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LETTERS OF TRANSMITTAL

FEBRUAR 23, 1981.

To the Members of the Joint Economic committee:
Transmitted herewith for the use by the Joint Economic Commit-

tee, the Congress, and the interested public is a compilation of papers
assessing the economies of East Europe entitled "East European Eco-
nomic Assessment, Part 1-Country Studies, 1980." This compilation
provides up to date information and analysis about the individual
countries of East Europe. A companion volume covering East Europe
regional assessments will be transmitted in the near future.

We wish to express our gratitude to the Congressional Research
Service of the Library of Congress for making available the services
of John P. Hardt, who helped plan the scope of the research and
coordinated and edited the contributions. He also wrote the lead essay
in the compilation. Dr. Hardt was assisted by Kate T. Tomlinson of
the Library staff. The project was supervised for the committee by
Richard F. Kaufman.

It should be understood that the views contained in this study are
not necessarily those of the Joint Economic Committee nor of indi-
vidual members.

Sincerely,
HIwNR S. REUss,

Chairman, Joint Economic Committee.

FEBmmRAJ 18. 1981.
Hon. HENRY S. REuss,
Chairman, Joint Economic Committee,
Congress of the United States,
Washington, D.C.

DER MR. CHAIRMAN: Transmitted herewith is a volume of papers
on the economies of the countries of Eastern Europe entitled "East
European Economic Assessment. Part 1-Country Studies, 1980." The
volume contains papers written by scholars and specialists who were
invited to contribute because of their expertise in East European af-
fairs. The authors come from universities, private research organi-
zations, and the Federal Government.

Of course, the views expressed in the papers are those of the indi-
vidual authors and do not necessarily represent the views of their
governmental or nongovernmental organizations or individual mem-
bers of the Joint Economic Committee.

Sincerely,
RICHARD F. KaupmAN,

Assistant Director, Joint Economic Committee.
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CHAIRMAN'S OVERVIEW

The Joint Economic Committee compendium of papers, "East
European Economic Assessment, Part 1-Country Studies, 1980," con-
tains a series of indepth analyses of the most pressing economic prob-
lems facing the nations of East Europe as well as economic profiles of
those countries. The increasing importance of our economic relations
with East Europe and the possibility of economic crises such as the one
taking place in Poland, together with the greater role played by Con-
gress in foreign economic policy, make it more important than ever for
Members of Congress to be better informed about this region.

"The following discussion summarizes the key economic issues for
the region and each of the countries:

East European economic relations with the United States have
taken on a central role in our political-economic relations, and so
far as East Europe domestic politics are concerned, economic per-
formance is the critical area for the East European leaders. Although
the East European leaders have a degree of independence from Mos-
cow with regard to economic policy, they are held much more account-
able by their own people for economic performance than in any other
area of their responsibilities. Success in economic performance may
well turn on U.S. and Western policy toward these countries. Western
policies with regard to credit, technology export, and grain sales are
important factors in the economic strategies of each of the countries
and could mean the difference between success and failure.

Under the umbrella of increasing Soviet commercial relations with
the West, East European nations have opened their economies to
Western imports. This trend is likely to continue despite the harmful
effects on United States-Soviet relations of the Soviet invasion of
Afghanistan. For example, economic initiatives involving Polish coal
exports and American grain imports, cooperative ventures, such as
production of International Harvester equipment in Poland for use
there and sale on the world market have tied the economies closer
together and made them somewhat interdependent.

As East European leaders and planners commit their economies
to qualitative improvement, modernization becomes increasingly
synonymous with emulating Western technology and management.
Those countries, such as Hungary, that have opened more of their
economic sectors to world market competition are developing economic
mechanisms more compatible with Western free enterprise economies,
and are more able to compete with Western exports and pay for useful
imports.

Rising consumer incentives designed to promote productivity and
respond to the rising expectations of the citizen--consumerism in East
Europe-also tends to emulate Western standards and economic
mechanisms. All the countries in East Europe have become very re-
sponsive to what appears to be an iron law of rising consumer require-

Ovn)
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ments. Some face not only discontent, but strikes and violence if
minimum expectations are not met

For East Europe, failure of economic policy could lead to political
instability and, in some countries, changes in leadership. East Euro-
pean leaders thus have a vital stake in maintaining good economic rela-
tions with the West.

For the United States and the Western Industrial Nations, East
Europe is currently a substantial and potentially an even more im-
portant expanding market for industrial equipment, grain sales, and
other products. To American commercial interests, markets in East
Europe are already significant and could become more important if
their economies perform reasonably well. Thus, on economic grounds,
reasonable economic performance in East Europe, which cannot be
easily assured, is in our interest, as well as theirs.

Just as it is important that Congress, as well as the Executive,
become familiar with the political problems and likely options for
dealing with them, Congress should also be aware of the possible
short-term economic crises and the longer term economic issues that
join and divide United States-East European interests. The major
short-term issues are clear and may be enumerated.

Most of the political crises for East Europe regimes and oppor-
tunities for improvement are centered on economic performance:

POLuH Dwr CamIS

Poland in 1980-81 is in a perilous balance-of-payment situation with
their Western creditors. Official U.S. Eximbank and agricultural
credits, as well as substantial U.S. private bank credits, arnamon^the
major Polish commitments. More credits may be needed to avoid re-
scheduling in the near term. To redress the adverse foreign balances,
more competitive exports from Poland to the West are required. Be-
solving the Polish balance of payments crisis is essential to the suc-
cess of all other economic programs.

PosT-Trro VA•Bnrr or YuoosLAvu: POLTrrIxA STABIaITr AND
ECONOMIC GRowTH

Yugoslavia's success over the last several decades has been said to
derive from the unifying force of President Tito's leadership and a
generally healthy, dynamic economy. Tito has now passed from the
scene and 1980 has been a very difficult year for Yugoslavia in its
foreign economic relations. Substantial Western loans will probably
be necessary to tide the Yugoslav economy over. If there is political
instability, economic performance may become even more important.

FRAonLrr or RoxANIA INDEPENDENC AND CONTINUED POLITIAL-
ECONOMIC NORMALIZATION WrrI UNITED STATE

Romanian independence has been built on moderate reliance on
the Soviet economy, cordial relations with the South-including
OPEC countries-and expanding relations with the United States
and other Western industrial nations. This trilateral foreign economic
policy has been reinforced by a tight control system at home. Each of
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these pillars of Romanian policy has eroded: they are more dependent
than ever on Soviet oil, OPEC-especially Iranian-relations have
been costly and disappointing, and there are limits in expanding West-
ern trade. Moreover, the Government is under increasing pressures
from consumers to relax Romania's policy of independence with re-
pect to the CMEA the Warsaw Pact and the South is thus fragile

This may prove to e a basis of U.S. concern in the years akead if
economic issues dictate a change in Ronanian policy.

GDR RExTanoNS WrIT UNIrED STATES ST.Iu SHarPLy LurrI

The existence of the Berlin Wall and the presence of East German
technical advisers in the Middle East and Africa place constraints
on normal relations. Pressures for more Western trade are also limited
by severe balance-of-payments problems. Relations between the FRG
and GDR-the two Germanies-also influence the options for the
United States.

CzEEHOSLOVAKIA UNDEi THE SHADOW or THI BREZHNEV DocrmIN

Settlement of United States-Czech claims is precedent to normalized
economic relations. But the shadow of the 1968 invasion, which was
formally legitimized by Brezhnev, and Soviet constraints in Czech
policy still loom large. Only if the political conditions change can
unproved United States-Czech relations become possible.

HuxsJARAN EXPERIMENT WIT "MARKET SOCIALSM": PaoarwcTs or
- -- .. Fr Fu Ecoxox•c RBEroa

Domestic economic improvement in organization and efficiency has
made Hungary's New Economic Mechanism the showcase of reform
in East Europe. This reform has attempted to simulate market condi-
tions and has reduced the direct influence of the Communist Party
from management of the economy. With the United States-Hungarian
trade agreement, improved relations are high on our current agendas.
Just how far and fast Hungary can go wil depend on many policies
outside its control, including United States-Soviet relations, its abil-
ity to import energy, and trade from the West.

BULom A's Low PxornxL Mar CHANon

Reported to be the most congenial with their Great Russian neigh-
bor, Bulgaria seems to move naturally in conformance with the Soviet
line. But pressures for modernization and consumerism, especially if
accompanied by change in the terms of relations with the U.S.S.R.,
could lead to a more dynamic Bulgarian-Western relationship.

ALA ADRIFT

Without strong affinity to either of the current Communist giants,
Albania is more alone than before. With the eventual passing of their
long-time leadership, Albania may cast some lines to the West. The
United States has few outstanding problems with Albania, so it is in
a position to initiate a thaw of relations for the West with Albania.

__C _ __ _L~ ~__ _ _ _ __
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EAST EUROPEAN ECONOMIES IN CRISIS

By John P. Hardt

After a decade or more of economic growth, modernization, and
improvement in their consumer's lot, the economies of East Europe
face a period of crisis. In the past cheap and abundant Soviet hydro-
carbons, western trade and loans fueled a policy of consumerism and
modernization. Increased economic interdependence with the Soviet
Union and tL s West, modernization, and consumerism have apparently
become the imperatives of economic policy in most of East Europe.
The means for fulfilling these goals are sharply restricted in each of
the countries for a variety of reasons.

The decade of the 1980's is a vital time in East Europe's economic
development. Crises in decisionmaking present not only opportunities
for improvement but also intractable problems, seemingly beyond the
control of East European leaders and planners.

Economic issues dominate the relation of the United States with the
individual countries of East Europe. The U.S. Congress has become
increasingly interested in developments within the East European
region as a whole and in individual nations. Congressional initiatives

j in and actions on legislative and policy issues have ranged from
economic normalization (i.e., approving trade agreemens) to political
relations such as the return of the Crown of St. Stepher to Budapest.
These actions have involved many congressional members, committees
and staff in travel to the region. Security and human rights questions
may rank high in American councils, but Eastern flexiility in those
areas is largely limited by Soviet policy control. As a rteult, economic
issues, in which the Eastern European countries have mt re flexibility.
dominate their relations with the United States.

In 1981 and thereafter some of the issues that may result in congres-
sional and Federal concern, policy action, or even new legislation
include the following:

A major Polish loan and other actions related to the possibility
of international insolvency of Poland.

Instability in Yugoslavian economy and society requiring some
special Western financing and added economic and military sales
or aid.

SConcern over compliance by Romania with the human rights,
"freedom to emigrate," requirements of the United States-
Romanian trade agreement in a time of falling economic per-
formance and increasing consumer pressures.

(1)
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Political and military restraints by the GDR affecting Berlin
and their other Western borders resulting from concern over the
Polish crisis and reduced economic prospects.

Possibly resumed interest in the barriers to a Czech-American
trade agreement such as the Long-Gravel amendment to the
Trade Act in the context of uncertain Czech political economic
performance.

Extension and expansion of commercial relations with Hungary
in a period of retrenchment and reduced economic growth in
Hungary.

Consideration of normalized trade with Bulgaria at a time when
their economy is tied even more closely to Soviet energy supplies
and faces growth retardation.

A possible opening with Albania now bereft of Communist
allies and barred by unsettled issues with other Western nations
from progress toward some degree of normalization.

In coping with these policy problems, East European leaders must
relate the imperatives of national interest, economic interdependence,
modernization, and consumerism to each particular problem. This in.
teraction of American and East European political processes will pro-
vide both opportunities and obligations for U.S. policymakers and
East European leaders. How the latter deal with the imperatives of
economic interdependence, modernization, and consumerism will influ-
ence U.S. options. -

Economic interdependence was recognized as a global imperative of
growing importance by the European Commission on Security and
Cooperation in Helsinki in August 1975, reasserted at Belgrade in
1977; and Madrid in 1980-81. The Soviet Constitution of 1977 stressed
the related need for economic interdependence among the nations of
the Council for Mutual Economic Cooperation (CMEA) in Eastern
Europe. Interest on the part of the Soviet Union and Eastern Europe
in East-West commercial relations is unabated. Indeed, fulfillment of
CMEA national goals of modernization and improved living standards
seem increasingly tied to economic relations with the Western indus-
trial nations. For the West, Eastern Europe and the Soviet Union
remain one of the larger untapped markets for its expanding
economies.

The economic fortunes of the East European economies have already
been significantly influenced by policies and developments outside their
area. Soviet policy and performance certainly have been a major inde-
pendent variable in East European perforrances since World War II.
Increasingly in recent years the policy and performance of the
advanced Western economies and OPEC have had a consequential
impact on East European economies. Increasing economic interde-
pendence has not been an unmixed blessing, however. Whereas many
of the economic benefits come from advanced technology and cheaper
materials from external economies, the costs of East European inter-
dependence appear to be mounting sharply in recent years. Unfortu-
nately, East European leaders have not done very well in perceiving
and analyzing foreign economic developments.

In a time of global economic uncertainty and change, it is important
for East European leaders and planners not only to correctly antici-

----- -- --- - -- --- --- ~ -- -- - - -- __
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pate external developments and policies, but also to assess their impli-
cations for formulating their own plans. For example, until 1973, most
East European countries adopted the cheap hydrocarbon policy of the
Soviet Union and the OECD to their current sorrow. In the 1980's,
the process of increasing economic interdependence, while making
necessary internal structural changes, will be especially difficult, the
margins for error small and the cost of mistakes very high indeed.

Domestic economic plans and pressures for change in Eastern
Europe underpin the likelihood of more economic interdependence.
"Extensive" has given way to "intensive" economic growth as the so-
cialist economies unevenly proceed into a new, more qualitative stage
of economic development. Modernization, the raising of efficiency in
production and quality of supply close to that of the advanced Western
industrial economies, has become imperative to support needed trade
and to provide an opportunity for sustaining economic growth. Con-
sumerism, the use of improved material incentives to foster produc-
tivity increases and insure political stability, has likewise become a
given in East Europe. Albania alone has rejected the imperatives of
interdependence and consumerism. In the years ahead, there will be
extremely difficult policy choices requiring controversial assessments
of the politico-economic costs and benefits of the available options for
S attaining an acceptable rate of modernization and improvement for
consumers.

Increasing interdependence, modernization, and consumerism-the
* imperatives of East European policy and plans--threaten rising costs

in terms of satisfying other priorities in resource allocation (e.g., de-
fense commitments), challenge the traditional organization of the
economy and long held socialist principles, and contradict the former
goal of independence from foreign economic influences.

In formulating economic policy East European planners and leaders
are faced with what may seem to be insoluble dilemmas with respect
to internal and external economic policy. Each of them involves not
only decisions for the short term but also hard choices relating current
cost to future benefits, a type of decision especially vexing to policy-
makers everywhere.

Dilemma No. 1: To expand economic relations with the West and
OPEC countries while meeting domestic and OMEA demands.

In order to increase the efficiency of production and raise the quality
of output to the level of the Western market, increased importation of
Western products and technology is necessary. In the eyes of many
East Europeans the prospective benefits of Western "economic mira-
cles" await East European economies from effective absorption of
Western technology. Like Western technology, increases in oil deliver-
ies from the OPEC countries needed to sustain domestic economic
growth must be paid for with scarce "hard goods," i.e., goods com-
manding hard or convertible currency on the world market.

However, expanding hard currency trade poses difficulties. Eastern
goods often are not competitive on world markets. Hence, the Eastern
European countries are likely to place even greater emphasis on com-
pensation (product "buy-backs") arrangements and counter-trade re-
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quirement. Some payments to the West and OPEC may be deferred
albeit at high long-term costs, by accepting high levels of commercial
and government credit and heavier debt burdens. In order to reduce
the Western debt burden to manageable portions, to husband scarce
"hard" goods for domestic and Eastern markets and to reduce ex-
posure to economic disturbances from political leverage by the West,
commercial relations with the industrially advanced Western econo-
mies and OPEC should be held down. But to satisfy the imperatives
of interdependence, modernization, and consumerism indicates the op-
posite. Somehow the East European countries must accommodate these
costs.

Dilemma No. 2: To increase intra-CMEA hard goode trade and joint
participatio n Soviet resource development project b smaller East
Europea nations necessary in order to pay for hydrocarbons and other
scarce materials from the U.JSS.R. while meeting domestic, Western,
and OPEC economic requirements.

Oil, natural gas, and other scarce material and industrial require-
ments are expanding, creating critical import needs from the U.S.S.R..
which are both expanding and critical m the drive for growth and
efficiency. Both Soviet price increases and more frequent requirements
to provide "hard" goods in payment raise the cost and burden of this
form of intra-CMEA trade.

Such costs increasingly generate pressures in East European capi-
tals to reduce the claim of imported energy on domestic growth gener-
ating activities and limit involvement in joint projects for the develop-
ment of materials supplied primarily from the U.S.S.R. such as the
CMEA-wide Orenburg natural gas pipeline project. Likewise, the
defense and economic cooperation claims of Warsaw Pact and CMEA
must be met to support Estern solidarity. Pressures to support War-
saw-Pact defense requirements and Soviet foreign policy positions tend
to impose high costs and burdens on domestic economic planning in
the smaller East European nations. These broader costs may be an
important part of intra-CMEA trade.

Onerous as the cost of some aspets of economic relations between the
Soviet Union and other CMEA countries may be, critical aspects such
as energy exchanges are imperative for East European economic
growth.

Dilemma No. 3: To provide higher quality resources in greater quan-
tity for domestic investment to stimu needed growth while meeting
pressing current export commitments to the Soviet Union, OPEC,
Western countries and the contributions to the Warsaw Pact.

In order to increase the rate and quality of domestic economic
growth, higher priority is needed for investment, especially for
bringing on stream modern plant and facilities which can generate
hard goods output for sale on the world market, and for meeting
commitments at home and throughout CMEA. Future growth depends
largely on current investment and the efficient use of production
capacity.

Current commitments often entail giving priority to programs that
compete with domestic investment. These include increasing domestic
consumption as incentives for workers and managers; maintaining
agreed to intra-CMEA relations including acceptable relations with
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the Soviet Union; meeting Westernr repayment conunitments by
export of scarce hard goods; and limiting imports of W'estern invest-
ment goods for the sake of balancing foreign trade accounts in order
to improve the East Eurojpean countries' credit worthiness. Warsaw
Pact defense claims, likewise, preempt scarce, high quality production
facilities and skilled manpower. As pressing as these current claims
on allocations of resources are, it is imperative that the rate of high
quality investment be maintained and increased to stimulate economic
growth needed for modernization and future consumer satisfaction.

Dilemma No. 4: To reform planning and management institutions
and practice. to stimulate productivity and quality of output while
returning traditional socialist irtitutmns, principles, and practices
perceived as essential.

In order to increase incentives to managers, workers and peasants to
raise production, changes in the organization and staffs of planning,
production, and trading organizations have been made. They are
intended to increase competition, improve efficiency and eliminate
"unproductive" activities. Consciously, if not explicitly, such changes
are designed to incorporate the effective and necessary conditiors of a
well functioning market, while retaining the fundamentally socialist
characteristics of the East Europe economic systems.

Reform or reorganization in planning, management, and incentives
which differentiate rewards according to productivity tend to threaten
some of the socialist institutions basic to the traditional approach to
economic development in East Europe-domestic party involvement in
the economy, job security and egaltarian wage payments. Increasing
the role of the technical professional threatens the traditional role of
the Party apparatus. Modernization of enterprises and economic
sectors leads to reassignment or removal of some old professionals and
reassignment of the labor force without the certainty of comparable
reemployment. Differentiation in payments leads to inequality in
material benefits and a possibility that some managers, workers, and
peasants may suffer decreases in real income. Openness to the global
economy may foster competition but also expose the East European
economies to the adverse consequences of Western recession and
inflation. Notwithstanding all these costs, the East European policies
of modernization and consumerism make reform of their economic
planning and management crucial.

Each of these dilemmas represents predicaments that have been
faced in the past. However, in recent years sharply rising energy costs,
global stagflation and other domestic and external events have led to
a paradoxical result: East European planners are often compelled to
follow growth-retarding policies, such as reducing energy imports for
balance of payments reasons. Instead of expanding exports, import-
reducing policies have been adopted, impairing, the effective invest-
ment programs in order to reduce debts with Western banks to
acceptable levels. The cost and uncertainties of intensive economic
development have become sharply more apparent to the Eastern
Europeaft leaders and planners, while Western inflation and recession
have made the global relations uncertain and costly.

