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Preface

The Finnish-Soviet clearing system is often referred to as a special case
among international clearing arrangements. Having started already in
1945 on an annual basis and being renewed for five-year periods over the
years 1951-1990, the regime lasted for 46 years. Until the 1960s Finnish-
Soviet clearing was generally only one of many similar clearing arrange-
ments which Finland maintained with its trade partners in the east and
west. By the end of the 1960s, most western European countries had
dismantled their clearing arrangements with the eastern European
countries. Finland, however, continued to maintain clearing agreements
with the Soviet Union and with a number of other socialist countries. The
decision of the Soviet government to abolish central planning irrevocably
removed the possibility of continuing the Finnish-Soviet intergovern-
mental clearing regime, which was subsequently terminated at the end of
1990.

Finland conducted centrally managed intergovernmental foreign trade
arrangements starting with the post-war regime of almost fully controlled
foreign trade and payment systems and ending with the current fully
deregulated foreign trade, payment and financing regime towards the end
of the 1980s. These developments constituted a unique laboratory for
testing the viability of clearing in a controlled versus a liberalized
environment. It also allowed for a comparison between Finnish-Soviet
clearing and other similar arrangements in the past and present. It made it
possible to use the Finnish experience to determine the narrow conditions
under which a system of international clearings is useful.

Trade with the Soviet Union played an important role in Finnish
foreign trade policy. The role of the Bank of Finland in the management
of the intergovernmental clearing regimes was originally that of an
account-keeper. The holder of accounts was the Finnish government. In
the case of the Finnish-Soviet clearing arrangement, however, the
involvement of the Bank of Finland was bound to grow beyond this role,
particularly in the 1970s and 1980s. Efforts to keep the clearing account
operational in an environment which was otherwise increasingly de-
regulated called for controls that were bound to affect not only trade
policies but trade itself.

Traditionally, discussion in Finland has treated clearing problems
from the viewpoint of trade policy. However, in this book trade policy
questions are discussed only to the extent necessary to provide readers
with background and explanations for problems connected with payment
system management. The purpose is to shed some light on the clearing
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payment mechanism and the associated procedures and techniques
applied in the management of clearing. This side of clearing operations is
not generally well known and has often been misunderstood. Since
persons once involved in the operation of clearing management were still
around and documents were available, the Bank of Finland felt that an
effort to collect and record the salient information would constitute a
worthwhile project. It is therefore hoped that this book will also serve as a
reference source for future research.

November 1995

Kalevi Sorsa _
Member of the Board of Management
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1 Introduction and Definitions

1.1 On the subject

The subject of this study is the clearing arrangement between Finland and
the Soviet Union in 1945-1990. The clearing trade formed a base for the
economic relations between these two countries. It provided the Finnish
business community, industrialists, politicians and authorities with a
protected and familiar framework for promoting trade with the Soviet
Union for more than 40 years. Questions about the legitimacy of clearing
were occasionally raised from time to time after the 1960s, both in
Finland and the Soviet Union. The usual conclusion was that there was
not sufficient reason to change the system. Otherwise, one had to be at
least sure that trade with freely convertible currencies would create better
conditions for the development of trade between the two countries.

The Finnish-Soviet clearing system was often presented, particularly
in Soviet propaganda, as an example of how a large socialist country and
a small capitalist country can engage in useful cooperation and trade.
Finland's foreign trade with non-socialist countries comprised about 80
per cent of its total foreign trade. This trade with western market
economies underwent major changes from the fully controlled trade that
still prevailed in the 1950s to completely deregulated trade by the end of
the 1990s. A less publicised but equally interesting aspect is that Finland,
being a market economy itself, experimented with a regulated,
centralized trade regime with socialist countries side by side with
increasingly — and by the end of the 1980s fully — deregulated and
decentralized trade with market economies, using convertible currencies.

This study describes how it was possible for this two-tier system to
be technically and administratively carried out in practice. The findings of
the study support the view that clearing could be maintained with the
support of the free market system. Prices and exchange rates were more
keenly followed in the Finnish-Soviet clearing trade than, for instance, in
CMEA clearing arrangements. As soon as convertible currencies could be
used in Finnish-Soviet trade to settle trade-related payments, clearing was
displaced by the more dynamic free market system.

The Finnish-Soviet clearing system differed from other bilateral
international clearings. It was the first and last of all clearing
arrangements between the industrialized market economies and the Soviet
Union. This leads us to ask what were the specific circumstances that
allowed for the longevity of this arrangement? How did the Finnish-
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Soviet clearing system differ from many largely similar clearing
arrangements that operated and indeed still operate today in different
parts of the world? What are the possible lessons to be learned as to the
future applicability of this kind of payment system?

On the one hand, this study will focus on the description and
evaluation of the clearing payment system more than on the clearing
trade. The Finnish-Soviet clearing payment system is less well known
than the trade system. Finnish contemporary discussion was mostly
confined to actual trade developments and problems. Any possible pay-
ment problems were handled with the due discretion of the banks. There-
fore the clearing mechanisms and technical solutions were little known
and understood. For this reason an effort is made here to meticulously
record their most central technical features before they are firmly locked
up in archives and forgotten.

On the other hand, it is not possible to describe and rationally assess
the payment system apart from the trade regime. Therefore, an effort has
been made to put the Finnish clearing trade into a historically and inter-
nationally commensurable context. The purpose is to identify similarities
and differences between the objectives and approaches taken.

Developments in the 1980s will be given more exposure than the
earlier history. The 1980s were the most stormy period in the history of
the Finnish-Soviet clearing arrangement and led to the demise of the
clearing system at the end of 1990. The period 1945-1970 was relatively
calm from the standpoint of the clearing arrangement. During the period,
the Finnish-Soviet clearing arrangement was administered as one of many
such arrangements which Finland had with other countries in the 1950s
and yet in the 1960s. At the same time, extensive monetary controls were
maintained. The regulative legislation forbad everything what was not
specifically allowed and the administrative task was fairly easy. In the
process of deregulation, this principle was turned around during the
1970s and particularly in the 1980s. Then everything became allowed
except what was specifically forbidden. This turned clearing administration
into an insulated island in the midst of increasingly deregulated foreign
exchange administration. Clearing administrators were left alone to defend
clearing in a rapidly changing economic and financial environment.

In this first section general concepts, definitions, overall objectives
and preconditions for international clearing systems are introduced. To
provide the reader with some background in clearing trade, Finland's
trade with east and west is described in section 2. The orientation of
Finnish trade towards the west goes all the way back to the last part of the
nineteenth century when the Grand Duchy of Finland formed an
autonomous part of Russia. As will be seen, Finland's trade relations have
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always been strongly influenced by the swings in world politics and
characterized by strong partnerships with Germany and Great Britain.
Section 2 also contains a statistical review on development of clearing
payment flows and stocks in 1960-1990 based on balance of payments
statistics available the statistical appendix.

The emergence of clearing arrangements in Finland was connected
with the worldwide Great Depression of the 1930s. Finland concluded its
barter or mini-clearing agreement with Estonia in 1932 and clearing
payment agreement on 16 May 1933 (Béckman 1954, pp. 18-19).
Finland also participated in the gradual dismantling of the international
clearing arrangement of post-war Europe. The destiny of the Finnish-
Soviet clearing arrangement was to collapse along with the collapse of an
entire epic in world history. The larger collapse comprised the dissolution
of the Soviet Union and the disappearance of the organizations involved
in the Finnish-Soviet clearing regime.

An effort will be made to find broad-ranging answers for foreign
readers and to perhaps introduce some new aspects to Finnish readers by
discussing Soviet-Finnish clearing in an international context. Histori-
cally, the EPU and the CMEA and other multilateral arrangements started
as groups of bilateral arrangements, similar to the Finnish-Soviet clearing
arrangement. The purpose here is to examine the extent to which the
objectives and conditions of Finnish-Soviet bilateral clearing differed
from these other clearing arrangements and what features they had in
common. The applicability of clearing systems is studied briefly in light
of the discussions of van Brabant, Bofinger, Rosati et al., as regards the
applicability of clearing arrangements and payment unions in reviving
trade and developing convertibility and payment transfers in the CEEC
and between CEEC and the CIS.

In section 3 the institutional and technical features are described in
fairly great detail. One purpose of this chapter is to document these
features while the source material and knowledge of the persons involved
in the clearing operations is still available. Another purpose is to illustrate
how complex and demanding the administrative aspects of clearing
evolve if the system is maintained in a deregulated and competitive
market environment like that of Finland in the 1980s. The purpose of the
technical annex is to provide reader with a concrete example about some
computational complexities in monitoring the effects of foreign exchange
rate changes on clearing assets and liabilities. This aspect should be
relevant when assessing the viability of payment systems and clearing in
transitional situations.

Various aspects, strengths and weaknesses of Finnish-Soviet clearing
are analyzed in section 4. This study does not aim to pass judgement on
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whether or to what extent clearing was "good" or "bad" for Finland. Costs
and benefits can be enumerated as is done in section 4.2. Rather, in this
context doubts are expressed as to whether even any forthcoming serious
research in economic history will be able to pass any final, unambiguous
overall judgement on this question. Still, most of the allegations remain
outside the scope of this study and are left for future research.

Section 4 also discusses the Finnish experience with the most central
issues in the administration of clearing: 1) the significance of and
problems involved in maintaining the clearing balance, particularly
between unequal partners as to size and economic strength, 2) the
importance of constantly following market-determined prices and foreign
exchange rates, 3) the effects of financing and the importance of
maintaining a balance between clearing and convertible currency trade
when they are administered side by side, and 4) the role and efficiency of
controls in such a situation. A few conclusions can be derived from the
Finnish experience. These are briefly summed up in section 5.

There is not much source literature about the management and
manageability of the Finnish-Soviet clearing arrangement on the Finnish
side. In this context the critical assessment of Tervonen (1993) should be
mentioned. Salminen (1983) has analyzed the institutional set-up and the
interplay of various agents and pressure groups from business, politics
and administration in decision making related to Finnish-Soviet trade.
Salminen notes that the interests of pressure groups are integrated and
mixed (1983, p. 34) and not very transparent, because the decision
makers are scattered among different ministries and offices (see eg
Kallonen 1987). In this study these questions and problems will be
approached from the viewpoint of the financial administration of the
clearing arrangement.

One analytically interesting angle is provided by Oblith and Pete.
According to them, Finnish-Soviet clearing was made institutionally and
functionally viable by the application of the duality principle. This
principle implied that clearing had to be isolated from, but also integrated
with, the rest of the economy (Oblath — Pete 1985, pp. 183-185). These
ideas will be revisited in this study in order to see how the application of
these principles reinforced the clearing arrangement in the liberalized
economic environment of the 1980s, and how they ultimately also
reduced the manageability of the Finnish-Soviet clearing arrangement.

The purpose of the study is not to develop a theoretical framework
for analysing the macroeconomic effects of the arrangement on the
Finnish economy. Some researchers even claim that it is not possible to
develop a theoretical framework that would explain the Finnish-Soviet
clearing arrangement. According to them, the theory of international
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trade, although generally valid, cannot be readily applied to the analysis
of specific administrative arrangements between two such different types
of economic systems (Kivikari 1983, pp. 24-25; Reinikainen & Kivikari
1984, pp. 408-409; Volk 1985, p. 395).

Despite these warnings Tolonen, for instance, made an effort to
develop an analytical framework for showing how bilateral trade flows
affect a market economy trading with a centrally planned economy. He
found, for example, that the effects transmitted by clearing trade regimes
and price shocks to the market economy could be both cyclical and
countercyclical (Tolonen 1987a and 1987b). The unexpected strong
cyclical variations of the Finnish-Soviet clearing trade were analyzed also
by Dahlstedt (1975), Hemmilé—Koponen (1975), Seppovaara (1983) and
others.

An important and comprehensive study on the role of Finnish-Soviet
clearing trade and its macroeconomic effects was done at the Research
Institute of the Finnish Economy (ETLA 1986). It used input-output
analysis to identify the effects of clearing trade on employment and
imported inputs. It also analyzed the effects of oil price changes on
clearing and the effects of clearing trade on Finland's macroeconomic
performance. This study, like many others, concludes that clearing was
beneficial to the Finnish economy. This view has been most strongly
expressed by Finnish industry, one of the major beneficiaries of Finnish-
Soviet clearing (see also Kivikari 1985, Koivumaa—Valtonen 1990, Sutela
1992).

As an English language source on the contemporary discussion, we
would recommend "Finnish-Soviet Economic Relations", edited by Kari
Mottsla, O.N. Bykov and L.S. Korolev and published in 1983. The book
contains a representative selection of articles written by contemporary
Finnish and Soviet trade policymakers, officials and researchers directly
involved in the Finnish-Soviet clearing regime. The articles provide the
reader with a fairly authentic synopsis of the facts and the spirit of the
period when the clearing trade was at its peak and the problems created
by rapidly falling oil prices were not yet felt. The book's appendices
contain full English texts of the most important treaties and agreements
concerning Finnish-Soviet clearing.

Kivilahti and Rautava have brought the developments up to date in
their articles published in the Bank of Finland's Monthly Bulletin and
other publications (Kivilahti 1977, 1985, Kivilahti — Rautava 1990). Also
the texts of Holopainen and Hirvensalo are recommended (Holopainen
1981, 1982, 1983 and Hirvensalo 1979, Hirvensalo — Kivilahti 1977). All
these authors have been personally involved in the operation of the
Finnish-Soviet clearing arrangement. The approach taken by Hirvensalo
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in "The clearing System for Payments between Finland and the U.S.S.R.
(with an English summary) is very close to the approach taken in this
study (Hirvensalo 1979).

Kajaste has studied specifically the issue of clearing prices, that
is, whether clearing prices were advantageous to Finnish exporters.
In the more analytic recent studies Sutela has touched upon several
controversial aspects of Finnish-Soviet clearing (Sutela 1991c, 1992).
Sutela has also considered the reasons for the abandonment of Finnish-
Soviet clearing (Sutela 1991b). This discussion will be revisited in section
2.4.1. Section 4 elaborates on the issue of clearing becoming redundant
and unmanageable in a deregulated and cost-conscious economic
environment.

An exhaustive list of studies on Finnish-Soviet trade relations is not
the aim here. A recent review on earlier macroeconomic studies has been
prepared, for example, by Hirvensalo (1993, pp. 24-29).

Results of this study confirm the fairly widely-held view that
Finnish-Soviet clearing worked well in the regulated economic environ-
ments of the 1950s and 1960s for which it was intended. As a trade
system the Finnish-Soviet system failed because it was not able to adjust
the trade volumes to rapidly changing prices. The benefits were
accompanied by certain costs. The costs were often carried by quarters
other than those that received the benefits. This in turn created difficulties
and differences of opinion as to the usefulness of clearing. Major
problems in clearing administration were caused by the unpredictability
of exogenous factors like changes in oil prices. Although the changes
could have been anticipated, those in charge of the clearing did not have
adequate means to adapt the trade flows in order to maintain the clearing
trade "on a high and balanced level".

The longevity of Finnish-Soviet clearing was based on the political
decision of the Soviet Union to maintain a high level of trade with
Finland. Whether the payment system was part of the deal cannot be
definitely answered. Probably the majority view shared by both parties
was that trade based on convertible currencies would have represented a
leap into the unknown and so bilateralism was accepted as the more
secure alternative to maintain the continuity and high level of trade.
Finnish-Soviet clearing itself was never used as a transitional instrument
for promoting the convertibility of currencies or multilateralization of
trade, as was true of some other international clearing arrangements.

The lessons to be drawn from the Finnish experience suggest that
- clearing can be used to overcome the obstacles to trade created by non-
convertibility and the lack of access to banking services. The budget
constraint for clearing must be seen to maintain a sound regime. Prices
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and foreign exchange rates are market related and should always be
visible. Financing should be limited to technical credit. As soon as the
partners' currencies become convertible and clearing cannot be
maintained concomitantly with the convertible currency trade, the former
must give way. The principal lesson to be derived from Finnish-Soviet
clearing is that in such circumstances convertible currencies displace
clearing payment systems because of their own dynamism, flexibility and
other merits.

1.2 The technical definition of clearing

Attempts have been made to define a clearing system. The word
"clearing" refers to the technique whereby financial claims are settled
against each other in order to reduce them to a single claim and to
minimize the number of payment transfers. This technique has been
widely applied in the past and present, both nationally and
internationally, by governments, banks or firms in the same sector. The
framework in which the settlement or clearing technique is applied is
called the clearing system or clearing arrangement.

There is a great variety of clearing arrangements. Most authors are
content with listing a few different kinds of clearing arrangements or the
most salient features of them. Clearing systems can be described as being
centralized, bilateral or multilateral, intergovernmental, or to include
balancing or rely on non-convertible currencies or other techniques of
settlement. They are compared with barter, countertrade, compensation
trade and other commercial arrangements (eg Biackman pp. 9-15; Gmiir
1978, pp. 8-19; Hirvensalo 1978, pp. 18-23; Kivilahti 1977, pp. 12-26
and 115-119; Viitala 1985, pp. 8-11). In the following an effort is made
to develop definitions and criteria to enable one to determine the qualities
of the Finnish-Soviet clearing system and locate it unambiguously among
the large family of clearing systems of the past and present.

Many clearing systems consist of both a clearing trade system and
a clearing payment system. Clearing trade system denotes a bilateral
arrangement for managing trade flows and maintaining bilateralism; a
payment system is a technical arrangement that is necessary for
transferring payments.

The distinction between a clearing trade and clearing payment system
is useful and particularly important for the assessment of the Finnish-
Soviet clearing system. A clearing trade system as such should not be
expected to solve problems pertaining to payment intermediation or
financing. A clearing payment system should not be expected to balance
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the trade between two countries. Reasonably balanced trade is a pre-
condition for orderly payments settlement and growth of trade. Still, trade
can be balanced without any specific clearing payment system. Payment
arrangements have existed without any specific trade regime.

