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- INTRODUCTION

Is the following statement true or false?

“Economic developments in the last few years on the world market——the

energy crisis, accelerating inflation , the enlargement of the European Com-

mon Market , and the world—wide recession——have seriously impaired the

ability of the East European (EE) countries to continue in the future their

rapid expansion of trade with the West. EE is becoming more economically

dependent on the Soviet Union , which in turn is giving a new impetus to

CEMA integration , a tendency that obviously benefits the USSR. Since for

at least a decade Western strategy vis—a—vis EE was to promote increased

East—West trade and cultural interactIon in the hope that this will liberal-

ize EE, reduce Soviet influence in the region and thereby prevent the Soviet

bloc from becoming a cohesive military, political and economic force in world

af fa irs, current developments cannot be viewed as favorable for the West or,

for that matter , for the countries of EE which would prefer greater economic

and political independence ra~.her tha~n closer integration with the USSR and

the rest of CEMA .”

I believe that the above statement represents reasonably well the

current concensus of expert Western opinion on the question of economics and

integration in EE. This paper will explore the basic facts concerning recent

political, economic and trade developments affecting EE, and detail the

author ’s reasoning as to what these all could mean for CEMA integration and

economic and political stability in the region. We will find that the above

staten~ent taken as a whole is not incorrect, but will argue that some of its
- — •

conclusions are valid only if modified with important qualifications.

£
The paper deals with three interrelated topics: (1) the effect of recent

developments in the world market on East—West trade and on EE’s economic rela-

tions with the USSR; (2) the implications of these developments for CEMA
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in tegrat ion ;  and (3) economic and poli t ical  p roblems and oppor tuni t ies  the

foregoing might create for the USSR and for  EE.

TUE EFFECT OF 197 3—75 WORLD ECONOMIC DEVELOPMENTS ON THE

ECONOMIES OF EAST EUROPE

Economic Relations With the West

Trade with the West averages about one- - third of the value of EE ’ s total

trade turnover (ranging from a low of about one—fifth for Bulgaria to about

.rne—half for Romania and Poland). This trade piay~ a ~iucial role in the

economies of EE: machinery imports make an e~sentia1 contribution to the

moder nizat ion o~ their industries , consumer goods inports intprove the qual-

ity - and assortment of retail goods availabia to com;:u.~~ rs , and raw material

and foods tu f f  inports provide their industr ien essential  products unavailable

or in scarce supply in CEMA .*

BE countries have a net export sur plus ili food , raw materials  and semi—

manufactures with the industrial West. Their net export to the West of pri-

mary products and raw—material—intensive seo;manufactures contributes to the

scarcity of primary products, called “hard goods ,” on the ~EMA market , whereas

there is a net surplus in CEMA of garden var ie ty  manufactures , which are called

“soft goods. ”

While the predominant share of East—West . commerce is still comprised of

simple import and export transactions , an Increasing volu:ue of commerce takes

- 
place under so—called industrial cooperation (IC) agreements , which include

licensing and turnkey projects, co—production deals and (where permitted)

joint ventures. IC arrangements enable EE countries to obtain not only tech—

nology embodied in machinery but also highly—sought Western technical, mana—

gerial and marketing know—how. IC agreements often specify payment by EE

with products related to the agreement, to be made over an extended period .

* For exar~ple, Czechoslovakia bugs approximately 
one—third of industr~~i] raw

materials and semimanufactures imports from the industrial West (~vet Price ,

11/12/1974), p. 4. -
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Currently there are more than 1,000 such East—West 1C agreements and these

types of transactions are believed to be the most dynamic components of

East—West commerce.

In 1973 the world economy was shaken by a threefold increase in the

pr.ice of oil. The immediate impact on EE was not unmanageable since about

80% of the region ’s oil and petroleum product imports comes from the USSR

which , according to long—term agreements signed in 1970 , continued to supply

the scheduled quantities at fixed , pre—1970 world prices. [n 1973 the six

ES countries combined imported about 11 iniilion tons of crude oil from sources

other than the USSR [5] .  Assuming that the price of a ton of crude oil in-

creased fr om approximately $20 to $60 , the initial extra hard—currency expen-

diture for EE was $4—500 million annually , somewhat less than 10% of SE’s

total 1973 exports to the West- of over $6 billion .

The second adverse development for EE was double—digit inflation in

key Western countries , triggered or fueled by the oil price rise. Since the

prices of EE consumer—good and agricultural exports did not increase as much

as the prices of their imports, ES’s terms of trade with the West deteriorat-

ed. The extent to which this contributed to these countries ’ balance—of--

payments problems varied , depending upon the structure of exchange

with the industrial West. -

The third adverse development now facing EE is reduced Western demand

for their exports, triggered by world recession and the balance—of—payments

problems of several West European countries which has forced further cuts

in imports. Especially hurt were EE agricultural exports which formerly en—

countered the least resistance in penetrating Western markets. Hungary and

Romania were dealt a severe blow, for example , when in 1974 the Common Marke t

placed an embargo on beef exports to members of the Community.
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Another , and in the long run perhaps even more adverse development for

several SE countries is the 1972 enlargement of the Common Market , under

which intra—Common Market tariffs are being reduced to zero by July 1977

in five stages. Since several of the countries which joined or became asso-

ciated with the Common Market in 1972, such as the UK and Austria , are key

markets for EE goods , this reduction of intra—West European tariffs while

maintaining pre—1972 tariff levels on imports from non—members is hurting

ES countries especially. Hardest hit are foodstuffs and basic materials

which , for example , represent more than half of Hungary ’s exports to Austria .