Looking to the 1980's. as the East European economies become more
committed to economic iernwl h with efficiency and to consumer
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satisfaction more in line with Western levels, they will become
increasingly unable to provide for the necessary import requirements
to fulfill their growth plans. While recent economic performance i
many of the nations of Eastern Europe, including Yugoslavia and
Albania, may be assessed as ranging from adequate to excellent by
international standards, the leaders and populace alike, generally
seem to view economic performance as insufficient to meet major policy
needs or as inadequate to fill strongly felt popular needs For example
even a 4 percent annual growth in GNP is not enough if a minimum of
5 or 6 percent is officially planned or popularly desired. Poland is
notable among the exceptions to the generally favorable growth record
in East Europe. Polish Party leaders have been outspokenly and
justifiably critical of their country's negative economic performance.
It is understandable that leaders pay particular attention to economic
performance. Indeed it is no exaggeration to say that the tenure and
effectiveness in the office of most ofthe Eastern party leaders depends,
in large part, on the satisfactory performance of their economies.
Circumscribed by Soviet tutelage as the power of the East European
leadership is in military, political, and ideological matters, economic
policy remains the area of greatest indigenous autonomy and respon-
sibility. This is all the more reason why the East European leaders are
held to special account for economic performance.

Although the Soviets may have less control over economic issues
than over other matters, the policies of the Eastern giant have a pro-
found effect on the East European economies. Eastern Europe's
economic dependence on the U.S.S.R. has been underlined whenever
the Soviets raise oil prices to Eastern Europe and tightened their
allocations. This onerous materials price burden added to the ever
present defense claims, makes the insuence of Soviet policy on East
Europe appear generally unfavorable. To put this well recognized
burden in perspective, it is fair to note that the Soviet Union is still
accepting East European goods in trade that cannot be easily mar-
keted elsewhere, especially in the West. The Soviet Union may thus
receive more blame for unfavorable terms of trade than merited.

Unfavorable as Western inflation, trade restrictions, recession and
the burdens of servicing the debt owed to the West have been for the
critical development of East-West interdependence, modernization,
and consumerism, the industrial West still appears to be the major
source of good economic news in East Europe. Western imports of
technology and supplies bear promise for necessary Eastern economic
modernization and consumer improvement. Small as Western trade
may be, it often appears to represent the critical margin for economic
success.

In 1969 the Joint Economic Committee released its first volume on
Eastern Europe, "Economic Developments in Countries of Eastern
Europe." In 1974, "Reorientation and Commercial Relations of the
Economies of Eastern Europe" was published by the Committee.
Three years later, "East European Economies Post-Helsinki" was
released. These volumes joined what has become a triannual series on
the economies of the Soviet Union, Eastern Europe and the People's
Republic of China. This volume supports a continuum of assessments
of the East European economies and is intended to provide definitive
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"analyses of a basis for ausl Wang the current economic situation and the
problems of the 1980's.

In the current compendium, specialists from governmental and aca-
demic institutions in the UnitedStates, the Federal Republic of Ger-
many, the United Kingdom, France, and Canada have assessed East
European economic policy, performance, and prospects. Special atten-
tion is given to changes m East European priorities and economic
institutions, especially as they relate to commercial relations with the
West, the United States and the Atlantic community. While the Ger-
man Democratic Republic (GDR), Poland, Czechoslovakia, Hungary,
Romania, and Bulgaria, the core East European nations of CEMA, are
the central focus of the compendium, some attention is given to East
Europe's nonmembers-Albania, and Yugop': via. The U.S.S.R. is
dealt with only to provide a frame of referee w for analyzing policy
and performance.

The chapters are grouped by country. Issuing a companion volume
on regional aspects is a change from the format of the earlier volumes.'
A special effort in the individual country studies was made to solicit
comparable assessments on the recent trends in the domestic and for-
eign economic relations of the non-CMEA countries-Yugoslavia and
Albania.

The authors have provided their own summaries and the reader
may wish to make up his or her own mind on differences in profes-
sional viewpoints. The following are some of the major questions
raised by the papers with an indication of answers and where in the
volume the relevant analysis may be found.

1. Can political pluralism, including collective bargaining of unions,
and freer speech, become compatible with improved economic per-
formance to adequately serve domestic needs, satisfy the need of
international solvency and contribute to Eastern alliance needs

As for Poland where popular unrest with economic performance has often
contributed to leadership changes Richard Davis noted, that

... nothing significant is likely to change in the regime's policy and that,
consequently, the probability of a new upheaval is considerable.

Both in Poland and in the West, the failures of the Gierek leadership are ex-
cused by some who point to the limits imposed by the Soviet head office. This
does not explain how the Romanian and Hungarian leaderships, in quite different
ways, have succeeded in stretching those limits. Ceausesu has shown that It is
possible to oppose Moscow's will on important foreign-policy Issues. Kadar has
been able to exercise a considerable degree of autonomy in economic organization.
[Davies, pp. 28]

For some time there has been an almost uniform opinion of theoretical econ-
omists in Poland that the present difficulties cannot be eliminated and no recov-
ery would be possible without some bold systemic changes. On the other hand,
the offical position seemed to be that it was not the right time to introduce re-
forms, because of the existence of serious macro-economle domestic and external
disequillbria.

S.. Without such reforms it is doubtful that a recovery from the present very
serious economic crisis could be effected and that the leaders would be able to
prevent some catastrophic political upheavals over which they might lose con-
trol [Fallenbuchl, pp. 68, 6 5

The key to Poland's ability to manage its hard currency debt in the future will
be its ability to subtantially increase its hard currency exports, epee'lly to
the Industrial West countries. The leadership does have the option of further
reducing imports from the .W. However, imports are already at dangerously low
levels, so that further cuts could impair domestic production and lead to In-
creased consumer Munre. [Tesk, p. 7TI

"a**Bt nUroa p n Merolm Ammn-smt: PaAt a-- ional Apests."

U-4 0 - N - 2
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Growth in agricultural production in the early 1900s will not accelerate with-
out a sustained improvement in the structure of incentives and stepped-up fows
of resources to the private farm sector. If the leadership seeks again to speed
the transition to socialized farming, the rapid acquisition of private farm land
could swamp the absorptive capacity of the socialized sector. In this case, or
even If present policies are unchanged, agriculture is likely to develop into the
principal constraint preventing a rebound in Polish economic expansion in the
early 1980'. [Newcomb, p. 97.]

After several years of exploratory discussions and negotiations, in 1972 a ten-
year industrial cooperation agreement (ICA) was signed between International
Harvester (IH) and BUMAR Foreign Trade Organisation (FTO) to manufac-
ture in Poland crawler tractors designed and engineered by IH. Since the
original 1972 contract, further agreements have been reached, adding other
types of construction machinery, extending the duration of the initial agreement,
and initiating new joint activities in product development, product support sys-
tems, and marketing coordination. ...

... Although Poland has the engineering capability to produce construction
machinery technically comparable to machinery sold in the West, it still lacks
sufficient total capability to penetrate world markets as rapidly as it would like.
This is due to Poland's lack of a full range of proven product support systems,
available from its competitors, the leading multinational corporations. This
shortcoming is one of the Achilles' heels of a centrally planned economic system.
BUMAR has now recognized the problem, and as a result, cooperation between
IHI and BUMAR is turning increasingly toward this area.

Because it is critical for Poland to increase hard-currency earnings, the long-
term viability of the IH-BUMAR cooperation may well depend on the outcome
of efforts in this area. [Garland and Marer, pp 121,137.]

2. With the political cohesion of Yugoslavia weakened by the death
of Tito wiU economic performance continue to provide the economic
glue for unifying the various ethnic groups in Yugoslaviaf

The picture of recent Yugoslav economic performance that emerges from this
paper exhibits both positive and negative features. On the positive side, the
1970's have witnessed a continuation of rapid growth and structural change at
a pace in excess of that achieved in most middle income and developing coun-
tries. Yugoslavia has remained a front-runner in the development race despite
shocks in the international economic system that have adversely affected its
development prospects. Yugoslavia's growth performance has continued to reflect
the LCY's goals of economic modernization, and diversifcation, combined with
a significant increase in the standard of living. These goals have been success-
fully realized to a large extent On the negative side, certain economic problems
that began to develop in the post-1965 reform period have persisted, or in some
cases have intensified, including problems of labor absorption, regional develop-
ment differentials, cyclical macroeconomic instability, and the balance of pay-
ments constraint. By the end of the 1970's, Yugoslav economic performance pre-
sented some troubling signs, particularly in the areas of inflation and foreign
economic performance. By 1979, the inflation rate was back up at the 20 percent
level, the current account deficit was the worst in history, external indebtedness
had increased in real terms by about 12.5 percent a year in the preceding four
years (197479), and the debt service ratio was climbing

Given current trends in export performance, import dependence and foreign
indebtedness, it is reasonable to predict that the medium-term future will be
a period of increasing foreign exchange constraints on domestic economic growth.
[Tyson and Zichler, p. 20.]

With the reservations appropriate to forecasting in mind, It seems likely that
Yugoslav industrial output will grow at progressively declining rates in the
future. Some of the causes-notably demographic-are not amenable to substan-
tial change by government policy actions. Other seemingly leave the leadership
with only a Hobson's choice as far as industrial growth is concerned. One alter-
native is to liberalize the economic system in important, perhaps fundamental
ways. The reforms necessary.to this course involve strengthening the private
sector and private initiatives in general. ...

When the government changes, internal and external forces will be thrown
into a struggle whose outcome could dramatically change the face of the country.
[Moor, p 228-229.
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3. Wy did the Romanian economy grow fast from 1970 to 1978,
then slow perceptibly in industry? I tAi a pause or permanent tnd
in economic performance?

In 1978 and 1979, gross industrial output grew less than 10 percent for the
first time since 1956. In 1979 NMP grew more slowly than it had since 1961.
Although Romania's performance was good by the standard of what was happen-
ing in other countries, it was poor by past Romanian standard. . . .

A slower growth of all sectors has been projected in preliminary plans for
1981-85, suggesting that the outlook of Romanian leaders and planners is for a
more or less permanent reduction in growth compared to the s190's. [Jackson,
p. 283.1

4. I the economic slowdown of the ODR temporary? How have for-
eign trade di fulties, including relations with the lFRG, influenced
performance

After the re-centralization and the change in economic leadership from Ul-
brecht to Honecker, a pro-consumer policy was at first initiated at the 8th Party
Congress of the BED In 1971. Rapid economic growth facilitated this target.
The range of goods for sale increased and the standard of living improved
visibly. However, the world-wide increase in raw material and energy prices
only too quickly put an end to this period of undisturbed economic development
In the CMEA area, price adjustments were delayed until 1975. Since then the
GDB with its sparse raw material resources has been confronted with excep-
tional raw material price increases, while prices for its export goods have not
risen accordingly. Since then exports have, therefore, become the most essential
target for planning and development. They will also continue to have top priority
in the long run. [Cornelsen, pp. 29000.]

Barring major efficiency-inducing reforms, export growth, on the other hand,
will probably barely keep pace with rising imports. Exports to the West may
even decelerate if the GDR is forced to divert additional resources for export
to the U.S.8.R.--or perhaps OPEC-in order to obtain needed oil supplies.

We conclude, therefore, that the GDR will continue to suffer sizable imbal-
ances (probably $600-$1,000 million or more) in its trade with the Industrial
West over the next -4 years. [Oechsler, pp. 88-339.]

FRG-GDR economic relations are a significant case of East-West interactions
which have been particularly effected by political considerations. As a result of
the FRG's constant position that trade with GDR is not "foreign" commerce,
and because it has sought to utilise this trade relationship in the promotion of
its Oatpolitik, special arrangements have been developed and special advantages
have been offered which have usually been accepted by the East Berlin regime.
At the same time, GDB-FRG economic ties are essentially similar in character
to those typically obtaining between Centrally Planned and Market econo-
mies. . . .

Indications as to future developments are mixed. Trade expansion has been
limited since the mid-1970's, and constraints on the GDR economy appear to pre-
clude much change in the foreseeable future. On the other hand, knowledgeable
observers on both sides profess some optimism about the years ahead. The poet
Afghanistan East-West political climate further complicates attempts at pre-
diction. [Stahnke, pp. 340-841.1

5. How did Czech economic ?erformace fare after the Soviet in-
tervention in 19687 What is the likely performance in the 1980'9?

When after the Soviet intervention in 1968 a new leadership managed to
establish itself in power, the foremost task in the economic field was to reverse
most of the measures introduced during the reform period. The traditional type
of directive central planning with binding quantitative plan targets and input
limitations imposed on enterprises, with an again growing network of material
balances and with strictly controlled prices, was reintroduced. By strengthening
the authority of the central plan the period of crisis" was to be overcome and
the economy was to be led back to "normalcy."

For quite a time it seemed that the medicine prescribed by the new healers of
economic ailments was working The economy was growing again and there were
some advances in the standard of living of the population. But under the surface
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of quantitative growth some of the old ailments of inefficiency, waste of re-
sources, and production for production's sake reappeared. More and more dis-
tiuctly it Is recognized that the system of management and planning, developed
essentially in the early fifties by taking over indiscriminately the Soviet type of
planning, ceased to serve under changed conditions as early as the end of the
fifties.

The foregoing analysis suggests that there may be no easy solution for over-
coming the obstacles to growth which have piled up in the recent past and are
looming ahead. Professional economists and policy makers alike seem to agree
that the coming decade or at least the first five years in the eighties will be a
period of relatively slow growth, of structural adjustments to the new more
demanding conditions, of soliciting new motivations for more efficient work and
for economies in utilizing energy and materals, and of very little improvement-
if any-in living standards. [Levcik, pp. 377-378,414-415.1

Although our analysis employs a methodology and concepts which differ sig-
nificantly from those of Friedrich Levcik's contribution to this volume, we come
to similar conclusions. In particular, we are in agreement that the Czechoslovak
economy progressed quite well in the first half of the decade. Planning was for
the most part effective in conception and fortuitous legacies from the reform
period and an enlightened industrial investment strategy provided some leeway
to enable the economy to survive the ill-effects of the inflationary implementation
of the plan. For the outcome of the Sixth Five-Year Plan our findings complement
Levcik's. While Levcik attributes the difficulties encountered under this plan to
an accumulation of specific failures and shortcomings, we would argue that the
plan itself was infeasible... .

Czechoslovak policymakers appear to be facing a difficult dilemma. The dete-
rioration of the terms of trade and increasing difficulties in obtaining incremental
supplies of energy can be met by either supply side or demand side responses. In
Czechoslovakia, as in most industrialized countries (regardless of economic sys-
tem), the most appealing response was on the supply side: to produce more while
using less energy and raw materials. One way to explain the apparent infeasibil-
Ity of the Sixth Five-Year Plan is to posit that Czechoslovak planners expected
large supply side improvements. Since these did not materialize, demand side re-
straints had to be introduced in 1979 and 1980. However, in light of the evident
inability of the planners to restrain investment to planned levels for long periods
of time, it is likely that Czechoslovak perfornumce under the Seventh Five-Year
Plan will be marked by further cycles of over-plan investment followed by severe
cutbacks in investment. [Brada, King, and Schlagenhauf, p. 437.1

6. How has Hungarian reform survived the slow down in economic
growth, How has reform affected its foreign economic policy, includ.
ing convertibility?

Austerity came to Hungary in 1979. For the first time since the recession of
the early 1960's planned growth rates of national income fell below 4 percent, and
actual growth rates fell below that. Economic policy makers began talking not of
increasing the standard of living, but of sustaining It. Plans called for decreasing
investment Economic and political leaders quite clearly stated that austerity
would be the policy for at least the first half of the 1980's.

Hungary's economic problems are in part related to the profound consequences
of the world economic crisis for the Hungarian economy. The dramatic changes
in Hungarian terms of trade with the world economy, the increasingly difficult
competitive conditions for Hungarian exports on world (especially European
Community) markets, and the dramatic slow-down in increments to primary
products supplies from the U.S.S.R., all have contributed to a significant dete-
rioration in factors important in determining economic welfare in Hungary.
Whatever else might have happened in the last six years, the events of 1974
required that some combination of real consumption, investment, and government
spending would have to be lower than otherwise would have been the case.

The economic system itself is another important cause of Hungary's economic
difficulties, a point on which the Party is now quite clear. The deteriorating ex-
ternal conditions facing the Hungarian economy have simply hastened recogni-
tion of problems which, as Ferene Havasi has noted, ". .. would have surfaced
sooner or later." These are not minor problems which can be rectified by chang-
ing this or that "regulator," or by tinkering with the economic system. They are
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fundamental problems, related to the fact that the goals of the 1968 ecoomle
reform have, In the main, not been attained.

The ultimate goals of the reform begun in 1968 were to "t; the ,lance of
power over resource allocative decisions from planners and the administrative
apparatus (the :nnistrle) to the market and enterprises. The plans were to be
stripped of their obligatory nature, in lieu of which major economic parameters
(interest rates, exchange rates, prices, and so on) were to be used to influence
relatively independent, profit-oriented, enterprises in their decisions on production
and (to a more limited extent) investment Prices, closely linked to world market
economic conditions were to serve as the guide to decisions on production and
investments. The measures introduced in 1968 did go a long way in the direction
of realizing these aspirations, with the clearly stated intention of going still
farther in the 1970's as what we called the "brakes" were released. In fact
nothing of the sort happened in the 1970's; on the contrary the system "devolved"
back in the direction of the old administrative model, a point discussed below.
Consequently, while it is true that economic decision-making in Hungary today
is far more decentralized than it was two decades ago (and more decentralised
than any of the other CMEA countries), this is still a more centralized economic
system than (in 1968) the reformers anticipated they would have in 190.
[Hewett, pp. 484-485.)

In the CMEA, the most far-reaching reforms were introduced in Hungary in
1968: Its New Economic Mechanism (NEM) is described and evaluated in the
previous contribution by Hewett A center-piece of the NEM is the role assigned
to Exchange Rates as determinants of the domestic price system and of the level
and composition of exports and imports. In recent years suggestions have also
been made by some Hungarian economists and bankers that it would be desirable
and feasible to achieve convertibility for the Hungarian currency during the
1980's. . ..

Much more important than forint convertibility vis-a-vis Western currencies
is the convertibility of intra-CMEA transactions on the current account Little
progress has been made up to now in the area of trade, except for that modest
share (8 to 10 percent for Hungary). ...

Yet, prospects for achieving intra-CMEA convertibility, as defned by the IMF,
are poor so long as the majority of the CMEA countries wishes to adhere to a non-
Hungarian type economic system and policy. [Marer, pp. 526,546.]

Faced with increasingly serious economic problems, all the CMEA-member
countries of Eastern Europe are planning or have recently adopted measures to
reform their centrally planned economies. There is little prospect, however, that
current reforms will push East European economic systems significantly in the
direction of decentralization and freer play for market forces.

The one exception to this bleak outlook is Hungary. The Hungarians may well
succeed in reforming their economy further because the reform program has
strong backing in the leadership, the populace can be counted on for a measure
of understanding, and the program is being prepared on a foundation of more than
a decade's experience with reform. [Kramer and Danylyk, p. 549.]

7. What accounts for shortfalls in Bulgarian planned economic per-
formance in recent yearet

Bulgaria appears to have failed all major targets set in Its Seventh Five-Year
Plan for development from 1976 to 1980, except that for investment Bulgarian
leaders have recognized the problem by approving, sequentially, less ambitious
annual plans in 1977 and again in 1979. ....

... [T]he purposes of this paper are to identify the immediate causes of Bul-
garian plan failure and to place recent international and CMEA inflation in their
Bulgarian context. The former are found, first, in two domestic problems: (1) the
failure of agriculture, officially blamed on adverse weather, to even repeat 1976
output levels in the following two or three years; and (2) declining coal output,
for reasons yet unclear, when, in fact, the five-ear plan projected a rapid
growth . . .

Bulgarian leaders have responded to problems evident in the economy since
1977 by protecting the continued rapid growth of priority industrial branches,
machinery, chemicals and metallurgy. In doing so, they have accumulated future
obligations to the Soviet Union and western banks. As an offset, they probably
hope to have gained future material and energy imports from the LDCs. As
additional costs they have delayed invetments needed in agriculture and have
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reduced the growth of domestic consumption. Beyond this, dissatisfaction with
the economy's performance has given a new impulse to organizational change,
centered on agriculture. [Jackson, pp. 571-572.]

8. To what extent did the termination of Albanian economic ties
with the PRC contribute to the decline in economic performance?

There can be no doubt that the difficulties experienced by the Albanian economy
in recent years are directly related to the crisis in relations with China. The
latter's insistence that Albania begin to repay its extensive debt in 1975 placed
enormous pressures on the Albanian economy and global industrial output has
not grown by more than 6 percent in any year since that time. This is a con-
siderable drop for an economy which had been averaging well over 10 percent
industrial growth per annum since 1950. [Schnytzer, p. 648.]

DATA AND STATISTICAL RELIABILITY

Economic statistics and other data required in analyses have been
limited in scope, quality and quantity. The basic statistics required
for conventional Western analyses have to be reconstructed and care-
fully evaluated from the limited data released by the respective coun-
tries. The national accounts and trade data are reconstructed in the
companion volume by Thad Alton and Associates and Jan Vanous,
respectively. Published data from East European sources have che.r-
acteristically been limited in scope and quantity in comparison with
Western reporting standards.