1.2.1 Clearing trade system

The simplest and most primitive form of trade system is based on barter.
No money is used; the parties act as buyers and sellers in the same
person. Barter is primitive because of its extremely high transaction (and
even transportation) costs. Someone wanting to sell something so as to
buy something else has to find someone else wanting to buy what he has
to sell and prepared to sell what he wants to buy (a dentist who wants to
get some bread needs to find a baker who has a tooth ache). Finding
someone with matching asymmetrical needs, i.e. bringing about such a
"double coincidence of wants", is very costly. The high transaction cost
prevents the volume of trade from expanding. The volume of trade
remains small and qualitatively inefficient (Tarkka pp. 26-28).

In an intergovernmental clearing system the governments assume a
monopolistic role as middleman. This does not exclude the possibility of
private or semiprivate enterprises establishing permanent clearing
arrangements. In  centrally planned, highly regulated or transitional
economies the governments act as traders and administrators of trade.
Centralization reduces transaction costs and hence, other things equal,
enables an increase in the volume of trade. To maintain the achieved trade
volumes exports and imports must be kept in reasonably close balance. In
a centralized trade system, as in governmental barter trade, the authorities
agree on what measures are necessary to increase or balance trade and
carry out balancing by using quotas, licensing, prior authorizations etc.

In bilateral clearing export earnings can be used to pay for imports
from the counterpart only. The export proceeds are therefore earmarked
and so imports have to equal exports. This equality constitutes a budget
constraint in a clearing system. One way of observing the budget
constraint, i.e. keeping the clearing in balance, is to make the clearing
trade system closed or restricted. Consequently, bilateral clearing systems
discriminate against third parties.

An individual country's budget constraint can be softened by multi-
lateralizing the clearing trade. The clearing claims from the clearing
counterpart can be set off, for instance, against purchases from a third
clearing country that is indebted to the counterpart. The volume of trade
thus increases. The original claims are reduced, as is the need for
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convertible currency settlement of trade financing. The closed nature of
the set of related bilateral clearings remains.

Even multilateral clearing systems are closed whereas free trade is, at
least in principle, open to all potential participants. The equilibrium is
determined by the market mechanism and possible current account
deficits are covered ex post facto by capital movements and financing
from foreign exchange reserves. Barter, countertrade and compensation
trade are often cited as characteristics of clearing. However, many modes
of barter can be applied, and indeed are widely applied, as sub-systems in
a free trade regime. For instance, when major individual tenders are
placed in the international markets and the market mechanism alone is not
considered capable of restoring balance, countertrade may be used to
maintain balance.

1.2.2 Clearing payment system

An international clearing payment system is a restricted arrangement.
It is open to two or more partners (bilateral and multilateral systems).
These partners pay for their imports and receive payments for exports in
their own national currencies. The non-convertibility of either or both of
the partners' national currencies is a basic precondition for the operation
of an international clearing payment system.

Certain characteristics follow:

1) the national monies of the trading partners do not cross national
borders or borders of currency-areas;

2) the accounts must be credited and debited using a clearing accounting
currency;

3) the account-keepers must be prepared to pay exporters in their
national currencies and require that importers to cover their purchases in
their national currencies;

4) clearing surpluses and deficits can be reduced only by increasing
clearing imports or exports respectively, or by settling the difference, or
part of it, with convertible currencies.

Item 4) means that clearing is basically a cash payment system.
Whenever the value of export transactions equals import transactions, the
clearing account is said to be in balance, i.e. that the clearing budget
constraint holds. Whenever this is not the case, the account holder with
net clearing receivables is obliged to finance them in his national
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currencies, up to an agreed limit. Beyond that limit the debtor counterpart
is usually obliged to provide the account holder with convertible
currencies.

Capital movements usually complicate clearing administration.
Moreover, if the balancing requirements are not observed, the account
holder accumulating excessive receivables accepts the risk that the
counterpart may not be able or willing to settle them in the future. If the
receivables are non-interest bearing (as in case of Finnish-Soviet
clearing), the account holder having receivables also has to absorb the
financing costs.

The purpose of an international clearing system is to enable the
participants to overcome obstacles to trade. The non-convertibility of
currencies is a serious hindrance to the development of trade. Non-
convertibility is often accompanied by other obstacles such as scarcity of
hard currency reserves, underdeveloped banking etc. The solution offered
by a payment system is to enable the trade partners to conduct trade using
their national currencies. A central agent is necessary to clear the claims.
Ultimate differences in cleared claims have to be settled by adjusting the
trade, financing the deficit or settling in convertible currencies (or also
gold in the past).

The separate clearing of each individual barter deal would result in a
large number of bilateral transactions. Having a central trader settle the
claims of all individual partners from both sides (countries) substantially
reduces the number of payment transfers and the need for liquid funds (or
in international trade, convertible currency reserves). Combining trans-
actions or claims over a period, the settlement procedures and financing
require acilities for actual payment transfers. Thus, a supporting payment
system becomes necessary.

One of functions of any payment system is that the two non-
convertible currencies involved be made commensurable through a third
accounting currency that does not serve as a medium of payment, but
only as a unit of account and store of value. If prices in clearing trade and
the exchange rate of the unit of account are not market determined, a set
of supplementary rules on pricing and currency conversions is necessary
to express the values of the non-convertible national currencies in relation
to each other.

Multilateralism is facilitated by introducing transferability between
existing bilateral payment relations. Transferability in a payment system
obtains when a member country can use its bilateral credit to offset debits
in its commercial relations with any other member country (Kaplan —
Schleiminger, p. 24). Consequently, transferability obtains only in a
multilateral payment system. In a set of bila-teral systems between
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members with non-convertible currencies, the unit of account introduces
commensurability for each pair of non-convertible currencies separately.

The introduction of transferability requires that at least three
conditions be met. First, member countries must agree on transferability.
The surpluses must be covered in a satisfactory way, i.e. the potential
surplus countries must be willing to use their surpluses to import from
third member countries (Kaplan — Schleiminger, p. 24). Second, the
prices must be market determined. Administrative price setting and mani-
pulation would effectively undermine transferability, as in the CMEA
(Kenen, pp. 248-251). Third, continuous and excessive financing of
clearing imbalances must be avoided. Clearing credits should be limited
to technical credits that are needed only to keep the clearing payment
system operational.

An international multilateral clearing arrangement can be developed
further into a payment union by adding an internal or external source of
financing.

When a means of payment can be transferred freely to any entity in
any country in exchange for goods and services, financial assets, or
another means of payment, it is said to be fully convertible (Kenen,
pp. 252-253). Bilateral and multilateral clearing systems and payment
unions have been instrumental in the multilateralization of international
trade and the introduction of convertibility. Once convertibility has been
achieved, the payment system has fulfilled its task and becomes
redundant. Some historical evidence is given below.

A national clearing system operates within a country with a
national currency and is characterized by full convertibility. Its purpose is
to enable participants to save on their liquid reserves.

National clearing systems are not included in this study. Making use
of clearing, i.e. the settlement of mutual claims, they deserve to be
mentioned here as predecessors of international clearing systems and
payment unions. To promote trade, clearing settlements were carried out
by clearing houses already in medieval Europe (Italy and France) and in
Japan. First, clearing houses active in banking were established in
London (1775), New York (1852), Paris and Vienna (1872), and Berlin
(1883). Today national payment and settlement systems, such as the
Helsinki Money Market Centre Ltd (HMMC), the Bank of Finland's
Interbank Funds Transfer System (BOF system), the Federal Reserve's
Fedwire or the Swiss Interbank Clearing (SIC), are also referred to as
clearing systems.
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Chart 1.1 Clearing terminology

CLEARING SYSTEM/ARRANGEMENT

TRADE SYSTEM PAYMENT SYSTEM
NATIONAL INTERNATIONAL
N |
MULTILATERAL BILATERAL

Chart 1.1 summarizes the terminology that will be used in this study. It
also sets out the areas of application of clearing techniques. The subject
of this study, the Finnish-Soviet clearing system, can now be categorized
as an international bilateral clearing arrangement with separate trade and
payment systems. In essence, Finnish-Soviet clearing can be defined as
the right to import through clearing to the extent that clearing funds are
accrued from clearing exports and deposited on account with the clearing
partner's bank (Holopainen 1983, p. 174). The resulting payment and
accounting mechanism is explained below in section 3.3.

1.2.3 The life cycle of clearing

To evaluate the Finnish-Soviet clearing system, it is helpful for purposes
of comparison to examine the objectives of bi- or multilateral clearing
systems of the past served and why they succeeded or failed. The
European Payment Union (EPU) provides an example of a set of bilateral
clearing arrangements that was instrumental as a starting base for the
development of multilateral trade and the introduction of convertibility
between the currencies of its members. The Council for Mutual
Economic Assistance (CMEA) shared similar objectives in the socialist
block but was never able even to achieve transferability between bilateral

22



clearings. Both the (successful) EPU and the (unsuccessful) CMEA
provide interesting historical evidence concerning the objectives and
preconditions necessary for a successful clearing system.

Although different trade regimes and payment systems may exist in-
dependently in a technical sense, a historical life-cycle of a bi- or multi-
lateral clearing regime can be sketched based on their development. The
clearing life-cycle starts with bilateral international clearing. A group of
such systems is multilateralized by making the claims of individual
bilateral clearings transferable. When reinforced with financial
arrangements, the system becomes a payment union. Given certain
conditions, the process will end with the free convertibility of currencies
and multilateral trade. Should the preconditions not exist, the process may
stagnate. Alternatively, the bilateral clearing may serve other, narrower
objectives from the outset.

Usually the emergence of bilateral clearing systems relates to crises,
wars or circumstances in which ordinary trade and banking are not
possible. The Great Depression of 1929-1933 made convertible
currencies scarce and therefore most countries started to restrict their use.
During and several years after World War II the currencies of Western
Europe were not convertible.

To prevent trade from collapsing totally, Western European countries
resorted to bilateral clearing arrangements. At this first stage clearing
supports and creates trade that is hindered by non-convertibility and the
absence of banks that are capable of effecting payment transfers. Trade
related payments were transferred through a network of bilateral clearing
accounts with built-in credit lines. Central banks as account holders netted
credits against debits monthly. Whenever a credit line was exceeded, the
debtor country had to settle the excess debt by paying the creditor country
in gold or dollars. There were less successful attempts to multilateralize
these arrangements in 1948 and 1949.

In western Europe there was a network of more than 400 bilateral
payment arrangements in force still in 1954. At least 18 European
countries, including Finland, had at least 15 bilateral agreements. Around :
60 per cent of the international payments were channelled through
clearing accounts until 1958, when EPU member countries moved to a
convertible currency regime. They were soon followed by other Western
European countries. In 1965, the number of existing bilateral payment
arrangements had dropped to about 80 (de Vries 1969, pp. 300 and 310).

In international bilateral trade relations, the weaker party's inability to
increase its imports usually constrained trade. Pressures on convertible
reserves for settling the accumulating bilateral clearing debts increased.
Bilateralism discriminated against third parties. To soften the budget

23



constraints of bilateralism, the countries became encouraged to enter to
the second stage of the clearing life-cycle, to multilateralize their bilateral
clearings so as to make their currencies transferable and later directly
convertible.

The agreement on the European Payment Union (EPU) was signed
by 18 countries, including all the OEEC countries, in 1950, creating a
clearing union for payments effected in any member currency. The
objectives of the EPU were 1) to provide restart capital made available by
the United States through its European Recovery Programme (Marshall
Plan), 2) to promote intra-group trade through gradual elimination of
existing bilateral clearings and 3) as a final step, to convert the member
currencies in to fungible assets that would be managed by the EPU for
the purpose of effecting payments between members.

The Bank for International Settlements (BIS) acted as an agent. At
the end of each month the BIS consolidated bilateral balances and netted
them into a single surplus or deficit for each member vis-a-vis the EPU
(Kaplan — Schleiminger 1989, pp. 91-92, Kenen 1991, pp. 255-257).

The EPU encouraged the interplay of market forces and took
advantage of the strength of the US dollar. The EPU benefited from a
number of systemic savings resulting from a sound and disciplined
clearing arrangement: reduction of payment processing costs, securing of
technical payment transfer procedures and reduction of credit and
liquidity risk.

In June 1957, the CMEA member countries agreed to multilateralize
their trade and to settle the related payments on a multilateral basis using
transferable roubles. It soon turned out that member countries were not
anxious to run trade surpluses with other member countries because there
were only "soft goods" of inferior quality available for transferable
roubles. All goods of better quality were sold against hard currencies or
in bilateral trade with member countries or in countertrade.

The "transferable rouble" never became truly transferable. Payments
were denominated in transferable roubles but claims were seldom settled
in them. Financing provided by the International Bank for Economic
Cooperation (IBEC) for CMEA trade and the International Investment
Bank (IIB) for CMEA investment projects was also less attractive
because it was provided in transferable roubles.

No market mechanism existed in the CMEA to allow the demand
and supply to determine prices and exchange rates. Instead, the CMEA
maintained complicated and cumbersome administratively determined
prices. The value of exports and imports between CMEA member
countries was "balanced" each year by manipulating trade prices and
volumes (Bond 1991, p. 23, Kenen 1991, pp. 248-252).
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The manipulative balancing necessary to maintain the CMEA trade
was possible because the Soviet Union was willing to absorb the hidden
costs of the CMEA trading system. The Soviet Union received inferior
quality machinery, equipment and consumer goods from the CEE
countries against oil, gas, chemicals and minerals, which were marketable
on the world markets. The world prices of the latter were often higher
than those charged by the Soviet Union to the CEE countries. The losses
were compensated by political and strategic benefits.

In the final stage of the EPU, with the increasing convertibility
centrally administered, clearing arrangements were gradually displaced
by more efficient de-centralised trade and banking. The members of the
EPU had gained convertibility in the sense of Article VIII of the IMF by
1958 and the EPU could be dissolved. International watch-dog and
financing organizations (IMF, BIS, OEEC) were necessary to guide and
assist member governments even after the EPU was disbanded (ECE
1990, p. 146, Kaplan — Schleiminger 1989, p.94).

Rosati lists many differences between the EPU and CMEA: 1) the
EPU was established to create convertibility between economies with no
need for major economic restructuring, whereas the CMEA economies
were in need of such restructuring, 2) the EPU participants conducted the
bulk of their external trade among themselves; this was not true for the
CMEA countries. 3) the EPU countries did not need to establish market
economies from first principles, as did the CMEA economies 4) EPU
countries could gain preferential terms in their intra-union trade via
economies of scale and could protect the scarce foreign exchange
reserves of their central banks without excessive discrimination against
non-members; this was not possible for the CMEA countries 5) the EPU
had adequate mutual political trust and confidence not to undermine the
liquidity of the union; the CMEA countries lacked such political unity.
Finally, 6) the CMEA lacked both the kind of framework for cooperation
provided for the EPU by the OEEC and the substantial external financial
aid provided through the Marshall Plan. For these reasons Rosati
concludes in favour of bilateral clearing arrangements or the provision of
credits to alleviate foreign exchange shortages in the CMEA region
(Rosati 1992a, pp. 76-81).

Indeed, the CMEA stagnated in its second stage. The so-called
transferable rouble never achieved transferability. Due to Moscow-
centred planning and dependency, genuine multilateralization was never
achieved. The CMEA system was marred by distorted prices, an
unattractive transferable rouble and insufficient financial discipline. As
such, the regime was too inefficient and cost-blind to be able to take
advantage of the possible systemic benefits that otherwise could have
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accrued from the clearing system. Eventual cost savings, if any, were
probably negated by heavy administration and bureaucracy. The Soviet
government initiated the dissolution of the CMEA at the CMEA summit
in January 1990. It was decided that CMEA countries, beginning in 1991,
should start to use market prices in all foreign trade and to settle the
related payments in convertible currencies (Bond 1991, p. 23). The
CMEA was disbanded in June 1991.

There was a fairly intensive discussion of the usefulness of clearing
arrangements and payment unions for supporting trade between the
CEECs. Bofinger-Gross (1992), van Brabant (1990 and 1991a, b and c),
Soldaczuk (1990), Orlowsky (1993) and the United Nations (ECE 1990)
elaborated on the Central European Payments Union (CEPU) or Interstate
Payment Union (IPU). The aim of this arrangement was to alleviate the
payment problems experienced by the ex-CMEA countries during the
transition. According to these proposals the CEPU or IPU was to be set
up much like with the EPU and assisted by the BIS and EBRD and to use
the ECU as a unit of account (van Brabant 1991c, pp. 129-132).
According to a proposal, seven countries including the Soviet Union were
to be included (Bakos 1993, pp. 1036-1037, van Brabant 1991c,
pp- 120-122).

Orlowski (1993) notes that the payment union has several drawbacks
and therefore proposed a moderated variant without trade management
but with short-term technical credits for clearing trade payments
(Interstate Payments Mechanism (ISPM)). Most of the proponents of
CEPU suggested it mimic the architecture of the EPU. However, Rosati
(1992a, 1992b) points out that despite prima facie analogies, there are
important differences between western Europe "then" and eastern Europe
"now". Due to these differences the CEPU would be neither
economically justified nor politically feasible in the realities of the early
1990s.
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2 Clearing Trade in the Economic
History of Finland

2.1 Finland's trade with east and west

Finland's trade with her eastern partner has always been strongly affected
by political tides. Even when Finland's trade with her most important
western partners — Sweden, Germany and Great Britain — remained stable
over lengthy periods of time, the level of Finland's eastern trade was
marked by relatively wide variations (see figure 2.1).

