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INTRODUCT LON

Is the following statement true oxr false?

* YEconomic 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 recessiog——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 t§ promote increased
East-West trade and cultural interaction in the hope that this will liberal-
ize EE, reduce Soviet influénce in the region and thereby prevent the Soviet
bloc from becoming a cohesive militafy, political and economic force in world
affairs, 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 rather than 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 concgrning Trecent
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
statement taken as a whole is not incorrect, but will argue that some of its

A\J

é&nclusions are valid only if modified with important qualification71
S 91
)

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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integration; and (3) economic and political problems aud opportunities the

foregoing might create for the USSR and for EE.

THE EFFECT OF 1973-75 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'
one-nhalf for Romania and Poland). This trade plays & ciucial role in the
economies of EE: machinery imports make an essential contribution to the
modernization of their industries, consumer goods imperts improve the qual-
ity-and assortment of retail goods available to consuwers, and raw material
and foodstuff imports provide their industries essential products unavailable

or in scarce supply in CEMA.*

EE countries have a net export surplus in fgod, raw wmaterials and semi-
manufactures with the industrial West. Their net.export to the West of pri-
mary products and raw-material-intensive éemimanufactnres contributes to the
scarcity of primary products, called "hard goocds,' on the CEMA market, whereas

there is a net surplus in CEMA of garden variety 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 volume of commerce takes
_place under so-called industrial cooperation (IC) agreements, which include
licensing and turnkey projects, co-production deals and (where pgrmitted)
joint ventures. IC arrangements enable EE countries to obtain not only tech-

5 ,
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 agrecment, to be made over an extended period.

* For example, Czechoslovakia buys approximately one-third of industrgpl raw
materials and semimanufactures imports from the industrial West (svet 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
price of oil. The immediate impact on EE was not unmanageable since about
80% ;f 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. 1In 1973 the six
EE countries combined imported about 11 miilion tons of crude oil from sources
other than the USSR [5]} .Assuming that the price of a ton of crude oil in-
creased from approximately $20 to $60, the initial extra hard-currency expen-
diture for EE was $4-500 million annually, somewhat less than 10% of EE's

total 1973 éxports to the West of over $6 billion.

The second adverse development for EE was double-digit inflation in
key Western countries, triggered or fdeled 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, EE'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 gPe 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-
1

countered the least resistance in penetrating Western markets. Hungary and

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

placed an embargo on beef exports to members of the Community.

I 12 8 .
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Another, and in the long run perhaps even more adverse development for
several EE countries is the 1972 enlargement of the Common Market, under
which intra-Coﬁmon 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 .
EE 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,
increa§ing 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-market tariffs.

While these developments affected adversely EE exports to the West,
their appetite for Western goods and technology has not abated. During
1974 imports from hard-currency countries rose by nearly 50% (a good portion
of which was due to price inflation, but imports alsc rose significantly in
real terms), and purchases continued to increase rapidly during the firsé
half of 1975. The combination of a sluggish rise in EE exports and rapid
growth in EE imports resulted in several EE countries running record trade
deficits with developed Western countries in 1974: the deficit of Poland

N

exceeded $2.1 billion, that of the GDR exceeded $1 billion, and that of Hun-

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

.
"

gross hard-currenéy indebtedness of EE rose by something in the order of

e

50% during 1974, so that at- the end of last year the combined gross hard-

currency indebtedness of the six EE countries probably approached $15 billion.
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All indications are that the figure will be significantly 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 EE. But growing: indebted-
ness causes serious concern for EE 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
EE 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 service debts rather than

to pay for current imports. !