More information is now being published on the economies of East
Europe than in the past. An annual statistical handbook for the mem-
Ier countries of CMEA appeared in recent years. Moreover, con-
siderably more infor nation is being provided through international
media, such as the Economic Commission for Europe (ECE), bi-
lateral government commissions. and private Western commercial and
financial channels. However, even with some compliance by East
European countries with the patterns of commercial and economic
data disclosure agreed to in the Helsinki agreement, the data disclosed
still falls far short of that commonly available among Western trad-
ing nations. In spite of the longer term trend toward more disclosure.
in the last three years, since the last volume in this series, availability
and quality of data released has been sharply reduced for some
countries.

Shortfalls in national economic data makes objective external assess-
ments difficult, albeit perhaps, more necessary. Low quality and avail-
ability of commercial data limits trade and financing because the
paucity of data raises the cost and risk for Western corporations deal-
ing in Eastern markets Especially important for governmental and
commercial banking institutions is better information on the balance
of payments, outstanding debts (especially in hard currency) and
financial assets. Explicit requirements for these kinds of detailed data
were not covered in the Helsinki agreements. However, Western com-
mercial and banking interests have made progress in reconstructing
the necessary data and publishing it. More reliable data is still needed
to answer the legitimate credit worthiness questions raised by com-
mercial and financial interests in the West:

(1) What are current and future prospects for East-West
marketing

(2) How much is owed to other creditors by debtor nations?
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(3) What are thi debtor nations' other assets that might be
available to service debts during shortfalls in export deliveries
to the West ?

In assessing economic performance in East Europe, there are par-
tially irresolvable differences in methodology. Western concepts of
national accounting require adjustment of data reported by the sta-
tistical agencies in East Europe. The methodology used by Thad P.
Alton and Associates builds on that of Maurice Ernst (in his studies
of East European accounts) and Abram Bergson (in work on Soviet
accounts). The necessity of estimating missing data and making sub-
jective judgments precludes the development of a fully defined, objec-
tive set of accounts. However, the reconstruction by Thad Alton and
Associates best parallels national accounts compiled by Western econ-
omists for the Western industrial nations. As the statistical reporting
of the East European nations improves in coverage and comparability,
more reliance may be placed on the primary source data. The method-
ology of estimating Eastern indebtedness used in this volume illus-
trates the progress achieved and differences that still remain. Joan
Zoeter has some differences with other experts, as the reader may ob-
serve. Some authors use the figures which Lawrence Brainard devel-
oped at Chase Manhattan and Bankers Trust. More participation of
Eastern bankers and economists would help to further improve the
data and reduce the differences in opinion and methodology.

PROBLEMS AND PaBerOson

The proliferation of claimants for East European goods and serv-
ices runs well ahead of the ability to increase output to satisfy their
demands. Modest economic growth in the face of rising expectations is
not unique to East Europe. However, the options for improved per-
formances are especially limited, and the mixture of costs and benefits,
particularly complex.

The above may present too pessimistic a picture of East European
economic prospects. Although the economies of East Europe are small,
have insufficient raw materials and human resources, suffer from a
technology lag with their Western neighbors, and must satisfy a revo-
lution in rising consumer expectations, they do have assets. any of
their current leaders and planners are pragmatic and flexible. Many
of the Eastern economists, statisticians, bankers, and managers are
ingenious and highly professional. Central or Eastern European states
have long survived by persistence, ingenuity, and determination in the
presence of superior neighboring political and military powers. In
spite of its precarious position between economic colossuses, the Soviet
Union in the East, with its raw material monopoly, and the Common
Market, Japan and the United States in the industrial West, with
their formidable technological leadership, East Europe may not only
survive, but prosper.
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L INTRODUCnON

Following Polish Premier Jaroszewicz's cancellation on June 25,
1976, of the price rises he had announced less than 24 hours earlier, the
Warsaw cafe wits remarked that, for a change, Poland had a new
kind of government, one that really worked: a dictatorship of the
proletariat.

To the distinctions they earned in 1956 and 1970 by toppling unpop-
ular regimes and in 1978 by forcing the cancellation of the price m-
creases, the Polish workers added another when, in February 1980, the
First Secretary of the United Polish Workers' Party (PZPR), Ed-
ward Gierek, dismissed Jaroszewicz. He did that in an effort to regain
some vestige of the reputation he once had among the industrial work-
ers as a result of his record as Party boss in Silesia, his nullification of
Gomulka's 1970 increases in food prices and production norms, and
his introduction of a policy of consumerism.

Generally despised by Poles as a particularly zealous representative
in the PZPR leadership of the Moscow home office, Jaroszewicz has
been replaced by Edward Babiuch, who, in alliance with Gierek, played
an important part in helping Gomulka defeat the bid for power of
General Mieczyslaw Moczar nd his "partisans" at the Fifth Congress
of the PZPR in November, 1968. Like Gierek, Babiuch is a former coal
miner from Silesia. Primarily a Party apparatchik, he lacks any sig-
nificant experience as an economic planner or executive. His appoint-
ment means that Gierek will now be directly identified in the public
mind with the failures-or successes-of economic and social policy.

*Ambasador Davies served as Vice Consul and Thrl I secretary la Warsaw from 19T t
19 mnd as Chief of MismioY thee from 1972 to 197&

(15)
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The departure of Jaroszewicz and his appointees is a necessary pre-
requisite to the formulation of new policies. In itself, however, it is not
enough to enable the Polish Communist regime to break the vicious
circle which, since June, 1976, has effectively immobilized economic
decisionmaking.

That vicious circle results from the interplay of economic and politi-
cal factors, which have become increasingly intertwined.

II. WoaRzK UNDER SOCALIsM

Polish workers believe the socialist state owes them a living. They
take literally the promises, implicit and explicit, of socialism and are
not inclined to excuse the Party leadership for failure to realize their.

The leading Polish sociolo st, Professor Jan Szczepanski, wrote
in a book published in 1970: "There is ... an inclination to make the
socialist order solely responsible for Poland's shortcomings. . . The
Polish people ... take for granted the free welfare services, asking
for more and more, often without considering the relation between
their own work productivity and the possible scope of such services."

Now a member of the Council of State, the highest formal organ of
government, Professor Szczepanski last summer prepared a confiden-
tial memorandum on the development of the Polish economy in the
1980's, in which he wrote: "The difficulties of the final years of the
70's accentuate problems which have been unsolved from the begin-
ning of the post-war years, particularly since the six-year plan
(1950-55] ... These are the problems of the motivation of labor and
the lack of any real connection between productive labor and
wages. .. .The socialist economy has not yet found . . . effective
means to induce the workers to labor intensively and productively.
Why should people work when, without working, they can find them-
selves just as good a place to live, and sometimes an even better one I
Of course, this question is an oversimplification, but everyone in our
society who is not on piece-work is paid wages which have little corre-
lation to his true labor input."'

The classic East European story is about two men walking along
the street outside a factory, one of whom asks the other, "How many
people work here ?" To this, the answer is, "About half." The anecdote
makes a valid point, but is not quite accurate, since even the half who
are said to work do so only half the time.

A high official of one of the largest Polish coal-mining associations,
or companies, told me the following story about his visit to the United
States. He met the director of a large coal mine in Utah, who asked him
to describe his duties. The Pole enumerated his responsibilities. First,
and most importantly, he said, he had to make sure the kitchen at each
pit-head was functioning properly, because, unless the miners got a
substantial, nourishing, and hearty meal--of course, at a heavily sub-
sidized price--the trade union and the Party works secretary would be
after him. Second, he had to make sure that the housing manager and
his staff promptly performed preventive and corrective maintenance

SSZcsepanskld Jan. Polish Soclety New York, N.Y.: Random Hous e1O, p. 99. This
work has not been nublHsbed la Poand.

*B zcepanskt. Ja. "Mosllwomd lat ouemdrilatych." Koltura. Parts. January-Ir
ruar 1980, p. 2.
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throughout the apartment houses belonging to the company, in which
the miners and their families lived. Third he was responsible for
making sure the elementary school to which all the miners' children
went was fully staffed and running properly, because the wives of his
miners were not prepared to put up with sub-standard education.
Fourth, he had to ensure the smooth operation of the fleets of buses
which brought the miners to work and took them home and carried
their children to school and back. Fifth, his company maintained a
symphony orchestra. He had to provide satisfactory housing, a good
meal once a day, schooling for the children, and a good instrument to
each of the members of the orchestra; one of his chores during his
American trip was to buy some brass instruments.

Appalled, the American mine director said to him, "But when in
the world do you find time to wory about getting the coal out of the
ground I" Concluding his story, the Polish director said to me, "Your
system is infinitely preferable to ours, because your mine directors
only have to worry about mining coal."

The same situation exists in every industry. At one of the principal
Polish shipyards, I asked the managing director how he was coping
with the meat shortage. With enthusiasm, he told me that the shipyard
had just bought a farm and was raising its own pigs, so that the
workers' dining room could put pork chops on the table every day. He
said that this was socialist self-help. I said it reminded me more of the
economy of the feudal manor.

But communal housing and meals are not enough to satisfy the
worker and stop him from seeking a better life. Around the mnng
communities of Upper Silesia and in the suburbs of every industrial
city, the miners and workers have built for themselves single-family
brick houses, "made to last a hundred years," their builders will tell
you. Rather than depend on the vagaries of the employing enterprises'
allocation and maintenance of apartments, workers prefer to build
and maintain their own homes. The worker who is able to do this can
then grow some or most of his own food, keep some chickens and a
cow, and raise a pig. Most of these proletarians are either urbanized
peasants or only a generation or two removed from the ancestral vil-
lag. At harvest time, the factories and mines are hampered by massive
absenteeism as the workers return to their villages to help get in the
crops. Those who no longer have a village to go back to have their
own garden plots, which need a week or two of uninterrupted work
each autumn.

The bloated infrastructure provided by each enterprise to house,
feed, and otherwise care for its workers and their families, and the
largely duplicative social infrastructure of city and town are only
part of the ponderous overhead of socialism. All modern states are
run by bureaucracies. Usually, the rule is, "To each organization, its
own bureaucracy." But, under socialism of the Moscow confession,
writes a radical Communist critic, Rudolf Bahro: "We find that the
various levels of the party right up to the Central Committee appa-
ratus... actually double the corresponding branches and levels of the
state and 'social' bureaucracy, without exception, in a compressed
form, just as all branches of social life are already doubled in the
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apparatus of the government and the official 'social' organizations."'
As a result of this proliferation of bureaucracies and the low level

of productivity of employees and workers throughout the economy,
everybody is employed, but only some really work and few produce
what they should in order to repay the investment made by society as
a whole in the supporting infrastructure.

Like his forebears and relatives abroad, the Polish worker is far
from lazy. There is, however, not only a gross absence of correlation
between productivity and wages. Since consumers have little influence
on the decisions of economic policymakers, there is a lack of goods on
which wages can be spent. People are tired of potatoes and cabbage,
with an occasional sausage, and demand that, before they consider
whether they should work hard, they at least have the possibility of
eating well. Of equal importance is housing. Since the housing deficit
is still enormous, the regime not only permits construction of private
one-family dwellings but encourages it.

Polish workers are in touch with their brothers, sisters, and cousins
around the world-excepting only those in the USSR. They know how
workers live in the Federal Republic of Germany, France, Belgium,
the United Kingdom, the United States, Canada, Australia, Brazil,
and the Union of South Africa. They know that even in Eastern Ger-
many, that part of Germany which was more ruthlessly pillaged by the
Soviets than their own country, the standard of living is higher than
in Poland. After 35 years during which they have built a second
Poland almost from scratch. they want to be able to enjoy some of
the fruits of their labor. This feeling is all the stronger since official
propagandists keep telling them that things are in fact better under
"socialism" than under capitalism.

Little wonder that absenteeism, alcoholism. black-marketing, and
moonlighting are widespread and consume such a large part of the
productive energy of so many workers. The best among them find
work outside the official place of employment which gives them a real
return on their investment of time and energy. Whether it is cultivat-
ing a garden allotment made available at nominal rent by the enter-
prise or municipality-these, too, ring every large city-building a
house, going home after work to the nearby family farmstead and put-
ting in an additional four to six hours of work, utilizing for private
gain the skill which is underutilized in the factory, or driving a taxi,
the Polish worker shows that he is not lazy, just nobody's fool.

This diversion of effort into the "second economy" has grown in
recent years as supplies of foodstuffs and consumer goods to state retail
outlets have dried up and various other markets have been established
in Poland. Just as there are four rates of exchange for the zloty, so
there are multiple kinds of retail outlets. The PEWEX stores sell
imprted goods for hard currency. Citizens may legally maintain
var3-a bank accounts, no questions asked, and for dollars, FRG marks,
poi ads, or francs, can buy in these stores a wide variety of luxury
items, as well as "exotic" foodstuffs such as peanut butter and canned
orange juice. Then there are the "commercial" shops, where meat and
other scarce items can be purchased for ziote, but at prices very much

8 Bahro. Rudolf (translated by David Ferbach). The Alternative nl Eastern Europe.
London. NLIA 1978. p. 248. Emphass aa in the original
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0"er than those maintained in the state stores. In Warsaw, the
"t stages of constructing socialism under Gierek" are said to be
PEWEXism, commercialism, and cannibalism. The state stores are
characterized by low prices and negligible stocks of the articles most
in demand. The long lines which form at these stores gave rise to the
popular verse:

One Pole is Pope of Rome.
Another helps run Carter's show.

Some kneel in homage to Uncle Brezhnev.
The rest queue in sunshine, rain, or snow."

Western sociologists have posited the end of Communist ideology
as a force capable of motivating populations. That they are right, by
and large, is shown by the increasing reversion throughout the Com-
munist world to slogans, symbols, and appeals based on traditional
patriotic or nationalist motifs. -

In Eastern Europe, however, one important group continues to take
the ideology at face value: the industrial workers. It is to their advan-
tage to hold the new ruling class, the Party and its camp-followers
among the intelligentsia, to the promises which "socialism" of the
Moscow confession makes: full employment, equal pay, social services.
In effect, the workers say to the Party leadership: "We did not ask
you to impose this system on us, but since you have, you are obliged
to fulfill your claim that it cures all the ills of capitalism and gives
us a better life. The burden of proof is on you, not us."

IIL THz Boss0

The ideology contains imperatives which, although they render im-
possible the solution of important problems, the leaders cannot discard.
At their backs are the Moscow hegumens, whose concern above all is
that each of these states be ruled by a party of the Leninist-Stalinist
type. The demand which Moscow enforces is that the Eastern Euro-
pean leaderships maintain a monopoly of political, ideological, and
economic power, i.e., central planning, centrally controlled industrial
production, the pursuit of collectivization of agriculture, and an un-
ceasing effort to eliminate belief-systems which compete with Marx-
ism-Leninism.

The mentality of the Eastern European Communist leaders most
resembles that of robber-barons of the late 19th and early 20th cen-
turies. In a discussion with an American dignitary about Poland's
creditworthiness, a high Polish Party official once said, "Ours is a
reliable firm." Polish Enterprises, Ltd.!

On the one hand, the mentality that was prepared to have workers
shot down at Homestead, Pennsylvania, in June, 1892, differs little
from that which was prepared to have peaceful demonstrators fired
upon in Gdansk in December, 1970. On the other, there is no ideologi-
cally prescribed inclination towards bloody-mindedness, as there was
among the Nazis. The Communist attitude is pragmatic and paternal-
istic. Force will be resorted to only if the subjects do not understand

6 Jdem Polak jest Papiesem,
drug wasay pray Carterse,
kilka pre Bresanewe klecsy,
rata as w kolejkach uea.

- ---- -·-C~C -- _ - _ _



that the bosses know best and are merely trying to insure that the
masses are brought to salvation despite their regrettable contrariness.

The current Polish dilemma illustrates the way in which these atti-
tudes of workers and bosses combine to immobilize the economy.

Confronted with a series of strikes following the demonstrations in
the coastal cities which toppled (ionulka, Gierek rescinded the price
rises of December, 1970, and restored the levels of 1967.3 He introduced
a policy of rapid modernization of Polish industry, based on the prom-
ise to the workers that their demands for a better diet, more housing,
and more durable consumer goods would be met and on a significant
expansion of borrowing in the West to finance the importation of mod-
ern technology and plant. This process was to be paid for by increasing
ex orts to the developed indust-ial countries of coal, copper, and
sulfur, of ships, and, ultimately, ,f the products of imported plant.

With prices fixed. foreign indebtedness, wages, and consumption
all increased rapidly. For a couple of years, Poland's rate of industrial
growth rivalled that of Japan.

IV. THE AGRICULTURAL CHOKE

In 1974 and 1975, strains developed in this booming economy.
Parallel with the increase in investment in the industrial sector, invest-
ment in agriculture was also rising, the overwhelming share going to
the state farms (PGR's) and the small number of cooperative farms.
Three-quarters of Poland's arable land is farmed by small-holders. For
these farmers, most of them older people left behind by the convulsive
post-war process of industrialization and urbanization, there was only
grudging assistance. But the Polish small-holders are the productive
producers, while the state farms, like the industrial enterprises on
which they are modeled, carry an enormous overhead of bureaucracy,
agronomists, managers, bookkeepers, and their families, together with
numbers of specialized personnel who perform only narrowly defined
functions.

Young American farmers who spent their summers on Polish state
farms told me how sorry they were when their vacations were over.
When they got back to the Midwestern family farms from which they
came, they would have to resume getting up at 4:30 a.m., while on the
PGR's they had gotten up at 7:30 or 8:00 a.m. Ruefully, they acknowl-
edged that they had all gained weight. I asked how productive these
farms were. Productive enough, they said, to feed everybody who
lived there and provide a nice surplus which enabled the farm fam-
ilies to supply themselves more than adequately with clothing and
other available consumer products. It appeared, however, that there
was little left over for the market. These young Americans concluded
that agricultural socialism worked just fine for the farmworkers, but
they could not understand why the government continued to pour
investment funds into the PGR's.

Despite this experience, the regime continues to proclaim its goal of
"socialist transformation of the countryside," i.e., of eliminating pri-

SFor an authoritative discussion of December 1970. its causes and consequences. see
Zbigniew M. FallenbuchL "The Polish Economy to the 1970's". East European Economies
Post-Helsinkl-A Compendium of Papers Submitted to the Joint Economic Committee
of the Congress of the United States. Washinton, D.C., 1977, pp. 816-4.
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vate small-holdings and replacing them with large cooperative or state
farms.

When he was Secretary of Commerce, the late Rogers B. Morton
visited Warsaw and paid a call on Premier Jaroszewicz. Secretary
Morton was an active farmer and asked Jaroszewica about Polish ag-
ricultural productivity. Jaroszewicz spoke first in glowing terms of
the accomplishments of the PGR's and the "agricultural circles," a
kind of production cooperative. But, he said, as Secretary Morton
no doubt knew, three-quarters of Poland's agricultural land belonged
to private farmers and was split up into small-holdings which did
not lend themselves to mechanization. Sensing a trade opportunity,
Secretary Morton said that we had in the United States a thriving
garden-machinery industry, which produced excellent small tractors
and self-propelled implements, with attachments for plowing, har-
rowing, and cultivating. Perhaps we should get several manufacturers
to come to Warsaw and talk with officials of the Ministry of Agricul-
ture. Jaroszewicz displayed no interest at all in this offer, saying that
Polish farmers were old-fashioned and preferred to stick to their
horses. Morton pointed out that horses consume a great deal of fod-
der and feedgrain which otherwise could be used to produce meat both
for export and domestic consumption and that the small pieces of
equipment of which he spoke consumed minimal amounts of fuel
Jaroszewicz said the Polish farmer was suspicious that, if he had to
rely on state agencies to provide him with fuel and spare parts, he
could be subjected to political pressure. He therefore preferred to stick
to horsepower which moved on four legs, even if it consumed a consid-
erable part of his produce.

The tactics of Polish Communist policy towards the private farmer
shift with each important political conjuncture, but the strategy has
consistently been that of ultimately eliminating the small-holding and
introducing in its stead large, mechaized units, regardless of the ques-
tion of relative productivity. When the regime in 1977 offered to give
immediate pensions to farmers who would turn their land over to the
state, a number of older people took advantage of the offer. The land
thus transferred to the State Land Fund remains for the most part
fallow, since it is in scattered parcels, tends to be less productive than
the average, and would require a considerable investment to bring it
into production. The result has been not so much to advance the goal
of socialization of the countryside as to contribute to the decline in
agricultural production. In his review of recent Polish developments,
Dr. Jan B. de Weydenthal writes of Polish economic policymaking:
"... it. has become increasingly clear that the leadership's actions are
likely to exacerbate problems, rather than solve them."' That is par-
ticularly true of agricultural policy. So long as the regime is unable
to make its peace with the fact that individual farm ownership is the

*Accordlin to rAO Production Yearbook-1978. iame. 1979, ptp 199-201, Poland
stands Ia eighth place ia the world in total number of horses, but, t approximately 16.6
to each square me of territory, hbaa nearly twice as many la relations to its sie as its
closest competitor in this rerd. Mexio.

de Weydenth, Jan B. Poland: Communism Adrift. The Washnton Papers the
Center for Strateg and International Studies of Georgetown Univrty. No. T. Beverly
Hils/London. Sage Publications. 199. pp. 39-40. Dr. de Weydenthal' is the best brie
survey nla Bnisah of developments la Poland aince 1976. See also: thoelpla, George. Poe
land: A Society in Crisla. Conflict Studies. No 112 of the Institute for the Study atof
Conflict London and Reading, The Eastern Press Ltd.. October 197.



productive element in agriculture and to provide convincing assur-
ances to private farmers that their efforts to improve their holdings
will not eventually redound to the benefit of the state, rather than of
their children, so long will the record of erratic agricultural perform-
ance continue.