Changes in the level of trade between Finland and Russia (the Soviet
Union in 1861-1990) reflect three different stages in Finland's history: 1)
as a Grand Duchy of Russia (1809-1916), 2) in the period of wars and
their interim (1917-1944) and 3) the period of gradual liberalization
coinciding with the Finnish-Soviet clearing era (1945-1990; see table
2.1). The data in figure 2.1, starting from 1861, show that Finland's trade
with Russia averaged 40 per cent of total trade in 1861-1916 but with a
declining trend. By the eve of the first world war Germany had displaced
Russia as Finland's largest trading partner. During the period 1917-1944
this share fell to 2 per cent. During the period 1945-1990 the share was
16 per cent on average. In the case of Finland the year 1990 marks the
completion of the gradual liberalization process. Not only had all its bilat-
eral clearing arrangements been dismantled but its foreign exchange
regulations vis-a-vis all countries were fully dismantled by end-1990.

Table 2.1 The percentage of Finland's trade with
the Soviet Union in selected periods, 1861-1993
Period Per cent of total trade
1861-1916 40 - as Grand Duchy
1917-1944 2 —wars & iterims
1945-1990 16 - clearing era, gradual liberalization
1981-1990 19 —“the 1980s”
1991-1993 7 - after clearing
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Figure 2.1 The distribution of Finland's trade with its
most important trade partners, 1861-1993
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Source: Vattula 1983, pp.232-241 and Statistical Yearbook of
Finland, various years.

After separation from Sweden in 1809 Finland became an autonomous
Grand Duchy of Czarist Russia and maintained a high level of trade with
Russia until 1917. In this period, from the beginning of 1840, Finland
comprised an autonomous customs area with its own schedule of tariffs.
The exports of Finnish goods to Russia enjoyed duty-free quotas or
lower tariffs than those levied on imports from other countries. Finland's
imports from Russia were also duty free with minor exceptions.

Due to this preferential customs treatment, trade between Finland
and Russia flourished up until 1880. By that time exports of the paper
industry accounted for half of all Finnish exports to Russia and
comprised one-third of Russia's total paper consumption. The Finnish
paper and engineering industries, taking advantage of the Russian
markets, expanded until 1883. These industries experienced a severe
setback due to an economic slump as well as the onset of Russian
protectionism (Pihkala 1970, pp. 78, 82-83). Once the exports of paper
and paper products revived again in the 1890s, increasingly larger shares
were diverted to Germany and Great Britain. The engineering industry
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received orders from the Russian army after the Russo-Japanese war and
during the First World War until 1917 (Hjerppe 1989, p. 161).

Similar shifts took place on the import side. Finland's imports were
evenly divided between consumer goods and raw materials both from
the western countries and from Russia. Grain imports became important
particularly during the latter half of the nineteenth century. After 1890
German flour displaced Russian grain (Hjerppe 1989, p. 164). As a
result of these developments Germany became Finland's largest trading
partner. Trade with Russia declined from 40-60 per cent in the 1860s to
around 30 per cent from the beginning of this century to the first world
war.

Finland's trade with Russia came to a halt in 1917 and remained at a
minimal level during the 1920s and 1930s. Traditionally Russia had
been an important export market for Finnish paper exports prior up to
the first world war. Paper exports were soon resumed after the peace of
Tartu in 1922, but they stayed far below the previous levels due to the
closed nature of the newly established Soviet Union. To expedite
industrialization in the 1930s the Soviet Union was more interested
in importing machinery and other metal industry products than in
importing paper. Finland's growing agricultural self-sufficiency reduced
the need for grain imports from the Soviet Union. Trade was also
disturbed by mutual hostile attitudes culminating in the outbreak of war
between Finland and the Soviet Union in 1939. A trade agreement
which included a most-favoured- nation clause and called for the
establishment of a clearing system in 1940 was mitigated by the
outbreak of a new war in 1941 (Karjalainen 1982, p. 182).

In the 1920s and 1930s Finland was quick to reorient its trade
toward the West, particularly the United Kingdom, Germany and the
United States. Great Britain rapidly became Finland's most important
export country. About 40 per cent of Finland's exports went to Great
Britain. These consisted mainly of wood and paper industry products.
Germany was most important in Finland's imports. As a result, the
composition of Finland's foreign trade since then has been much the
same as that in Sweden and Denmark, which are also small open
economies (Hjerppe, pp.158-166; figure 2.1).

Deliveries in 1944-1952 related to the war indemnities substantially
exceeded commercial exports during these years with the exception of
1952. The necessity of producing war indemnity material is often
considered to have created a base for the modern Finnish metal and
engineering industries (see eg Karjalainen, p.183). However, Hjerppe,
for example, points out that the Finnish metal and engineering industries
had already developed during the 1920s and 1930s to a higher level of
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sophistication than was needed for the Soviet war reparations.
Submarines, for instance, were delivered to the Finnish and German
navies already in the 1920s and 1930s. Therefore no new factories were
constructed for this specific purpose. Instead, the existing factories were
converted from the production of war materials to those needed for war
reparations (Hjerppe, pp. 162-163). However, the war reparations
probably opened doors for the commercial export of Finnish metal and
engineering products to the Soviet Union.

The foundations for bilateral trade for the coming forty years were
laid down in 1950. Finland was the first market economy country to sign
a five-year agreement on the exchange of goods with the Soviet Union,
for the years 1951-1955. This decision opened a 40-year period of
clearing trade covering eight consecutive 5-year agreements in
1951-1990. The procedures and institutions used were created so as to
match the approach followed in the Soviet administration.

2.2 Clearing trade, payments and financing

Finnish-Soviet clearing trade developments will be described in the
balance of payments framework derived from the available balance of
payments statistics for the years 1961-1990 (figures 2.2, 2.5-2.7 are
based on data in the Statistical Annex). Trade financing will be
described in terms of both flows (figure 2.6) and stocks (figure 2.7) in
order to illustrate the central role the financing and ensuing claims
played in filling the gap between the current account balance and the
technical credits (or tied reserve changes) between clearing account
holders.

Historically the bulk of the clearing trade consisted essentially of
trade in goods: in 1961-1990 exports of goods comprised on average
76 per cent of total exports and imports of goods 91 per cent of total
imports. The invisibles (services and factor payments) represent a
relatively small but constant flow over the period 1961-1990, if related
to the payments flow for total trade (items 2 through 5 in figure 2.5).
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Figure 2.2 Trade in goods between Finland and
the Soviet Union
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The commodity structure of imports changed considerably during the
clearing era. Imports of agricultural products comprised almost half of
all imports during the first half of the 1950s. By the mid-1970s the share
had fallen nearly to zero. The share of energy imports (SITC 32-35)
accounted for slightly over 20 per cent of total imports in the beginning
of the 1950s. By the end of the 1980s the share of energy had grown to
almost 85 per cent, it fell slightly to about 75 per cent in 1990 (figure
2.3).

Exports of the metal and engineering industries maintained their
export share at 4060 per cent of total exports during the entire clearing
era. The share of pulp and paper exports has been slowly declining
during the whole period, from around 50 per cent at the beginning of the
1950s to slightly over 20 per cent in the second half of the 1980s. The
shares of consumer goods and food and beverages increased during the
entire period from a few per cent to 10-20 per cent of total exports
(figure 2.4).
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Figure 2.3. Composition of imports from the Soviet Union
by commodities classified as in the annual
protocols by 5—-year framework agreements,
1951-1990
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Figure 2.4 Composition of exports to the Soviet Union
by commodities classified as in the annual
protocols by S-year framework agreements,
1951-1990
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Figure 2.5 Share of invisible and convertible currency trade
in total Finnish-Soviet gross trade (GT),
1961-1990
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Figure 2.5 shows the share of invisible and convertible currency trade in
total Finnish-Soviet trade during the last 30 years of clearing.

Finnish service earnings averaged 8 per cent of total export earnings
in 1961-1990. They derived mainly from freight, ship repairs and
project export services. Factor receipts were over the period on average
about 12 per cent of total exports. They were earned mainly from
exports of construction projects and to some extent from interest receipts
on loans in 1961-1990. About 4 per cent of total expenditures on service
imports originated from purchases of tourist and freight services. Factor
expenditures, almost 5 per cent, consisted mainly of interest payments.

Convertible currency payments appear both on the import side
and — particularly in the 1980s — on the export side. Clearing payment
agreements stipulated that all commercial payments between Finland and
the Soviet Union had to be effected in clearing roubles. Consequently,
Finnish foreign exchange regulations restricted the use of convertible
currencies to such imports as were covered by hard currency payments
from the Soviet Union or third countries. As for export payments, the
practice was more liberal due to efforts to keep the clearing in balance.
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The Soviet Union paid around 5 per cent of the current account
expenditures in convertible currencies in 1961-1965. The purpose of this
was to compensate the convertible currency content of Finland's exports
to the Soviet Union. This practice was discontinued in 1966 (Hirvensalo
1979, p. 59). The inflow, particularly in the 1980s, continued to reduce
pressures to increase the clearing export surpluses. The share of the
convertible currency outflows averaged 5.8 per cent of total import
expenditures and the convertible currency inflow 11.5 per cent of total
export receipts in 1985-1990. The respective percentages were 10.7 and
23.7 in 1990, the last year of clearing.

The Bank of Finland authorized convertible currency payments for
imports only to a very limited extent in order to keep the clearing in
balance. Therefore the outflow of convertible currency payments stayed
at the relatively low average level of 1.6 per cent of total import
expenditure in 1961-1990. The corresponding average inflow of hard
currencies was 3.9 per cent of total export receipts.

Figure 2.6 gives a breakdown of the financing for the clearing trade
with the Soviet Union for five-year periods. One observes that there were
strong imports of long- and short-term capital in the first part of the
1970s and exports of capital in the 1980s. The financing of the current
account deficit took place by reducing the non-convertible reserves and
importing capital from the Soviet Union. Both measures — taken alone
or together — result in a decrease of the net clearing surplus or, in
the case of deficit, an increase of the clearing net deficit. During most
years the combination of these measures with opposite effects
(inflow/outflow and increase/decrease of tied reserves) have taken place.
The current account surpluses were in principle financed by increasing
the central bank's tied reserves (or increasing the net clearing balance) or
increasing capital exports (lending to the Soviet Union, which likewise
increases the net clearing balance). Capital exports are shown as negative
and increases in the non-convertible reserves of the Bank of Finland as
positive increments in the lower part of figure 2.7 (regarding the effects
of various transactions on the clearing balance, see section 3.3 and chart
3.6 below).
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Figure 2.6

The current account for Finnish-Soviet trade
and its financing

Annual averages for five-year periods, 1961-1990,
as percentage of total trade with the Soviet Union
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Had the trade between Finland and the Soviet Union been based on cash
payments alone, the balance on the current account should have been
equal to the clearing rouble balance on the clearing account. As
illustrated by figure 2.7, a major part was financed by the accumulation
of short- and long-term assets. Short term net lending to the Soviet Union
took place in the 1960s and during the second half of the 1980s and
short-term net borrowing from the Soviet Union during 1971-1985. The
long term net borrowing continued until the second half of the 1980s
when it turned to net long-term lending.

Figure 2.7 confirms that during the 30 years covered by the
available balance of payment statistics the clearing trade between Finland
and the Soviet Union was subject to substantial fluctuations all the time,
with the minor exception of the latter part of the 1960s, when it remained
fairly well balanced. In general, the fluctuations were larger in the
Finnish-Soviet trade than in Finland's trade with western countries
(Hirvensalo 1979, pp. 77-78).

There were imbalances and fluctuations in the clearing trade as well
as on the clearing payments account already during the 1950s and 1960s.
The long-term debt balanced out the short-term receivables and oil prices
and the USD exchange rate remained stable. Nor was the interest
acknowledged as a significant cost factor by the central bank authorities,
as it was later, particularly in the 1980s. The early imbalances seem to
justify the assumption that besides the fluctuations in oil prices and US
dollar exchange rates there were also other factors causing imbalances
(Rautava 1988, p. 3).

The sudden increases in the external value of the USD in 1971 and
the oil price increases in 1974 and 1979 sharply reduced the clearing
balance (increased the Finnish clearing debt to the Soviet Union). Finnish
exports reacted with strong growth. Once the oil prices collapsed, export
volumes could not be rapidly reduced to adjust the value of exports to the
fall in the value of imports.

The effect of these developments during the latter part of the 1980s is
reflected in the increase of receivables on the clearing account and the short-
term claims representing postponements of paid oil deliveries. During the
last years of the 1980s the share of long-term receivables also increased.
Part of the increased receivables were moved into a special account in
1987. In 1988 a credit line was opened to secure the continuation of
project deliveries without creating excessive clearing surpluses. In
exchange, stricter conditions for the clearing account were agreed.

36



The clearing balance figures accumulated from end-year flow figures
(as the ones in figures 2.6 and 2.7) are lower, for instance, than the
average balances for each calendar year. The Soviet Union slowed down
the flow of export payments to Finland (incoming clearing payments)
towards the end of each calendar year and transferred these payments
later during the first months of the following year. The actual reasons for
this procedure are not known. The phenomenon most likely reflected the
Soviet budgetary cycle. From the standpoint of clearing management, the
acceleration of transfers of outgoing clearing payments (for oil imports)
and slowing down of incoming (export) payments amounted to a
momentary decline in the clearing balance on a monthly and/or daily
basis to a level below the credit limit, implying that the excessive use of
clearing credit was discontinued for the moment. The end-year clearing
balances (eg those given in the Statistical Annex) were smaller than those
based on annual or monthly averages. Therefore the end-year statistics
understate the size of clearing surpluses and the chronic nature of the
surpluses, often referred to in this study.

As with most bilateral clearings, the Soviet-Finnish clearing payment
system maintained technical credit limits (swing, overdraft or credit
plafond). The purpose of these limits to was impose budgetary discipline
on the parties in order to keep the clearing in balance but yet to allow
enough flexibility for technical delays that are normally accepted when
transferring payments. The credit limit was an agreed ceiling on the
amount of own-currency financing the account holder with an excess of
clearing receivables would provide. Any financing beyond the credit
limit was provided by the counterpart clearing account holder (who
settled the excess in convertible currencies). The payment mechanism
will be explained in more detail in section 3.3 below.

The clearing credit limits were changed from time to time to allow
for changes in trade volume. During the period 1961-1990 the clearing
limits amounted to about 5 per cent of the total clearing trade on average.
During 1971-1990 the credit limits were adjusted six times as follows.
(letters A—G refer to figure 2.8): A) since 1966 CLSUR 18 (equivalent
to the limit of CLSUR 80 million since 1961 before the devaluation of
rouble in 1961), B) on 13 Dec 1972 CLSUR 30 million, C) on 1 Jan
1976 CLSUR 50 million, D) on 22 Dec 1976 CLSUR 100 million, E) on
15 Apr 1981 CLSUR 150 million; F) on 15 Dec 1982 CLSUR 300
million, and G) 1 Jan 1990 CLSUR 200 million. Naturally, the relative
size of the clearing limits varied not only according to agreed changes
(figure 2.8) but also because of continuous and sizable variations in the
clearing trade (figure 2.9).
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Figure 2.7

Figure 2.8
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Figure 2.9 Clearing credit limits in relation to gross clearing
trade (GCT) 1961-1990, per cent
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Beyond this technical or automatic clearing credit, trade credits and
financial credits were also channelled through the clearing accounts.
Long-term capital movements accumulating long-term clearing debts
consisted mainly of import related supplier and financing credits. The
major arrangements include the so-called "gold-loan" from the Soviet
Union, import financing credit from the Soviet Union in 1959 and special
account credits to the Soviet Union in 1982-1984 and 1987-1990.

In the 1960s the short-term debts stemming from advance payments
for ships were by and large cancelled out by the long-term debt (figure
2.7). One of the major loans was a financing loan of CLSUR 112.5
million (CLSUR 500 million prior to the devaluation of the rouble in
1961). The Soviet Union granted this loan in 1959 to finance purchases
from the Soviet Union. Another loan was the so-called "gold loan"
("disbursable in gold, US dollars or other convertible currencies") of 40
million roubles with a maturity of ten years. This was obtained from the
Soviet Union in 1955. Medium-term suppliers' credits for imports from
the Soviet Union were granted after the mid-1960s. Long-term import
credits were related for project imports.

In addition to this, medium-term suppliers' credits for imports were
granted by the Soviet Union after the mid-1960s. Long-term import
credits related to project imports (like the Loviisa nuclear power station
starting from 1970) and project export prepayments were granted in the
1970s. Imports and exports of equity capital and loans to Soviet
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subsidiaries in Finland and — from 1987 — to Finnish joint ventures in the
Soviet Union are also included in the long-term claims. Their share of
the total claims remained negligible.

The long-term clearing receivables also include balances on two
special account arrangements that were implemented in 1982 and
1987. These arrangements were used to prevent Finnish exports from
collapsing by extending some of the excess clearing surplus over several
years into the future. The special accounts — according to the wording of
the agreement — were "fixed-term clearing accounts" to be used for
smoothing out the wide variations in the clearing account balance.

The first special account agreement was signed in 1982 for the
purpose of transferring a maximum of 300 million roubles (about FIM
2.2 billion) from the clearing account to a special account during in the
period 1 November 1982-31 March 1983. This special account of the
VTB was opened at the Bank of Finland.

The Soviet Union, as the debtor party, agreed to disburse this
amount by crediting the main clearing account and debiting the special
account. The repayment took place by crediting the special account and
debiting the main clearing account as follows: CLSUR 50 million in
1984, CLSUR 125 million in 1985 and the last CLSUR 125 million in
1986. The debtor paid 6 per cent interest p.a. on the outstanding balance
and had the right to repay the debt prior to maturity.