Relations With the USSR

As a consequence of EE's developmént 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 developedvcountries 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 mid-1960s only net supplier
within CEMA of their needs, to the extent of nearly ;5 billion worth of ecnergy
and raw materials by 1970 and $3.7 billion (1971 dollars or SDR units) by

g
1974. During the'1960s EE paid for this net import of fuel and indust;§;1

raw materials primarily with machinery, but by the 1970s these purchases

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

"’—T
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Table 1. USSR Trade with East Europe by Major Commodity Categories
(Millions of Devisa-Rubles)
Total Fuel & Agr. Prod. Machinery Ind. 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 1295 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 1,767 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) (1,2¢1) 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

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

'Q ;
WRCE: International Trade Information Management System (ITIMS) of Indiana"“
University (based on official Soviet sources).




goods in about equal proportions (Table 1).

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

USSR's surplus (EE's deficit) of fuel and raW material exports has been

rising for two decades, the rate of increase of this sunplus 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 materizals
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

prices.* On the other hand, an abrupt move to raise export prices substan-

.

tially before the agreements expired, or tc ship less than the piomised quan-

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

* 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 oil

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 unrealistit assumption that the USSR could have sold the 60 million
tons of oil to-the West rather than to CEMA, we find that they could have
earned $3 billion additional hard-currency revenue, increasing their $7.5
billion actual earnings by 407.
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would causc serious economic difficulties and reduce living standards in

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

The éoviet Union took what may be considered a‘middle course to resolve
the 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 wor}d marke;
price and supply conditions could not have been foreseen in 1970. Most
importantly, the price of o0il sold to EE was doubled from 18 to 37 rubiles
(still less than the world price). Selected other price increases were also

negotiated, involving both Soviet exports to and imports from EE. The pricp
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 EE with cheap energy
and raw materials. Most important among these is obtaining from EE large,

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

In a move of major sigmificance, 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 whiék the newly calculated
prices are applicable. Thus, prices in 1976 will be established across the
board on the basis' of average world prices of 1971-75, in 1977 on the basis of

average prices in 1972-76, and so on.
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vhat is the portent of these developments for EL's economic relations
with the USSR? Focusing on that most important and visible commodity, oil,
the 1975 doubling of its price means that in 1975 alone EE has to find
ways to pay at least an additional $1 billion.* On the assumption that until
1980 the price of o0il on the world market will remain at its recently deter-
mined level of $77/ton (or $11/barrel), the new CEMA pricing mechanism mcans
that by 1978 EE would pay the current world market price. On the 1974 quan-
tity of about 60 million tons this would mean an oil bill approximately double
again, from its 1975 level of $2 to about $4 billion. 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
EE countrics 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 imports, to mention just a few factors. It should also be noted that
individual EE countries are affected by all this to varying degrees. For ax-.
anple, Poland, a large supplier to the USSR of coal whose prices have also
risen substantially, and Romania, which has domestic o0il (though it still

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

To sum up, the significance of these developments is, first, that a
major shift of resources from domestic uses into exports will have to vccur
in EE 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 <

[}

* It is important to note that the nominal revaluation of the ruble vis-a-vis )
the dollar increases the dollar but not the ruble value of intra-CEMA trade. }
Thus, when calculating the real burden of intra-CEMA price changes in dollars,
an unchanged ruble/dollar exchange rate must be used.
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developments have increased further EE's economic dependence on the USSR,
raising for them the cost of non-compliance with Soviet economic and political

demands.

IMPLICATIONS FOR CEMA INTEGRATION

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 jn this field; the pro-
blems themselves have not been rigorously formulated or put dewn in precise

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

While this conference is not the forum to try to arrive at a rigorous

formulation, some thoughfs 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 only 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 integraticn); (3) har-

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

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

Under a somewhat narrower definition, economic integration is said to
consist of stages (1) plus (2) only, which, as a process, Montias defines as
convergence toward{identical relative scarcities for all pairs of goods, and
as an achieved ftate, when relative scarcities in a bloc have moved as close

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

-
o
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Uafortunately, it is difficult if not impossible to measure the extent
of CEMA intcegration according to the above criteria because centrally admin-
istered domestic prices, and lagged world prices used to arrive at intrabloc
foreign trade prices, have only tenuous links to relative scarcities within
the bloc. Therefore, CEMA integration has been gauged by indirect.measures,
such as the volume of intrabloc trade (absolute level or relative share),
the extent of '"cooperation" o1 '"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 cSntend with centrifugal as well as centripetal forces, an 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?