Further problems are created by European Community rules of origin ,

increasing the difficulty of exporting goods manufactured under IC , because

the share of a product manufactured in non—member third countries may not

surpass the percent fixed by the European Community if it is to be eligible

for preferential intra—inarket tariffs.

While these developments affected adversely SE exports to the West ,

their appetite for Western goods and technology has not abated . During

1974 imports from hard—currency countries rose by nearl’y 50% (a good portion

of which was due to price inflation , but imports also rose significantly in

real terms), and purchases continued to increase rapidly during the first

half of 1975. The combination of a sluggish rise in BE expor ts and rapid

growth in SE imports resulted in several EE countries running record trade

deficits with developed Western countries in 1974: the deficit of Poland

exceeded $2.1 billion, tha t of the GDR exceeded ~1 billion, and that of Hun-.

gary and Czechoslovakia totaled about $1/2 billion each [4]. The total

gross hard—currenc!y indebtedness of ES rose by something in the order of

50% during 1974; so that at~ the end of last year the combined gross hard— - H

currency indebtedness of the six SE countries probably approached $15 billion.

-
~:4~~ ~~~~~ 

- _ _ _ _

~~~~~: 

~~-- ~~~~~~~~~~~~~~~~~~~~~~~~~ —~~--- ----~~ 
•- -~~ 

-
~~ 

-



— _J —

All indications are that the figure will be signifi.:antly higher at the

end of 1975. -

Large deficits can be bridged temporarily with credits , which have be—

come easier to obtain as relations between East and West improved and as

Western countries , anxious to increase their own exports for balance of pay-

ments and for employment reasons, compete with each other in providing large

official credits to promote sales to the USSR and ES. But growing- indebted-

ness causes serious càncern for SE planners. First , if indebtedness goes

beyond a certain point (which is admittedly not clearly defined), it damages

the credit—worthiness of a country, with obvious consequences for both the

availability and cost of credit. But perhaps of more immediate concern to

SE is that a rising debt—service burden impairs ability to secure a growing

volume of imports which are needed (and cannot be obtained from CEMA) if an in-

creasing share of export earnings is required to servic~ debts rather than

to pay for current imports. 
- 

-

Relations W the USSR 
-

As a consequence of EE’s development strategy , poor endowment of natural

resources and wasteful use of materials , net import needs of energy , raw

materials and foodstuffs grew rapidly during the postwar period . The four

less developed countries absorbed an increasing share of their total output

of primary products domestically and redirected some raw material exports

to the West. The USSR became a large and by the inid—19&Os only net supplier

within CEMA of their needs, to the extent of nearly $3 billion worth of energy

and raw materials by 1970 and $3.7 billion (1971 dollars or SDR units) by

1974. During the~l960s EE paid for this net impor t of f uel and indus trial

raw materials ~$rimarily with machinery, but by the 1970s these purchases

came to be financed with a net surplus of machinery and industrial consumer

________ 
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Table 1. USSR Trade with East Europe by Major Commodity Categories

(Millions of Devisa—Ruble s)

Total Fuel & Agr . Prod. Machinery m d .  Cons. Unspec .
Raw Mats. & Food Goods

USSR Exports

1,777 845 270 296 26 340

3,074 1,730 498 390 74 383

4 ,553 2 ,661 364 787 74 
- 

666

6 ,083 3 ,365 409 1,267 124 918
6 ,517 3,510 501 1,483 129 

- 
894

6,727 3,715 87 1,689 137 - 1,100
7,381 3,924 282 1,987 157 1,030
8,705 4 ,304 371 2 ,378 232 1,420

USSR Imports

1,657 601 113 734 
- 

76 134

2 ,795 651 182 1,209 511 243

4 ,673 817 - 383 2 ,114 882 
- 

478

5 ,970 728 556 2 ,657 1,365 664 -
6,533 786 621 2 ,800 1,608 718
7 ,687 897 663 3 ,400 1,718 1,009
8 ,093 903 679 3 ,810 1,720 981
8,600 949 736 4 ,004 l~ 767 1,144

Surplus (Deficit) -

120 244 157 (438) (50) 206
279 1,079 316 -(819) (437) 140

(120) 1,844 (19) (1,327) (808) 188
113 2 ,637 (147) - (1,390) (1,211) 254
(16) 2 ,724 (120) (1,317 ) (1,479) 176

(960) 2 ,818 (576) (1 ,711-) (1,581) 91
(712) 3 ,021 (397) (1,823) (1,563) 49
105 3,355 (365) (1,626) (1,535) - 276

‘S

NOTE: To convert. to 1971 US dollars (= SDR’s), 1 devisa ruble = $.9

~URCE: International Tirade Information Management System (ITIMS) of Indiana
University (based on official Soviet sources).
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goods in about equal proportions (Table 1).

One interesting fact that can be noted in Table 1 is that although the

USSi~’s surplus (EE’s deficit) of fuel and 
raw material exports has been

rising for two decades , the rate of increase of this sur,plus has been stead—

ily declining. From 1955 to 1960 the surplus more than quadrupled ; from 1960

to 1965 it rose by 71%; from 1965 to 1970 it climbed 43%; but during the

four years 1970—1974 it increased by only 27%.

In late 1973 and in 1974, as world prices of energy and raw materials

increased rapidly , with the price of some commodities such as oil soaring

spectacularly , the Soviet Union found itself in a difficult situatIon . On

the one hand, it became more and more costly to continue with the 1970 bilateral

agreements under which increased quantities of energy and raw materials

were to be supplied to EE during 1971—75 at fixed (average 1966—70) world

pr~ces.k On the other hand , an abrupt move to raise export prices substan-

tially before the agreements expired , or to ship less than the p .omised quan-

tities, would seriously damage Soviet prestige. More importantly , such actions

* More than any other commodity, oil illustrates the problem . In 1974 the
Soviet Union shipped about 60 million tons of crude oil and petroleum
products to the five European members of CEMA (Romania did not purchase
oil from the USSR), at $16 to $20 per ton (depending upon the mix of crude 

-

and oil products), for a total revenue of $1.0 to $1.2 billion dollars.
During the same year the Soviets sold approximately 40 million tons of oii
in the West at-the then current average world market price of about $70
per ton , for a total revenue of about $2.8 billion. If we make the admit-
tedly unrealisti~ assumption tha t the U SSR could have sold the 60 million
tons of oil to. the West rather than to CEMA , we find thaL they could have
earned $3 billion additional hard—currency revenue, increasing tneir $7.5
billion actual earnings by 40%.