In the context of negotiations on the annual trade protocol for 1987,
a separate protocol was signed to transfer on 30 January 1987 the amount
in excess of the 300 million rouble credit limit, rounded to the nearest
five million roubles. The Bank of Finland and the VIB agreed in a
supplementary banking agreement that the excess amount, 287 million
roubles (rounded to 285 million), was to be transferred from the clearing
account to a "special account” opened at the Bank of Finland in the name
of the VIB. The amount was transferred to the special account on
6 January 1987.

As in the case of the previous special account agreement, the Soviet
Union, as the debtor party, agreed to disburse this amount by crediting
the main account and debiting the special account. Also the repayment
was to take place by crediting the special account and debiting the main
account as follows: CLSUR 50 million at the end of 1989, CLSUR 125
million at the end of 1990 and finally CLSUR 125 million or whatever
was left, by 1991. The debtor (VEB) had the right to transfer the
repayments through the main account provided that it had sufficient
funds (CLSUR receivables) on that account to cover the payment. Early
repayments were allowed. The VEB agreed to pay interest semiannually
at 6 per cent p.a. on the actual balance.
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Short-term capital movements accumulating short-term clearing
debts included advance payments related to ship deliveries to the Soviet
Union and changes in the payment terms for oil deliveries from the
Soviet Union.

The construction of ships to be delivered to the Soviet Union was
financed with advance payments. These CLSUR credits were originally
recorded in a separate zero-interest rouble-denominated "advance
payment account", separate from the clearing account. This account was
opened already in 1949. The advance payments often implied credits
with maturities of from two to three years (Hirvensalo 1978, p.51).

Disbursements of these advance payments or financial loans were
covered by national currencies. The Soviet creditor (FTO or purchaser
organization) actually made the payments to the VTB in advance in
Soviet roubles. Then a corresponding CLSUR debt appeared on the
balance sheet of the VIB. A corresponding net increase on the asset side
of the Bank of Finland balance sheet was recorded, but neither
convertible currencies nor Soviet roubles, i.e. "real money", crossed the
border. Then the Bank of Finland, according to the payment orders from
the VTB, disbursed markkaa in an amount equivalent to the CLSUR
receivable to the Finnish shipyard or other firm in charge of the project
or the delivery. Hence, whenever Finnish-Soviet clearing was used to
obtain financing from the Soviet Union, the convertible currency
financing was provided by the Bank of Finland, not by the Soviet Union.
Moreover, the Bank of Finland provided this financing free of charge to
the extent that the clearing trade with the Soviet Union produced a net
surplus on the clearing account. This was due to the fact that the
technical clearing credits were non-interest bearing. This was, however, a
systemic feature, built into the clearing arrangement. The procedure with
all the above mentioned features had been duly approved by both parties.

The underlying clearing mechanisms are presented in detail in
section 3.3 (see charts 3.5 and 3.6 in particular). The costs to the Bank of
Finland are explained in section 3.5 (table 3.2 and figure 3.2).

The beneficiaries on the Finnish side were the shipyards and
construction firms. The shipyards were paid more than 75-80 per cent of
the total value of delivery before the ship was delivered as late as in the
1970s. These conditions were tightened in the 1980s. In the latter half of
the 1980s the share of advance payments was only 25 per cent (ETLA
1986, p. 17). In the case of factory construction, which was less
important than ship exports, the advance payments comprised only
15-20 per cent of the contract value (Hirvensalo 1978, p. 52).

The payments had liquidity effects on the money market that were
the same those caused by an increase in convertible reserves (Hirvensalo
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1978, pp. 61-62). They created undesired inflationary pressures and were
not in harmony with the other monetary and credit policies pursued by
the Bank of Finland. On top of it all, the Bank of Finland was faced with
the possibility that the 5-year agreement would not be renewed.

To correct the situation, the Bank of Finland made an effort to
persuade the Government to provide adequate markka cover from the
budget. The effort failed. As an alternative solution these capital
movements were included in the clearing system from the beginning of
1958. This was a result of negotiations between prime ministers
Fagerholm and Bulganin in February 1957. After that, however, the
Bank of Finland faced a new problem, i.e. how to keep the clearing
adequately balanced so as to be able to earn sufficient markka funds by
selling clearing roubles to importers. Thus the Bank of Finland drifted
into accepting responsibility beyond the technical role of holding the
account and transferring clearing payments on behalf of the government.

Looking at figure 2.7, one might be inclined to conclude that
advance payments also assisted in keeping the clearing in balance.
Instead of paying for individual deliveries in large lump sums, the
instalments reduced the large fluctuations in clearing payment flows.
However, this was not the result of a deliberate policy to keep the
clearing account in balance. On the contrary, the borrowing and lending
seem to have taken place quite autonomously, without regard to the
current account or clearing account situation. During the 1950s, 1960s
and the 1970s capital movements were not used to bring the current or
clearing accounts into balance.

During the 1980s the special account arrangements of 1982 and
1987, as well as the convertible currency facility, represented attempts to
reduce the fluctuations on the main clearing account and bring the
clearing balance within the clearing credit limits. This was due to the fact
that the responsible clearing administrator again anticipated that the 5-
year framework agreement might not be renewed.

There was also a facility for long-term import credits to Finnish
enterprises, set up to promote and diversify imports from the Soviet
Union. Finnish commercial banks were assigned quotas by the Bank of
Finland to extend import credits so as to promote the purchase of Soviet
manufactured goods. The volume of these credits never became very
large. The arrangement was discontinued in 1986, when it turned out that
the facility was used to finance purchases of oil, coal and other raw
materials from the Soviet Union.

A major item of the short-term capital flows accumulating short-term
clearing debt was oil trading. Oil trading did not come into the picture
until the 1980s. Oil was traded to bring the clearing accounts into
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balance. In the Finnish balance of payments statistics, oil trading was left
outside the trade statistics because of its "artificial nature". Instead, it was
recorded as an addition to the outflow of short-term capital, thus
reducing the balance on the general account to be financed through a
decrease in CLSUR reserves ("tied reserves") equal to the decrease in
surplus or increase in deficit on the clearing account.

During the years 1982-1984 the state-owned Finnish oil company
Neste Oy purchased 4.25 million tons of crude worth USD 981 million
from the Soviet Union. This trading oil was imported through clearing,
i.e. it reduced the net clearing surplus. Neste then resold the oil to the
West. The export proceeds thus increased the convertible currency
reserves. In this way part of the non-convertible currency reserves were
converted into convertible currencies. In less technical terms, by means
of oil trading part of the clearing receivables were settled in convertible
currencies. Instead of the Soviet party selling the oil directly and using
the convertible currency proceeds for amortization of its clearing debt to
Finland, Neste Oy stepped in to perform the selling on behalf of the
Soviet Union.

Oil trading was resumed again in 1986 and continued until the end
of the clearing trade. This time the Soviet-owned "Suomen Petrooli” also
participated. Trading oil export receipts amounted to 6.4 per cent of total
export receipts from the Soviet Union in 1981-1985 and 13.6 per cent in
1986-1990.

2.3 Finland's trade policy and
clearing arrangements

In the 1950s, within the framework of the European Payment Union, the
central European countries multilateralized their mutual trade and made
their currencies convertible. They also began to dismantle their clearing
arrangements with the socialist countries. Particularly during the cold
war, trade flows between east and west were reduced to a minimum. In
these circumstances any major project or deal would have pushed the
clearing out of the balance. Clearing badly suited services trade and
trading. Pricing problems and management of foreign exchange risks
were additional reasons for the preference for free trade (Volk 1985,
p- 396).

Still during the first half of the 1950s the share of Finland's eastern
trade averaged about 16 per cent of total trade. More than 50 per cent of
Finland's foreign trade (all trade with socialist countries and a significant
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part of the trade with western countries) took place under clearing
arrangements at that time (Backman 1954, p. 47 and Hirvensalo 1979,
pp. 11-12). Though remaining outside the Marshall aid programme and
the EPU, Finland started early in the footsteps of her western European
trade partners on the road to liberalization. Within the framework of the
"Helsinki Club" of the OEEC, formed in 1957, Finland also soon forged
multilateral trade and payments relationships with its western trading
partners (Kivilahti 1985, p.26). In 1958 Finland, in line with most
western European countries, established current account convertibility
(Lehto-Sinisalo 1992, pp. 13, 35). By mid-1959 Finland had already
dismantled exchange controls to the level of the other Scandinavian
countries. :

Since then Finland has proceeded to develop its monetary and
foreign exchange policy instruments as well as its banking and payment
systems so as to reach the degree of sophistication of its western partners.
One of the major benefits of deregulation was the improved availability
of financing from sources other than the domestic banks. In particular,
firms have increased their direct borrowing from both domestic and
foreign sources (about the deregulation and liberalization in Finland, see
Rautava 1994, about lifting the foreign exchange regulations, see Lehto-
Sinisalo 1992).

At the same time, Finland was consistent in its policy of integration
and cooperation with western economies. Finland became a member of
the IMF in 1948, signed the GATT Agreement in 1950, joined the
United Nations and the Nordic Council in 1955, became an associate
member of EFTA in 1961 (full member in 1986), joined OECD in 1969,
concluded a free trade agreement with the EEC in 1974, and joined the
Council of Europe in 1989.

These developments combined with the decentralization of trade in
the Soviet Union during the latter half of the 1980s marked a low point
in Finnish-Soviet clearing. The clearing system was not at all the
appropriate mechanism for intermediating financing. In addition, Soviet
exporters began to prefer hard currencies to the now semi-hard clearing
rouble and to ask themselves why they should limit their choices to
Finnish-made products. Due to deregulation of foreign trade in the Soviet
Union, the clearing trade was no longer an attractive alternative to the
Soviet Union. The Finnish competitive advantage turmned to a
disadvantage for Soviet buyers (Sutela 1991a, pp. 201-202, Sutela
1991b, p. 314, Hirvensalo 1993, p. 28; for more detailed discussion, see
section 2.4.1 below).

Finland was long the only market economy still using a clearing
arrangement with the Soviet Union and other socialist countries. Hence,
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during the clearing era Finland found itself in a fairly unique situation.
On average 80 per cent of its total foreign trade took place according to
the western pattern of free trade and a convertible Finnish markka. The
other 20 per cént of its foreign trade was administered by means of a
system its western trade partners had abandoned.

Finland was, indeed, the last industrialized capitalist country to give
up clearing trade with the Soviet Union and to dismantle its clearing
arrangements with the (former) socialist countries, with Bulgaria in 1992
and with the Soviet Union at the end of 1990. Finland was preceded in
this respect by Austria in 1971 and Sweden already in 1966. The large
Finnish enterprises involved in eastern trade, which were the main
beneficiaries of the trade, and the political circles in which they had
influence feared that the abolition of less important clearing
arrangements with other socialist countries would create a "domino effect"
and jeopardize the continuation of clearing with the Soviet Union. The
attitude generally prevailing in Finland and probably also in the Soviet
Union was expressed in the Long-Term Programme: "the clearing
account system operating in conformity with the five-year trade and
payment agreements continues to play a positive role in the development
of economic and commercial relations between Finland and the USSR".
According to Holopainen, this reflected the idea that there is no reason
for changing the payments system unless one is sure that a system using
convertible currencies would bring about better conditions for the
development of Finnish-Soviet trade (Holopainen 1983, p. 180, also
Karjalainen 1982, p. 193).

Finnish-Soviet clearing was acknowledged as a political necessity by
Finland's western partners and the international watch-dog
organizations. The International Monetary Fund continued to exert some
pressure on Finland to dismantle these discriminatory arrangements. The
Articles of Agreement (VIII and XIV) of the International Monetary
Fund call for abolition of discriminatory payment arrangements between
member countries.

Once Rumania, the People's Republic of China and Hungary had
joined the International Monetary Fund, Finland agreed to settle trans-
actions with them in convertible currencies in 1982, 1983 and 1985
respectively (Kivilahti 1985). In 1970 Finland initiated "freely convertible
currency experiments" with Czechoslovakia and Poland. These
experiments were restricted only in the sense that the USD was to be
used with Czechoslovakia until 1984 (after that all convertible currencies
could be used). With Poland payments had to be made in USD (since
1985, also in FIM). The payment agreements were terminated with
Poland and Czechoslovakia on 1 April 1990 (see Chart 2.1).
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Chart 2.1

Synoptic table on selected bilateral clearing
payments systems involving Finland

Name of country |Period in effect. Settlement rules
or countries Clearing unit of account (UA)
Credit limit in
— clearing UA
— % of imports from the partner ctry.
Bulgaria 1948-1990, End-year balance on excess of credit
First USD, then FIM. limit of CLFIM 25 mill. settled in
0.75 mill. USD, later 25 mill. FIM, [convertible currencies within 3,
10 % in 1976. Conv. Curr.: exports  |later 4 months
1990, imports 1992 To end the clearing, only payments
from Finland to Bulgaria were
channelled through clearing
China 1953-1983 Debtor has to pay the balance in
FIM, 8.4 million excess of credit limit on demand in
FIM, 19 % in 1976. four months in convertible
currencies
Czechoslovakia |1959-1970, USD, since then
annually renewed free currency
agreement “freezing” the clearing.
Formal end in 1990.
German 1959-1989. USD, later FIM, When the balance in excess of credit
Democratic 2.5 mill. USD, later 70 million FIM |limit prevailed more than three
Republic 6.8 % in 1976 months, debtor had to pay it in
convertible currencies
Hungary 1948-1985. USD, 2 million USD, |Whenever the balance exceeded the
5.9 % in 1976 credit limit, creditor could restrict
Convertible currencies since 1985.  |exports.
Debtor could pay the excess with
conv. currencies or gold.
Poland 1947-1970, USD, since then
< annually renewed free currency
agreement freezing the clearing
agreement. Formal end in 1990.
Rumania 1951-1982, SUR, 0.36 million SUR, |If the balance at the end of calendar
3.4 % in 1976. year exceeds the credit limit, debtor
Convertible currencies since 1982.  |had to pay the excess in convertible
currencies (in force 1968-1981)
The Soviet 1951-1990, SUR, 300 million SUR |Parties take measures to eliminate
Union until 1989, then 200 million SUR the bal. in excess of the credit limit

(see details in the text).
Convertible currencies since
1.1.1990.

within 3 months. After this the
creditor may suspend exports or
require payment in convertible
currencies.
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The IMF's tolerance towards these arrangements is probably explained
by the fact that turnover in these clearings was negligible and they were
liberally managed. The trade flows with the small clearing countries were
fairly small compared to the Finnish-Soviet trade. The share of exports
and imports with these clearing countries varied between 2 and slightly
over 4 per cent of total Finnish exports and imports. The discontinuation
of these small clearings did not cause a notable effect on trade flows.

The clearing agreements involving Finland in 1982 can be divided
into three categories: 1) clearing with the Soviet Union, which
represented the purest form, comprising both trade and payment systems.
Payments between the two countries were effected through clearing
accounts and trade was regulated by means of intergovernmental five-
year and annual protocols on the exchange of goods. 2) The clearing
regimes with Bulgaria, German Democratic Republic and Hungary
consisted only of payment systems: trade flows were not regulated but
payments were channelled through clearing accounts. 3) With Poland
and Czechoslovakia no trade protocols were drawn up. The payments
were effected in convertible currencies, with Poland in US dollars (also
in Finnish marks since 1985). Considering the fact that formal bilateral
payment agreements were in force, these arrangements were often
referred as "free currency experiments" to emphasize their experimental
or transitional nature en route to free trade or, eventually, back to full
clearing. Finally, trade with Albania and Rumania was conducted on a
multilateral free currency basis (Holopainen 1982, p. 4, see also the
detailed description of Hirvensalo — Kivilahti 1977, pp. 20-24).

2.4 Dismantling of the trade and
payments system

2.4.1 Countdown

The need for free currency trade was acknowledged in the Long-Term
Programme for the Development and Intensification of Economic,
Commercial, Industrial, Scientific and Technical Co-operation until
1990, signed between Finland and the Soviet Union in May 1977. This
Programme states that "the Parties will aim at developing further mutual
payment arrangements, modes of payment and credit relations, and
provided that each Party is interested, will examine the possibilities of
shifting over to payments in freely convertible currencies".
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It was merely a historical coincidence without any acknowledged
association with the above-mentioned "Long Term Programme — until
1990" that the clearing arrangement between Finland and the Soviet
Union was, indeed, terminated at the end of 1990. The message of the
long-term programme was soon crowded out by new problems created
by the second oil crisis, even though the question was later raised from
time to time. Other contemporary agreements, like the Agreements on
the Exchange of Goods and Payments of 1981-1985 and 1986-1990,
were satisfied to refer only to the necessity of developing the payments
basis, methods of payment and credit relations between the two
countries.

The pace of events seemed to accelerate towards the end of the 80s
parallel with the reforms and economic dissolution of the Soviet Union.
A timetable presenting the administrative measures to first renew the
clearing and then to abolish it is presented in chart 2.2. It also includes
relevant major events indirectly pressing towards the demise of Finnish-
Soviet clearing.

The collapse of oil prices from a high level in 1986 and the
economic situation together with administrative reforms in the Soviet
Union in the second half of the 1980s, created the problems that first
come to the fore in 1986: due to the fall of the oil price the value of
goods imports from the Soviet Union was only 75 per cent of goods
exports from Finland to the Soviet Union, creating a large surplus that
was costly to the Bank of Finland.

During 19861988 the highest level of trade policy decision makers
became concerned that clearing as a payment and trade system did not
work properly. The unprecedented steep fall of oil prices in 1986 turned
the clearing deficit of FIM 667 million at the end of 1985 into a surplus
of FIM 3302 million at the end of 1986 (see the table in the Statistical
Annex, bottom line).