N

Regardless of the economic system of member states, the institutional
basis for.economic integration may be: (1) supranational, i.e., direct co-
ordination with or without the agreement of individual mewmbers; (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, for 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-
ordina?ion, 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 applyiug this

o ——————

‘
2 3 A ‘q,,.r, - e A
- : 7 i P '? . :
. - o N ‘.! -
L S R

5 T i Sl ’
i o RS e i o s i -




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,
whercas CEMA is merely 4 voluntary association of states with no supra-
national authority. If féllows 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 orgadé be transformed into supranational
agencies is viewed by Western observers as an attempt‘by the Soviet Union to
strengthen its grip on EE since, inevitably, it‘would dominate any such organ-

ization.*

Views from CEMA. The Hungarian economist I. Vajda introduced a distinction

'market integration" and "production and development" integration.

between

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, according

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 saﬁe 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

N
cooperation in production, as well as by mass production, and by a guaranteced

* Among the few whe have taken a different posture on this is Remington who
argues that the integration processes in EE have been marked by an increas-
ing asseriion of national sovereignty, which argues for viewing the bar-
gainin; among states, rather than the growth of supranational structures
per se, as the primary conduit of integration [16].
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market with huge absorptive capacity. The implementation of specialization
decisions ... and joint construction projects ... should bocéme the pivot
of CEMA integration" [3]. As to how this is to be implemchted, Bogomolov
adds: "Joint planning has an overriding role to play in dirccting the inte-
gration processes of the CEMA countries because in their economies ... the

state plan is the chief regulator of economic Tife't 2]

CEMA Integration: Centrifugal and Centripetal Forces

According 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 through co-
ordinated or joint planning among CEMA members. What are the centrifugal
and centripetal forces which shape CEMA integration and what has been accom-

.

plished up to now’

With regard to specialization, one should note that this is not simply
a question of 2 rapid increase in intrabloc trade or having a large share of
a member country's total trade with bloc partners. Real specialization, based
on natural or man-made differences in resource endowments among countries,
should mean that different countries specialize in the production of rela-
tively labor-intensive, or capital—in;ensive, or natural-resource-intensive
products.

Centrifugal Forces. Obstacles to economic integration include the following:*

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

(2) The existing structure of production in EE. By following a Soviet-
type strategy of industrialization in the immediate postwar period,
all EE countries crcated or expanded parallel productive capacities,

much of 1t in machine building, which hinders specialization., The

* For a more detailed discussion of many of these issues, see [12].
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(3)

: (4)

-lly-

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 EE countries, and this has tended to favor bilatera} trade with
the USSR rather than multilateral trade among themselves.

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 stposed to make
specialization decisions are 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.

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 CEMA 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, com-
bined with the wasteful use of these inputs, has led to a rapid
growth of demand for energy and raw materig}s. Since each CEMA
country wants to~make itself, or at least the bloc as ? whole, as

self sufficient as possible, this has prompted them '"to extract,

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

s A

would be considered as the margin of minimum return in the West"

{12], making the marginal cost of energy and raw materials very high.




The combination of high demand and high costs of production has
created a shortage of primary proéucts 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 goods in CEMA 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, éuring which world
price relatives usually changed considerably.

(5) These price distortions 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 introducticn of economic reforms in some CEMA 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 applicable to joint invest-
ment projects. Joint financing of new industries and joint investment project
in the extractivelindustries require calculations of compar;tive costs, hinder-
ed greatly’by a lack of uniformity among countries in their methods of forn;
ing administratively determined prices and costs. For investments where the

ayailubility of raw materials is the decisive factor, joint investment

O
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decisions presumably can be made largely on enginecring grounds. DBut even

such projects require bringing to a common 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

developrents have given a renewed Impetus to CEMA integration.