~~~~~~~~~ ~~~~~~
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would cause serious economic difficulties and reduce living standards in

EE , quite possibly triggering dangerous political instability in the region .

The Soviet Union took what may be considered a middle course to resolve

th~ dilemma . It renegotiated intra—CEMA foreign trade prices (which were

supposed to remain fixed from January 1971 until December 1975) substantially

to its advantage , to be effective January 1, 1975. The justification for

discarding the old agreement was that the dramatic changes in world market

price and supply conditions could not have been foreseen in 1970. Most

importantly , the price of oil sold to ES was doubled from 18 to 37 rubles

(still less than the world price). Selected other price increases were also

negotiated , involving both Soviet exports to and imports from SE. The price

revisions improved substantially Soviet terms of trade with EE, thereby

reducing but not eliminating (what the Soviets claim to be) unfavorable

trading arrangements with CEMA. In addition to improved prices , for several

years the Soviets have also been taking certain “compensatory ” actions for

what they view as the economic liability of supplying ES with cheap energy

and raw materials. Most important among these is obtaining from ES large,

low—interest credits to develop energy and raw material resources in the USSR.

In a move of major significance , the method of determining intra—CEMA

prices after 1975 was also changed . Beginning with 1976, the old system of

maintaining fixed prices for five years will be replaced by a moving average

price base. Each year prices will be based on the average world market prices

of five years immediately preceding the year for which the newly calculated

prices are applicable. Thus, prices in 1976 will be established across the

board on the basi&of average world prices of 1971—7.5, ~n 1977 on the basis of

average prices in 1972—76, and so on.

-
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What is  the portent  of these developments for  ES ’s economic r el a tions

with the USSR? Focusing on tha t most important and visible commodity , oil ,

the 1975 doubling of its price means that in 1975 alone ES has to find

ways to pay at least an additional $1 billion.k On the assumption that until

1980 the price of oil on the world market will remain at its recently deter-

mined level of $77/ton (or $11/barrel), the new CEMA pricing mecht~nism means

that by 1978 ES would pay the current world market price. On the 1974 quan-

tity of about 60 inil3.ion tons this would mean an oil bill approximately double

again, from its 1975 level of $2 to about $4 bi]lion. Each $1 billion (of

unchanged 1971 purchasing power) additional cost means that EE’s exports

to the Soviet Union must rise by something like 10% in real terms .

These figures are meant only to illustrate the magnitude of the problem

ES countries are new facing in trade with the Soviet Union . Many factors

will influence the actual burden : the prices of other commodities traded ,

future world market price changes , and on what terms can EE finance the extra

cost of in~orts , to mention just a few factors . It should also be noted that

individual ES countries are affected by all this to varying degrees. For ex-

ample, Poland , a large supplier to the USSR of coal whose prices have also

risen substantially , and Romania, which has domestic oil (though it still

must import), will have a smaller burden than the rest of ES.

To sun up, the significance of these developments is, first, that a

major shift of resources from domestic uses into exports will have to eccur

in SE to pay for needed Western as well as Soviet imports , which can be ex—

pected to have an adverse effect on living standards. Second , these recent
I

* It is important to note that the nominal revaluation of the ruble vls—a—vis
the dollar increases the dollar but not the ruble value of irLtra—CEMA trade.
Thus, when calculating the real burden of intra—CEMA price changes in dollars ,
an unchanged ruble/dollar exchange rate must be used .

L 
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developments have increased further ES’s economic dependence on the USSR ,

raising for them the cost of non—compliance with Soviet economic and political

demands.

I1~~LICATIONS FOR CEMA INTEGRATION S

The Problem of Defining “Integration”

Western_Views. As Montias stated six years ago , few subjects of inter-

est to economists are as “mushy” as the economics of CEMA integration : “There

is no recognized methodology for analyzing problems ~n this field ; the pro-

blems themselves have not been rigorously formulated or put down in precise

language” [12]. I believe this is still true today.

• While this conference is no t the forum to try to arrive at a rigorous

formulation , some thoughts on definition might be helpful.

The word integration may refer to a process or a state. Economic inte-

gration inevitably has political dimensions , with the political component

increasing in importance as integration moves from lower to higher stages .

Among market economies, the stages of integration (presented here if oniy to

show the difficulty of applying the same definition to CEMA ) have been defined

as progressing through the stages of: (1) removal of trade barriers (trade

integration); (2) liberalized factor movements (factor integration); (3) har-

monization of national economic policies (policy integration); and (4) uniform—

ization of these policies (total integration) [1].