Compounding these self-inflicted structural difficulties, unfavorable
weather has reduced agricultural production over the past six years.
Polish agricultural officials hope that the 1980 harvest will not suffer
from one of the extremes, drought or flood, which the past six years
have seen. They would like to avoid the Biblical seven lean years of
which people in the countryside speak.

This hope is intensified by the fact that, following five years, 1976-
80, during which Poland has been one of the largest recipients in the
world of U.S. Commodity Credit Corporation credits for the purchase
of feedgrains, the granting of further credits of this magnitude during
U.S. fiscal year 1981 may be subject to serious debate. The regime's
ability to make good from this source shortfalls occasioned in large
part by its own policy failures may thus be limited. A number of un-
official Polish and American economists are asking whether further
CCC credits ought not to be dependent upon the introduction of sig-
nificant reforms, including a commitment to the unthreatened future
of private landholding and farming going considerably beyond the am-
biguous assurances offered in the past for tactical purposes.

The persistent shortage of meat was not caused primarily by harvest
shortfalls resulting from bad weather, as the regime likes to claim,
although that was certainly a contributing factor. Nor did it result
from the low productivity of holdings which were too small for me-
chanization. Indeed. it is precisely the small-holders who are the prin-
cipal source of the high-quality pork, hams, and veal which are the
pride of Polish agriculture and a mainstay of Polish agricultural
exports. It was rather the sharp rise in real wages, of over 40% be-
tween 1971 and 1975, and the consequent and predictable sharp rise
in demand for quality meat, unchecked by any offsetting rise in prices.
The regime compounded the problem by failing to raise procurement
prices for livestock or to compensate adequately with imports for the
poor grain and potato harvests of 1974. Pinched by the necessity of
purchasing fodder and feedgrains at the high prices occasioned by
the large ratio of imported to domestic feedstocks and by the main-
tenance of procurement prices at their previous levels, many farmers
slaughtered their pigs over the winter of 1974-75.'

During this period, Polish Communist leaders contended in private
conversations that the average consumption of meat per capita in
Poland had risen from about 50 kilograms in 1970 to between 70 and
80 in 1974 and, comparing this level favorably with that in various
other developed industrial countries, complained that the average Pole
was being unreasonable when he demanded more.

V. PRICE-RISE RIOTS PRECIPITATE THE DLEMuMA

On June 22, 1976, Treasury Secretary William E. Simon arrived
in Warsaw. He had instructed the U.S. Embassy to suggest to the
Polish Government that its economic ministers meet with him on the

_*The Scope of Poland's Economic Dilenuna-A Research Paper. Wushinton, CentralInteligence Agency National Foreign Asement Center, July 1978,. pp .
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morning of June 23 for r# discussion of international financial and
economic problems. When the American party arrived at the Council
of Ministers building for this meeting, we found on the Polish side of
the table only the second, third, or fourth vice-ministers of the econ-
omic departments. Deputy Premier Kazimierz Olszewski, who pre-
sided, apologized for the absence of the ministers, explaining that it
was necessitated by the "economic maneuver" which the government
was in the course of preparing. The ministers had been sent around the
country to hold consultations with local Party-and government leaders
preparation for announcement of the "maneuver."

Later that day, I talked with a couple of the ministers, who had
returned from their travels in time to attend a dinner in honor of
Secretary Simon. I asked them how significant the price rises would
be. They said they did not know, since this question was still being
debated by the Party leaders.

Up until that week, the Warsaw rumor mills had postulated the
introduction of the rises only at the end of the year. These guesses
were based largely on the belief that the regime would adhere to the
promise made by First Secretary Gierek at the Seventh Party Con-
gress, in December, 1975, when he said that increases were unavoid-
able, but should be made only after a process of thoroughgoing na-
tional discussion. In fact, the only discussion was apparently that
which took the economic ministers out of Warsaw on June 23 and
involved only a small number of provincial Party and government
officials.

Both before and, with added emphasis, after June 24, a number of
leading Polish economists and political observers pointed privately to
the Hungarian price rises as a model of how such a maneuver should be
handled. First, a high-level explanation provided the rationale for the
increases. This was followed by protracted discussion at Party and
plant meetings and then by a series of gradual, bite-size price increases,
which, over the course of the year, accomplished the job.

The Polish leadership had recurrent evidence of the readiness of
Polish workers to defend their standard of living by going into the
streets, if necessary. Why then did it decide, apparently in the course
of little more than a week, to raise prices on food and basic consumer
goods drastically ? The decision was all the more incomprehensible be-
cause Gierek himself had come to office as the replacement for Gomulka,
whose resignation was compelled by the riots which followed the an-
nouncement of price rises just before Christmas, 1970. In the days fol-
lowing June 25, the wits of the Warsaw cafes asked, "Did you hear
that Gomulka died on June 24 after he heard Jaroszewicz's speech "
"No. What of ?" "He couldn't stop laughing."

There seemed to be only one reason which could have compelled the
leadership to take this decision when and as it did. In early July, the
Council for Mutual Economic Assistance (Comecon) was scheduled to
hold its 30th session in East Berlin to coordinate the five-year plans of
members for 1976-80. The other member-governments had published
various materials in preparation for this meeting, but the Polish gov-
ernment had published very little. It later developed that the planning
documents had been drawn up using the new, higher prices for food
and consumer goods which Jaroszewicz announced to the Sejm on
June 24. Before documents based on these figures could be published

: -6W 0 - a81 3
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or used as the basis for the discussions to be held by the Comecon
Council, Jaroszewicz apparently insisted that the price rise be put into
effect.

Observers of the Polish scene who, in the first half of 1976, inquired
into the probable popular reaction to price rises learned that most Poles
Recognized their inevitability and were prepared, however grudgingly,
to accept moderate increases. But the June 24 announcement provided
for a 100 percent rise in the price of sugar, an average 69 percent for
meat (which meant larger increases for the better cuts and smaller ones
for sausage and the poorer cuts), and an average 40 percent for all basic
foodstuffs taken together.

Obviously, there had been sharp disagreement within the leadership
on the course to be followed, together with incomplete and incorrect
information on the probable reaction of the industrial workers to a
massive rise like that finally decided upon. The regime was unable cor-
rectly to assess worker reaction precisely because it failed to conduct
the national discussion of which Gierek had spoken in December, 1975,
and because it failed to inform local officials of the extent of the
planned increases, which appears to have been dictated by Jarosze-
wicz's desire to hold up his head among his Comecon colleagues. Having
spent 15 years as Poland's permanent representative to Comecon and a
member of its Executive Committee, Jaroszewicz felt keenly that he
must keep up with the Ivanovs.

Labor unrest is endemic in Poland. A plant manager once told me
that it was difficult for him to tell whether it was simply a normal
work-day in the factory or whether the workers were engaged in a
slow-down or working to rule. The only way to find out, he said, was to
wait until the secretary of the Party cell came to him with demands.
Of course, this manager was both unusually candid and typically
sardonic.

Most labor unrest is successfully confined to the place of employ-
ment. Ordinarily, Polish workers, who are credited with having
invented the sit-down strike in the 1920's, know how to make their
displeasure felt without rioting in the streets. Most labor grievances
are settled by plant or local authorities without reference to Warsaw.

On June 24-25, 1976, however, serious disturbances occurred in two
places. At Ursus, on the outskirts of Warsaw, said to be the largest
factory in Europe making wheeled tractors, the workers spontaneously
organized an effort to keep anyone from entering the plant and, among
other things, blocked the railroad tracks and stopped the Paris-
Warsaw express. The authorities confined themselves to photographing
the crowd. As a result of this restraint, serious violence was avoided.
In Radom, some 70 miles south of Warsaw, however, workers went in
a peaceful procession to the provincial Party headquarters, only to
find that the local First Secretary had just left in his Mercedes-Benz.
Enraged by this refusal to meet with them, the workers set the building
on fire and rioting and looting spread in the town before order was
restored.

The regime arrested a number of workers both at Ursus and Radom
and dismissed many more from their jobs, thereby providing the im-
pulse for the organization first of the Workers' Defense Committee
(KOR) and a whole series of other dissident groups. As a result,
Poland now has the most fearless, numerous, and outspoken dissident



25

movement in the Communist world. The authorities subject dissidents
to recurrent harassment, but the movement thrives.

The murder of a Krakow student and KOR activist, Stanislaw Pyjas,
in May, 1977, apparently by local toughs set on by the secret police,
and the sentencing of Kazimierz Switon in November, 1978, for his
leadership in attempting to found an independent labor union, aroused
strong protests in Poland and outside it. Now, the regime obviously
feels it is not yet in a strong enough position to proceed to a final reck-
oning with the opposition. It appears to believe that, since the dissi-
dents are predominantly intellectuals who have only tenuous links with
the workers, their activity does not present a clear and immediate
danger. Its strategy i one of tolerating the spate of dissident activity
so long as it does not involve the industrial workers in a significant
way. Once the workers' economic demands are better satisfied, the state
would presumably move more energetically against the dissidents.

Meanwhile, the dissident movement is playing a vital educational
role through the publication of a great variety and volume of samisdat
and the Flying University, an evocation of pre-1914 opposition to
Russification. Despite intense harassment, the secret police has so far
not been able to halt these important efforts at parallel education.

VI Ox DEAD CENTER

The PZPR has fulfilled its ideological conunitment to turn Poland
into an industrial power. In terms of total GNP, Poland now ranks
among the first twelve countries in the world.*

But the ideology which demands industrialization also enjoins its
practitioners to collectivize agriculture. Beginning in 1956, the leader-
ship found it necessary to ignore this injunction. It postponed the polit-
ical struggle required to enforce collectivization upon a peasantry

Which had only in 1945-46 achieved its long-cherished and long-
frustrated goal of winning for its own the land it had, in many cases,
farmed for centuries. 10

When the Gierek leadership began the process of modernization of
industry, it failed to include in its plans investment and incentives
which would have enaLled the ablest private farmers to maximize
production. This would necessarily have involved some provision for
greater mechanization of small-scale farming, a problem surely not
beyond the solution of thoughtful planners.

Instead, the essentially one-sided emphasis of ideologically deter-
mined decisionmaking dealt with the motivation of the industrial
workers without dealing with the predictable effect of higher wages
on consumption habits. This was the first mistake.

The second was, in the words of Professor Fallenbuchl, that"....
the borrowing of foreign capital and large doses of imported foreign
technology were accepted as a substitute for reforms . .. " In the

*Block. Dr. Herbert. The Planetary Product Washlngton. D.C., Department of State
Bureau of Public Affair Special Report No. 58, October 1979, Table 10, "Ranking of
Nations. 1978."

0 In Hammond. Thomas T.. editor. The Anatomy of Communist Takeovers. New Haven,
Yale University Press. 1975. Susanne Lotarkt points out that 17.000 people, including
4.000 members of the Communist Party. were killed in Poland in the immediate post-war
years (p. 341). Many of these were victims of the Communat effort to Introduce "co-
operative" forms of agriculture against the opposition, often armed, of the peasants.

n O0. cit. p 8658
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words of Professor Wlodzimierz Brus, "The post-December, 1970,
efforts to energize the economy through a powerful injection of re-
sources from outside have so far yielded results only over the short
term, and ones which have proved to be economically bogus. The
dynamism lasted as long as the influx of extra resources grew. Domes-
tic economic driving forces were, however, not set in motion. "

The clumsy, exorbitant, and inadequately prepared price-rise pro-
posal of June 24, 1976, was the third mistake. It broke the tacit under-
standing the workers thought they had won from the regime in Decem-
ber, 1970, guaranteeing them a voice in major economic decisions
which would have a direct effect on their lives.

The June debacle was followed by a chorus calling, both publicly
and in private counsel to the leadership, for "greater democracy", i.e.,
for the institution of procedures which would ensure popular consulta-
tion and representation in the making of economic decisions. The
discussion was followed by the activization of workers' councils at
some enterprises, but none of the many suggestions was formally
taken up and followed through. And the fact that the principal author
of the June catastrophe, Jaroszewicz, with his tenacious loyalty to
Soviet-style konandovaniye, was still Premier did not reassure those
who hoped for a larger popular voice in the councils of the planners.

There are no doubt a number of reasons for Jaroszewicz's remaining.
One of them surely was that he was useful in getting the Moscow
"uncles" to come once again to the aid of their Polish subsidiary, as
they had in early 1971 with a loan of some $100-million, much of it in
hard currency. So, in November, 1976, the Soviets provided a new
credit, reportedly in the range of $1.3 billion, but without significant
hard-currency content. Utilizing resources freed by this credit, the
Polish leadership was able in late 1976 and early 1977 to import signifi-
cant quantities of meat and Western consumer goods, including furni-
ture and even a number of Sony color-television sets.

As though shell-shocked by the June events, the PZPR leadership
has been unable to devise and implement a consistent long-range pro-
gram to deal with the impasse it has created for itself. Despite partially
successful efforts to reduce borrowing and increase exports, Poland's
gross hard-currency debt to the West had grown to an estimated $20.5
billion by the end of 1979." The heavy burden of payments due in 1980
and 1981 has led to recurrent reports that the Polish Government was
seeking to refinance its debt in the West. In October. 1979, for example,
the French press reported that approaches to that effect had been made
to the French foreign-trade insurance company and to FRG and
Japanese institutions

Poland's political economy has been kept in precarious balance since
1976 by importing foodstuffs and consumer goods and by rushing
supplies to factories and industrial areas where worker discontent was
reaching a dangerous level. The opposition has its Flying University.
The regime has its Flying Univermag, its rolling supermarket, which
saturates the threatened area with supplies for a month or six weeks,
until tempers have cooled. Above all, the leadership wishes to avoid a

" Brus. Wlodsliers. "Problemy gospodarcse Polakl." Kultura, Paris, July-August
1979. p. 210.M see Zoeter. Joan. Is part 2.

u Ct. Le Nouvel Economiste, Paris, Oct. 29 1979,. p.11&
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fourth application by the skilled workers of the one lesson they have
learned from the history of post-war Poland, that only by going into
the streets can they be sure their voices will be heard.

On February 10, 1980, the Polish Press Agency (PAP) carried a
report of an announcement by the Central Statistical Office that na-
tional income in Poland had declined in 1979 by "some 2%." "

The eminent Polish economist, Professor Brus, comments:
It is a bitter paradox that an economy defended on the basis of its planned

character against the introduction of self-regulating elements of any sort, even
of the Hungarian variety, is increasingly given over to drifting under the influence
of processes which are not controlled either by the plan or by the market."

Writing in 1970, Professor Szczepanski was relatively optimistic:
An inefficient administration forces citizens to violate the law in order to supply

their wants and needs . . .An inefficient leadership cannot organize effective
institutions and thereby gain the trust of the population. The anarchic tendencies
in the population force the government to restrict the scope of liberties, which in
turn enhances distrust. Nevertheless, there is no strictly determined and inevitable
vicious circle. In the last twenty-three years, considerable progress has been
achieved in national life. The economy has not only been rebuilt but also ex-
panded; the extensive school system turns out skilled manpower and managerial
personnel; there is a steady process of "maturation" of the state administration;
living standards slowly but steadily rise. National values and myths, rational
symbols and traditions, are emphasized as organically linked with socialist
ideology. In foreign policy, unity with the socialist bloc is viewed as the strongest
guarantee of national existence. The most important issue, in the popular mind,
is the state administration's efficiency in handling the everyday affairs of
citizens."

Now, in his memoir andum on possibilities for the 1980's, dated July 9,
1979, Szczepanski takes a considerably gloomier view:

What are the possibilities of emerging from these difficulties, of a rapid im-
provement in the organization of the economy, of a change in the system of
wages and prie-s in such a fashion that prices become prices and wages become
wages? Of the systemization and simplification of wages, so that the worker knows
what he is being paid for, and then of connecting wages to the real productivity
of labor? Are these things possible? Hardly; hence it is improbable that they will
be accomplished in the bO s . . .Rather, I foresee that the economy of the '80's
will at the outset take the road of "let's hope for the best," until there is a severe
upheaval which occasions radical changes in the methods of planning, managing,
and directing. This, of course, will result at first in a certain degree of disorgani-
zation, but through persistent work can lead to an improvement in the economy."

The July 9, 1979, memorandum was written presumably for confi-
dential circulation to members of the Polish ruling group, while Polish
Society was designed to be published in the West. Nevertheless, we may
take the difference in point of view between the two quotations as repre-
senting some fading of hope that, under its preselit leadership, the
Polish "socialist" system can successfully cope with its difficulties.

The December, 1979, issue of the Paris Kultura contains a penetrat-
ing "Letter from Warsaw" by a commentator in Poland who signs
himself Antoni Powolny and describes himself as "not ... a profes-
sional politician, only a so-called laboring man, having a specific pro-
fession and the difficulties and worries connected with it". Powolny

- writes:

*Hudesn. Cam. "Poland Reports a Negative Growth." Radio Free Europe Research,
RAD Background Report/35 (Poland), Munich, FRO, Feb. 11, 1980." Op. cit., 207.

" Polish society, p. 71.
"M "Moalwosi lat oalemdslealatwch" . 234.
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A "Little Apocalypse" is playing itself out on Polish soil. It does not involve
the actual self-immolation of this or that writer before the building of the Cen-
tral Committee of the Party, but the fact that those who mast govern do not
know how to govern, as well as that no one has the right to replace them and
govern in their stead. This Apocalypse will last until there is another social
upheaval, which will be drowned in blood, but will perhaps create a mechanism.
once more unique, for changing the team. Another possibility of changing the
team is connected with the "martyr" Brezhnev, who also must govern, despite
the fact that he is no longer up to it, but whose comrades are constantly unable
to agree on who should replace him'.

It is hard to escape the conclusion, pointed to from their various,
very different vantage points by Szczepanski, de Weydenthal, and
"Powolny", that nothing significant is likely to change in the regime's
policy and that, consequently, the probability of a new upheaval is
considerable.

Both in Poland and in the West, the failures of the Gierek leader-
ship are excused by some who point to the limits inrposed by the Soviet
head office. This does not explain how the Romanian and Hungarian
leaderships, in quite different ways, have succeeded in stretching those
limits. Ceausescu has shown that it is possible to oppose Moscow's will
on imp-rtant foreign-policy issues. Kadar has been able to exercise
a considerable degree of autonomy in economic organization.

In a wittily argued article. "On Trade with Russia", published in
the Information Bulletin of KOR and republished in the Paris Kul-
tura, the Polish journalist, Jozef Kusmierek. writes: "Our society is
convinced that the authorities of the Polish People's Republic have
taken many mistaken or insane economic decisions 'on Moscow's or-
ders'." This was and is most convenient for every governing team. There
is no simpler way of cleansing oneself of all blame for ill-considered
economic decisions or their inadequate realization than Moscow's order
or interdiction". Kusmierek contends that Soviet involvement in Polish
decisionmaking is infrequent at worst. Of his own knowledge, he
writes, the construction of the great, new Katowice steel plant resulted
not from Soviet instructions, as most Poles believe, but was a Polish
initiative for which Brezhnev's agreement was obtain, d only with diffi-
culty. The serious inflationary effect of this gigantic project, therefore,
cannot be blamed on the IUSSR.

In conclusion, Kusmierek says: "It appears that the Soviet side is
not at all interested in making Poland dependent upon it, for now
it is certain that Poland itself will propose such a degree of dependence
as fully to satisfy the heirs and continuators of the Romanovs".2

The Kremlin's abhorrence of the prospect of having to use Soviet
troops to put down an eventual upheaval which proved to be beyond
the capacity of the Polish authorities is a mighty weapon. There is little
reason to believe that Gierek is using it, not to emulate the achieve-
ments of Ceausescu or Kadar. but in order to make a sensible start at
resolving the increasingly threatening dilemmas of Polish politics. The
Treatise on Voluntary Slavery of the 16th-century French polemicist
and friend of Montaigne. Etienne de la Boetie, is instructive. De la
Boetie demanded of those subject to the tyranny of another: "Where
would he obtain his power over you, if you did not give it to him 1" "

* Powolny. AntonL "List s Warsuawy". Kultura, Paris, December 1979, pp. 3 and 5-6.
Emphasis as in the original.