T

1)

(2)

Among the more intangible forces pushing them in this direction

are implications deriving from the increasing hard-currency indebted-
ness of the EE 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, CEMA integration.
Both of these developments have in fact taken place recently, as
will be documented below.

Another one of these intangibles is the effect on the Weltanschauung
of EE leaders of Western recession, inflation, monetary crisis, and
the continued discrimination against EE expsfts in the West. As

EE decisionmakers weigh their commercial policy options, the diffi-
culties of closer cooperation with CEMA in general and the USSR in
particylar 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 pushing EE in the directicn of closer

(4)

cooperation within CEMA is the growing importance of trade blocs,

as shown by the highly successful OPEC oil cartel and the prospects
that similar groups will emerge elséwhere. To be sure, EE 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 ecvnomic 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 cthan singly, even though the economic
and trade interests of individual CEMA countries vis-a-vis the Common
Market differ, and of course letting the Russians be the chief spokes-
man for them wmight be an ungelcome trade-off.

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 matﬁeré, 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 cloéer economic integration would be a

first step toward loosing sovereignty and ultimately perhaps national

identity. <

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

variable, it seems to me, is the past-'and prospective future increaseSﬁin the

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

in CEMA.
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(6)
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(8)
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One consequence is that Soviet oil 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.

Another consequence of rising world energy and raw material prices
is that their increasc justifies the raising of CEMA prices of these
goods. This brings relative prices in the bloc more in line with
rélative scarcities in the region, without releasing dangerous
centrifugal forces. This contributes to an improved climate for
making investment and specialization decisions, whi;h will tend to
support integration efforts. g

Along the same lines, bad world inflation triggered, paradoxically,

a good CEMA decision to get rid of the inflexible system of intra-
Sloc foreign trade pricing. If large discrepancies between CEMA and
world price relatives induce centrifugal forces, as mentioned earlier,
then bringing CEMA prices closer to world prices annually rather than
once every five years should be a plus for CEMA integration.

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 EE, requiring it to make settlements in hard-currency or
gold. With its substantially improved terms of trade, the Soviet
Union now has little reason to fear this possibility.

As EE countries accumulate larger and larger hard-currency debts and

)
undertake joint investment projects requiring Western imports, they

will find it advaatageous to borrow hafd-currency through the two CEMA

o A o & i

banks. Not only can these banks borrow on better terms than the




individual EE countries can, but, gilven implicit Sovict backing of
these loans, Western credit becomes more rcadily available to LE
through-this channel.

(10) My final point relates to the supportive role that East-West indus-
trial csoperation might play in CEMA 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 signed or are negotiating IC agrecments in more than
one EE country. J3ince the economic feasibility of many IC agree-
ments depends on having a market of more thén national size or being
able to combine resources from several CEMA 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 EE.
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 1950s and 1960s and the role US multi-
nationals and other Western firms may be playing in promoting CEMA

integration in the 1970s.*

The Evolution of CEMA Programs

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

sketched by identifying three stages.

'

l .
* An example of how the expansion of East-West commerce can conttibuteqfﬁ
CEMA integration: shortly after EE countries began to purchase Western
licenses on a regular basis, CEMA decided to introduce (in 1967) a system
i of payments for the transfer of licensing and know-how among CEMA countries--
aa indispensible first step toward improving the effectiveness of intra-

CEMA tqchnol%gy transfer. Another example is the establishment of a central
! CEMA office for purchasing Western licenses proposed by the USSR tc avoid

! duplication. This would be linked to CEMA funding of joint specialization
' orojects.
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Stage 1 was characterized by inactivity throughout the 1950s, with
"CEMA" affairs consisting almost entirely of bilateral relations between the
Soviet Union and individual EE countries. A phrase coined by Fred Pryor

describes the period well: "Soviet Embassy system of coordination."