Under a somewhat narrower ~efinition , economic integration is said to

consist of stages (1) plus (2) only, which , as a process , Montia~ defines as

convergence toward identical relative scarcities for all pairs of goods , and

as an achieved state, when relative scarcities in a bloc have moved as close

to equality as transportation and communication barriers will allow [12].

- -; ~~~~~~~~~
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Unfortunately, it is difficult if not impossible to measure the extent

of CEMA in tegra t ion  according to the above criteria because centrally admin-

istered dome~;tic prices , and lagged world prices used to arrive at intrabloc

foreign trade prices , have only tenuous links to relative scarcities within

the bloc . Thcrefor~ , CEMA integration has been gauged by indirect measures,

such as the volume of intrabloc trade (absolute level or relative share), -

the extent  of “cooperation” oi “discord” among members , and the “pooling ” of

resources in the form of product and component specialization and joint in-

vestment projects .  Since any trading bloc comprised of sovereign nations

must contend with centrifugal as well as centripetal forces, art assessment

of where CEMA stands at a moment in time, or what it has achieved over time , -

will depend upon the proclivity of the observer to focus upon one or the

other set of forces. Is the cup of CEMA integration half full or half empty?

Regardless of the economic system of member- states , the institutional

basis for economic integration may be (l) supranational , i.e.- , direct co—

ordination w t h  or without the agreement of individual members; (2) voluntary

coordination of plans for (or policies influencing) production , trade and

investments; and (3) market coordination through decentralized production ,

trade and investment decisions. The Common Market, f or example, relies to

some degree on all three inscitutions, whereas CEMA integration is based

primarily on voluntary coordination of plans, with a modicum of market co-

ordination, after supranational planning was proposed by the Soviets in 1962

but then discarded , at least for the time being.

It is interesting to note that some observers view the process of inte-

gration as synonymbus with the growth of supranational institutions , arguing

that effective integration can be achieved only through the gradual ceding

of the member states ’ sovereignty to supranational organs. In applying this

- - - - S
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criterion to CEMA , Western observers tend to be ambivalent. When comparing

the Common Market and CEMA , it is often pointed out that the former has a

supranational bureaucracy with real scope and authority to make decisions ,

whereas CEMA is merely a voluntary association of states with no supra-

national authority. If follows that the Common Market is “better” because

it can perform more effectively in many respects, At the same time , any

suggestion by member states that CEMA organs be transformed into supranational

agencies is viewed by Western observers as an attempt by the Soviet Union to

~trengtben its grip on ES since, inevitably , it would dominate any such organ-

ization . *

View s from CEMA. The Hungarian economist I. Vajda introduced a distinction

between “market integration” and “production and development” integration.

The former is defined as the unhindered sale of each member ’s products within

the bloc , the latter as “raising to an international level the planning and

production of those branches of industry which ... cannot be developed to
an optimum size within national boundaries” (as cited in [1]). Thus, accord ing

to Vajda , the essence of economic integration is the taking advantage of effi-

ciencies that arise from specialization and economies of scale.

Soviet economist 0. Bogomolov , who has long specialized in CEMA affairs ,

defines integratIon much along the same lines: “The transformation and harmon-

ization of the production structure of the member countries ... in order to
better utilize the advantages offered by international specialization and

¼.

cooperation in production , as well as by mass production , and by a guaranteed

* Among the few whp have taken a different posture on this is Remington who
argues that the integration processes in SE have been marked by an increas-
ing as ;’ rL ion •of na t ional  sovereignty,  which argues for viewing the bar—
gaining among states , rather than the growth of supranational structures
per se, as the primary conduit~of integration [16].
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market wi th  huge absorptive capacity.  The imp lementat ion o f sp ecializaLion

decisions ... and joint construction projects ... should become the pivot

of CEMA integration” [3]. As to how this is to be implemented , Bogomolov

adds: “Joint planning has an overriding role to play in directing the inte-

gration processes of the CEMA countries because ~n their economies ... the
state plan is the chief regulator of economic l i fe ” [2] .

CEMA Integration: Centrifugal and Centripetal Forces

Accord ing to the CEMA economists cited , the definition of the integration

process is progress toward production and trade specialization and a growing

number of joint investment projects, designed and implemented throug h co-

ordinated or join t planning among CEMA members . What are the centr i fugal

and centripetal forces which shape CEMA integration and wha t has been accom-

plished up to now ’~

With regard to specialization , one should note that this is not simply

a question of ~ rapid increase in intrabloc trad e or having a large share of

a member country ’s total trade with bloc partners. Real specialization , based

on natural  or man—made d i f f e rences  in resource endowments among countries ,

should mean that different countries specialize in. the production of rela-

tively labor—intensive , or capital—intensive, or natura l—resource—intensive

products. - 
-

Centr i fugal  Forces. Obstacles to economic integration include the foilowing :*

(1) Restraints on the movements of labor and other resources.

(2) The existing structure of production in SE. By following a Soviet—
- 

type strategy of industrialization in the immediate postwar period ,

all EE countries created or expanded parallel productive capacities ,

much of it in machine building, which hinders specialization. The S

* For a more detailed discussion of itany of these issues, see [12].
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production of consumer goods, a branch where gains from special-

ization are particularly large , had been given low priority. Post-

war Soviet import demands , serviced either under war—related in-

demnities or on commercial basis, created special industries in

the SE countries , and this has tended to fayor bilateral trade with

the US SR ra ther  than multilateral trade among themselves.