*Kulsnierek, Joset. "0 handle s Rosja". Kultura. Pari. March 1980, pp. 51 and &4
"2 Et'yen de la Boesi. Rassuahdeniye o dobrovol'noa rabstre. Perevod I kommentarlyl

. .A. Koga-Berbshtey. Moskva, ladatel'sto Akademlyl Nauk USSR. 1952, p. 14.
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VII. Tna CHUacH, THn POPr• AND P POLI la P rQO

Out of political convenience, we lump the states of East-Central
Europe together with those of the Balkans and label all of them "East-
ern Europe." Culturally, however, Poland belongs to the West, like
Czechoslovakia and Hungary, and this is nowhere more evident than
in the deep and abiding fealty of the Polish people to the Catholic
Church.

The rest of the Western world has been amazed at the way in which
history has imitated fiction and brought to the throne of St. Peter not
only the first non-Italian in nearly 500 years, but a Pole, at that! Soum
have interpreted the election of Karol Cardinal Wojtyla as an effort by
the Cardinals to strengthen the Church in Communist Europe. It
would be more to the point to say that the great strength of the Polish
Church produced a man whom his fellow prelates found the fittest
among them for the office of the Pope.

It was not so much that the visit last spring of John Paul II to
Poland added to the strength of the Polish Church, although it cer-
tainly did that. Rather, the election of the Polish pope and his tri-
umphal return to his homeland made people in the West aware of some-
thing about which they had been largely ignorant. As it had during the
123 years of the partition of Poland, so, after 1945 when the highest
political offices in the land have leen occupied by representatives of an
alien power, ideology, and culture, the Church became the sole trust-
worthy repository and guardian of the Polish national idea. Under
the First Republic, which ended in 1795, the Primate of Poland was
Interrex, or regent, between the death of one king and the election of
the next. The Primate of Poland since 1948, Stefan Cardinal Wyszyn-
ski, has in effect discharged this responsibility with consununate
wisdom.

When the young Bishop Karol Wojtvla assumed the duties of the
Archiepiscopate of Krakow in 1962, the PZPR leadership hoped it
could play upon the ambitions and personalities of the two strong-
willed men who dominated the Polish Church and pit one against the
other. Instead. Wojtyla concentrated his energies on moral criticism
and ethical guidance to the faithful, leaving policy and administrative
responsibilities to his senior and more experienced colleague. Cardinal
Woityla became so effective a critic of the temporal power that the
chill of fear which seized the Polish Communist leaders upon his elec-
tion as Pope in October, 1978. was mitigated a little by the relief of
knowing that at least they would no longer have to cope with him in-
side the country.

In a second memorandum written last July. Professor Szczepanski
assessed the significance of Pope John Paul II's visit to Poland and
attempted to draw its political consequences. The final paragraph of
that memorandum reads:

Obviously, there can be no question in Poland of an organized Christian Demo-
cratic Party or other organized Catholic party like those of Western Europe. But
that does not exclude other forms of a Catholic political movement, and not a
controlled, submissive, sham movement, but a real and independent one, although
in partnership. The attempt made by PAX failed because the [Polish Commu-
nist] Party did not permit Piasecki's vision to be realized. But that dos not mean
that an att mpt undertaken in the '80's, in a situation completely different from
that of the '50's, must also fall. Then, the great cross on Victory Square [in the
center of Warsaw] and the Pope celebrating the mass and delivering a sermon
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beneath it were beyond the realm of the imagination. Today, the Pope has created
the conditions for the realization of a new vision of a political role for Catho-
licism, which, uuder the pressure of the masses, may "be made flesh". Burying
one's head in the sand doesn't eliminate that possibility."

PAX was founded by the pre-war leader of the Falanga, a home-
grown Polish fascist group, Boleslaw Piasecki, who at the end of the
war was briefly a prisoner of the Soviet secret police and subsequently
created this lay organization of Catholics. In July, 1945, Piasecki gave
a memorandum to the leadership of the Polish Workers' (ie., Commu-
nist) Party, which contained this proposal: "We uphold the Christian
world-outlook. . .. We want to contribute ... by common service
with the Marxists to the supreme task of building and rebuilding
Polish statehood." 2' This is the "Piasecki vision."

The Church always maintained a very guarded attitude towards
PAX and Piasecki, notwithstanding the fact that he became a member
of the Council of State. Piasecki died at the beginning of 1979.

Stalin's experience with the pre-war Polish Communist Party
(KPP) led hin to doubt that any group of Polish Conununists could
maintain their fidelity to the Moscow line over an extended period.
Piasecki and PAX were valuable as a potential alternative political
instrumentality, the mere existence of which helped Moscow ensure
the loyalty of the Polish Party leadership. In those immediate post-war
years, the Soviet leaders could not foresee the advent of Polish Com-
munist leaders who would voluntarily assume the mantle of servility
and bow the knee even when the masters were not looking.

During his visit to Poland, Pope John Paul II called at Czestochowa
for an "authentic dialogue" between Church and state, which "must
respect the convictions of believers, and ensure all the rights of citizens
as well as normal conditions for the activity of the Church as a religious
community to which the vast majority of Poles belong." 2

Eighty-eight percent of the population of Poland are communicants
of the Church, but Catholics cannot rise to policy-making positions in
the government, nor are they generally entrusted with the principal
executive position in any state, economic, or social organization, apart
from PAX and the small groups they have been permitted to organize
for Catholic intellectual and charitable purposes. It is not uncommon
for a Catholic to provide the brains and managerial skills which make
an enterprise successful, but, solely on the basis of religion, he or she is
effectively debarred from rising to head it.

In proposing the "Piasecki vision" for the '80's as an exit from the
deadend at which the development of Polish "socialism" has arrived,
Professor Szczepanski evidently views it as a reservoir of unexploited
reserves. Until October. 1956, the regime called upon the patriotism of
the people, who were determined to rebuild their shattered country in
defiance of both Nazis and Soviets, partners in the fourth partition of
1939. By December, 1970, that appeal, together with the other sources of
"primitive socialist accumulation", was exhausted. June, 1976, marked
the end of the brief and mismanaged experiment with consumerism.
Now, in the view of this eminent Polish social scientist, there appears

"* Scsepanski. Jan. "Po wizycie". Kultura. Paris, January-February 1980. p. 229.
SPiekarakl. Adam. The Church in Poland: Facts. Figures, Information. Warsaw, In-

terpress Publishers, 1978, pp. 149-50.
* The Pope nl Poland. Munich. FRO, Radio Free Europe Research, 1979, p. IT.
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to be only one way out: an appeal to the as yet only partially exploited
patriotic and moral strength of Polish Catholics.

In this hope, Szczezpainki appears to be encouraged by the fact that
Cardinal Wvyzynski has consistently used his influence to ensure that
the congenital opposition of Poles to the "socialist" pays ligal and its
masters in Moscow not spill over into rebellion which could bring about
a Soviet military occupation, like that which was threatened in Octo-
ber. 1956, or that which extinguished the drive for self-determination
of the Czechs and Slovaks in 1968. or, worst of all, that which ended in
rivers of blood in Hungary. In 1956. in December, 1970, in the summer
and fall of 1976. and on many other occasions, the Primate has bol-
stered the political leadership when its weakness might otherwise even-
tually have exposed Poland to something worse than rule by native
Communists. At the same time, the Primate has led the talented clergy
and religious of the Polish Church in keeping vibrant the devotion of
Poles to the belief that they have a right ultimately to determine their
own destiny in freedom.

"Antoni Powolny" knows how to evaluate the possibilities for adop-
tion of the "Piasecki vision." "An historical compromise," he writes:

. . . is an Italian business, not a Polish one.. .. .either the Party nor the
Church wants it. Even as things stand, the Party already has trouble with Mos-
cow and with its own hardheads as a result of its overly liberal policy toward
the Church and of the Pope's visit, which, by the way, was approved first by
Brezhnev and then by Gierek. The Church is too strong for such a compromise,
has too great a sense of identification with the people. Throughout the 35 years
of the Polish People's Republic. the Church has never gone against society and
will never do so in the future. This is Cardinal Wyszynski's great contribution,
but no successor of his will be able to deviate from that course. Moreover, in the
Vatican. at least for the time being, we have Pope Wojtyla, who would be the last
to agree to an historical compromise. The essence of the Church is its religious
mission and it will not identify itself with any opposition movement, but will
defend every persecuted opposition movement. . . . It teaches evangelical love;
hence, it cannot fan the flames of unrest in a situation in which an explosion
could occur at any moment, but whose consequences are unpredictable.'

The theoretical character of Professor Szczepanski's positing of the
"Piasecki vision" can perhaps be deduced from the fact that, in his
memorandum on possibilities for the '80's, dated less than a week later
than "After the Visit," his conclusions are uniformly pessimistic and
provide no indication that he believes anu substantial step will be taken
by the regime to arrest the drift toward the "severe upheaval" which
lie foresees. His initial raising of the "Piasecki vision" appears com-
pletely overtaken when, in the second memorandum, he writes that an-
other ". . . problem is that of the primacy of politics over economics,
understandable and necessary during the building of the foundations
of the system, but the source of problems once the socialist economy
begins to function in accordance with its own mechanisms and eco-
nemic requirements. Each political decision which violates those rules
must cause disturbances in the economy. It will be very difficult to
change political habits in the '80's." 2

Neither the Polish nor the Soviet leadership is likely to change its
political habits to the extent of admitting a "real and independent"
Catholic political movement to even a small share of power. In extre-
mis, the PZPR leadership might try a political maneuver which would

* Op. cit., pp. 6-T.
"M "Mosltwood lat oslemdzsesiatych," p. 233
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make greater use of PAX, provided the latter remains a "controlled,
submissive, sham movement", but that would fool no one in the Church
hierarchy and few of the faithful.

VIIL CONCLUaION

A major reason for the sharp contrast between the favorable position
to which the Hungarian people have won since 1956 and the unhappy
situation of Poland today lies in the fact that the Polish Communist
leadership continues to exclude from power some of the most capable
and productive members of society, while Janos Kadar not only pro-
claimed, "Who is not against us is with us," but has given reasonable
implementation to that rule.

In Poland, however, the ablest have been discarded one after the
other. It is enough to mention the names of Party members alone,
whose ideas and students have been discarded in favor of an essentially
Soviet, rather than Polish, approach to economic planning and admin-
istration: Oskar Lange, Michal Kalecki, Wlodzimierz Brus, Jozef
Paiestka.

On top of this and far exceeding it in wastefulness, 88 percent of
the people are excluded from eligibility for the top positions in the
economy.

Elections to the Sejm, or Diet, will have been held by the time this
volume appears and Premier Bahiuch will have formed his govern-
ment and drafted a program. It is still possible to begin a process of
"organic work" on the critical problems of Polish political, economic,
and social life, to stop drifting, and to mobilize the great talents and
energies of a gifted people.

The great Spanish liberal statesman and historian, Don Salvador
de Mfadr.: iga, wrote: "It is easier to lecture the Poles than to live
their lives between Berlin and Moscow." 2T It therefore seems proper
to give the last word to John Paul IT. who. at Krakow, warned:

Moral order is built up by .. . human heings. This order consists of a large
number of tests, each one a test of faith and of character. From every victorious
test moral order is built up. From every failed test moral disorder grows. We
know from our entire history that we must not permit, absolutely and at whatever
cost, this disorder. For this we have already paid a bitter price many times.

"n de Madariaga. Salvador. Victors, Beware. London, Jonathan Cape, 1946, p. 214.
* The Pope in Poland, p. 80.
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I. INTRooUcnIO

It is impossible to understand current economic developments in
Poland and to comment on prospects for the early 1980's without tak-
ing into consideration the existence of a vicious circle of stagnation in
which the Polish economy found itself at the end of the 1960's; a "new
development strategy" that was introduced by the new leadership,
after workers' riots of December 1970, as an attempt to escape from
that stagnation; and problems that appeared during the implementa-
tion of the strategy. The present economic situation is, to a great
extent, the aftermath of the collapse of the strategy which, for various
reasons, did not give the expected results and, instead, has created some
new problems that seem to be even more serious than those which it
was supposed to solve.

The most intriguing question in this connection is whether the diffi-
culties which the Polish economy now faces have been created because
of the adoption of this particular strategy and/or because of the way
in which it was implemented, or whether they really represent a con-
tinuation of the stagnation of the late 1960's that was interrupted
for a while by a new short-lived drive only to reappear when the drive
had to come to an inevitable end ?

There are some other related questions. Could the strategy have suc-
ceeded if it were differently implemented and what should this imple-
mentation have looked like Would the Polish economy have been
in a better or even in a worse shape if the new strategy were never even
attempted Has the new strategy established perhaps some founda-
tions for a better performance m the future or, on the contrary, has
it created some new obstacles ? Has the introduction of the new strategy

*The author wishes to acknowledge, with thanks, generous grants from the Social
Sciences and Humanities Research Council of Canada and from the American Cocnell of
Learned Societies-8ocial Science Research Council which enabled him to conduct research
on which this paper was based. It was written when the author was a visiting fellow at
Wolfson College and a guest scholar at the Institute of Economics and Stattitics, Oxford
Univerity, which both provided excellent facilities and atmosphere to work.
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postponed some fundamental systemic changes without which further
economic progress is not possible I

These are all very difficult questions and they have no simple, clear
and uncontroversial answers. This paper can only provide a back-
ground for understanding what has actually happened and what the
present situation is. No attempt is made to provide any speculative
answers to the above questions.

IL Tas "NEW DEVEwOPMENT STATE•or"

The so-called "Gierek's new development strategy" was designed to
effect a switch from what the economists in Eastern Europe call the
"extensive" pattern of development to an "intensive" one, i.e., from the
situation in which growth depended mainly on increases in the quan-
tity of inputs, to one in which it would depend, to a greater extent,
on increases in their productivity.' The strategy envisaged a simulta-
neous expansion in investment and consumption that was only pos-
sible, at that time, with the help of an inflow of foreign capital
Increases in investment were needed to restructure the economy and
to modernize it, utilizing a large-scale transfer of Western technology,
in order to increase the overall efficiency of production processes. A
significant expansion in consumption was regarded as necessary to
give some real meaning to a greater use of monetary incentives, which
were designed to stimulate labour productivity and to improve deci-
sionmaking by the managers of the state enterprises. It was also prob-
ably regarded as essential to pacify the population, to ensure political
stability and to gain support for the new leadership and its policies.

The need for restructuring of the economy existed because the indus-
trial structure that had been constructed during the industrialization
drive of the 1950's, and was further extended along mainly the same
lines in the early 1960's, was based on import substitution and a priority
development of heavy industry. As in other East European countries
at that time, a very large number of products, especially producers'
goods, were produced for the domestic use, mainly to provide machines
and equipment for further industrialization. The "inward looking"
policy ignored developments in outside world, not only in the West
but also in other countries of the bloc, except Soviet import require-
ments that tended to induce the over-expansion of the heavily capital
intensive coal mining and certain branches of metal and heavy engi-
neering industries. No attention was given to benefits from specializa-
tion and trade. Almost all newly established, or rapidly expanded, in-
dustries were heavily capital-intensive and material-intensive and,
therefore, in specific Polish conditions also import-intensive. They were
also energy-intensive and required, therefore, a very rapid expansion
of coal production and imports of oil and gas. This structure was
geared to the "extensive" pattern of development and made the intro-
duction of an "intensive" pattern difficult'.

SThe author has discussed these matters In Z. M. FallenbuchL "The Strategy of
Development and Glerek's Economic Manoeuvre." in A. Bromke and J. W. Strong (eds.),
Gierek' Poland, New York: Praeger, 1973, pp 52-70; and Z M. Fallenbuchl. "The Polish
Economy in the 1970's," in J. P. Hardt (ed.) East Ex opean Economtes Post-Helsinki,
Washington. D.C.: Joint Economic Committee, Congress of the U.S., 1977, pp. 816-864.

' For a more detailed discussion of this point see Z. M. Fallenbuchl "Industrial Struc-
ture and the Intensive Pattern of Development in Poland," JaArbsch der Wirtschaft
Ostearopae, VoL 4, 1973, pp. 233-254.
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Because of relatively high operating costs, caused by the neglect of
the comparative advantage considerations and a small scale of produc-
tion, many newly established industries were not internationally com-
petitive. They represented a burden for the economy as a whole. Un-
profitable enterprises and entire industries had to be subsidized at
the expense of other sectors, including those which produced some
traditional exports that were now neglected. With a rapid growth of
the import of raw materials, induced by this policy, and inability to
expand profitable exports, balance-of-payments difficulties had to
appear. A considerable restructuring of the economy was, therefore,
needed not only to reduce capital-and material-intensity but also to
build a viable export sector.*

The need for modernization was partly the result of the policy of
horizontal expansion of various productive capacities in order to ex-
pand the quantity of output, rather than to reduce costs or to improve
the quality of products; to build new plants, rather than to modernize
the existing productive capacities; and to allocate maximum possible
resources for new investment, rather than for replacement of the obso-
lete or even physically used-up capital.* At least partly, modernization
was. however, also made necessary because of the previous heavy de-
pendence. particularly during the main industrialization drive of the
early 1950 s when the Polish economy had been almost completely
isolated from the world economy, on Soviet blueprints and equipment.
In effect, instead of building an additional plant within the country, in
order to expand the output. of particular machines. the Soviet Union
would let Poland establish that plant, exactly according to the Soviet
specifications. Its output utilized Polish steel produced with the iron
ore imported from the Soviet Union and domestic coal. There were
some adverse consequences of this policy: (1) It was not clear that pro-
duction of these particular machines and equipment in Poland was
profitable--at least in some cases the Polish economy was subsidizing
this export; (2) the technology was, as a rule, that which had already
been in use in the Soviet Union, often for a long time. and the newly
established plants were already obsolete at the time of their construc-
tion; B (3) very often the products could not be sold outside the Soviet
bloc, or even in any other country than the Soviet Union; and (4) as
the same policy was applied in other East European countries, their
economies became "parallel"-they were producing identical products
made according to the same blueprints and with the help of the same
equipment and technology and this tendency created a serious obstacle
for trading among them.*

' For a more detailed discussion see Z- M. Fallenbuchl, "Policy Alternatives in Polish
Foreign Econoie Relations." in R. E. Kanet and M. D. Simon (eds.), Policy and Politica
in Oierek's Poland, Boulder. Colorado: Westview Press, forthcoming.

SZ. M. Fallenbuchl. "Some Structural Aspects oe the Soviet-tye Investment Policy,"
Soviet Studies, Vol. XVI, No. 4, 1965, pp. 432-447.

* R. WllcQewski, Srodki trCwle w powojennym pr:em ule polakin (Fixed Assets In the
Polish Post-War Industry), Warsaw 1971, p. 78; M. Naullowskli "Systemy zarzadzania goS-
podarka narodowa a postep technlczny," (Systems of the Management of the National
Economy and Technical Prozress) in L. Gilejk (ed.), Rewolucja raukowotcchnicas• jako
czyannU rozwoja (Scientific-Technical Revolution as a Factor of Growth), Warsaw 1974,
p. 225.

SThe author has discussed this poiuc more extensively In Z. M. Fallenbuchl, "Growth
Through Trade in the Socialist Economies." in W. D. 0. Hunter (ed.). Papers and Pro-
ceedings of the Confer;ence on Current Problems of Socialist Economies, Hamilton, On-
tario: McMaster University 1971, pp. 97-131.
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As early as in the middle of the 1960's it became clear that in Poland,
as in other East European countries, it was necessary to change the in-
dustrial structure, to modernize existing productive capacities, to ex-
pand expenditures on the development of pure and applied science and
on research and development, and to effect some systemic reforms. The
"new development strategy" concentrated on the modernization and
restructuring of the economy. When it was introduced, it was expected
to be accompanied by economic reforms which would make the cen-
tralized system of planning and management more flexible and better
adjusted to the operation of a more open economy and to an "intensive"
pattern of development. Later, as in other East European countries in
the early 1970's, it became to be increasingly regarded as a substitute
for economic reforms.'

The planners expected that with the help of Western credits and
,imported technology there would be a rapid expansion in the produc-
tion of modern, highly sophisticated and efficiently produced commodi-
ties. These goods would be produced in new, or modernized, plants,
utilizing the most modern Western machines, according to Western
standards and, in some cases, on the basis of Western licenses and under
industrial cooperation arrangements with leading firms. It was, there-
fore, hoped that it would not be difficult to export these commodities to
the West. An excess of export over import would be secured in the near
future and the debts would be repaid without difficulty. Export to other
CMEA countries, and to less developed and to advanced non-socialist
countries, would increase the scale of production which, together with
the effect of a large proportion of very modern capital in the total capi-
tal stock, would ensure an "intensive" pattern of development

III. IMP3 EMENTATTON OF THE STRATEGY

Although the "new development strategy" was undoubtedly correct
in the situation that the Polish economy faced at the beginning of
the 1970's, its impact was endangered by a number of factors. Some
of them, such as disturbances in the world economy and bad weather
that adversely affected agricultural production, were beyond the gov-
ernment's control. However, even in these two fields government
policies added to the difficulties, or reduced the ability of the economy
to cope with them.