The clearing balance had undergone wide fluctuations also in the
past, particulary, in relation to the volume of trade (see figures 2.6-2.8).
At this time the Finnish decision-makers and clearing administrators
faced new sources of concern. First, the turnover on clearing trade was
larger than in the past. Second, the cost consciousness that spread
throughout the economy in connection with the deregulation of monetary
and foreign exchange policy, particularly in the latter part of the 1980s,
also raised the concern of authorities about costs associated with large or
permanent clearing surpluses. Third, the economic reform policies
initiated in the Soviet Union evoked early unexpressed fears that the
acceptance of large clearing surpluses could imply acceptance of
excessive liquidity risk.
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Chart 2.2

13.8.1986
August 1987

9.9.1988

5.1.1989

8.2.1989
26.10.1989
22.5.1990

6.12.1990

27.12.1990

1.1.1991

31.1.1991
30.5.1991

28.6.1991
1.7.1991

1.8.1991
15.8.1991
31.8.1991

21.12.1991
31.12.1991

13.1.1992

Chronology of the clearing arrangement between
Finland and the Soviet Union and related events

Official notification by the Minister of Foreign Affairs, Mr. Laine, of
the Soviet Union exceeding its clearing overdraft

Chairmen of the Economic Commission decided to establish
a payments working group

Intergovernmental protocols on introduction of stricter conditions on the
clearing from the beginning of 1990 and protection against rouble
devaluation from the beginning on 1989. For this purpose the

Payments Agreement 1984 and Banking Agreeement 1985 had to be
changed

Agreement on Amendments of the Banking Agreement of 13.11.1989
to accommodate changes in the intergovernmental protocols

Agreement on protection of direct investments
Payments agreement 1991-1995 signed

Protocol on the use of freely convertible currencies in payment of
certain transactions after 1990; never applied

The Soviet government confirmed its position about discontinuation of
the Finnish-Soviet clearing without any transitional period from the
beginning of 1991

Signing of protocols on discontinuation of the clearing arrangements,
both on intergovernmental and banking levels

Start of free currency trade with the Soviet Union. Opening of USD-
denominated liquidation account and CLSUR account to obtain
incoming clearing payments

Account for incoming clearing payments closed. The Bank of Finland
stops selling CLSUR and quoting FIM/CLSUR

Transfers through the liquidation account were discontinued.
The account was kept open for purposes of revision

The CMEA discontinued

No more clearing dollar payments were effected through the liquidation
account

Procurement agreement signed. Of barter purchases of defence
materials from the Soviet Union, 40 per cent was used to amortize
claims on the special account

Agreement on protection of direct investments came into force
The bilateral trade department of the Bank of Finland was disbanded
The Soviet Union was dissolved at Alma-Ata

Due date of the debt outstanding on the special account. VEB paid only
interest of SUR 1.8 million (USD 3.1 million) but not the debt
outstanding of SUR 60 million (USD 102.8 million).

The Supreme Soviet of the Russian Federation decided to continue the
activities of VEB and put it in charge of management of the former
Soviet Union’s debts.
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20.1.1992 The agreement on Friendship, Cooperation and Mutual Assistance
between Finland and the Soviet Union was annulled by note to foreign
minister A.V. Kozyrev signed by foreign minister Paavo Viyrynen.

15.4.1992 The outstanding balance on the special account after transfers to
procurement account was converted to US dollars producing a balance
of USD 76 million receivables from VEB

1.9.1993 The Licensing Office was discontinued

end 1993 The outstanding balance on the special account with the Bank of
Finland was settled by the Finnish Government. Later public and
publicly guaranteed outstanding claims were rescheduled in the Paris
Club and the private claims in the London Club (Laurila 1993, pp.
67-70).

In August 1986 the alarm bell was sounded: for the first time, official
notification based on article 7 in the payments agreement concerning
excessive use of the clearing overdraft facility was forwarded to the
Soviet government implying a demand for corrective action. According
to this article, negotiations on corrective measures for adjusting the trade
were to be started prior to a request to settle the excess over credit limit
in convertible currencies.

Negotiations on annual trade protocols in 1986 turned out to be
difficult. It was felt that convertible currency settlement was not feasible
— the Soviet Union had not resorted to it in 1979 (Koivisto 1994, p. 221).
Thus the trade had to be adjusted so as to bring the clearing into balance.

The Soviet side did not agree on reductions of Finnish exports to the
Soviet Union but instead insisted that Finns should increase their imports
from the Soviet Union. Considering the competitiveness of Soviet
manufactured products in comparison with western products, it was not
easy to find new imports from the Soviet Union that would be
marketable in Finland. Moreover, the balancing effect of consumer
goods including major durables turned out to be marginal. According to
some calculations, for example, a fall in the oil price of one US
dollar/barrel was equivalent to one year's automobile imports from the
Soviet Union to Finland in the mid-1980s.

On the other hand, the availability of Soviet imports became more
restricted. Only part of the import commitments were realized. Soviet
exporters — particularly when trade became more liberal in the Soviet
Union — preferred to serve first customers paying in convertible
currencies. Exports to the Soviet Union had to be cut back more and
more sharply: about FIM 5 billion (USD 1 billion) worth of export
licences for potential exports were refused in 1988.
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At times Finnish exporters were not yet fully aware of the problems
involved with the payment system. Nor did the Soviet side regulate their
imports — the Soviet Union established its own licensing office in May
1988 to regulate its imports from Finland. The Finnish Licensing Office
was left alone to regulate exports to the Soviet Union.

The Soviet foreign trade organizations and trade authorities started to
ask for credits also from Finnish exporters selling through the clearing.
According to the Soviet authorities, the provision of export credits would
be in line with international practice. For instance, in December 1987 a
Soviet purchaser of Finnish ships announced that it would stop ordering
from a Finnish shipyard unless it agreed to a one-year postponement of
the CLSUR 126 million (about FIM 850 million) payments due in 1988.
In fact, the Soviet party preferred to use the opportunity created by the
postponement to purchase other items through clearing.

From the Finnish point of view, with all these demands from the
Soviet counterparties, clearing became far less at-tractive than had been
the case. Instead of receiving advance payments for ship deliveries,
Finland was now asked to finance these deliveries more or less directly
from western sources. In addition these demands would have further
complicated the effort to keep the clearing in balance.

Both parties acknowledged these problems and made efforts to solve
them. The decision to establish a working group on payments under the
Economic Commission in August 1987 opened up a forum for
cooperation by the authorities in charge of payments and financial
matters.

As a result of negotiations in September 1988 the terms of the
clearing account were tightened as follows:

1) the credit limit was lowered from 300 million roubles to 200
million roubles;

2) the balances in excess of the 200 million roubles at the end of
March, June, September and December, were to be automatically and
immediately paid by the debtor in freely convertible currencies;

3) balances in excess of 100 million roubles were to earn interest at
rates in line with the international financial markets;

4) the clearing rouble balances were to be protected against the
devaluation of the rouble; and

5) enterprises could price their commercial contracts in FIM or other
convertible currencies or in roubles indexed against devaluation (this had
been possible already before, but the enterprises were reminded of the
importance of protecting themselves against exchange risk).

In exchange for the tightening of clearing terms, the Finnish
authorities agreed that Finnish Export Credit Ltd and the Finnish
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commercial banks would open export credit lines. Export credits could
be repaid through the clearing account. Technically the arrangement was
a form of credit extension to the buyer: Finnish exporters would obtain
their payments for eligible export deliveries from the Finnish Export
Credit Ltd., which would then extend the corresponding credit to the
VEB. The credit was passed to the Soviet importer, which was now
invoiced by the VEB according to the debt service schedule. According
to the credit agreement concluded between the Finnish Export Credit Ltd
and VEB, the credit line was opened in November 1988 and closed in
January 1991. The loan was to be repaid during 1989-1995 and interest
was to be determined on a commercial basis.

The largest commercial banks soon opened their own credit lines,
using the arrangement between the Finnish Export Credit and the VEB
as a model and similarly receiving guarantees from the Government
Guarantee Fund. At the closure of the credit line in January 1990 the net
use of it was close to 350 million roubles, equivalent to about FIM 2.4
billion or almost USD 0.5 billion.

The Banking Agreement was amended on 5 January 1989 to allow
for changes required by the inclusion of the protection clause against
possible devaluation of the rouble. The technique was basically similar to
the one in the special account, explained in Technical Annex.

Later, in May 1990 the Finnish and Soviet parties agreed on bringing
all joint venture operations under the free currency regime. The Finnish
participants in Finnish-Soviet joint ventures felt that they were put in a
worse position than other joint venture participants from convertible
currency countries because they were not permitted to earn convertible
currencies by selling their products in Finland. Finnish-Soviet joint
ventures, being Soviet residents, were jurisdictionally in the same
position as any other Soviet resident when conducting trade with
Finland, and so had to export to Finland through clearing. This
agreement, due to come into force from the beginning of 1991, was
annulled with the termination of clearing.

The outcome of these developments was not foreseen yet in 1987 or
1988 nor necessarily even in 1990. For instance, in connection with
president Gorbachev's visit to Finland in October 1989, ministers Ilkka
Suominen and Konstantin Katushev signed a 5-year agreement covering
1991-1995 based on inter-governmental clearing as were the eight
previous 5-year agreements. However, the Soviet Union's own interests
triggered by its reform policies, aimed for instance at earning convertible
currencies also from trade with Finland, its early decisions to apply for
memberships in the GATT, IMF and World Bank, developments
regarding European integration etc. all signalled the final countdown for
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the Finnish-Soviet clearing arrangement (Koivumaa — Valtonen 1990,
pp. 100-101). It soon became obvious also to the Finnish authorities that
bilateral clearing would be poorly, if at all, suited to trade with a Soviet
system in the process of transition and marked by the decentralization of
decision-making and growing uncertainty (Kivilahti — Rautava 1990,
p. 6).

A growing number of younger generation economists of the Academy
of Science and its institute IMEMO asserted that clearing arrangements
were doomed to vanish as soon as the situation normalized. They agreed
on the feasibility of a mixed system for a period of transition and
adaptation. Opinions of officials in the Soviet Ministry of Foreign Trade
also moved towards termination of clearing in 1989 and 1990.

Discussion in the Finnish mass media in 1990 can be described as
confused and even panicky. The major eastern trade enterprises,
particularly in the metal and engineering industry, did not agree to even
consider the possibility of not having at least a temporary continuation of
clearing so as to allow them to adapt to convertible currency trade. They
found it difficult to accept arguments coming not only from the Bank of
Finland but also increasingly from the Soviet side to the effect that the
centralized trade administration in the Soviet Union would be
discontinued from the beginning of 1991.

The Soviet foreign trade regime was depoliticized during the latter
part of the 1980s. In the new situation, political trade had simply become
un-affordable to the Soviet Union. Now, only trade based on economic
and commercial criteria was acceptable. Moreover, in the foreign trade
administration administrative commands were replaced by economic
incentives, which were not operative in the clearing system. The right to
hold foreign currency being given to the Soviet foreign trade
organizations (FTOs) serves as an example of the new incentives: an
FTO was obliged to surrender only 60 per cent of its export proceeds. It
could keep the other 40 per cent to pay for imports or to hold as currency
deposits. The bilateral regime which limited competition and narrowed
the range of choices in exports and imports was no longer advantageous
to the Soviet side in terms of economic criteria.

Thus the Finnish-Soviet clearing system became incompatible with
the new conception of Soviet foreign trade. After the abolition of central
planning from the beginning of 1991, the Soviet administration was no
longer in a position to determine the volumes to be imported or exported
in Finnish-Soviet trade. The Soviet Union reduced its economic aid to
third world countries, signalling the depoliticization of its foreign trade. It
was no longer advantageous to the Soviet Union to tie part of the
proceeds from its oil exports to pay for imports from Finland when it
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could spend the same money on a wider assortment of products from all
over the world. Therefore the Soviet authorities pointed out that Finland
had lost the privileged position it used to have compared to other trade
partners of the Soviet Union. From the viewpoint of the Soviet Union, in
the process of overhauling the entire foreign trade system there were no
grounds for having Finland as the only exception. Finally, the
administrative features of the clearing system were not compatible with
the spirit of Soviet foreign trade reform or with the regional
decentralization and delegation of foreign trade rights and decision-
making (Sutela 1991b, pp. 201-202). Sutela also gives a number of
reasons why Finland should go over to full convertible currency trade
and reject all blueprints for special arrangements (Sutela 1991b,
PP- 202-204, see also Koivisto 1995, pp. 367-370).

The protocol of May 1990 on the use of freely convertible
currencies in payment of certain transactions reflected the Finnish
preference for a gradual shift to the use of freely convertible currencies.
This protocol suggested the free use of convertible currencies in
payments for certain transactions such as transfers of equity capital to
joint ventures in the Soviet Union, the Finnish trade of Finnish- Soviet
joint ventures, a major part of service payments and payments related to
loans not directly involved in the financing of clearing trade. In order to
preserve bilateralism in the midst of growing free currency trade, it was
also stated that goods originating from third countries would be traded in
Finland and in the Soviet Union according to the general customs tariffs.

Termination of the clearing arrangement was taken up by the Soviet
authorities in June 1990 and later on several occasions (Repo — Lehtinen
1992, p. 3). The Soviet authorities explained that though there was a
strong lobby in the Soviet foreign ministry (MVES) concerned that
Finnish-Soviet trade could collapse, the dismantling of central planning
and decentralization of foreign trade would imply that from the
beginning of 1991 the central ministries would neither have support from
any kind of plan nor subsequently be authorized to negotiate quotas or to
place orders with Finnish suppliers.

As mentioned above, gradual dismantlement of clearing was
strongly advocated by the major Finnish Soviet exporters in the metal
and engineering and forest industries. Transitional periods of from three
to five years, "oil clearing" and other alternatives for gradual movement
to free currency trade were considered in discussions between Finnish
and Soviet trade authorities in 1990 (Koivumaa — Valtonen 1990, p.102).
Finally, on 6 December 1990 in connection of the Finnish Independence
Day reception in Moscow the deputy prime Minister Sitaryan confirmed
the final Soviet position according to which the Finnish-Soviet clearing
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arrangement was to be terminated by the end of December 1990 without
any transitional period (Koivisto 1995, p. 371 and Repo — Lehtinen 1992,
p- 5).

Already since 1989, the Bank of Finland in particular was becoming
increasingly restive about signs of a worsening liquidity situation for the
VEB, as evidenced by a number of internal memos in the Bank of
Finland. Moreover, irregularities and delays in the transfer of clearing
and convertible currency payments occurred in 1989. The accumulated
payment arrears to Finland by mid-1990 amounted to FIM 430 million,
of which the share of clearing payments was FIM 130 million. The
Soviet authorities announced that the inability of the Soviet Union to
earn sufficient convertible currencies due to lower oil prices, bottlenecks
in the production of exportables and difficulties in obtaining short-term
financing from western banks were the reasons for the arrears. To solve
the problem, the Soviet Union had increased its gold sales (Minister
Sitarjan, according to Izvestiya 22 May 1990 and academician
Bogomolov, according to Helsingin Sanomat 28 May 1990).

The possibility of the Soviet Union ending with a default  was
discussed already in 1990 in a number of internal memos. The outlook
was still too clouded to make preparations for the change in trade policy
decision-making that was to follow: first the absolute termination of the
clearing arrangement, followed by the dissolution of the Soviet Union
and the conversion of the VEB into a bad bank. The VEB had
prematurely repaid SUR 225 million of its debt on the special account
and there seemed to be no reason to assume that the rest, SUR 60
million, would not be repaid as scheduled. Therefore, the funds on the
special account were not transferred to the main clearing account, which
was brought into balance by trade policy measures.

2.4.2 Rundown

The clearing payments account was terminated at the end of 1990.
Formally, the Finnish-Soviet clearing arrangement was abolished
through an inter-governmental protocol and the system of accounts and
payments by a supplement to the protocol signed by the account-keeping
banks (i.e. by the Bank of Finland and the VEB. The protocol and its
supplement were both signed on 27 December 1991. These documents
defined the procedures to be followed in the rundown of a major part of
the administrative bureaucracy that had been required for the
management of the clearing trade and payments system. Balances from
the clearing subaccounts held in commercial banks were transferred to
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the clearing rouble account with the central bank already during
December 1990. The bilateral trade department, which had been set up to
support the clearing payment operations, discontinued operations at the
end of August 1991. The Economic Commission and all of its working
groups terminated operations on 15 October 1992. The Commission was
replaced by a new administratively lean Economic Commission on 10
August 1992, the permanent staff of the Ministry for Foreign affairs
being in charge of preparations for annual meetings. The Licensing
Office was discontinued in September 1993.

An account for payments in process denominated in CLSUR was
opened for the month of January 1991 solely for the purpose of
transferring clearing payments effected by the VEB during 1990 but not
received by the Bank of Finland until the end of the year. Only incoming
CLSUR payments were effected through this account. This also implied
that the Bank of Finland continued to purchase clearing roubles from
Finnish exporters to the end of January 1991. In fact, the Bank of
Finland quoted the FIM/CLSUR rate for the last time on 31 January
1991, when this account was closed and the Bank of Finland stopped
buying and selling clearing roubles.

In order to take care of payments related to delivery agreements
signed during 1 January 1990 — 31 March 1991 and had an approved
export permit from the Licensing Office, a USD-denominated liqui-
dation account was opened reciprocally. The debtor was obliged to
pay the creditor on 30 June 1991 the amount of the outstanding balance
on these accounts as of 31 May 1991, after which the liquidation account
were to be closed. In fact, the accounts were kept open for some time for
checking purposes though no more payments were transferred through it.

In the protocol that set out the terms of the liquidation account, an
allowance was made for the accumulation of excess balances by applying
limits similar to those set in the previous clearing protocol signed on 9
September 1988: the balance in excess of USD 180 million was LIBOR-
interest bearing, the balance in excess of USD 360 million was subject to
free currency settlement. In addition the Soviet party was entitled to
repay the outstanding balance on the special account provided that it had
enough funds (surplus) on the liquidation account to cover the repayment
(Collection of Finnish Laws and Decrees no. 39/91, Suomen saddos-
kokoelman sopimussarja no. 3-5, 16.1.1991).