(3) Just as vertical channels of coordination and control weaken links

between producing and trading enterprises in a given country , so

do coordination problems between countries inhibit specializa-

tion.. For example , trade delegations which are supposed to make

specialization decisions ara several removes from the enterprises

which are to produce the exports or use the imports. These problems

make it especially risky for planners and enterprises to depend on

foreign suppliers. —

(4) Perhaps most important of all , prices that would balance supply and

demand on the rather insulated CEMA market are quite different than

the lagged world prices at which CENA countries value their intrabloc

trade. Parallel development strategies created surpluses in machinery ,

much of it not modern , a fact which is not reflected in the prices

of engineering products traded . Concentration of production by each

country in the heavy industry which gobbles up material inputs, corn—

bined with the wasteful use of these inputs , has led to a rapid

growth of demand for energy and raw materials. Since each CEMA

country wants to-make itself, or at least the bloc as a whole , as

self sufficient as possible, this has prompted them “to extract,

produce 
s
and cultivate some of the scarcer materials far beyond what

wou1d~be considered as the margin of minimum return in the West”

[12],making the marginal cost of energy and raw materials very high. 
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The cor.ibination of high demand anJ high Costs of production has

created a shortage of primary products in CEMA , which again has

not been reflected in the trading bloc ’s relative prices. The

dilemma of intrabloc price formation is that if relative prices

deviate substantially from world prices, this will induce buyers of

relatively high—priced goods to import them from the West, and

sellers of relatively low—priced good s in CENA to sell them else-

where, creating dangerous centrifugal pressures. Such pressures

have in fact been felt for sometime , among other reasons, because-

CEMA prices used to remain fixed for five years , during which s~orld

price relatives usually changed considerably .

(5) These price distorti~ns and lack of a convertible currency within

CEMA (whose introduction in turn is hindered by these price distor-

tions) contribute decisively to the bilateral character of trade

under which not only total imports and exports but trade within

each commcdity group is balanced bilaterally . This balance is

watched especially in the “hard good” and “soft good” categories.

(6) The introduction of economic reforms jn. some CF-MA countries de-

volves some production and trade decisions to enterprises. Special-

ization agreements are especially difficult to plan and implement

when one of the parties to the agreement has not undertaken similar

reforms. -

Many of the problems just outlined are also ap~licab1e to jOint invest— -
‘

ment projects. Joint financing of new industries and joint investment project 
. 

S

in the ex tractive~ industries require calculations of compar tive costs, hinder—

ed greatly by a lack of uniformity among countries in their methods of form—

in.g administratively determined prices and Costs. For investments where the

availabiUty of raw materials is the decisive factor , joint investment
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decision~; j resumably can be made largely on enginecring grounthi . But even

such projects require bringing to a couuion denominator the value of each

member ’s contribution to the project , setting interest rates on loans, and

arriving at principles of profit distribution acceptable to all participants.

Centripetal Forces. In addition to some of the not—so--new considerations,

such as the small size and geographic proximity of the EE economies , recent

developments have given a renewed Impetus to CEMA integration.

(1) Among the more intangible forces pushiug them in this direction

arc implications deriving from the increasing hard—currency indebted-

ness of the SE countries. As imports from the West become more

- 
difficult to secure, obtaining an increased flow of hard goods from

CEMA becomes more important. As certain CEMA members become more

important suppliers of critical imports , more attention will be paid ,

inevitably, to facilitate obtaining these imports. Supplies from

CEMA can become more critical either because alternative sources are

less readily accessible or because what in the past were assured

deliveries become uncertain supplies , contingent perhaps upon. the

importing country ’s policies with regard to, say ,  CENA integration .

Both of these developments have in fact taken place recently , as

will be documented below.

(2) Another one of these intangibles is the effect on the Weltanschauung

of EE leaders of Western recession, inflation, monetary crisis, and
‘-5-

the continued discrimination against EE exports in the West. As

EE decisionmakers weigh their conunercial policy options-, the diff j..

culties ~~~~~. closer cooperation with CEMA in general and the USSR in

partici4ar probably appear more attractive today, by comparison ,

than when the waters of the Western economies were calmer.
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(3) Still another intangible factor pu~iiing ES i.n the directice of close.r

cooperation w i th in  CEMA is the growing importance of trade blocs ,

as shown, by the highly successful OPEC oil cartel and the prospects

tha t similar groups will emerge elsewhere. To be sure, ES countries

are not likely to be in a position to form OPEC—like cartels, but

they might improve their position if they try to negotiate as a

bloc , for example , advantageous commercial deals with the Arabs.

Also, the Common Ma~ket is exerting pressure on them to negotiate

on trade and e~~nomic matters with the Common Market Commission rather

than with its individual member countries. Decisionmakers in EE must

consider how much they could improve their negotiating clout if they

face Brussels jointly rather than singly, even. though the economic

and trade interests of individual CENA countries vis—a—vis the Common

Market differ, and of course letting the Russians be the chief spokes-

man for them might be a~ unwelcome trade—off.

(4) A subtle and interesting observation. was made by Korbonski [10) that

relates to the previous point. Strong Soviet pressure on CEMA mem-

bers to conform closely on all matters, but especially on making

CEMA a supranational body , has apparently been absent for some time.

This must have gone a long way to allay the fears of some , such as

Romania and Poland , that closer economic integration would be a

first step toward loosing sovereignty and ultimately perhaps national

iidentity. 
‘5.