Among the factors for which the government was solely responsible
was, first of all, an unrealistic macroeconomic policy. Attempts were
made to enforce excessively high rates of growth and, therefore, an
excessively large investment program which, even with a large inflow
of foreign capital, had to collapse.

In 1971-75 the average rate of investment on fixed capital in the
national economy was 18.4 percent and the average rate of growth of
industrial investment was 21.9 percent. The annual rates of growth of
investment in the economy at constant prices increased suddenly from
7.5 percent in 1971 to 23.6 percent in 1972 and 25 percent in 1973.
This quick acceleration was followed by somewhat reduced but still

SFor a discussion of this point see Z. M. Fallenbuchl, "Economic Developments," in
A. Bromke and D. Novak (eds.). The Communist States in the Era of Detente, Oakville,
Ontario: Mosale Press. 197R. nn. 24.5-274.

* Farenbuchl, "The Polish Economy In the 1970's."
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very high rates of growth of 22.5 percent in 1974 and 14.2 percent in
1975. Investments ;% industry oi fixed capital at constant prices were
growing even mor. rapidly . The rates of growth were 10.4 percent in
1971, 34.6 percent in 1972, 22.2 percent in 1974 and 17 percent in 1975.

These were extremely high rates of growth. They greatly exceeded
the capacity of the construction and engineering enterprises to process
them. The investment front became very wide. It was impossible to
complete all projects that had been started. There were delays, waste
and a deterioration in workmanship in construction and installation.
All these features should have been known to the planners from tle
previous experience. Twice before, in the first half of the 1950's and
m the early 1960's, the optimum level of investment was exceeded and
there were some very serious consequences for the economy.' It is
"impossible to explain why the planners believed that they could ignore
the danger of excessive investment this time. The large-scale inflow
of foreign capital reduced somewhat the pressure on resources that was
created, but it could not eliminate it entirely.

There were also excessively rapid, for given levels of investment,
increases in the disposable income of the population, resulting from
the expansion in social welfare payments, revisions of pensions, rais-
ing the minimum wage and upward adjustments in the wage structure.

Nominal personal incomes increased by 10.1 percent in 1971, 11.7
percent in 1972,145 percent in 1973,17.0 percent in 1974 and 15.3 per-
cent in 1975. These increases exceeded the increases in the volume of
goods and services available for the population. Shortages were fur-
ther aggravated by the inability of the system to adjust the structure
of supply to the structure of demand. Although the prices of basic
foods were kept constant, upward price adjustments were necessary in
respect of other goods, partly under the impact of external inflation
which could not have been entirely stopped at the border.' The official
cost of living index registered a decline of -0.2 percent in 1971 and no
change in 1972, but it increased by 2.6 percent in 1973, 6.8 percent in
1974 and 3.0 percent in 1975. Real personal incomes increased, there-
fore, slightly more than money incomes in 1971 and at the same rate in
1972. Subsequent increases lagged behind increases in money personal
incomes, but were quite big: 11.6 percent in 1973, 9.6 percent in 1974
and 11.9 percent in 1975 (see table I).

After decades of suppressed personal incomes and a low standard of
living, improvements were badly overdue. Considerable increases in
monetary incentives were needed in order to induce a greater labour
discipline and harder efforts. However, it seems that with increases in
personal incomes at that scale, increases in investment should have
been more moderate, even with an inflow of foreign capital. The big in-

*Z. M. Fallenbuchl "Investment Policy for Economic Development: Some Lessons of
the Communist Experience," The Canadian Journal oi Econonmcs and Political Scincce,
VoL XXIX, No. 1. 1963, pp. 26-39.

* For a more detailed analysis of this topic see A. A. Brown, Z M. Fallenbuchl, J. A.
Licarl and B. Neuberger. "The Impact of International Stagflatio on Systemic Policy
Changes in Eastern Euro.-e: Theoretical Reflections," in 8. Mclnnes, W. McGrath, P. J.
Potichny (eds.). The Soviet Union and Eastern Europe Into the 80's. Oakrille. Ontario:
Mosae Pres. 1978, po. 809-323; Z. . Fallenbuchi, E. Neuberger and L D'Andrea Tyon.,
"East European Reactionv, to International Commodity Inflation." in J. P. Hardt (ed.),
East European Economies Post-Helsinki. Washington. D.C.: Joint Economic Committee,
Congress of the U.S.. 1977. pp. 816-864: Z. M. Fallenbuchl. "The Impact of External
Economic Distur! ancen on Poland Since 1971," in K Neuswrger and L. Tyson (ed.). The
Impact of International E•roonmie I)itrt ariuto on the Soviet Union and Eastern Europe,
New York: Pergamon Press, 1980. pp. 280-304.
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creases in both that were allowed were incompatible and had to create
internal and external disequilibrium of the economy.

The planned increases in investment and in real income were already
very high, but the actual increases largely exceeded them. The plan for
1971-75 envisaged an increase in total investment of about 42 percent
in comparison with the outlays in 1966-70. The actual increase, at con-
scant prices, was 90 percent. The planned increase in real personal in-
come was 39 percent, the actual increase was 69 percent. The average
real wage was supposed to increase by 18 percent during the plan per-
iod, but it actually increased by 42 percent.

The planners lost control over both investment and personal income
because of political and social pressures, which were created by the
backlog of long postponed increases in wages, pensions and social wel-
fare payments, shortages of consumer goods and services, and com-
peting claims on limited resources by sectors which had enjoyed prior-
ity in the past and were anxious to maintain their privileged position
and those that had been neglected and wished to make up for it now.
With a multi-centre direction of the economy, by the Central Planning
Commission, the Presidium of the Council of Ministers and, above all,
by the Central Committee of the party, with the existence of various
pressure groups within the industrial management, the local govern-
ment, economic ministries and within the party, many investment proj-
ects were added to the already excessive program during the prepara-
tion and implementation of the annual plans. For the same reasons
higher wages were granted, in a ae specific cases, than those which had
been originally planned.

Absolutely essential for the success of the "new development strat-
egy" was performance in foreign trade. Imports should have been
limited to what was necessary to effect the planned restructuring and
modernization of the economy, with sufficient increases in consumption
to provide a real meaning to monetary incentives. Imported investment
goods should have been used, above all, to expand production for the
export of those goods which had the best prospects in the Western
markets.

Through the same mechanism of special political linkages, favorit-
ism and personal contacts, operating against the background of back-
logs, shortages and pressures, that led to the over expansion of invest-
ment, imports were allowed to reach excessively high levels. Imports
from non-socialist countries increased at constant prices by 20.7 per-
cent in 1971, 44.8 percent in 1972, 37.8 percent in 1973, 19.5 percent in
1974 and 12.1 percent in 1975, (see table II). Machines and equipment
represented a very high proportion of these imports: 24.7 percent in
1971, 33.7 percent in 1972, 33.9 percent in 1973, 31.3 percent in 1974 and
35.9 percent in 1975 (all at current prices). The annual rates of growth
of the import of machines and equipment from non-socialist countries
at current prices were 24.7 percent in 1971, 96.9 percent in 1972, 66.7
percent in 1973, 41.6 percent in 1974 and 33.9 percent in 1975 (see table

I).
Often investment goods were imported without ensuring an adequate

supply of all necessary complementary domestic inputs. Some imported
machines could not have been installed for a long time because the con-
struction enterprises were unable to complete the buildings which were
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to house them. Some deterioration, damage or even complete wastage
occurred as the result of improper storage." Above all, the expendi-
tures had already been made or credit had been utilized, while results
were delayed.

At the same time when imports were expanding rapidly, some prob-
lems were encountered with increasing exports, especially to the West.
Except at the beginning of the period, the actual rates of growth
lagged behind the planned rates, both at constant and current prices,
and the difference between the two was widening. The planned rate was
12.9 percent and the actual 11.0 percent in 1973: The two rates were
18.') percent and 12.8 percent in 1974 and 22.3 percent and 8.3 percent
in 1975. At constant prices the rates of growth of export to non-social-
ist countries lagged behind the rates of growth of total export. They
were 14.8 percent in 1972, 10.9 percent in 1973, 5.9 percent in 1974 and
5.9 percent in 1975 (see table II).

'Inere were many reasons for the unsatisfactory performance in this
field. Priority in the allocation of foreign exchanges and investment
resources was given for the expansion of the productive capacity in the
engineering industry. It was this industry that was expected tobecome
the main exporter to the Western markets. However, some serious diffi-
culties with expanding the export of machines and equipment to the
West appeared. They included not only such factors as tariffs and non-
tariff obstacles to trade in advanced countries and inability to offer
sufficient credits in trade with less developing countries, but also the
lack of marketing, advertising, servicing and spare parts. There was
also the strong domestic demand for machines in Poland as the result
of an excessively large investment program. The domestic market pre-
sented an easier alternative to exports, which always require more
efforts, initiative and flexibility and are subject to a greater degree of
uncertainty and risk.1

A very large proportion of industries that were selected for speciali-
zation, or which were expected to provide substitutes for imports, had
more than average material intensity. In 1975 out of 16 branches of the
engineering industry exporting to the socialist countries 10 were highly
material-intensive. Out of 13 branches exporting to other countries, 9
were highly material intensive."

Some of the main investment projects, which were started in 1971-75
in iron and steel, non-ferrous metals, chemicals and building mate-
rials, were highly material-intensive and, therefore, import-intensive.
As the result of these investment projects the demand for fuels and
energy was to increase by 30 percent by 1980. while the total domestic
production of fuels and energy was expected to increase during this
time by only 18 percent." The selection of these projects has, therefore,
created a pressure on the balance of payments which not only adversely
affects the situation at present but will probably continue to do so in

"n A. Jung. "Czy mo.na ulepsayc wykorzystanie Importn?" (Is It Possible to Improve the
Utilization of Import?), Handel zagraeimczy, No. 2, 1977. p. 4: P. Kapuscin•ski "Nie samymrolnlctwenm" (Not By Agriculture Alone). Zycle gospodarcze, No. 43 1978, p. ."- W. Bur.vnski. J. Koxinski. "Problemy handle zagranicrnego Polski w zakresie masa~vn
I arodkow transport" (Polish Trade in Machines and Transport Equipment), Handelsv9raniczny, No. 3, 1977. p. 4: B. Korona, "Akualoe prob'emv han^lu -agranle nego Polski"
(Current Problems in Polish Foreign Trade), Gospodarka planowa, No. 2, 1978, pp. 101-103.

a Burzynaki. Kozinsak. op. cit.. . 4." "Claglose politykl-nowe elementy jej realizacji" (Continuity of Policy-New Ele-
ments in the Implementation), Quspodai ka planowa, No. 2, 1977, p. 66.
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the future. This was almost a built-in energy crisis, which indeed ap-
peared with great severity in 1979, and a built-in balance-of-payments
disequilibrium which has continued to plague the Polish economy until
the present.

These investment decisions not only created additional demand for
imports but, to the extent to which they made the production process
more material- and energy-intensive, they endangered production for
both domestic market and export by making it dependent on the avail-
ability of imports.

Performance in the field of foreign trade was also affected by dis-
turbance in the world economy that took the form of the so called
"stagflation." The inflation aspect of it increased prices of essential
materials, immediately in the case of imports from the West and with
a time-lag for imports from within the CMEA area. The prices of
Western machines, which were necessary for successful completion
of the restructuring and modernization, also increased and contributed
to the increase in the total value of import beyond the planned levels.

At the same time, the "stag" aspect of stagflation, i.e. recession in
the world markets, although it helped to obtain credits, hampered the
expansion of exports to the West, other than the export of coal.

The particular way in which the planners tried to insulate the econ-
omy from disturbances in the world economic activity, by the price
equalization mechanism of subsidies and taxes, increased the degree of
distortion in the price structure and in the financial results of the so-
cialist enterprises. The transformation of external disturbances, ap-
pearing in the form of price inflation, was delayed and reduced by the
application of this insulation mechanism. However, to the extent to
which the increased separation of domestic prices from the world
prices and an increase in the degree of subsidization reduced the effi-
ciency of the economy, the process of containing inflation reduced the
ability of the economy to cope with external disturbances in the form
of world-wide recession that followed the world commodity inflation."

Moreover, difficulties in foreign trade were further aggravated by
systemic factors which limit the flexibility with which changes
in foreign demand have to be met. The expansion of export to the
West could not be "decreed from above" by the central planners.
It has to be the result of decentralized decisions of those who are in
direct contact with foreign markets and can change the quality of the
product, its specifications and packaging; who can alter the product
mix, obtain quickly all necessary materials and parts: who have flee-
dom to pay for additional labour in order to meet the delivery dead-
lines. Recession in the world markets increased the need for some radi-
cal changes in the operation of the Polish export sector and, indeed, of
the entire economy because the export sector does not operate in a
vacuum and its performance depends, to a great extent, on the per-
formance of the whole economy.

Even more important than the creation of very serious disequilibria
in the internal and external balance of the economy was a timid
approach to systemic reforms. Only some limited modifications were
introduced as the so called "new economic and financial system", which

" The author has analysed the insulating mechanism and the impact of its use on the
Polish economy in Falleubuchl, "The Imniact of External Economic Disturbances on Poland
Since 1971."
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was giving a greater degree of autonomy to big economic organizations
(W.O.G.) and attempts to steer the economy through a system of
parameters rather than administrative orders and direct controls.1

The system was, at first, introduced on an experimental basis in some
selected industrial enterprises and, finally, on a wide front in almost
the whole industry in 1973. However, even these relatively moderate
systemic modifications were partly withdrawn under a combined
impact of domestically generated and foreign induced inflationary
pressures.

And yet, the implementation of the "new development strategy" was
simply too difficult to effect with the old, highly centralized system of
planning and management. There seems to exist a strong interrelation
between the economic system and development strategy. The highly
centralized command system and the orthodox Soviet-type industriali-
zation policy that depended on "extensive" factors of growth were con-
sistent with one another. When some economic reforms were attempted
after October 1956, but there was a determination to continue the old
development strategy basically unchanged, the reforms could not be
effected. The "new development strategy" required a more flexible
system for its success. Where no sufficiently bold reforms were intro-
duced, the strategy had to collapse. Instead of moving the economy out
of a vicious circle of stagnation and setting it on an upward trend, with
an "intensive" pattern of development, it resulted in the creation
of very strong balance-of-payments and internal macroeconomic
disequilibria.

IV. TaH COLLAPSE or THE STRATEGY

At first the adoption of the "new development strategy" seemed to be
an unqualified success. The results for the first half of the 1970's were
very impressive in terms of the rates of growth. As, undoubtedly, the
leaders assessed progress in this way, they had reasons to congratulate
themselves. Some difficulties started, however, to appear as early as in
1974-75. By 1977 the situation became quite serious. According to the
official statistical data, which tend to somewhat overstate good results,
the average rate of growth of real Domestic Net Material Product
(DNMP, or "Produced National Income" in marxist terminology that
roughly corresponds to Net Domestic Product with the majority of
services excluded) increased from 6.0 percent in 1966-70 to 9.8 percent
in 1971-75 and declined to 3.2 percent in 1976-79 (see table IV).

The annual rates of growth of DNMP show a very rapid increase
during the first three years of the 1970's (8.1 percent in 1971, 10.6 per-
cent in 1972 and 10.8 percent in 1973). Starting with 1974 there has
been a continuous downward trend. Until 1976 the rates of growth
were still, however, relatively high (10.4 percent in 1974, 9 percent in
1975 and 6.8 percent in 1976). Afterwards the situation became criti-
cal. In 1977 the planned rate was 5.7 percent, the actual rate 5.0 per-
cent. In 1978 the two rates were 5.4 percent and 3.0 percent, and in
1979, 2.8 percent and -2.0 percent.

" On economic reforms In Poland see J. 0. Ziellnski Economic Reforms in Polish
Industry London: Oxford University Press, 1973; J. G. Zielinski, "On Systemic Remodel-
ling in Poland: A Pragmatic Approach," Soviet Studies. Vol. XXX, No. 1, 1978, pp.
3-38; J. Staninskis. "On Remodelling the Polish Economic System," Soviet Studies, Vol
XXX. No. 4. 1978, pp. 547-552; P. T. Wanless, "Economic Reform in Poland 1973-79,"
Soviet Studies, No. 1, 1980, pp. 28-57.
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Even the considerably scaled-down planned rates proved to be un-
realistic. The gap between them and the actual rates was widening.
The rates that were achieved in 1977 and 19s 8 were already among
the lowest in the entire postwar period. Only three times before com-
parably low rates had been registered: 4.3 percent in 1960, 2.1 percent
in 1962 and 2.9 percent in 1969. The decline that occurred in 19 9 was
the only absolute reduction in national product since the end of the
Second World War.

The independently calculated indices of Poland's gross national
product (GNP), with the 1965 level taken as 100 and with the 1969
weights, show a decline from 185.3 in 1978 to 185.2 in 1979, with an
increase in industrial contribution to GNP from 220.7 to 222.2, a
reduction in agriculture from 116.0 to 114.8, a reduction in construction
from 250.6 to 238.6, unchanged output in forestry (115.5) and trans-
port (291.1), and a very uneven pattern of growth of various services
(see table V). How can this performance of the economy be related
to the policies that were followed at various periods of time I

In the early 1970's there was a clearly visible impact of the inflow
of foreign capital, which was a central feature of the "new develop-
ment strategy." The rates of growth of real National Net Material
Product (N.M1P, or "Allocated National Income" in marxist termi-
nology, roughly corresponding to Net National Product less the ma-
jority of services) were even more impressive in 1971-75 than the
DNMP rates. The average NNMP rate reached 12.0 percent in that
period, as compared with 5.8 percent average in 1966-O0. Tlhe annual
rates of growth of NNMP increased to 9.8 percent in 1971, 12.7 per-
cent in 1972 and 14.3 percent in 1973. They also started to decline in
the subsequent years but remained above the I)NMP rates through
1976. They were 12.1 percent in 1974,10.9 percent in 1975, 7.0 percent m
1976, 2.7 percent in 1977, 0.7 percent in 1978. The planned rate for
1979 was only 1.0 percent, as compared with the planned DNMP rate
of 2.8 percent. The actual NNMP rate in that year was not available
at the time this paper was prepared.

-The high rates of growth of NNMP in 1971-75 made it possible
to achieve high rates of growth of both investment and consumption.
This is what the strategy implied. Investment in fixed capital and
changes in stocks ("Accumulation" in marxist terminology) increased
from the average rate of 6.3 percent in 1966-70 to a 19.0 percent aver-
age in 1971-75. The annual rates of growth reached 15.3 percent in
1971, 21.5 percent in 1972, 27.5 percent in 1973 and 20.7 percent in 1974.
As has been pointed out before in connection with the rates of growth
of investment in fixed capital, these were excessive rates. They had,
therefore to be drastically reduced in the subsequent years. They were
10.6 percent in 1975, 3.7 percent in 1976, -5.3 percent in 1977 and
-1.4 percent in 1978. This was the result of the policy that attempted
to reduce the balance-of-payments deficit.

The average rate of consumption, both from personal incomes and
the so-called "collective consumption", increased from 5.6 percent in
1966-70 to 8.7 percent in 1971-75. The annual rates did not, however,
show any clear trend until 1976, when they started to decline rapidly.
They fluctuated from 7.7 percent in 1971 to 9.1 percent in 1972, 8.1 per-
cent in 1973, 7.4 percent in 1974 and 11.1 percent in 1975. Afterwards



the decline was very rapid: 8.8 percent in 1976, 6.8 percent in 1977 and
1.7 percent in 1978 (see table IV).

It is clearly seen that while accumulation had priority in 1971-74,
when its rates of growth greatly exceeded the rates by which consump-
tion was increasing, the reverse happened afterwards. In 1975-78 the
rates of growth of consumption were higher than those of accumula-
tion and in 1977 and 1978 remained positive when the latter were
negative.

As a result of the discrepancy between the rates of growth of ac-
cumulation and consumption the share of accumulation in NNMP
reached exceptionally high levels. The share was increasing rapidly
through 1974. It was 27.5 percent in 1971, 29.6 percent in 1972, 33.0 per-
cent in 1973 and 35.6 percent in 1974. It stayed at this very high level
in 1975 (35.2 percent) and started to decline slowly in subsequent years,
when it was 24.1 percent in 1976, 31.8 percent in 1977 and 31.1 percent
in 1978 (see table VI). These were the highest shares of accumulation
in the entire postwar period. Only once before the share of accumula-
tion exceeded the 30 percent mark. It was at the highest point of the
Stalinist industrialization drive in 1973 when it reached 32.0 percent.