Additional pressure for foreign exchange controls arose from the fact
that Soviet exporters, having earned clearing roubles on exports to
Finland, wanted to use them to pay for imports from Finland so as to
avoid converting them to ordinary roubles. Generally this was not
possible because Finnish exports to the Soviet Union had to be
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drastically cut in order to get the clearing account into balance prior to its
termination. Use of the liquidation account was limited to the transfer of
payments from the Soviet Union for deliveries that had been authorized
by the Finnish Licensing Office prior to end-1990.

The outstanding debt of the Soviet government to the Finnish
government on the special account was 60 million clearing roubles,
equivalent to slightly over USD 100 million as at the end of 1990. To get
this debt repaid, an inter-governmental barter agreement on purchases of
defence materials against selected Finnish exports was signed in August
1991. According to this agreement, 40 per cent of Finnish purchases
from the Soviet Union was to be financed by reducing the Soviet Special
account debt to Finland. The entire debt should be repaid by the end of
1995. The other, 60 per cent was to be covered by selected Finnish
exports to the Soviet Union. For this purpose the Finnish Ministry of
Defence would transfer 60 per cent of each import delivery in USD to a
procurement account opened by the VEB with the Bank of Finland.
The VEB participated in the arrangement because, according to Soviet
legislation, accounts abroad on behalf of the Soviet government could be
opened only by the VEB. Based on payment orders received from the
VEB, funds from the procurement account were released to cover
payments to Finnish exporters for deliveries that had been approved by
the Soviet party for counter-purchase.

Unfortunately, this arrangement did not work without friction due to
the complexity of the arrangement. This time there was no overdraft
facility. Funds were released from the account only if 1) imports
exceeded exports and 2) there was a payment order from the VEB,
which owned the account. However, exports started to grow faster than
imports. The Finnish Ministry of Defense transferred USD funds to the
"procurement account” only after it had received an import delivery.
Moreover, the VEB was slow to release money from the account for
payment to Finnish exporters because of organizational changes in the
VEB which were taking place at that time.

Finnish exporters delivered their merchandise once they received
confirmation of their eligibility for inclusion on the counter-purchase list.
Believing that no guarantee would be necessary with the backing of the
Ministry of Defense and the central bank, many exporters were
embarrassed to find that they did not receive their export payments at due
date owing to a lack of cover on the procurement account. This was the
result of the lack of a payment order from the VEB, which was needed
prior to the release of funds from the account to a Finnish exporter.

The arrangement provides an illustration of the problems which are
bound to emerge due to the complexity of a clearing or counter-purchase
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arrangement, if the controversial issues are not adequately acknowledged
and arbitrated in advance and the implementation is not coordinated from
the outset. A further discussion on these subjects will follow below in
section 4.4.

Finally the original balance on the Special Account, CLSUR 60
million (slightly over USD 100 million), was converted into clearing US
dollars in April 1992. By virtue of the barter arrangement, these
receivables from the Soviet Union were reduced to USD 76 million. The
Finnish Government assumed the claim by disbursing that amount to the
Bank of Finland in 1993.

The clearing balances on the main clearing account were fairly
successfully settled by matching the incoming and outgoing payments
originating from different types of clearing subaccounts and transactions.

Claims of about FIM 3.0 billion (USD 0.6 billion) originating from
the export credit line which was agreed in 1988 for the purpose of
financing the continuation of clearing exports were included as
government guaranteed receivables and were to be discussed at the Paris
Club. Outside the Finnish-Soviet clearing arrangement, the Finnish
commercial banks had participated in the 1980s in consortia making
syndicated loans to the Soviet Union. These receivables, not guaranteed
by the government, amounted to about FIM 2.5 billion (USD 0.5 billion)
at the end of 1990 and were later transferred for negotiation at the
London Club. .

Finally, there were letters of credit and cash payments partly
originating from the clearing trade (related to supplier credits etc.) that
were in arrears, according to rough estimates, by up to FIM 2 billion
(USD 0.4 billion). Thus, the total receivables amounted to FIM 7.5
billion (USD 1.5 billion) at the end of the clearing trade, of which
clearing trade proper accounted for some FIM 3.7 billion (over USD 0.7
billion; Laurila 1993, p.64).

Of all the western countries, Finland was the most adversely affected
by the dissolution of the Soviet economy. The collapse of Finnish-Soviet
trade, the share of which had fallen almost every year (with the exception
of 1985) from a level of over 25 per cent in 1982-1983 to the
neighbourhood of 10 per cent in 1991 and finally to 4 per cent in 1992,
was estimated to have caused some 25 per cent of the total loss of
150 000 jobs in 1991 and accounted for one-third of the 6 per cent
decline in total output (Rautava — Hukkinen 1992, p. 5).
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3 Description of Finnish-Soviet
Clearing

3.1 Institutional setup

Over the 40-year history of the Finnish-Soviet clearing arrangement,
there developed a comprehensive legal framework with special bodies for
running the system. During this period the agreements were extended to
cover technical, scientific, cultural and other fora of cooperation. With its
other clearing partners, Finland had far more modest arrangements. The
principal agreements and procedural relations concerning the Finnish-
Soviet clearing arrangement are summarized in chart 3.1. The institutions,
which were the main actors, are presented in chart 3.2.

As the charts show, the system was hierarchical. The higher the level
of the agreement, the longer the period it covered and the higher the level
of political decision-makers and institutions that procured the agreement.
The institutional system was also symmetric as almost every institution
involved had its counterpart in the Soviet Union. The payment system
(chart 3.5) and the array of accounts (chart 3.7) were also marked by
symmetry. The purpose of this system of agreements, procedures and
institutions was by coordination and planning to secure the continuity and
balanced growth of trade and good political relations (Linnainmaa 1988,
pp. 29-46). For a more detailed description of institutional and functional
set-up of these systems in the Soviet Union see for instance Hirvensalo
(1979), Holopainen (1981 and 1982), and Katila (chapter III).

The Treaty on Friendship, Cooperation and Mutual Assistance
of 1948, particularly article 5 thereof, constituted a political basis for the
commercial five-year agreements (Liukkonen 1982, p. 44). This
agreement was thereafter always referred to, as were all other associated
agreements, in the introduction for every lower level inter-governmental
agreement. Later, the Final Act of the CSCE (the Conference on
Security and Cooperation in Europe) of 1975, also came to be considered
a political cornerstone of Finnish-Soviet relations.

Efforts were made to set up guidelines for different forms of
economic cooperation, extending up to 15 years. The first Long-term
Programme for "the Development and Intensification of Economic,
Commercial, Industrial, and Scientific and Technical Cooperation
between the Republic of Finland and the Union of Soviet Socialist
Republics until 1990" was signed in 1977. It was extended and revised in
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1981 and 1987. The idea was to revise and extend these programme
every fifth year in connection with negotiations on each new five-year
agreement. The purpose of the agreements was to integrate the basic five-
year agreements with each other and to reduce the variations caused by
the planning cycle (paragraph 1: "General Principles").

The very first trade agreement, a protocol on the exchange of goods
and services and USD-denominated payments was signed between the
Finland and the Soviet Union already in June 1940. The war one year
later interrupted this trade. The first post-war protocol, which came into
force in February 1945 was extremely narrow barter agreement. It
entitled Finland to purchase grain, sugar and other foodstuffs and to pay
for them with exports of prefabricated wooden houses and battleship
repairs. Until 1950 the trade was based on USD-denominated protocols
drawn up for one year at a time. Both prices and quantities were agreed
so as to balance the trade (Rantanen, pp. 44-45).

The bilateral nature of trade between Finland and the Soviet Union
is defined in the "Treaty of Commerce between the Republic of Finland
and the Union of Soviet Socialist Republics" or Trade Agreement
concluded in 1947. According to Article 1 of that agreement, "The
Contracting Parties shall by all means possible develop and strengthen
their mutual trade relations on a basis of equality and reciprocity”. This
statement of the trade agreement is considered just a starter, because after
1951 more lasting bilateral clearing trade relations were based on five-
year agreements on clearing trade. In the trade agreement of 1947 the
parties agreed to grant each other most-favoured-nation status.

The Customs Treaty of 1960 removed tariffs from manufactured
products traded between Finland and the Soviet Union. Finland joined the
GATT and later EFTA as an associate member. Finland concluded a free-
trade agreement with the EEC in 1973, but continued to maintain the
customs treaty. Finland also agreed to provide the Soviet Union with
advantages comparable to those accorded its western trade partners in the
EEC. It should be noted that the Soviet Union did not pledge reciprocity
in this respect. In 1973 Finland proposed negotiations with the Eastern
European CMEA countries on the reciprocal removal of remaining trade
barriers. The agreements were concluded in 1974-1978 (Kivilahti 1988,
pp- 34-35).

The contractual framework for the Finnish-Soviet clearing arrange-
ment consisted of five-year agreements and annual trade protocols.
During 1946-1990 altogether eight five-year agreements were signed
and implemented. Each agreement determined the volume and content of
trade for the forth coming five-year period.

60



Chart 3.1 Main agreements and procedures for trade
between Finland and the Soviet Union

Trade policy agreements

Trade Agreement 1947
Customs Treaty 1960

v

The long-term programme for the development and intensification of economic, commercial, industrial, scientific and technical
cooperation
- signed in 1977, extended and revised in 1981 and 1987

v

Agreement on permanent intergovernmental commission for economic cooperation, serving as

- a permanent channel for negotiating and concluding contracts between the economies of the two countries
- forum for development of new forms of economic cooperation

- organ for monitoring the implementation of long-term programmes

v v

Working group under the economic commission preparing five Intergovernmental protocols / agreements on
year framework agreements individual construction projects

- specification of guidelines to be followed in the five year - commitments by the governments to implement
framework agreements, eg the payments system to be applied, projects

trade targets
- a payments work group subordinated to it developed the

payments system

Y Y

Intergovernmental trade delegations Contracts between Finnish firms and Soviet FTOs
- agreement on import and export quotas for five year -technical and commercial conditions
framework agreements

v

Five year framework agreements
- import and export quotas
- regulations for the payments system

v

Intergovernmental trade delegations
- agreement on quotas referred in annual protocols

v

Annual protocols on the exchange of goods
- agreement on import and export quotas so that balance in
payment could be maintained

v

Delivery contracts between Finnish and Soviet enterprises

- technical and commercial terms relating to deliveries (part of
these contracts were concluded before the drawing-up of the
annual protocol or the framework agreement)

A

v

Export or import licence
- approved by the Export or Import Permits Office Sources:

+ Holopainen 1981, 307 and 1982, 21

Delivery of goods
- between Finnish and Soviet enterprises

61



The Five-Year Agreements, though called "payment agreements",
focused on the exchange of goods and set concrete targets for trade. They
contained lists of imports and exports, specifying the volumes or values
of the goods to be delivered by one country to the other. The goods were
grouped for quota setting by type of merchandise. To a certain extent, the
agreements also covered imports and exports of services as well as border
trade.

The purpose of the five-year agreements was to facilitate the
decisions of the contracting parties on how much they would be prepared
to buy or sell and to maintain the over-all balance required for the sound
management of the bilateral trade system. The lists were prepared in
cooperation with the Finnish firms and Soviet foreign trade organizations
(FTOs) actually engaged in the trade. The agreed quotas provided a
concrete basis for conducting trade. These quotas were not restrictively
applied. In fact, actual supply and demand conditions were allowed to
determine the level of trade at any given time (Holopainen 1982, p.5).

The five-year agreements stated that world market prices should be
used as references and that the official SUR quotations by the Gosbank
were to be applied. The account holders were the central banks: for
Finland the Bank of Finland and for the Soviet side the Gosbank, to the
end of 1961, then the Foreign Trade Bank (VTB) to 1988 and finally that
the Bank for Foreign Economic Relations (VEB) to 1990.

The stipulation that world market prices were to be used as references
did not hinder the parties' ability to negotiate and agree on prices. Indeed,
the prices of individual deliveries were left to be negotiated and
contracted directly between supplier and purchaser. Those Finnish
enterprises involved in the eastern trade operated and competed in the
market environment and set their prices accordingly. World market
prices, to the extent available, were used as references or starting points in
price negotiations between the partners.

In the first half of the 1950s, bilateralism was modified by
concluding tripartite protocols on the exchange of goods. The first such
protocol was concluded between Finland, the Soviet Union and Poland
already in June 1949. The purpose of this arrangement was to find the
appropriate means of payment for coal that Finland imported from
Poland. Thereafter the tripartite agreements became a means of bringing
Finnish-Soviet trade into balance. In all cases, with exception of China,
Finland imported from a third country and paid by exporting to the Soviet
Union. Soon thereafter, similar protocols were signed with Czechoslova-
kia, the Democratic Republic of Germany, Hungary and the People's
Republic of China. These protocols were signed for one year at a time. In
the latter half of the 50s the tripartite agreements died out because the
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third countries had increasing difficulties in finding imports from the
Soviet Union that were eligible as payments for their exports to Finland
(Hirvensalo 1978, p.31).

Finland was the first capitalist country to conclude an
intergovernmental Treaty on Scientific and Technical Cooperation
with the Soviet Union, in 1955. It was followed by the Treaty on the
Development of Economic, Technical and Industrial Cooperation and
other treaties on technical and scientific cooperation. As mentioned in
another context, the Long-term Programme of 1977 elaborated on this
and produced a number of new programmes in the field of science and
technology.

The cooperation agreement between Finland and the CMEA was
signed in May 1973. On the basis of the agreement a joint commission
for Finland and the CMEA countries was set up to organize multilateral
cooperation. The agreement represented an attempt to organize
multilateral cooperation between socialist countries and a market
economy (Korolev 1983, p. 79, Romanov — Simonyan 1983, p. 155).
Cooperation took place in the areas of industrial cooperation, design,
standardization, research and development. For instance, during the
period 1975-1980 Finland and the CMEA countries signed 29
multilateral and bilateral agreements in areas such as engineering,
chemistry, transport, wood, woodworking, pulp and paper industries, oil
and gas and environmental protection. By 1988 some one-hundred
economic or scientific-technological agreements aiming at multilateral
cooperation had been signed on the basis of the Finnish CMEA
commission (Kivilahti 1988, p. 34).

Similar agreements on economic, scientific and industrial cooperation
agreements were also concluded with other CMEA countries:
Czechoslovakia and Rumania as well as Bulgaria, Hungary and Poland.
Reciprocal abolition of trade barriers were agreed in specific "Kevsos-
agreements” concluded with Bulgaria, Czechoslovakia and Hungary in
1974 and Poland in 1978 (Korolev 1983, pp. 79-81).

Since the CMEA was open only for socialist countries, Finland,
being a capitalist country, had to resort to special arrangements to deal
with the CMEA. For this particular purpose a special commission
consisting of representatives from Finland and the CMEA countries was
set up to discuss and agree on forms and terms of cooperation
(Holopainen 1982, p. 7). As a result, Finland did not participate in the
activities of the CMEA. Instead, the "multilateralization" efforts were
narrowed down to the commercial, industrial, technological and scientific
sphere but did not cover trade or customs. The bilateral norms of trade
had already been defined in other agreements. In practice, the most
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important areas of cooperation were 1) construction projects, 2)
production, particularly in the area of ship building, and 3) third
countries, such as Cuba, Iran, Iraq, India and Pakistan. Usually the
Finnish party participated as a sub-contractor in these projects. Due to the
fact that each project required its own specific tailoring, a special working
group was established to support this mode of cooperation (more in Erma
1983, pp. 8689, Korolev 1983, pp. 79-85, Schiavone 1981, pp. 92-94).

Cooperation in the implementation of major construction projects in
the territory of Finland, the Soviet Union and third countries had
continued during the 1970s. Among the major projects were the
reconstruction of the Saimaa Canal in 1963-1968, construction of the
natural gas pipeline from the Soviet Union to Finland, two 440 MW units
for the Loviisa nuclear power station in Finland, the Kostamus
(Kostomuksha) mining complex in the Soviet Union, including
construction of a town for more than 5000 inhabitants, etc. (Kulev 1983,
pp- 122-136, Mottola 1983, pp. 311-320).

Joint projects in third countries were located mainly in the near-East
and north African countries. About fifteen firms with Soviet ownership
operated in Finland, involved mostly in trading and promotion of sales of
Soviet products in Finland.

Direct investment flows to the Soviet Union could be started in 1987
and in some cases payment could be channelled through clearing
accounts. Immediately after the termination of clearing, Finnish firms
participated in 207 operational joint ventures or were in the process of
starting their operations in the Soviet Union. Half of these joint ventures
located within the territory of now independent Estonia (Laurila 1992,
pp- 7-8).

Fairly little cooperation was possible in banking in terms of direct
contacts between Finnish and Soviet banks. All payments were
channelled through the clearing accounts of the Bank of Finland and the
VEB. Financial operations through clearing were highly restricted. Some
Finnish commercial banks opened representative offices in Moscow and
participated in syndicated loans to the Soviet Union in the 1980s. Also,
the tentative request (raised for the first time by Mr. Dementshev,
chairman of the Gosbank, in connection with his visit to Finland in
December 1986) that possibilities be considered for establishing a Soviet-
owned bank in Finland that would participate in clearing operations was
turned down by the Finnish authorities. This would have set a precedent
for unequal treatment of foreign banks in Finland and would have cast a
shadow on banking relations between Finland and other western
countries.



A fairly specific subspecies of clearing trade, Finnish-Soviet border
trade, deserves mention here. It took place in the form of direct regional
bartering and was launched in mid-1958 for trade between Finland and
Leningrad. Border trade exports from Finland consisted mainly of
consumption goods and imports (mainly timber) from Leningrad and,
later on, from the expanded border trade area. The selection of import
goods from V/O Lenfintorg (a foreign trade organization in Leningrad)
remained quite limited and thus the share of border trade never grew to
more than 2-3 per cent of the total value of Finnish-Soviet clearing trade
(Keskinen 1987, pp. 290-291).