Turning to some of the more -tangible centripetal forces, the crucial - 
-

variable, it seem~ to me, is the past and prospective future increase.~,kn 
the

world prices of primary products. This has had numerous important consequences

in CEMA.
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(5) One consequence is that Soviet oii and gas fields and mineral

deposits which a few years ago may have looked economically mar-

ginal , and thus uninviting to invest in , have suddenly become feas-

ible investment propositions.

(6) Another consequence of rising world energy and raw material prices

is that their increase just i f ies  the raising of CFSMA prices of these

goods. This brings relative prices in the bloc more in line with

relative scarcities in the region, without releasing dangerous

centrifugal forces. This contributes to an improved climate for

making investment and specialization decisions , which will tend to

support integration efforts.

(7) Along the same lines, bad world inflation triggered , paradoxically,

a good CEMA decision to get rid of the inflexible system of intra—

bloc foreign trade pricing. If large discrepancies between CEMA and

world price relatives induce centrifugal forces, as mentioned earlier ,

then bringing CENA prices closer to world prices annually rather than

once every five years should be a plus for CEMA integration.

(8) Rising world prices might even make the intrabloc convertibility of

the transferable ruble a more realistic possibility. This is because

one of the strongest obstacles to making the transferable ruble con-

vertible has been Soviet concern that it would remain a large debtor

vis—a—vis SE, requiring it to make settlements in hard—currency or

gold. With its substantially imprc”-ed terms of trade, the Soviet

Union now has little reason to fear this possibility. ‘

(9) As EE countries accumulate larger and larger hard—currency debts and

undertake joint investment projects requiring Western imports, they

will find it advantageous to borrow hard—currency through the two CEMA

banks. Not only can these banks borrow on better terms than the
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iiu~ividual ES countries can, but , given implicit Sovitt backing of

these loans, Western credit becomes more readfly available to SE

throug h - this channel.

(10) 
~
y final point relates to the supportive role that East—West indus-

trial cooperation might play in CENA integration . In my current

research on the US perspective on East—West IC , I am struck by the

finding that many US companies are large multinational firms and

that many have signee or are negotiating IC agreements in more than

one EE country . Since the economic feasibility of many IC agree-

ments depends on having a market of more than national size or being

able to combine resources from several CElIA countries , Western firms

are carefully assessing bloc—wide production and marketing opportuni-

ties and are carrying out their activities accordingly. Since social-

ist enterprises in CEMA countries have neither the interest nor the

opportunity today to venture into each other ’s territory , by default

they leave the field to Western multinationals to help integrate SE.

John Hardt suggested (privately) that there may be a possible analogy

here between the role US subsidiaries in Europe have played in helping

to integrate the EEC in the l950s and 1960s and the role US multi-

nationals and other Western firms may be playing in promoting CEMA

integration in the 1970s.* 
-

The Evolt~t i  ~~ f CEMA Programs

At the risk of oversimplifying greatly , the evolution of CEMA may be

sketched by identifying three stages.

* Ait example of how the expansion of East—West commerce can contribute~~~
CEMA integration : shortly after EE countries began to purchase Western
licenses on a regular basis, CElIA decided to introduce (in 1967) a system
of payments for the transfer of licensing and know-how among CElIA countries——
an indispensible first step toward improving the effectiveness of intra—
CElIA technology transfer. Another example is the establishment of a central
CElIA of f ice f~r purchasing Western licenses proposed by the USSR to avoid
duplication . This would be linked to CElIA funding of joint specialization
oroiecrs.
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was characterized by inactivity throughout the l950s , with

“CEM.-\” affairs consisting almost entirely of bilateral relations between the

Soviet Union and individual EE countries. A phrase coined by Fred Pryor

d~n;cribes the period well:- ”Soviet Embassy system of coordination .”

Stage 2 encompasses the period of the 1960s, which began with Khrushchev ’s

haaty attemp t to transform CElIA into a supranational organization. After the

attempt was abandoned in the face of strong resistance from several countries ,

the talk turned to “plan coordination .” This consisted largely of an exchange

of information on national plans already approved by the national authorities,

hence changes suggested by CEMA organs encountered benign neglect or express

resistance. The principal interest of members in “coordination” was to insure

from each other the supplies needed to fulf i l l  their domestic plans. The

main achievement of CElIA during this period was the free exchange of technical

information (which, however , soon became a brake on rather than force for

further integration), the creation of •two banking institutions with consider-

able (but unused) integrative potential, the construction of a coordinated

transport network and the building of a multinational oil pipeline and electri-

city grid . It should be noted that these latter two inultinationally planned

joint projects did not involve capital transfers across national boundaries

since each country was responsible only for constructing sections located on

its own territory. The 1960s was also a period of experimentation , of finding

out mostly what integration schemes would not work ; learning that the more far—

reaching the scheme, the more there will be coordinat~.on problems a-nd resis—

tance from particular countries. -

Stage 3 is th~ period beginning with 1971, marked by the unveiling of the 
- 

-

Comprehensive PYogram for Integration. Highly significant is the recognition

that crucial to integration efforts is the effective coordination of investment
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plans and that such coordination should mean joint planning on a selective

basis. Crucial to creating the conditions for a forward momentum is the

principle that each country ahould be allowed to decide whether or not to

participate in a given CElIA project. Two important new CElIA committees were

established in 1971, a committee for plar.nin~ and a com~nittee for scientific

and technical collaboration , both placed high in the CElIA hierarchy , above -

the dozens of standing coucuissions.* The supranational planning efforts of

these committees are limited Co activities in which members express an inter-

est; there is a right to abstain from joining particular agreements or joint

activities.