These high shares of accumulation were made possible only because
of an annual inflow of foreign capital. The difference between NNMP
and DNMP is equal to an excess of import over export in trade in com-
modities and the so-called "productive services," which include trans-
port and communications, licenses and technical documentation, serv-
ices rendered in connection with export and expenditures on inter-
national fairs and exhibitions, increased by "wastes of national in-
come" and "amounts unaccounted for." These last two items repre-
sented approximately - 1 percent of DNMP in 1970-75. Ignoring them
as relatively insignificant, it is possible to accept the difference NNMP-
DNMP as approximately measuring the inflow of foreign capital at
domestic prices which, it is important to remember, considerably dif-
fer from international prices at which foreign trade statistics are pre-
sented. As Poland is a net exporter of transit services to the neighbour-
ing states and a net recipient of transfer payments from the relatives
in the West to residents in the country," the balance between NNMP
and DNMP is usually achieved with a negative balance of visible trade.

In 1971 there was still an outflow of capital, as had been the case al-
most every year between 1947 and 1970.' Poland was a net exporter.
The inflow of capital was unimportant in 1972 when it represented only
0.9 percent of accumulation (see table VI). In these two years the "new
development strategy" did not yet start to have its impact. The high
rates of growth that were achieved were caused by the so called
"Gierek's economic manoeuvre", which was an effort to mobilize re-
sources and to eliminate some obvious waste and inefficiency in the
economy by a combination of monetary incentives and appeals to pa-
triotism and self-interest. It was also the "new broom effect" of the
change in the party and government leadership.

The importance of the inflow of foreign capital rapidly increased in
the subsequent years. It represented 9.3 percent of accumulation in

"1P. Boyk, B. Wojclechowskl. Handel zagranieoenl Polekl 1945-1IS (The Foreigm
Trade of Poland, 194.5-04). Warsaw 1971, pp. 278-274."a Fallenbuchl, "'oller .Ateru A llve. ..
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1973,12.3 percent in 1974,15.5 percent in 1975 and 16.0 percent in 1976.
It declined rapidly afterward to 10.7 percent in 1917 nd 3.8 percent in
1978 (see table VI).

In 1972-76 there was also a big inflow of embodied Western tech-
nology. The "deviza coefficients" (the value of imported Western "em-
bodied technology," i.e. complete industrial plants and machines and
equipment, in "deviza zloty' per unit of investment outlays on ma-
chines and equipment in "domestic zloty" that can be accepted as an
approximate measure of the relative importance of the minlw of the
import of embodied technology) increased from 0.014 in 1972 to 0.018
in 1973. 0.A20 in 1974, 0.022 in 1975 and 0.022 in 1976. The first decline
occurred in 1977 when the coefficient was 0.019." The average "deviza
coefficient" for the economy as a whole in 1972-77 was 0.020. In some
sectors the average "deviza coefficients" were especially high: 0.051 in
the chemical industry, 0.044 in the light industry, 0.040 in the wood-
working and paper industry and 0.035 in the metallurgical industry.
Surprisingly perhaps, the engineering industry that enjoyed top pri-
ority during the investment drive of the first half of the decade had a
relatively low average "deviza coefficient" of 0.025 which implied that
this expansion, restructuring and modernization were to a greater ex-
tent ellected with the help o domestically produced machines than was
the case in other industries. This fact could have added to the difficul-
ties of increasing profitable export of the products of this industry to
the West.

The "new development strategy" also resulted in a rapid increase in
licenses. In 1971-77 some 300 Western licenses were purchased, as coum-
pared with 106 in 1948-65 and 121 in 1966-70. Almost the same amount
was spent on their purchase during the first five years of the 1970's as
during the entire period 1948-70 (1.2 billion deviza zloty, or approxi-
mately $367 million, as compared with 1.6 billion deviza zloty).2*

Despite the rapid acceleration in the import of licenses that took
place in the early 1970's, the license-intensity of the Polish economy is
still, however, relatively low when compared with other countries and
probably below the optimum level The share of production based on
foreign licenses in the total industrial output was only 1.3 percent in
1966, 3.1 percent in 1970 and 5.6 percent in 1975. Despite this rapid in-
crease it was still a considerably lower proportion than in advanced
countries. About 90 percent of all Research and Development work
in Polish industry is conducted in the domestic R and D facilities,
whereas in advanced countries almost one third of innovations are
based on foreign licences.21

The very impressive growth of th. economy in the first half of the
1970's was, therefore, clearly associated with a large-scale inflow of

" Z. M. Fallenbuchl, "Technology Transfer in East-West Economie Relations: The Case
Study of Poland, 1171-1978," paper prepared for Organimstion for Economic Co-operation
and Development, Directorate for Science. Technology and Industry, December 1979."*' J. Monklewicz, "Protekcjonizm w ster..e zwiazkow technirzn. ch W.chod-Zachod" (Pro-
tectionism in the Sphere of the East-West Technical Relations) Handel zagraicznl,
No. 5-., 1979. p. 12: it. ttapickl. 'Liceucje xagraniczne jako czynnik prz.spieszenia
wzrost.l g ,s*darczeco Polaki" (Foreign Licenses as an Instrument for the Acceleration of
Poland's Economic Growth," Handel zagraniczny, No. 1, 1978, p. 25.

Z1 W. Brozost. "'ola polit.yk hi'eurcy'ej w stymulowantu po1tepu technicznego w
gowmilarce narodowej" (The Role of the Licensing Polkcy in the Stiwrultion of Te-hno oTi-
cal Progress in the National Economy) in Czyanikt rozwoju spolezno--gospodarczege
I'olski judocej (Growith Factors it the bocio-Economic DevelopmCit of People's Poland),
Warsaw, 1972.
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foreign capital and a rapid acceleration in technology transfer from
the West in the form of both imported machines and equipment and
licenses. The average rate of growth of fixed capital per employee was
5.9 percent in 1971-75, as compared with only 2.8 percent m 1961-65
and 3.7 percent in 1966-70.

Although rapidly increasing capital per employee was the main en-
gine of growth, productivity also increased quite considerably. The two
productivity indicators, output/labour and output/fixed capital de-
monstrated marked improvement over the preceding decade. The av-
erage rate of growth of DNMP per employee was 7.6 percent in 1971-
75, as compared with 4.3 percent in 1961-65 and 3.8 percent in 1966-70.
The average rate of growth of DNMP per unit of fixed capital was
1.7 percent in 1971-75, as compared with 1.4 percent in 1961-65 and no
change in 1966-70 (see table IV).

However, these averages hide changes which occurred during the
period. The annual changes indicate that already before the end of the
first half of the 1970's the pattern of development started to become
not more but less "intensive." While the rate of growth of fixed capital
per employee was growing continuously from one year to another until
1976 and declined only slightly in 1977, again slightly in 1978 and
increased in 1979, the rate of growth of labour productivity behaved
in a very erratic manner. It reached its highest level of 8.4 percent in
1953. It declined to 7.4 percent in 1974. slirhtlv increased to 7.5 percent
in 1975 and declined to 6.9 percent in 1976. Then it suddenly increased
to 8.6 percent in 1977 and collapsed to 2.3 percent in 1978. Even the
maintenance of high rates of growth of capital per labour was not suffi-
cient to ensure high rates of labour productivity.

In industry labour productivity, measured by net production per one
employee in production and development (i.e. excluding central indus-
trial administration) was also erratic. The average rate in 1971-75 was
8.0 percent, as compared with 5.7 percent in 1961-65 and 4.3 percent in
1966-70. The average rate in 1976-79 was, however only 5.0 percent.
The annual rates of growth were only 2.0 percent in 1978 and 3.3 per-
cent in 1979.

While labour productivity increases were associated with faster in-
creases in the capital/labour ratio and later could not be maintained at
a high level even by high rates of increase in that ratio, the rates of
growth of capital started to decline by 1972 and became negative in
1975.

The average rate of growth of capital productivity, measured by
DNMP per unit of fixed directly productive capital, was 1.7 percent
in 1971-75, as compared with 1.4 percent in 1961-65 and no change in
1966-70. The annual rates of growth increased to 1.8 percent in 1971
and 3.8 percent in 1972. A continuous decline began in the following
year (see table IV).

As it is highly unlikely that the newly created productive capacities
were increasingly less efficient, the decline must have been caused by
their incomplete utilization. This could be the result of wrong in-
vestment decisions and inability to sell the produced output, for ex-
ample, to the West if the production was intended for this purpose. It
could also happen because of the delays in the completion of investment
projects, the lack of complementary machines or cooperating plants, or
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because of the shortage of energy and materials in sufficient quantity
and of the required quality.

As the result of disparity between the rates of growth of import and
export at current prices there was a very rapid growth in the deficits in
trade with non-socialist countries, much exceeding those that had been
envisaged as an integral part of the "new development strategy". In
1971 Poland had a positive balance of trade with those countries. There
was only a moderate deficit of $0.3 billion in 1972 and $1.3 billion in
1973. The deficit increased to $2.1 billion in 1974, $2.7 billion in 1975
and $2.9 billion in 1976 (see table 11). Net hard currency debt to the
West increased therefore from $764 million to $10,680 million during
that period."

"The rising trend in the deficit in trade with non-socialist countries
was reversed in 1977 when it declined to $2.2 billion as the result of an
increase in the value of export at current prices by 9.8 percent and a
decline in the value of import at current prices by -4.6 percent. At
constant prices i th import and export declined in that year but the
decline in import was sharper (-10.6 percent) than in export (-0.2
percent).

Further reductions in the size of deficit occurred in 1978 and 1979
(to $1.8 billion and $1.4 billion). In these two years the rates of growth
at constant prices were still unavailable at the time this paper was
prepared, but there must have been another decline in the volume of
import in 1978 and in 1979. At current prices import was kept co.-tant
in 1978 and increa-ed by 5.6 percent in 1979, while export increased by
7.3 percent and 12.9 percent respectively. This improvement has, how-
ever, been achieved, as has been pointed out before, by a very drastic
reduction in the rate of growth in DNMP in 1978 and an absolute
reduction in national product in 1979.

The reduction in the size of the deficit in trade with nonsocialist
countries was not however, sufficiently big to stop net indebtedness
from incre' ing rapidly. It became $10,680 million in 1976. $13,532
million in d77, $16,972 million in 1978 and an estimated $19,590 mil-
lion in 197 J.2

It seems that at the end of the first five year period the leadership
did not realize that the difficulties that had appeared in 1974 and 1975
were the beginning of some very serious problems. The Central Com-
mittee's directives for the Seventh Party Congress that took place at
the end of that period were still full of enthusiasm about an unquali-
fied success of the "new development strategy." There was no admis-
sion that the very high rates of growth of production and big simul-
taneous expansion in investment and consumption had been achieved
only because of a large-scale inflow of foreign capital and that the net
indebtedness of the country was increasing rapidly."

In practice the decision to abandon the "new development strategy
had already been nade. The plan for 1976-80 was built on an assump-
tion that no significant systemic modifications would be necessary m

"" Data provided by Joan Zoeter.

2 "0 dynamlczy rozwoj budowuictwa socjalistycseno--o wyzsza jakosr pracy I warun-
kow rycia narodu" tF<,r a Dynamic Deve opment of tlh Construction of€ Fo-'i1llIm For

Ba ler Quality of Work aad 'lAing Conditions of the Nation), Kowe drog•, 1975. pp.
3l-54.
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order: (a) to eliminate the difficulties that had appeared in the last
two years of the previous plan period; and (b) to convert the deficit
in trade with non-socialist countries into a surplus, without reducing
investment and with some improvement in real personal incomes of
tle population. These various targets were not regarded as inconsistent
because it was expected that the production capacity, which had been
constructed and modernized on a large-scale in 1971-75, would permit
a considerable increase in national prodllct and especially in industrial
production.

The planned increase in DNMP was to be 40-42 percent and the
planned increased in NNMP 26 percent. The difference would be
caused by an excess of export over import, i.e. by an outflow of capital.
Investment outlays in the national economy would be 43.3 percent
higher than those in 1971-75 and directly productive investment in
the national economy would increase by 45.1 percent, while the so-
called "non productive" investment (i.e. investment outlays on the
socio-economic infrastructure) would increase by 36.4 percent. Real
wages and oti.ra incomes were expected to increase by 16-18 percent,
welfare payments by 70 percent and the new housing accommodations
by 40 percent. Industrial production was to increase by 48-50 percent
with production for export increasing by 86 percent, production for
domestic market of goods purchased by the population by 56.6 per-
cent and production for investment and for the supply of the economy
with materials, energy and intermediate goods by 36.5 percent.2'

In order to achieve a positive balance in trade with non-socialist
countries by 1978, export to that group of countries was to grow at an
average rate of 14 percent with a considerable increase in the share of
machines and equipment in total export. At the same time the import
substitution investment of the first half of 1970's should start to give
results and in 1980 about 74 percent of the total domestic requirements
for investment goods would be supplied from the domestic production
as compared with 66 percent in 1975. The import of metallurgical
products would be reduced by 40 percent and the import of grain by
50 percent.2"

This plan implied the end of the "new development strategy." The
stress was on converting the deficit with non-socialist countries into a
surplus, an import substitution and a reduction in the inflow of foreign
technology. The rates of growth continued, however, to decline, the
pattern of development, instead of becoming more "intensive," was
clearly more "extensive" than ever. There were serious disequilibria in
the internal macroeconomic balance of the economy and in the balance
of payments and it was impossible to stop the indebtedness from grow-
ing. All these developments were directly related to the way in which
the "new development strategy" had been implemented by the plan-
ners, who tried to restructure and to modernize the economy and to
effect a switch to an "intensive" pattern within a too short period, with-
out taking into consideration what was physically possible and without
introducing the necessary systemic changes. Tle "new development
strategy" was replaced y a set of measures by which the planners at-
tempted to reduce the internal and external disequilibria.

* N. Swidzlnska. Plan 5-letet Polski as late 1978-1989 (The Five-year Plao of Poland
for 1976-1989). Warsaw, 1977. pp. 13, 28-29 47-48."T. Wrzasamczyk, -Kietlunkl daanego rarwujn gospodarkl" (The Directions of the Fur-
ther Development of the Economy), Nouce drogi, No. 1, 1977, pp. 2, 14.
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Instead of a gradual reduction of the deficit in trade with non-
socialist countries in such a way that the transfer of Western technol-
ogy would not be interrupted, there was a drastic cut in import from
the West which endangered not only the long-run prospects for fur-
ther development, but also the current level of output and, in effect,
also of export. The newly created productive capacities, for the es-
tablishment of which the country is still paying its debts, have been
kept below the full utilization level and many investment goods that
were purchased in the West have been wasted.

While the way in which the "new development strategy" was im-
plemented was mainly responsible for its collapse, the policies that
have been introduced to deal with its aftermath seem to aggravate
rather than to reduce current difficulties.

V. POLICIES To DEAL WrTH THE AFrErM ATH

In 1976, the first year of the new five-year plan during which the new
workers' riots took place in protest against the proposed increases in
the prices of basic foodstuffs, the annual rate of DNMP declined to
6.8 percent, import from non-socialist countries increased by 8.5 per-
cent and export to those countries increased by 7.7 percent, both at
current prices. As the result of these movements in export and import,
the deficit with non-socialist countries reached $2.9 billion, the highest
level ever. Because of the inflow of foreign capital the rate of growth
of NNMP exceeded that of DNMP and reached 7.0 percent. Consump-
tion increased by 8.8 percent and accumulation (investment in fixed
capital and changes in stocks) by 3.7 percent. In other words, total
expenditure on consumption, both public and private, was allowed
to grow more rapidly than the total domestic expenditure and this was
achieved by a severe reduction in the rate of growth of investment.

In December 1976 tie Central Committee adopted a policy which
was referred to, by analogy with the "economic manoeuvre" that had
been introduced in 1971, as a "new economic manoeuvre". It involved
switching resources to the expansion of export and rationalization of
imports. Priority was also given to agriculture, production of con-
sumption goods for the domestic market and to the housing construc-
tion. These priorities were to be achieved by a reduction of invest-
ment in other sectors, improved efficiency of investment and produc-
tion processes and by a reduced material intensity of production by
the elimination of waste, selection of less material intensive tech-
nologies and deemphasizing of the growth of especially heavily mate-
rial intensive sectors.

The so called "modified economic and financial system" was intro-
duced early in 1977." It was based, like the 1973 system, on the stimula-
tion of effective decision-making and harder work with the help of
economic parameters and financial incentives, which were linked to
the result of the economic activity of the enterprises with the maxi-
mization of value added as the chief success indicator and net profits
as the source of bonuses for the management. For this purpose the
norms determining the wage-fund (the norm "R") and the manage-
ment bonuses (the norm "N") were reinstated. Great efforts were,

" For an excellent discussion of the systemic modifications introduced in 1977 see Wan-
less op. cit., pp. 45-50.
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however, made to "purify" the results from all "windfalls" resulting
from the domestically generated and imported inflation. In the proc-
ess, the financial results of the enterprises were even further separated
from changes in prices, including those in the world markets. The
foreign trade organizations had no incentive to react in a flexible way
to changes in prices in the world markets nd to transmit the relevant
signals to the domestic producers. Despite lhe use of so called "transac-
tion prices," or the actual prices in foreign trade multiplied by con-
version coefficients, differentiated according to whether a given trans-
action takes place with the hard currency countries or with CMEA
partners, the insulation of the domestic economy has increased and
the price and cost structure has become even more distorted.

The main preoccuption of the "modified system" with controlling
inflation put aside all other objectives. Specific, differentiated taxes and
-ther addressedd" parameters, separately designed for individual
W.O.G.'s did not differ much from directly sent administrative com-
mands. In effect, instead of strengthening, they "weakened the link
between economic performance in the market, economic performance
as measured, and the renumeration which motivates the work force." "

At the same time, in order to strengthen the "new economic ma-
noeuvre," administrative measures were increased to ensure the re-
quired changes in the structure of production in favour of export and
of the domestic market for consumption goods, the two areas in which
production was lagging. A political campaign was launched to ensure
maximum redistribution of resources in the shortest possible time. All
this was completely incompatible with the rules of the new system
which were in practice replaced by direct controls and highly central-
ized administrative commands.

A grotesque situation appeared. The enterprises that were produc-
ig component parts and other intermediate goods, and materials for
the producers of final products discovered that their work was down-
graded as "production for production's sake." The managers could
improve their material position by obtaining various incentive pay-
ments and earn political and social esteem, a promotion or a state
decoration, by directing as much of the output as possible to those
wholesale trade organizations that were classified as purchasing for
export or for the domestic consumption market rather than to supply
other enterprises. The producers of the final products for export and
for the domestic market of consumption goods were unable to meet
their targets, while foreign trade firms were often unable to export the
intermediate goods and materials at a good price. From the point of
view of the producers of intermediate goods and materials the essential
matter was not so much to increase their production, or to change the
product mix, as to be able to send a larger portion of their unchanged
output to the "right address." 2

Statistics would show an increase in the "sold output" for export
and for the domestic consumption by the population as soon as the
goods were purchased by the appropriate trade organizations. As such
"improvements" in statistics would be in accordance with the party

" bidM., n. 54.
SRI Malinowski, "Kto ma bye adpowledsialny za czseci amlenne" (Who Should be e-

sponsible for Spare Parts), Zycie gospodrozse, No. 36, 1978, p. 8.
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line, the authorities were not checking these cases at first too care-
fully. Despite various pronouncements on the importance of cooera-
tive agreements between the producers of intermediate goods and ma-
terials and the producers of final goods, the practice continued. More-
over, various goods were not produced at allbecause they were desig-
nated as "for production" and not "for export" or "for the direct
supply of the population." " These were, of course, typical distortions
which tend to appear as by-products of the centralized administra-
tive system in which an enterprise has in practice quite a wide range of
possible alternatives from which it can select that which is the most
advantageous to it.1

In April 1978 the Council of Ministers again announced that the
output for export and for the direct supply of the population must
be given priority, but that the cooperative agreements among the sup-
pliers and the producers of final goods must be respected. To enforce
this decree a typical bureaucratic solution was introduced. The con-
trol over the deliveries in all three areas was greatly strengthened and
a number of "assortment lists" of particular important products were
drawn and placed under a tri-level supervision by the government,
by trade organizations and by the industrial associations. The pro-
ducers had to deliver exact quantities of specified goods as per agree-
ments with trade organizations."

Although the rules of the game, which had been introduced
by the original and the modified economic and financial sys-
tem, were m practice completely overruled and the planners de-
pended mainly on direct controls and administrative commands to
ensure the fulfillment of various priority targets, officially the system
not only remained in operation but was gradually extended hori-
zontally to cover more sectors of the economy. In 1978 the modified
system was extended to construction. Again, it was based on linking
material incentives with financial results of the operations of the
enterprises. However, the planners were concerned about technologi-
cal progress, lower material intensity and a shorter time of construc-
tion. They were also anxious to reduce excessively long hauls of heavy
materials in domestic transport, which now became one of serious
bottlenecks because of prolonged neglect in the past. Four "technical
indicators" were, therefore, added to the main success indicators of
value added and the net profit as a source of bonuses. They were: (1)
reduction in the labour intensity of construction work; (2) reduction
in the weight of construction; (3) reduction in the construction time;
and (4) reduction in the distances over which materials were trans-
ported. All these objectives were, of course, perfectly respectable, but
as soon as they had been introduced as administrative indicators with
some material incentives and administrative pressure added to ensure
their fulfillment, the economic and financial system collapsed. De-
pending on the relative importance of material incentives, administra-

*T. WoJciechowski, "Csy zaopatrtenie materialowe mose bye mnlej klopotliwe?' (Can
the Material Suppl be Less Troublesome ?), Zycie gospodarcse, No. 7, 1978, p. 3.

a This very wel known fact has been recently often stressed by various Polish econo-
mists. See for example, A. Pawlowski's discussion of tactics available to the enterprises
under various systems of planning and administration in his section on "Funkcjonowanie
Przedsieblorstw" Functioning of the Enterprises) in M. Nasilowski (ed.). Ekonomie
politycza socjalizms (The PoUtioml Economy of Socialism), Warsaw, 1975, pp. 424-425.

