214,0

1/ Dollar Savings on U, S. exnorts due to U. S. price declines,
calculation see footnote 2 to Table I,
2/ Decrease or increase (-) in U,

2/ Exclusi
ol s

Switzerland,
$

il

5. imports,

For method of