Stage 2 cncompasses the period of the 1960s, which began with Khrushchev's
hasty attempt to transform CEMA 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 fulfill their domestic plans. The
main achievement of CEMA 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 multinationally 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 coordination problems aad resis-

tance from particular countries.

2 b
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Staze 3 is thé period beginning with 1971, marked by the unveiling of the '
Comprenensive Program for Integration. Highly significant is the recognition

that crucial to integration efforts is the effective coordination of investment




plans and that such coordination should mear joint planning on a selective
basis. Crucial to creating the conditions for a forward momentum is the
principle that each country should be allowed to decide whether or not to
pérticipntc in a given CEMA project. Two important new CEMA committees were
established in 1971, a committee for plarnning and a committee for scientific
and.technical collaboration, both placed high in the CEMA hierarchy, above
the dozens of standing commissions.* The supranational plaaning 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 wés not much movement toward implementation for a couple of years.
The Sovicts were pursuing détente and the focus of attention was on East-West
trade, with no one being quite certain what all that Qi]l mear for CEMA inte-
gration. The "events" of 1973-74 provided the impetus to move CEMA 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
tiﬁe 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 sctate planning agencies, is regarded
by EE ecconomists as one of the most important events in the institutional:
evolution of CEMA [7]. i

%% The seven European CEMA nations all agreed to take part in building a 1,700
mile natural gas pipeline with 22 large compressor stations from the USSR's g
Orenbury ;as fields to its Western border, parelleling the Friendship and . ‘
Brotheriiood o0il pipelines. The USSR provides feasibility studies, all tcch- 3
nical documents and blueprints, overall construction supervision and more
than 50% of the capital. Bulgaria, Czechoslovakia, the GDR, Hungary and
Poland will each build onc of the pipeline's five sections; Romania contri- 3
butes oy buying cquipment in third countries. The large amount of Western ¢
pipes and equipment required for the project is financed by CEMA's Interna-
tional Investment Bank large borrowings in the West. According to a Polish
source, EL countries also provide hard-currency for financing the purchase
of pipe for their respective sections (Zycie gospodarcze, April 20, 1975).
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Although it is perhaps too early to tell, it scems that the integration
gains of the last few years were consolidated at the 29th CEMA 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 document apparently lies
in that:

For the first time iIn the history of .cooperation among the
socialist countries, grouped together are major economic inte-
gration problems for joint solution and also specified [are]
the forms, methods and stages of their kandling. The plan in-
corporates, among other things, the joint construction and
financing of large projects and additional capacities, involv-
ing resources of the interested countries [Examples]. The

total estimated cost of joint ventures included in the Agreed
Plan amounts to roughly 9 billion transferable rubles" [15].

FUTURE PROSPECTS: THE CRITICAL FACTOR OF SOVIET COMMITMENT

One conclusion of this paper is that the critical factor which will de-
cide how the centrifugal and centripe;al forces battling on CEMA integration
will be resolved is the extené of Soviet commitment to CEMA 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 in a few years to reverse some aspect
of the CEMA integration process. ThisAis because the catalyst which provides
CEMA its current integration momentum is Soviet willingness to continue to

provide a growing volume of net surplus of hard goods to CEMA.
\

How firmly is this willingness committed, looking to 1980 and beyoﬁd?

According to a Soviet spokesman, writing in October 1975:
1
There is a preliminary agreement ... for 1976-1980. A
large part of the harmonized provision of commodities Iis
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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tion in manufacturing indestrics. Preliminary coordination .
promiscs a possible Increase of over 50 percent in the CHMER f
covntries' mutuirl trade tuvrnover in the next five-year per-

lod (based on the 1974 prices)

Then a few paragraphs later:
The majo

part of the CMEA
quirements 1s &

provided by the Soviet
tun.c’ to grow after 1980

on condition that the intercst
ng up the additional oil and ¢
‘ecognize the expenses needed to
these important crude products at

as

ed

of

{15] (emphasis ads

nations'
supply which will con-
well. But
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fuel and energy re-

this de largely
untries take part in

vxtractlng capacities

)L,u\..)

aintain the production
an adequate level....
It is appropriate to point out that the

Soviet Unicn not

Important raw materials

only provides ad

iditional supplies of

on a long-term basis, but also makes certailn adjustments in
its national economic pattern by raising the share of its
extractive industries... to meet the requirements of other
socialist countries in crude products [15] (emphasis added) .