Although the Comprehensive Program was unveiled with great fanfare in

1971, there was not much movement toward implementation for a couple of years.

The Soviets were. pursuing detente and the focus of attention was on East—vest

trade , with no one being quite certain what all that will mean for CElIA inte-

gration. The “even ts” of 1973—7k provided the impetus to ciove CElIA integra-

tion off dead center . As the centripetal forces outlined in the previous

section began to work , the Soviets must have realized that this was a propi-

tious opportunity to push CEMA integration forward , and EE that this was no

time to balk. In 1974 an important agreement was reached on a multilateral

joint investment project , the big Orenburg gas pipeline.*~

* The establishment of the planning committee , where member countries are
represented by the chairmen of their scate planning agencies, is regarded
by EE economists as one of the most important events in the institutiona1~
evolution of CElIA [7].

** The seven European CElIA nations all agreed to take part in building a 1,700 -

mile natural gas pipeline with 22 large compressor stations from the. USSR ’s
0renb~rg gas fields to its Western border , parelleling the Friendship and
Wrotherhood oil pipelines. The USSR provides feasibility studies, all tech—
nica]. documents and blueprints, overall construction supervision and more
than 50% of the capital. Bulgaria, Czechoslovakia , the CDR , Hungary and
Poland w~11 each buIld one. of the pipeline’s five sections; Romania contri—
ou:~~~ay ~5uying equipment in third countries. The large amount of ~Yesternpipe0 ~nd equipment required for the project is financed by CElIA’s Interna-
tional Investment Bank large borrowings in the West. According to a Polish
source , SE countries also provfde hard—currency for financing the purchase
o-f pipe for their respective sections (Zyc.ie gospodarcze, April 20, 1975). J
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Alt ho~:~h ~ t is perhaps too early to tell , it  sccms that the integration

gains of the last few years were consolidated at the 29th CElIA Session , held

in Budapest in June 1975. A Soviet spokesman describes in unusually glowing

terms the signing there of an Agreed Plan for Multilateral Integration Mea-

sures, calling it “an internationalist document of great political and

economic significance” [15]. The importance of the documen t apparently lies

in that:

For the first time in the h is tory  of  cooperation among the
socialist countries , grouped together are major economic inte-
gration proble.-r.s for joint solution and also s p e c if i e d  [ a r e ]
the forms, methods and stages of their handling. The plan in-
corporates , among other things , the j o i n t  construc ’ion and
financing of large projects and additional ea~aci ties , involv-
ing resources of the interes ted countries [Examples]. The
total estimated cost of joint ventures included in t.’~e /Igreed
Plan amounts to roughly 9 billion transferable rubles ” [15].

FUTURE PROSPECTS: THE CRITICAL FACTOR OF SOVIET COlIMIT~~ NT

One conclusion of this paper is that the critical factor which will de.—

cide how the centrifugal and centripetal forces battling on CElIA integration

will be resolved is the extent of Soviet commitment to CEHA integration. I

think that it is by no means a foregone conclusion that the Soviets will push

integration much further than it now stands. And it is at least conceivable

that the Soviets will find it necessary iii a few years to reverse some aspect

of the CEMA integration process. This is because the catalyst which provides

CElIA its current integration momentum is Soviet willingness to continue to

provide. a growing volume of net surplus of hard goods to CElIA.

H9w firmly is this willingness committed , looking to 1980 and beyond? ‘5

. S

According to a Soviet spokesman, writing in October 1975:

There is a preliminary agreement . - . for 1976-1980 . A
large pare of the harmoi2ized provision of commodities is -

- directly related to various forms of industrial cooperation,

- 
particularly joint construction of new capacities., coordinated
capital investments, and specialized and cooperative produc—

‘
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n o n  in ma:It:L5~c ~ ii~~ng ii~ !::~.tr ic-s . P JL - .’ J: / cc rJ~naLio:4
pro::vses a po.~:s ih l i~ incz~~ i. -~c cf  over ~~ ‘c t C ~’f l t  in t1:~- C~lE/~
cow4Lrics  ‘ r~u tu~ l trad e t r _ ~ nov~’: z. t )~ .- n ext  . i  V -— ‘icar per-
iod (based on the 1974 pz- icos) [ I ~~] ( - r ~~i~~n is  a.~- - ’d) -

Then a f~w paragraphs later:

The zr~jor p a r t  of  tI ~- ’ C;-iEi~ ~~~~;n~~’ f u e l  and energy re—
quirc :; :c ’nts is provided j :; 

~ho Su.’i et .-:upp.~
’ 

~j  which w i l l  con—
tinue to gro:-i ~ f t c r  1980 n -  well - L - u L this dep.~z1ds l ar qe ly
on the cc i t i c~:~ t hat  t~~: ~n -rcs Lu -~ count : ics  take p a r t  in
building up the a dition-:~ oil and ~j Q S  ext r a c t i ng  capa cities
and 2-ocognizc c1n~ cxp en~;es :ie~-ucd to r:~ if l t C i n the production
of  these impor t :n  ~ c-ruic ~:c-~ ucts  a t  an adequat e l eve l . . . .
I t  is appropriat e to point  out that the Soviet Union not
only provides nddi  tional supp l i e s  o.-’ i;nhurtant raw naterials
on a long—term be :is , but also rz~nk~ n certa in a djustmen ts in
i ts  na tional eaono~~~c p a t tcr n  by ra is ing the share of  i ts
excra ctive i n d u s t r i e s . . ,  to ;n~ ct thc~~.rc-q uir ements of other
socia list  countries in crude produc ts  [ 1 5 ]  (emphasis a dded) .