The border trade payment system was accommodated entirely within
the Finnish-Soviet clearing system. It was not regulated by a separate
agreement. Instead, in each 5-year agreement, annual protocol and quota
there was a special heading for border trade (Rantanen 1983, p. 47). The
border trade regime was in the hands of a permanent working group for
border trade under the Economic Commission. Authorizations had to be
obtained beforehand from the Finnish Licensing Office. In principle, each
individual barter transaction had to be balanced. Payments were
transferred through the rouble clearing account. On the Soviet side V/O
Lenfintorg had the sole right to carry out border trade. After mid-1987,
Estimpex, Interlatvija, Litimpex and a number of other enterprises such as
Leningrad-Impex and Kola Association (in 1989) received similar rights.
They searched for appropriate partners from a fairly large area of about
60 million people in 1987. The border trade area on the Soviet side
included the Baltic republics, the autonomous republics of Karelia, Komi,
Bashkir and Udmurtia as well as 19 provinces (oblast) of the Russian
Federation, including the Gorki and Moscow areas (but not the city of
Moscow) in 1987.

In Finland clearing was administered by the Ministry of Foreign
Affairs (exports), the Ministry of Industry and Trade (imports), the
Licensing Office (licensing), and the Bank of Finland (payments),
convening within the framework of the permanent Economic
Commission to cooperate and deal with its counterpart on the Soviet side
(chart 3.2).

The Permanent Finnish-Soviet Intergovernmental Commission
for Economic Cooperation (Economic Commission) was established in
February 1967, for five years at a time, by a presidential decree. It
functioned as an administrative short cut through the hierarchical
bureaucracies of the central governments. Its purpose was to eliminate the
demarcation line between public and private decision-making in Finland
(Salminen 1983, pp. 3, 34, 43) and to offer a forum for cooperation
between the two governments.
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Chart 3.2 Institutions for clearing trade and payments
administration in Finland and the Soviet Union,

1951-1990
Trade
Finland Soviet Union
.|
Mo Foreign Affairs (exports) Mo Foreign Trade
(Foreign Economic Relations, MVES)

Mo Trade and Industry (imports) GKES (projects, 1976—)
Licensing Office

Finnish-Soviet

Soviet-Finnish

Intergovernmental Economic Commission

Industrial associations

Firms FTOs
Payments and financing
Mo Foreign Affairs Mo Finance
Mo Finance
Gosbank
Bank of Finland
VTB-VEB 1962 —
Commercial banks and VEB's branch offices
financial institutions

Remarks: Mo = Ministry of; for other abbreviations, please consult the list of abbreviations.
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The Economic Commission maintained a permanent secretariat both in
Helsinki and Moscow. It served as a forum for trade policy decision-
makers from the two countries. Formally, the Economic Commission was
in charge of the development of new forms of cooperation and
monitoring the implementation of long-term programmes. The tasks of
the Economic Commission were 1) to study questions connected with the
possibilities of further development of economic relations between
Finland and the Soviet Union, 2) to prepare proposals aimed at the
continuous expansion of Finnish-Soviet economic ties, 3) to deal with
questions related to the implementation of commercial and other
economic agreements between Finland and the Soviet Union, and 4) to
coordinate Finnish-Soviet economic cooperation (Rantanen 1983, p.49).

The annual plenary meetings of the Economic Commission — usually
held in September-November of each year — were chaired by the prime
minister, with the Minister for Foreign Affairs and Minister of Trade and
Industry as alternates. Meetings were attended by 18-20 permanent
members representing the directors of major industrial associations and
major eastern-trade companies. The Bank of Finland was also represented.
In addition there were some 20 working groups doing preparatory work
and meeting when necessary with their Soviet counterparts.

The Economic Commission in practice served as a forum for trade
policy leaders, whereas the operational responsibilies fell largely to the
Ministry for Foreign Affairs and the Department for External Economic
Relations (Kauppapoliittinen osasto).

Important from the view point of the development of the clearing
payment system was the work performed by the working group on pay-
ments and financial questions, established in 1988. The establishment
of the financial working group under the Economic Commission
contributed to the development of the clearing mechanism by bringing
together bankers and financial experts from the public sector. The system
was reformed, however, along conventional lines by introducing a
protective procedure against rouble devaluation (see Technical Annex)
and the more efficient clearing of 1989-1990.

Establishment of the working group on payments and financial
questions opened the doors for direct discussions between competent
financial experts from both sides on systemic questions and helped in the
search for practical solutions. Payment and financial questions had tended
to remain unsolved in the ordinary trade negotiations. Often trade
authorities were not well informed about the financing and payment
issues. Delegates from the Bank of Finland participated in trade
delegations in the capacity of experts on banking, payments, financing
and foreign exchange control. Their counterparts in the Soviet
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administration were dispersed in the Ministry of Finance, Gosbank and
VEB and therefore participated in trade negotiations only occasionally.
Consequently, in negotiations concerning annual protocols the issues of
system development were crowded out by more current issues about
quantities to be exported and imported or how the annual trade could be
brought into balance.

From the viewpoint of the practical management of the clearing trade
system, one important organ was the Finnish Import and Export
Permit Office (Licensing Office) working under the auspices of the
Ministry of Trade and Industry. Licensing activities were initiated already
on the eve of the war, when the State Council decreed a Licensing
Commission on 1 September 1939 to monitor exports and imports. The
permanent office was established on 1 September 1953 to regulate
foreign trade. During the 1980s the Licensing Office concentrated on the
regulation of clearing trade. Licensing activities were gradually dismantled
and the office was closed on 1 September 1993, having operated for
exactly 40 years. The remaining responsibilities (eg licensing high
technology exports) were moved to the Ministry of Trade and Industry.

During the 1980s the regulation of the rapidly growing Finnish-
Soviet clearing trade became a principal task of the Licensing Office. The
Licensing Office was the most central executive organ to regulate this
trade. This was reflected by the fact that all decision-making authorities
were represented on the board of directors of the Licensing Office:
Ministry for Foreign Affairs, Ministry of Trade and Industry, Ministry of
Agriculture, Ministry of Finance, and the Bank of Finland.

Notably, in the Soviet Union there was no licensing office up until
May 1988, when it was established to govern the recently gradually
deregulated foreign trade. The one-sided responsibility increased the
burden of work of the Finnish Licensing Office in the 1980s.

The Finnish firms were free to choose whether or not to participate
in clearing. For those firms that chose to participate, the Finnish
industrial associations acted as coordinators between the ministries and
themselves. These associations are private organizations established by
their member firms, and they assisted in obtaining the proposals for
clearing exports and imports and forwarded the proposals to the
ministries. In doing this, they assumed a passive role, not being involved
in the substance.

The other important organization for the administration and
management of Finnish-Soviet clearing — and the most central from the
viewpoint of clearing payments intermediation — was the Bank of
Finland, i.e. the central bank. As in almost all other countries, in Finland
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the government had given the Bank of Finland a mandate to hold the
accounts and transfer the clearing payments.

Historically, the Bank of Finland had been given a role in foreign
exchange controls through legislation on safeguarding export trade,
which came into force in 1933 (Bickman 1954, pp. 17-20 and 60-72;
Kastari 1955, pp. 215-216). At that time the Government introduced
payment agreements with certain western countries. In this connection
accounts were opened and the payment transfers were directed through
the Bank of Finland. Also the membership of the Bank of Finland on the
board of directors of the Licensing Office can be ascribed to this role
(Kastari 1955, p. 225, and 1959, p. 652).

The question of the ultimate ownership of the assets and liabilities
was first raised already in the 1930s. The liquidity crisis in the Soviet
Union in 1991 raised the question again. Based on the findings of a
working group with representatives from the Ministry of Finance,
Ministry for Foreign Affairs and the Bank of Finland, the Counsellor of
Justice confirmed in August 1991 that the balances on the accounts with
the Bank of Finland were the responsibility of the Government. Of
course, all the essential measures must have been authorized beforehand
by the Government.

For the sake of administrative expediency, the Bank of Finland
delegated part of its regulative powers to the commercial banks. This
delegation of control within the limits and conditions set by the Bank of
Finland is based on a decision of the Council of State. By virtue of this
delegation, customers could get their payments authorized at the counter.
As will be explained in detail below, the Bank of Finland monitored the
compliance of the commercial banks and their customers with the foreign
exchange regulations.

Another reason for delegation of the payment transfers and their
control to the commercial banks was the Bank of Finland's intention to
stand on its position as a central bank. Therefore it avoided interventions
or even direct contacts with the firms engaged in Soviet trade and
preferred to operate only through the major banks authorized to settle
clearing rouble transactions (Obléth — Pete 1990, p. 98). These aspects of
delegation and monitoring will be discussed below from the viewpoint of
controls in section 3.4.

For a number of practical reasons, the position of the Bank of
Finland grew to be even more central than originally intended:

— the Bank of Finland financed the clearing overdrafts at its own
expense. The balances on the clearing account were recorded in the Bank
of Finland's balance sheets as a part of the foreign exchange reserves.
These balances were usually in surplus and were non-interest bearing.
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— the Bank of Finland conducted the foreign exchange control and
monitoring necessary to keep the clearing regime operational

— the Bank of Finland collected the data on trade and payments
from customs, commercial banks and the Licensing Office and compiled
statistics to be used in making forecasts of trade developments for trade
negotiations, monitoring trade and payments developments and
compiling the balance of payments statistics.

— the Bank of Finland was given a mandate to handle the banking
operations related to the clearing payment arrangement on behalf of the
government. This was reflected in the standard paragraph of the
payments agreements, stating that "The Bank of Finland and the Foreign
Trade Bank of the USSR will jointly agree on the technical banking
arrangements necessary for the transfer of funds referred in this
agreement." (Para 9 in the Finnish-Soviet payment agreement).

3.2 Clearing trade management

The overall operational objectives for planning and control in Finnish-
Soviet clearing trade were:

1) to maintain balance between imports and exports at a high or the
highest possible level of trade;

2) to ensure that individual export and import deliveries were
consistent with the quotas set in the annual trade protocols;

3) to ensure that bilateralism was maintained in the clearing of
exports and imports.

The Economic Commission was in charge of planning and agreeing
on the level and balance of the trade as well as the main rules to be
followed. The work was performed with the help of the ministries and the
Bank of Finland. The results materialized in the five-year agreements and
annual protocols. These documents served as guidelines for authorities,
and particularly for the Licensing Office, which was in charge of
implementing the plans in accordance with the annual protocols.

The Licensing Office exerted advance control by granting import and
export permits. In addition it monitored the compliance of importers and
exporters with the permits in cooperation with customs and the banks.
The purpose of the Licensing Office control was to keep the clearing
trade bilateral and to maintain the clearing trade balanced at the highest
possible level. The Licensing Office checked that the annual protocol
quotas were observed by the entrepreneurs. On the export side, the
Licensing Office checked that the domestic content of exported goods
was adequate, usually around 80 per cent. Materials and semifinished
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goods of Soviet origin were treated as domestic (because they were
imported through clearing). According to estimates of the Licensing
Office, domestic content was about 85 per cent on average during the
1980s. Less than two years after the discontinuation of Finnish-Soviet
clearing, the domestic content of exports to the Russia had fallen to about
65 per cent (Aho 1993, p. 7).

The purpose of the domestic content requirement was to maintain
bilateralism by hindering third countries from channelling their exports to
the Soviet Union through the Finnish-Soviet clearing. On the import side,
the Licensing Office checked that goods originating in the Soviet Union
were not circulated through third, convertible-currency countries to be
settled in convertible currencies.

Chart 3.3 General authorization guidelines of the licensing
office during the latter half of the 1980s
Clearing trade Convertible currency trade
with clearing countries
Import Permit, importer had to Permit required for all
show permit to customs imports
when declaring imports of
—oil
— food
— animals
Export Permit required for all Permit required for all
exports the value of which exports (automatically
exceeded FIM 2000 per given)
delivery + domestic content
requirement
Trading Authorization of the BOF required

Chart 3.3 illustrates the extent of the authorization activities of the
Licensing Office in the latter half of the 1980s. Some imports, such as oil,
food and animals, were licensed globally to apply to all countries.

The Licensing Office had some leeway, depending on the clearing
balance situation. In a deficit or small surplus situation export quotas
could be exceeded. Also, in considering the domestic content, the nature
of the product could be taken into account. The staff of the Licensing
Office was 25-30 persons during the 1980s, and they processed about
60 000-70 000 import and export permits a year (Aho 1993, p. 9).

On the Finnish side, the President of the Republic appointed a trade
delegation to handle the negotiations. The actual work of forecasting,
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planning and negotiating the export and import volumes for the annual
protocols took place in the Ministry for Foreign Affairs, Ministry of
Trade and Industry and the Bank of Finland. The annual trade protocols
were drafted by three working groups: export group, import group
(dealing mainly with volumes to be exported and imported) and finally
the payments working group, bringing together the combined effects of
planned export and import volumes in the clearing balance. Most of the
actual work of calibrating trade volumes and fore casting was performed
in the Bilateral Trade Department of the Bank of Finland.

Trade negotiations proceeded quota by quota on the export and
import side. Only volumes were negotiated. Prices were assumed to
remain unchanged from the time of the negotiation. In any case, the
prices were to be negotiated later by the contracting parties. The Bank of
Finland's Bilateral Trade Department conducted a specific follow-up of
the progress of ship and project exports to the Soviet Union and their
financing. Also, information on imports of crude oil and oil products
were obtained directly from importers (Korhonen 1988, p. 16).

As an internal exercise at the Bilateral Trade Department, weekly,
monthly and quarterly checks were done in order to adjust the forecasts in
light of actual developments. The round of protocol negotiations was
launched every autumn, starting with actual developments and comparing
them with the forecasts.

By monitoring delivery dates and corresponding payment dates,
made available to the Bank of Finland by the exporting and importing
enterprises, these and other leads and lags and financing loans could be
taken into account. Using the information received from the export and
import working groups and taking into account import and export
financing, services and border trade, the "balance of payments" working
group summed the amounts of both exports and imports to come up with
the clearing balance at prevailing prices.

Unfortunately, the planners involved in the Soviet-Finnish clearing
trade could neither foresee nor affect most of the factors, changes in
which determined the level and the balance of the trade. Chart 3.4
(presentation according to Tervonen, internal memorandum) illustrates
schematically from an institutional point of view, how little the Finnish
authorities could affect the factors that determined both the level and the
balance of the clearing trade. The authorities could to an extent affect the
volume of imports, but their role was mainly to do their best to
accommodate the shocks and surprises coming from the outside and still
maintain Finnish-Soviet trade at the highest possible level and in
reasonable balance.
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Chart 3.4 The spheres of influence of the Finnish and Soviet
trade authorities

1. Neither Finns nor Soviets

2. Soviets

4. Finns & Soviets

5. Trade 3. Finns
authorities

Remarks:

Factors falling in sphere 1:

— Market price of crude oil

— Other world market prices

— USD exchange rate

Factors falling in sphere 2:

— SUR/USD rate quoted by the Gosbank

— Domestic demand for oil in the USSR

— Domestic production and transport capacity for oil in the USSR

— Auvailability of import goods other than oil

Factors falling in sphere 3:

— Estimated exports of Finnish firms to the USSR
— Domestic prices of export products

Factors falling in sphere 4:

— Volume of imports from the USSR

Factors falling in sphere 5:

— Volume of Finnish exports to the USSR
— clearing balance: surplus, deficit or balanced?
— possible financing

Procedurally, in the annual negotiations, the import volumes were fixed
prior to attempting to do the same on the export side. The indicative
volume of imports from the Soviet Union was a joint decision by the
parties, falling within sphere 4 of chart 3.4. When making the projections,
the world market prices prevailing at the time of the negotiations —
usually in October-December — were applied in drafting the annual
protocol for the following year. Thus, the negotiators of the annual
protocols refrained from guessing at changes in exchange rates and export
and import prices during the coming year. The related problems will be
discussed and illustrated further in section 4.4 "Reasons for the chronic
imbalances".
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Pre-negotiation meetings were arranged in the latter half of 1980s to
adjust agreed volumes to actual developments. This was necessary to take
into account oil and other price changes, USD exchange rate variations as
well as discrepancies between planned and actual deliveries under each
quota. For instance, due to the collapse of oil prices an additional
protocol on increased oil imports from the Soviet Union was signed on
27 June 1986. The authorities from both sides could jointly decide on
other related questions, such as quotas for border trade, services, possible
trade financing and the clearing balance itself.

In principle, the only change the Finnish trade authorities could make
independently was to reduce the volume of Finnish exports (sphere 5
in chart 3.4). In practice this was not possible, but the volume of Finnish
exports tended to follow the quotas fixed in the annual protocols
(Korhonen 1988, p. 18). Even here the room for manoeuvre was limited.
Contracts signed and in force could not be abruptly cancelled.

On the other hand, there were an number of factors unequivocally
beyond the reach of decision of both the Finnish and the Soviet party
(sphere 1 in chart 3.4). Changes in the most important determinants of
Finnish-Soviet trade, such as the external value of the US dollar and the
world market price of oil, were sizable and sudden. As noted above,
about 75-80 per cent of Finland's imports from the Soviet Union
consisted of oil and its derivatives, which were priced in US dollars at the
world market price.

The rest of the imports from the Soviet Union and all exports could
be priced only in clearing roubles. In all cases, the conversion from
contracting currency to roubles would take place by applying the
Gosbank's quotations. In Finland again, all conversions between the
CLSUR and FIM had to take place applying the Bank of Finland's
quotations.