Is Fast Europe an Economic Liability to the Soviets?*

The actual distribution of gains and losses in Soviet-CEMA trade in 1960

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 from trade may not be equal. g gains

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

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

that trading with CEMA ‘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 CEMA than it would have cost to substitute domestic production for

imports from CEMA. 1In contrast, all CEMA countries except Romania were able

to save anywhere from 3 to about 30% of the r SOurces\the" would have had to

prcnd had they been forced to produce domestically the commodities imported

: U
from the Soviet Union (Romania "lost" 19%). :‘;‘

i

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

Soviet~CEMA trade had changed. Assuming that only prices changed'(i.e., that

* This scction is based on [11] and follows closely its text.
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the commodity composition in 1970 would have remained the same as it was in
1960), Hewett calculQLcs that the Soviet locs on trade 'with CEMA would have
inc;eascd to 67%. This is largely because fuels and ores have had to be ex-
tracted in increasingly remote Asian regions, where production and transﬁort
costs to the borders of East Europe areé higher. The actual loss was only
28% because of changes in the structure of trade: by 1970 a larger propor-
tion of Soviet exports to CEMA was comprised of machinery than a decade
earlier (Table 1). In spite of changes in the zommodity composition, CEMA
countries itad increased their gains from trading with the Soviet Union by

1970 as compared with 1960 (gains for Poland remained about the same).

Somewhat similar results were obtained. via a different methodology, by
McMillan [14]. Using the so-called Leontief method, he calrulated the capital,
labor and natural resource requirements of a typical basket of Soviet experts
as well as import replacements. He found that in 1959 (the oniy year for
which he was able to perform these calculations) Sov;et exports contained
absolutely greater amounts of labor, capital and natural resources than those
of import substitutes of equivalent vglue. McMillan found that the overall
losses had originated in trade with the more developed CEMA partners, East
Germany, Czechoslovakia, Poland and Hungary. That is, Soviet exports to
these countries used up more labor, capital and natural resources than it
would have required to produce the manufactured goods which make up the bulk

of Soviet imports from them.

. ~
Because of data problems and the simplifying assumptions, the results

should not be interpreted as precise measurements and neithcr of' the two
experts cited claim more. For example, we have no information on the volume
and price of military equipment shipped from the Soviet Union to East Europe

(scattercd cvidence suggests that the prices charged are high), which could




influence not only the magnitude but perhaps also the direction of these
results. We have also omitted many other relevant items, such as the grant
equivalents of EE's interest-free or subsidized capital trdnsfers to the

USSR.

Be that as it may,~the question of "cost'" can be approached from anocther
perspective also, which is perhaps more relevant, given the way in which the

Soviets are 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 growth
of labor force (due to demographic factors) and capital stock (as an increcased
proportion of new capital replaces rather than adds to the existing stock).
Acceleration of eccnomic growth requireé 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 CEMA partners

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

an economic liability.

The poor harvests of 1972 and 1975, as well 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 opportunity cost--economic liability--of
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supplying to CEMA countries commoditics that could be sold readily for hard

.

currency in the West. The substantial windfall gains which accrued to the
USSR éuring 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. DBut there is no

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

into a series of consecutive bad harvest situations.

Looking at the current and near-term future situation, EE can be consider-
ed an economic liability to the Soviet Union. But the perspective on this
question might well be diiferent 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

's

L

diminish its direct economic links with CEMA partners, it must also view E
increased economic dependence as a political asset, as its CEMA partners nust
continuously weigh the economic cost 0f non-compliance with Soviet political

demands.
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