Is F.ast Europe an Econor’.ic Liabillty to t Soviats?* 
-

The actual distrihutJon of gains and losses in Soviet—CElIA trade in 3.960

and 1970 was estimated by two Western scholars. Under ordinary circumstances ,

when two nations engage in trade both partners are expected to benefit , even

though the distribution of gains f r o m  trade ~~y not be equal.  Defining ga ins

from trade as the ratio of the estimated resource costs of exports to the

potential resource cost of full iaLport substitution , Hewett [17] found , however ,

that trading with CElIA actually results in a loss for the Soviet Union. That

is, by these calculations , in 1960 it cost the USSR 38% more resources to ex-

port to CElIA than it would have cost to substitute domestic production for

imports from CElIA. In contrast, all CElIA countries except Rornania were able

to save anywhere from 3 to about 30% of the rcsources~ they would have had to

expend had they been forced to produce domestically the commodities imported

from the Soviet Union (Romania “lost” 19%). - A

By 1970, both CEXA foreign trade prices and the commodity structure of

-
- . Soviet—CElIA trade had changed . Assuming that only prices changed (i.e., that

* This section is based on [113 and follows closely its text.
- - - -~~~~ 
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~.. hL Comm~Je i ty  composit ion  in 1970 would have r enam ed the  same as it was in

19u0), Ucvctt calculates that the Soviet loss on trade ‘With CE~1A would have

increased 10 67%. This is largely because fuels and ores have had to be cx—

t ract ed in increasing ly remate E~sian regions , whe re product ion and t r anspor t

costs to the borders of East Europe are h igher .  The actual  loss was only

28% because o changes in the st ructure  of t r ade :  by 1970 a larSer propor-

tion of Soviet  exports to CElIA was comprised of machinery than a decade

earlier (Table 1). In sp ite of changes in the sommodity composition , CElIA

countrie.~ had increased their gains from t r adi n g with the Soviet Union by

1970 as co~pared with 1960 (gains for Poland remained about the same).

Somewhat similar results were obtained , via a different methodology , by

NcMillan [14]. Using the so—called Leontief method , he ca1~u1ated the capital ,

labor and natural  resource requirements of a typical basket of Soviet exports

as well as import replacements. He found that in 1959 (the only year for

which he was able to perform these calculations) Soviet exports contained

absolute ly gr eater amounts  of labor , capital and natural  resources than those

of import substitutes of equivalent value. NcMillan found that  the overall

losses had originated in trade with the more developed CElIA partners , Eas t

Germany , Czechoslovakia , Poland and Hungary. That is, Soviet exports to

these countries used up more labor, capital and natural resource~ than it

would have required to produce the manufactured goods which make up the bulk 
-

of Soviet imports from them.

Becau se of data probl ems and the simplif y ing as~ umpnions , the r e $ u l t s

should not be interpreted as precise measurements and neithcr of the two 
. 

- 
-

experts cited c1ai~ more. For example , we have no information on the volume

and price of military equipment shipped from the Soviet Union to Eaot Europ2

(scattered evidence suggests that the prices charged are high), which could
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influence not only the magnitude but perhaps also the direction of these

results. We have also omitted many other relevant items, suc~n as the grant

equivalents of EE ’s interest—free or subsidized capital transfers to the

USSR. -

Be that as it xnay,-~the question of “cost” can be approached from another

perspective also , which is perhaps more relevant , given ~he way in which the

Soviets arc likely to think about the problem.

The Soviet Union continues to face a declining rate of growth of national

product , attributable not only to the problems of bureaucracy and poor mana-

gerial incentives , but also to a substantial slowdown in the rate of gro wth

of labor force (due to demographic factors) and capital stock (as an increased

proportion of new capital replaces rather than adds to the existing stock).

Acceleration of economic growth requires a more rapid improvement in produc-

tivity, which, in the view of the current leadership , requires increased

Western capital and know—how . These imports must be paid for , currently or

as credits are repaid , largely with Soviet energy and raw material products.

The more these earners of convertible currency are exported to CElIA partners

rather than to the West , the more East Europe is viewed by the Soviets as

an economic liability. -

The poor harves ts of 1972 and 1975 , as veil as the likelihood of their

future occurance, must also enter the equation. The poor harvests forced the

Soviet Union to purchase large quantities of agricultural products in the

West, close to $3 billion worth during 1972—73 , and probably close to that

amount again in 1975. Such huge and unplanned purchases contribute to large

trade deficits with hard—currency countries. The larger the Soviet hard —

currency deficits , the greater the opportuntty cost——economic liability——of

- 
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supplying to CElIA countries commodities that could be sold readily for hard

currency in the West.- The substantial windfall gains whfch accrued to the

USSR during 1973—74 on account of large increases in the price of oil , gold ,

timber and other hard—currency export products smoothed the way for financing

the huge unplanned grain purchases of 1972—73 and 1975—76. But there is no

guarantee that the Soviet Union will have similar offsets in case it runs

into a series of consecutive had harvest situations.

Looking at the current and near—term future situat’ion , EE can be consider-

ed an economic liability to the Soviet Union . But the perspective on this 
-

question might well be different if one considers the economic and political

costs and benefits of intrabloc relations as interacting factors and joint

products. While the Soviet Union would find it economically attractive to

diminish its direct economic links with CElIA partners , it must also view ~~ ‘s

increased economic dependence as a political asset, as its CElIA partners must

contintiously weigh the economic cost ,of non—compliance with Soviet political

demands.
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