The external value of the clearing rouble was again administratively
determined by the Gosbank but, through its currency basket, was affected
by changes in the external value of the USD. The conversion from US
dollars to roubles took place using the SUR/USD rate quoted by the
Gosbank ([SUR/USD]gop). Oil importers in Finland, Neste (state
ownership), Teboil and Suomen Petrooli (Soviet ownership), had to
purchase the clearing roubles needed to pay the import bills according to
the FIM/SUR rate quoted by the Bank of Finland as a cross rate from the
FIM/USD and SUR/USD rates using the formula FIM/SURg,: =

(SUR/USD) o/ (FIM/USD) .
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3.3 Clearing payment management

The holding of clearing accounts is generally the obligation of the central
banks of the member countries that have signed the clearing agreement.
In Finland the holder of the main account was the central bank (Bank of
Finland); in the Soviet Union the account holder was the Gosbank until
1962 when the VTB (since 1988 the VEB) took over the responsibility.

It is important keep in mind, that any excess of exports could be
balanced only by increasing imports. In terms of clearing financing and
accounting this implied that 1) the clearing receivables of the Bank of
Finland on its account with the VEB could only be used to pay for
Finland's imports from the Soviet Union, and that 2) the only way the Bank
of Finland could replenish its markka-cover to purchase clearing roubles
from exporters was to sell clearing roubles to Finnish clearing importers.

Chart 3.5 shows the technical implementation of the Finnish-Soviet
clearing arrangement. The Bank of Finland had opened a clearing
account with the VEB in which all export claims were to be recorded; the
VEB had opened a similar account with the Bank of Finland. The
accumulated receivables could the be used only to pay for imports from
the Soviet Union to Finland. In addition to these main accounts, a number
of subaccounts were opened to expedite payment transfers (chart 3.7). All
clearing payments were, however, channelled through the main accounts.

The payments were effected through these accounts as follows:
Having delivered the merchandise (1 in chart 3.5) the Finnish exporter
turned to a Finnish commercial bank. The Finnish commercial bank sent
collection orders and other commercial documents to the VEB. Thus the
Soviet importer was invoiced through the VEB (2). The Soviet importer
then purchased, using internal (ordinary) roubles (3), clearing roubles (4)
from the VEB. The Bank of Finland then received a payment order or
advice of payment related to the collection order (5). At this point
the clearing surplus increased (deficit decreased) or, with other words, the
non-convertible reserves of the Bank of Finland increased. Once notified
by the VEB, the Bank of Finland converted the clearing roubles into
markkaa. The conversion included an inflow of clearing roubles (only in
the Bank of Finland's accounts) to the Bank of Finland and an equivalent
outflow of Finnish markkaa from the Bank of Finland to the Finnish
exporter (7). Thus the non-convertible reserves of the Bank of Finland
increased and convertible reserves decreased.

The lower part of chart 3.5 depicts an import transaction which is a
mirror image of an export transaction. The import transaction ends up as
an inflow of Finnish markkaa to the Bank of Finland and a reduction in
the Bank of Finland's CLSUR reserves.
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Chart 3.5 Implementation of the payment system in
Finnish-Soviet intergovernmental bilateral
clearing

Governments agree
on the annual plan
(quotas, licensing)
1 .
EXPORTERS | o045 iclivered | IMPORTERS
(FINLAND) > (USSR)
+FIM -CSUR +CSUR -SUR
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76




Similarly, Soviet importers purchased clearing roubles with internal
(national) roubles and Soviet exporters sold clearing roubles against
internal roubles (with purchasing rights from Finland through clearing).
The nationals of both parties only used their national currencies. A third
currency, in this case the clearing rouble, acted only as a unit of account.
No payments in cash were transferred between the central banks. Only
payment orders on each and every payment transfer were exchanged for
accounting purposes by mail, telex and, during the very last years, by
SWIFT. In addition, the Bank of Finland sent statements of account to the
VEB. The VEB in turn reconciled the statements and informed of
possible discrepancies.

- To avoid misunderstanding, it should be emphasized here that the
Finnish markka was (officially since 1958) and continues to be a freely
convertible currency (Lehto—Sinisalo 1992, pp. 13 and 35). The Soviet
rouble was not convertible. According to Soviet foreign exchange
legislation, roubles could not be legally taken out of Soviet territory. As
mentioned above, the clearing roubles (CLSUR) and clearing markkaa
(CLFIM) were not currencies at all, but merely units of account.

In general, a net increase in exports increases the incoming clearing
payments and hence the clearing surplus (or it reduces the deficit); a net
increase of imports has the opposite effect. The effects of the various
kinds of transactions on the clearing balance are shown in chart 3.6.

Chart 3.6 Effects of various transactions on the clearing
balance of the Bank of Finland
Outgoing clearing payments leading to Incoming clearing payments leading to
increase in clearing surplus or decrease in decrease incl. surplus or increase incl.
clearing deficit deficit
— import payments — export payments
— advance payment to counterpart — advance payments received from
— transfer of funds from main cl-account counterpart
aside to a special account — repayment of funds from special account
= to debit the VEB’s special account with to the main clearing account
the BOF and to credit the main clearing | = to credit the VEB’s special account with
account the BOF and to debit the main clearing
— repayment to counterpart for financial account
loan — receipt of repayments of financial loan
— disbursement of financial loan to extended to counterpart
counterpart disbusement of financial loan from
counterpart
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Outgoing clearing payments reduce the clearing surplus or increase the
deficit. There is an inflow of FIM from the Finnish money market to the
Bank of Finland. Incoming clearing payments increase the clearing
surplus or reduce the deficit and cause a corresponding outflow of FIM
from the Bank of Finland to the money market. Supplier's credits
represent only advances or postponements of clearing payments.

The most important account was the main clearing account,
("Account no. 5"). All clearing payments, including the relatively modest
flows of clearing markka payments, were finally channelled through this
account. At the end of each calendar year (or whenever either of the
parties requested it) balances on subaccounts 5 and 5A were transferred
to the main account. The accounts and subaccounts numbered 5 were
CLSUR-denominated clearing accounts for commercial payments. Sub-
accounts numbered 5SA were CLFIM-denominated clearing accounts for
non-commercial payments. Also FIM and SUR accounts opened at
Finnish commercial banks were for non-commercial payments of the
banks' clients. Transfers of convertible currency payments from Finland
to the Soviet Union could take place outside of the clearing accounts only
once they were authorized by the Bank of Finland. The entire system of
clearing accounts and sub-accounts is summarized in chart 3.7.

Chart 3.7 System of clearing accounts between Finnish and
Soviet banks

with whom> | BOF VEB VEB VEB Finnish
who opens Helsinki Moscow Leningrad Tallinn c. banks
BOF as sa5 sa5
Helsinki saSA sa SA sa SA
VEB as sa FIM
Moscow sa SA
VEB sa5s sa FIM
Leningrad sa SA
VEB sas sa FIM
Tallinn sa SA
Finnish sa SUR
c. banks

Remarks: a = account, sa = subaccount. All accounts in clearing roubles except VEB accounts
with Finnish commercial banks (c. banks in the last column of chart).
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These CLSUR accounts were opened for the sole purpose of effecting all
commercial payments between Finland and the Soviet Union. All CLFIM
subaccounts were opened to effect non-commercial money transfers. The
volume of CLFIM transactions always remained small compared to
CLSUR transactions.

The non-commercial clearing payments represented transfers to
cover 1) traveller's cheques denominated in markkaa, 2) maintenance
costs in respect of diplomatic, commercial, cultural and other
representative offices of Finland and the Soviet Union, 3) royalties and
artists' fees, pensions, alimonies, inheritances, gifts and other payments
not related to trade in goods or services, and 4) participation fees for
congresses (Foreign Exchange Regulations of the Bank of Finland). The
balances of these clearing-markka accounts always remained relatively
small due to the non-commercial nature of the transactions. The clearing-
markka balances were frequently transferred to the main clearing-rouble
account with the Bank of Finland.

Already in the 1930s major Finnish commercial banks had opened
their own accounts with Roscombank (predecessor of the VIB). These
accounts were converted into CLFIM-denominated subaccounts for the
CLSUR-denominated bilateral main account (Hirvensalo 1979, p. 58).
The decentralization of accounts was, however, merely nominal. The bulk
of the payment flows was always channelled through the main account.

The accounts opened with Finnish commercial banks were used to
expedite services on the Finnish side. The subaccounts opened with the
Leningrad and Tallinn offices eliminated the need to circulate payments
via Moscow. The opening of Leningrad accounts was triggered by the
increased payment volumes generated by the border trade. The Bank of
Finland opened clearing accounts in June 1988 with the Estonian
Republican bank, which was at that time a branch office of the VEB. The
purpose was to expedite the increased volumes of payment transfers
between Finnish and Soviet-Estonian enterprises with Finnish ownership
and to avoid circulating payments through the Leningrad branch of the
VEB.

In addition to the permanent accounts shown in chart 3.7, also
Finnish enterprises, with the permission of the Bank of Finland, opened a
number of temporary SUR-denominated accounts with Finnish
commercial banks. The clearing payment transfers through these accounts
were usually related to the implementation of a project in Finland or to
loans involving numerous incoming and outgoing payments. By having
these accounts the firms could avoid paying excessive agios to
commercial banks. The accounts were usually closed as soon as the
underlying transaction (eg a construction project) had been completed.
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Particularly during the 1980s the balances on accounts with Finnish
commercial banks tended to increase excessively. Therefore, after 1986,
the VEB gave the Bank of Finland the right to transfer monthly balances
to the main account. Only the balances necessary for current transactions
were left on subaccounts. The Bank of Finland committed itself to
providing commercial banks with sufficient coverage to conduct these
transactions. The markkaa on the subaccounts opened by the VEB with
Finnish banks were to be converted into roubles using the FIM/CLSUR
rate quoted by the Bank of Finland at the date of transfer.

Import bills were paid in convertible markkaa by the Finnish
importers using the FIM/SUR quotations plus the banks' service agios. In
addition to these service agios, the commercial banks charged their clients
their standard commissions and other fees. Finnish exporters obtained
their export receipts in Finnish markkaa after deduction of banks' service
agios, commissions and other fees.

Between the Bank of Finland and the customers the payments could
be routed through alternative channels depending on the payment mode.
The major part of clearing payments (80-90 per cent in both volume and
value terms) were effected in the form of collection orders. Letters of
credit were used only to minor extent, by certain firms when paying or
receiving freight and/or harbour payments. Orders of collection and
letters of credit were processed by the Bank of Finland and the
commercial banks jointly. Clean payments were handled by the central
bank and customer (firm) directly except that the payment was transferred
to the customer by crediting his account with a commercial bank.

During the first half of the 1970s all documents were forwarded
through the Bank of Finland. During the latter half of the 1970s the
Finnish commercial banks established representative offices in Moscow.
In this context, they expressed their willingness to participate in
processing payments of their own customers. The Bank of Finland and
VEB had agreed not to charge each other for banking services. The
commercial banks wanted to take part in the clearing of payment transfers
in order to earn premia or agios for their services. In the latter part of the
1980s the Bank of Finland started to quote only central rates instead of
selling and buying rates.

The margin was fixed + 0.012 FIM per CLSUR around the central
rate quoted by the Bank of Finland. Let us assume that the central rate is
7.00 FIM/CLSUR. The commercial banks were prepared to buy clearing
roubles from exporters for 6.988 FIM/CLSUR less their own
commissions and other fees. The Bank of Finland again would buy them
from the commercial banks at a price of 6.996 FIM/CLSUR. Thus, the
service agio for the commercial banks was 6.996-6.988= 0.008 FIM per
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CLSUR, and to the Bank of Finland 7.00-6.996= 0.004 FIM per
CLSUR. The formula worked symmetrically in the opposite direction: the
commercial banks sold clearing roubles to importers at a rate of 7.012
FIM/CLSUR plus their own commissions and other fees. The rate at
which the Bank of Finland converted the commercial banks' clearing
roubles was 7.004 FIM/CLSUR. In the case of clean payments, i.e. where
the Bank of Finland dealt directly with the clearing exporters or
importers, the Bank of Finland kept the entire service agio of 0.012 FIM
per CLSUR. Note that the service agios were fixed markka amounts
charged or paid per rouble (notation FIM per CLSUR above), i.e. they
were not affected by change in the FIM/CLSUR exchange rate.

These service agios were set by the Bank of Finland and were never
changed. The service agios were maxima; commercial banks could
reduce them if they wanted. This never happened, although Finnish
firms, and particularly the handful of oil importers who were in a
monopolistic position and received the bulk of the payments, tried to put
pressure on the commercial banks to reduce the service agios.

During the 1980s the Bank of Finland effected only clean payments
(25 per cent in volume and 10 per cent in value terms) without the help of
the commercial banks. The total through-put of the Finnish banking
system amounted on average to about 20 000 outgoing and 25 000
incoming clearing payments a year in the 1980s, corresponding to values
of USD 2.7 billion of import payments and USD 3.2 billion of export
payments respectively (table 3.1).

Table 3.1 Volumes and values of different modes of clearing
payment transfers transmitted by the Finnish
banking system in the 80s, annual averages

Export-related incoming Import-related outgoing
payments payments

No. per banking day of

— Collection Orders 30-60 30-60
— Letters of Credit 4-5 4-5
— Clean Payments 50 30
— Total average 100 80
Average annual volume” 25 000 transfers 20 000 transfers
Average value of X or M

— ayear in the 80's USD 3.2 bill. USD 2.7 bill.
— abanking day' USD 12.81 mill. USD 10.87 mill.

Source: discussions with officials in charge of these activities in the 1970s and 1980s.

D Assuming that there are on an average 250 banking days a year. The rate of conversion
USD 1 = FIM 5.50 is applied here.
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Projects implemented jointly with the Soviet Union created a large
number of both incoming and outgoing CLSUR payments. In these
cases, the Finnish partner firms were authorized by the Bank of Finland
to open CLSUR-denominated accounts exempt from surrendering
obligations (within 8 days of obtaining foreign currency receipts) to avoid
excessive agio expenses. A number of such accounts were opened on a
fixed-term basis by firms implementing projects jointly with the Soviet
Union in Finland or having an exceptional number of import and export
payments to be effected simultaneously or within a limited period of time.

3.4 Controls and monitoring of clearing payments

The operational rules for controls were codified in the "Foreign
Exchange Regulations", published and updated by the Bank of Finland.
Parliament delegated controlling power through the Council of State to
the central bank. According to the "Foreign Exchange Act" the central
bank may, based on the decision of the Council of State, "... so as to
forestall any serious disturbance threatening the country's external
liquidity and stable monetary conditions .." by means of prior
authorizations or other methods control both invisible transactions and
capital transactions (including direct and portfolio investments) between
residents and non-residents. The legislation was enforced in periods of
five years and was almost completely liberalized by the end of 1990
(legal texts No 954, Foreign Exchange Act, Issued in Helsinki 13
December 1985 and legal text No 955, Decision of the Council of State
on the Execution of the Foreign Exchange Act, Issued in Helsinki on 13
December 1985 with later amendments).

The rationale for clearing payment controls lay in the fact that
compliance with the requirement of effecting all commercial payments
between the two countries through clearing accounts was not in the
parties' own interests. Both sides would have preferred to maximize their
own benefits by paying for imports to the greatest extent possible in
clearing roubles and charging for exports to the greatest extent possible in
convertible currencies.

The objective of clearing payment controls was to see that the
CLSUR was used in all commercial transactions. On the one hand, the
aim was to keep the convertible and clearing currency systems separated
from each other so as not to finance eastern trade with convertible
currencies. As applied in Finland, all payments to the Soviet Union for
clearing imports to Finland were effected in clearing roubles and not in
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freely convertible currencies. As to clearing exports from Finland, the
task was to monitor that only those clearing export payments from the
Soviet Union which were backed by a clearing license from the Licensing
Office were transferred in clearing roubles. All other export payments
had to be obtained directly in convertible currencies.

To introduce flexibility to the clearing trade, particularly in the 1980s,
the Bank of Finland allowed, or in certain cases required, the use of
convertible currency settlements in bilateral transactions. Usually this was
the case when the transaction was later covered by convertible currencies
(as in trading operations or in transit traffic through the Soviet territory).

This objective for clearing payment controls implied, in terms of
operative foreign exchange controls, that the Finnish side was to avoid or
to minimize the net inflow of clearing roubles and the net outflow of hard
currencies. The regulator had to see to it that the convertible outflows
were covered by convertible inflows and inconvertible inflows by
corresponding inconvertible outflows in each of the transactions. If not,
the authorization had to be declined.

According to the "Foreign Exchange Regulations” prior authorization
was required in the 1980s specifically for

— transfers of current payments exceeding FIM 10 000, and related
to exports or imports of goods were to be effected only in the currency
and to the amount given in the export or import license issued by the
Licensing Office;

— transfers of current payments for exporting or importing services
of more than FIM 10 million required prior authorization by the Bank of
Finland;

— the extension of export credits with maturity of more than three
months and all financing credits required prior authorization by the Bank
of Finland;

— prepayments not based on export licences issued by the Licensing
Office;

— obtaining or granting financial loans;

— opening and holding convertible currency accounts with Finnish
banks. This was possible for Soviet residents on condition that the
account was not credited with funds acquired by selling clearing roubles
to the bank, i.e. the funds could not originate from bilateral trade with the
Soviet Union;

— opening and holding markka accounts by Soviet citizens working
or studying in Finland temporarily, provided that the funds originated
from their salaries earned in Finland or the Soviet Union and were used
to cover personal expenses during their stay in Finland. At the end of the
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stay the residual balance was to be transferred to the Soviet Union in
clearing roubles, and

— setting off receivables and liabilities.

In applying the regulations, the Bank of Finland considered it
important that all applicants be treated equally. To follow this principle
over time meant that establishment of advance rules in writing and th<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>