"Z obrad Rady Ministrow" (From the Deliberations of the Council of Ministers),
Zycle gospodurce, No. 18, p. 5.
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tive pressure and social acclaim, it became possible for the enterprises
to build at higher costs but to show a reduction in labour intensity or
in the weight or the length of construction." The well known game
of choosing among conflicting targets to maximize the gain had to
start.

This phenomenon is now again widely spread throughout the econ-
omy. Moreover, as improvements in labour productivity have assumed
paramount importance, there is a tendency to select the most expensive
technology. High costs, increased by a fixed percentage of the profit
margin, not only increase the absolute volume of profit on which
bonuses depend, but also increase the value of output and "statistical
labour productivity" increases whenever the value of output increases."

In the second half of 1978 many enterprises apparently expressed
complaints about the burden of various planning and reporting activi-
ties which were imposed on them in the process of strengthening admin-
istrative planning. The number of various indicators has grown and,
although some of them are described as "informational", m practice
they all are obligatory." The enterprises usually choose to fulfill some
of these targets rather than to follow the rules of the game that had
been imposed on them, in theory, by the modified economic and finan-
cial system.

Rigidity in responses by the enterprises has, therefore, increased
again and the initiative of the managers declined, but at the same time
also declined their responsibility and the necessity to take risks. They
are again induced "to play one indicator against another," to bargain
for th• best targets, to unpress with good performance in some selected
fields, instead of trying toproduce in the most efficient way the product
mix that is in the greatest demand.

All these adverse features of the centralized administrative command
system have been well known to the Polish economists for decades
They have been described and analyzed in detail. It is impossible to
comprehend why the planners believed that this time these methods
would avoid all the pitfalls and would produce satisfactory results.
Just as the attempts to achieve excessive rates of growth and to exceed
the optimum rate of investment seem to reappear from time to time,
whatever the lessons of past experience, there also exists a propen-
sity to look for a solution for all difficulties in an increase in the degree
of centralization and in a greater use of administrative controls and
commands. Perhaps this happens because the Polish leaders and plan-
ners were originally trained on the Stalinist model and whatever they
have learned later about indirect methods, the role of economic instru-
ments, decentralization and market forces, has never impressed them
as much as the rules which they had learned in their youth. In a time
of crisis they instinctively go back to their old habits of thinking.

Instead, therefore, of moving in the direction of a market socialist
system, or even an effectively modified centrally planned system, in
order to increase the flexibility of the economy which is necessary to
expand export to the West, the planners have gone back to the orthodox

* M. Mazurski, "Zmlana aystemu ekonomlcznego w budownichwie," Zycie gospodarcse
No. 1. 1978.

a J. G. U roccl 1 odblurokratyzowac (To Simplicity and to Reduce Bureaucratization),
Zycie go podrce, No. 23. 1978, p. 2

* Ibd
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system, despite all the claims that there is a new economic and financial
system in operation. This regress is motivated by the determination of
the planners to effect the necessary structural changes, i.e. to expand
production for export and for the domestic market of consumption
goods, to improve technology, to reduce capital-, energy- and material-
intensity of production, and so on. But to achieve these objectives it is
necessary to move in the opposite direction. They all can only be
achieved as the result of decentralization, greater use of economic
measures and improvements in the price and cost structure.

As the result of the adopted approach, the existing disequilibria in
the external and the internal balance of the economy tend to become
even deeper. It is difficult to expand profitable exports to the West, to
reduce the degree of material-intensity and, therefore, import-inten-
sity, to improve the effectiveness of investment and to increase the
overall efficiency of the economy with the help of administrative com-
mands. The centralized system can ensure a high degree of the mobili-
zation of resources and their allocation to a few selected targets. It can
enforce rapid expansion of the export of some primary goods, if neces-
sary by a drastic reduction in domestic consumption, but it is unable
to create the necessary conditions for improvements in the efficiency
of production and the flexibility of responses which are necessary in
order to sell profitably modern sophisticated goods in highly competi-
tive world markets.

The policies that were selected to deal with the aftermath of the col-
lapse of the "new development strategy" have, therefore, made the re-
payment of debts not easier but more difficult. Unable to expand profit-
able export to non-socialist countries and to reduce energy- and ma-
terial-intensity that, in turn, would reduce import-intensity without
reducing the level of current production and prospects for future de-
velopment, the planners were forced to effect improvements in the bal-
ance-of-payments position by drastic administrative restrictions of
import.

he first reduction in the negative balance of trade with non-socialist
countries was achieved in 1977. It was achieved by cutting import by
-4.6 percent at current and by -10.6 percent at constant prices. It is,
of course, a decline at current prices that is relevant for the improve-
ment of the balance-of-payments position, but the level of production
is affected by a decline in the volume of import. It took twice as big a
decrease in the volume of goods to reduce the value of import by about
5 percent. The adverse impact of a cut in the volume by 10 percent was
quite strong. Export actually declined at constant prices by -0.2
percent, but because of favourable price changes, it increased by 9.8
percent at current prices. The expansion in export was not, therefore,
achieved by increased production. Even the reduced deficit was still the
third highest ever ($2.2 billion).

A similar combination of import restrictions and a reduction in the
current output that was induced by these restrictions occurred again
in 1978 and 1979. The size of the deficit in trade with non-socialist
countries declined to $1.8 million and $1.4 billion respectively. Even,
however, an absolute decline in DNMP by -2.0 percent was unable to
eliminate the deficit. This fact raised an important question: how big
would the decline in DNMP have to be to eliminate the deficit even-
tually if this policy were to coiutinio t
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The drastic reduction in the volume of import was felt throughout
the entire economy. In 1977 and 1978 the import of materials and inter-
mediate goods was reduced to such an extent that some sectors of the
economy were unable to fulfill their plans for the lack of materials.
The shortage of materials became very critical in 1978, when unrealis-
tically high targets for the domestic production of materials and inter-
mediate goods were not met The shortage of rolled steel, iron, copper,
cement, plastics and other synthetic materials adversely affected the
output of almost all sectors of the economy through the supply multi-
plier mechanism of magnified chain reactions.3 In some cases produc-
tion had to be interrupted from time to time because of the delays in
the supply of materials. This, in turn, created delays in the delivery
of other products, including those which were designated for export.
In many cases penalties had to be paid in hard currencies.

The chemical industry was particularly badly hit by import restric-
tions. 7 An acute shortage of paints developed and had an adverse
impact on the export of various products, including machines and
equipment which were given priority in respect of everything else as
the goods regarded as essential for the expansion of export to non-
socialist countries." Because of the difficulties experienced by the nitro-
gen fertilizer industry it was impossible to increase the supply of
fertilizers in agriculture by more than about 1 percent per hectare of
arable land.as The shortage of pharmaceutical products assumed the
dimensions of a major crisis in the health services."

A critical situation developed in the supply of electrical power.
While gross industrial production increased by 91.8% between 1970
and 1977, the output of electrical power grew by only 69.5%."
It became necessary to switch off the supply from time to time even for
industrial plants m order to meet the demand by newly established
plants and because of the power failures that were caused by antiquated
electrical power facilities and the lack of proper maintenance." A des-
perate situation in transport became another bottleneck that adversely
affected production and export."

Rates of growth of net industrial growth reflected all these diffi-
culties. Between 1975 and 1978 there was the following decline in the
annual rates of growth: power and fuel from 3.2 percent to 2.1 percent,
metallurgy from 9.6 percent to 6.3 percent, engineering from 16.6 per-
cent to 5.6 percent, chemical industry from 17.3 percent to 3.1 percent,
mineral industry from 12.9 percent to 2.5 percent, woodworking and
paper from 13.3 percent to 2.3 percent, light industry from 13.2 per-
cent to 2.1 percent and food industry from 4.6 percent to -5.6 percent.
The rate of growth of the total socialist industry (state and coopera-
tive) declined between these two years from 9.3 percent to 2.5 percent.
In 1978 negative rates of growth appeared, in addition to the food

" "Narodowy Plan Spolecsno-Gospodarcsy na rok 1979" (The National Soclo-Econmic
Plan for 1979). GospodarkA Plarnwa, No. 1. 1979, pp. .3-4.

8 A. Muslal, "Podstawowe problem roswoja przemyslu w 1979 roku" (Basic Problems of
the Development of Industry la 1979), Gospodrrko pleaowa No. 2, 179. p. 62." J. Antoslk, "Paliwa, surowce 1 materlaly w 1979 roku" (Fuels and Materials in 1979),
Zycie gospodwrcze, No. 3, 1979. . 7.

" "Narodowy Plan . . ," p.
* Ibid., p. 6.
a G. U. 8.. Rocsnik statytyc zn prremnyli 1978 (Statistical Yearbook of Industry 1978).

Warsaw 1978, pp. 62.91
" Musal, o t., pU. OS1"*U"ks ort: bye albo ale Iy." ttport : a Matter of IJte and Ieath). PolUtyAa, Na 8,

1979, p. IT.
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industry also in the building materials industry (-0.8 percent), which
belongs to the "mineral industry" group, and in the paper industry
(-2.2 percent), forming part of the "woodworking and paper" group.
Very low rates were achieved in the leather goods industry (0.3 per-
cent), which is part of the "light industry" group, in coal mining (1.0
percent), part of the "power and fuel group, and in the clothing
industry (1.1 percent), another member of the "'light industry" (see
Table VII).

At the end of 1978 all increases that actually had been achieved
since 1975 lagged behind the time schedule of the five-year plan. The
only exception was the stock of gross fixed "productive" capital that
increased by 82.6 percent of the planned increase for 1980 at the 1975
base. Gross fixed "productive" capital stock in industry increased by
62.7 percent of its 1980 target increase. The increase in DNMP that
was achieved during the first three years of the plan represented 37.1
percent or 39.0 percent of the 1980 target increase, the increase in
NNMP 41.2 percent and gross industrial production 44.4 percent to
46.3 percent. Among various groups of industries the greatest lag was
shown by the chemical industry (31.3 percent of the 1980 target in-
crease), the food industry (35.9 percent), the light industry (37.0 per-
cent) and the mineral industry (39.7 percent). No industry was even
close to the increase that would be consistent with its 1980 target in-
crease (see Table VIII).

Moreover, despite all the efforts, direct controls and administrative
commands the industrial production sold by enterprises for export
and for the domestic market of consumption goods increased only by
8.3 percent in 1978. Its share in total industrial sold production re-
mained, therefore, almost unchanged (31.6 percent in 1977 and 31.8
percent in 1978). The planners had to recognize that an entirely new
situation had developed in respect to the ability of the economy to
utilize existing productive capacities. A discrepancy was created be-
tween the size of productive capacities that increased as the result of
the investment drive of 1971-76 and the possibility of supplying them
with sufficient quantities of domestic and imported materials. For this
reason, "at present the growth of industrial production is limited
not by the lack of productive capacities but by the availability of
materials."" It is, again, surprising that this situation was allowed
to develop. A similar disparity occurred as the result of the first in-
dustrialization drive of the 1950's. It has been discussed and criticized
by various Polish economists, including the present vice-chairman of
the central planning commission."

Instead of attempting to utilize fully all existing productive capaci-
ties, it became necessary in the plan for 1979 to achieve the maximum
possible increase in the production of energy, raw materials and inter-
mediate products. All available resources and organizational efforts
were, therefore, directed to ensure the expansion of coal, lignite, sul-
phur, electric power, steel, copper and a few other basic materials,
while the degree to which productive capacities would be utilized in the
manufacturing industry was left to be determined by the ability to
expand the production and import of materials and to increase the
efficiency of their use throughout the economy."

" Musal. op. cit., p. 61.
* A. Karpinskl. Zagadnienia socjalistycznel industrialisocfi Polki (Problese of tah

Socialist lnd trioli:zation of Poland),, 1araw, 8, pp. 182-193.
* uusial, op. cit., p. 6L
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In effect, as the result of import restrictions it was not possible to
achieve the optimum size of production in a number of plants and
the unit cost increased."

The plan for 1979, the fourth year of the five-year period, was
especially carefully prepared. It represented a determined effort to
change the product mix in favour of production for export and for
the domestic market of consumption goods, to reduce investment and
to concentrate the reduced outlays on a few most important unfinished
projects, above all in the production of materials and intermediate
goods, even at the cost of stopping several less important coristruc-
tions.4 At the same time, it was not to be a taut plan. It had some
reserves in order to deal with three areas of unforeseen developments
in: (1) foreign trade; (2) atmospheric conditions; and (3) the supply
and the effectiveness of the use of materials. The reserves in the ma-
terial balance of basic goods were to be strictly controlled by the gov-
ernment. The plan was expected to be easily overfulfilled."

The DNMP was planned to increase by only 2.8 percent and NNMP
by 1 percent, with consumption increasing by 3 percent and investment
declining by -9 percent, so that the share of investment in NNMP
was expected to be reduced from 25 percent in 1978 to 21 percent in
1979.

The planned increase in industrial production was a modest
4.9 percent, with production for the domestic market of consumption
goods to increase by 7.7 percent, production for export by 9.6 percent
and the so called production for cooperation, i.e. for the supply of
other producers, by 6 percent and a decline in the production for the
domestic investment by -- 9.7 percent. For the first time the planned
targets for several products were negative. For example, the plan
envisaged a reduction in the output of television sets by -0.6 percent,
metal cutting machines by -5.3 percent, trucks by -10.3 percent,
railway freight cars by -6.1 percent and electronic calculating ma-
chines by - 3.7 percent.5

The plan depended on the assumption that labour productivity in
industry would increase by 5.3 percent, total costs in industry would de-
cline by -0.5 percent and that the cost of materials would be reduced,
because of a more efficient use. by -1.5 percent, a saving of materials
by 26 billion zloty, as compared with 22 billion that had been achieved
in 1978 (a decline by -1.3 percent). Investment in industry was sup-

S posed to decline by -10 percent, while investment in the energy and
fuel industry would increase by 14 percent. 51 Agricultural production
was expected to increase by + 5.3 percent.

The planned increase in export was 9 percent and that of import
only 4 percent, both at constant prices. Trade turnover with socialist
countries would expand by 9 percent while trade with capitalist coun-
tries would be limited to about 4 percent with the share of socialist

S countries in the total value of trade increasing from 52 percent in
1977 and 54 percent in 1978 to 56 percent in 1979. It. was expected that
there will be "a considerable improvement in the balance of payments
position, especially in trade with the capitalist countries." 2

"'' "F~ sport . .. ,"p. 18."* "Narodowy Plan . . . ," p. 5.
"* Musial, op. cit. p. 67."* Ibid., pp. 63, 65.
U Narodowy Plan .... " p. 5
* Mlusal, op. cit., p. 61.
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Then came the highly disappointing results of 1979. DNMP declined
bq -2.0 percent. Consumption from personal incomes increased, how-
ever, by 3 percent, while investment declined by -8.2 percent, which
was again a smaller reduction than had been planned. Among invest-
ment projects which were supposed to be completed about 30 percent
were still unfinished. Out of 52 investment tasks that were classified
as absolutely essential only 30 were completed. The plan envisaged
an increase in productive capacities by 11.5 percent. The actual increase
was only 5.7 percent."

An average nominal wage increased by 8.6 percent, an average pen-
sion by 11.5 percent and the individual farmers' income from the sale
of produce by 8.0 percent. Nominal personal incomes increased by 9..,
percent. The cost of living rose, however, by 6.7 percent.

In industry the sold production increased by only 2.8 percent, pro-
duction for the domestic market of goods purchased by the population
by 4.1 percent and production for export by 4.4 percent. Industrial
sales are reported at current prices. With an increase in the cost of
living 6.7 percent, there was likely a decline in both gross and net
production (contribution to national income) at constant prices in
which the plan targets were expressed." Employment in industry de-
clined by -0.5 percent (planned change -0.2 percent) and labour
productivity increased by 3.3 percent (plan 5.3 percent).

Gross agricultural production at constant prices"s declined by
-1.4 percent and the plant production decreased by -3.8 percent. The
number of cattle declined by -0.6 percent, pigs by -2.3 percent and
sheep by -0.6 percent (livestock figures are always calculated in
June). Gross animal production for the year increased by 1.4 percent.
"The plan had envisaged an increase in the use of fertilizers by 8.0 per-
cent. The actual supply declined by - 1.1 percent.

Foreign trade turnover with socialist countries increased by 9.1
percent at current prices. As the planned increase was 9.0 percent at
constant prices, it means that the plan was not fulfilled at constant
prices. At current prices export to socialist countries increased by 11.8
percent and import by 6.5 percent. Trade turnover with capitalist
couIlltics expanded by 8.7 percent at current prices (plan was 4 per-
cent at constant prices), with export increasing by 12.9 percent and
imrport by 5.6 percent, both at current prices. The overall deficit in the
balance of trade was reduced from 6.25 billion zld (deviza zloty) to
3.88 billion (from $1.88 billion to $1.17 billion). In trade with socialist
countries the deficit of 0.27 billion zld was converted into a surplus of
1.16 billion zld (from -$81.3 million to +$349.8 million). The deficit
in trade with the rest of the world declined from 5.98 billion zld to
5.04 billion zld (from $1.80 billion to $1.52 billion). In effect, the coun-
try imported capital from the West in 1979 in order to re-export about
23 percent of it to other socialist countries (probably the U.S.S.R.).

A Information on the fulfilment of the 1979 plan is based on Polityka, No. 7, 1980. p. 2.
and Trybuua ludu, No. 34, 1980, pp. 4, 5.

* In 1978 the "sold industrial production" at current prices was 2.928 billion zloty. "global
industrial production" at constant prices was 2.164) billion zloty and "uet industrial produc-
tion" (the contribution of industry to national income) was 901 billion zloty. G. F. S.,
Rocznik statystycnny 1979 (Statistical Yearbook 1979), Warsaw 1979, pp. 134-135.

"M Global production is higher than the contribution of agriculture to national income
which is in the form of the "net final product.' In 1978 the two were, at constant prices
as follows: global production 653 billion zloty, net final production 325 billion zloty.
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The reason was apparently the settlement of debts for the Polish con-
tribution to the construction of the third stage of the Orenburg gas
pipeline and Poland's participation in joint investment projects (con-
struction work represented 10 percent of total export to U.S.S.R. in
1979). Export increased also because there were difficulties with plac-
ing various machines and equipment in non-socialist markets and there
was some increase in the export of agricultural products. At the same
time the planned level of import from socialist countries was not
reached. Those countries also experienced, to various degrees, similar
difficulties in production and, because of the hard currency indebted-
ness, they all gave priority to the expansion of export to capitalist
countries. This situation adversely affected trade among socialist
countries."

It was a great disappointment for the planners that export to non-
socialist countries increased mainly because of an expansion in the
export of the products of the metallurgical, light and fold industries
and agriculture, while the export of the products of the engineering
industry declined. This was the industry that had enjoyed top prior-
ity during the restructuring and modernization drive of the early
1970's when great hopes were attached to its future role as the engine
of growth for export to non-socialist countries. There was a decline
in the volume of export in more than 20 groups of the products of
that industry. In some cases, for example, in the production of the
metal working machines, the structure of production is still not ad-
justed to the structure of the world demand. There were also branches
of the engineering industry that were unable to meet foreign demand
for their products because of the difficulties experienced in production,
because of the shortage of materials or because some investment proj-
ects had not been completed, or because the planners had decided to
reduce their output. There was also the pull of the domestic demand
to the satisfaction of which some consumer durables were shifted."s

There was a clear regression in the field of industrial cooperation
with Western firms. There were no new agreements, there was an
increase in the import-intensity of production based on existing agree-
ments and it was difficult to find markets for some products based on
foreign licenses."

"On the import side a decline in the import of machines and metal-
lurgical products from advanced countries was compensated by an
increase in the import of oil and other raw materials from the develop-
ing countries. The balance of trade with the latter group became nega-
tive for the first time in several years. It was also for the first time
in 1979 that Poland became a net importer of fuels and energy. This
development was caused by a combination of a rapid increase in the

S domestic demand for these products, partly as the result of the expan-
sion of particularly fuel- and energy-intensive industries, and of very
unfavourable changes in the ratio between the prices of coal on one
hand and oil and natural gas on the other (since 1972 one ton of coal
has been buying 80 kg less of oil and 50 cubic meters less of natural

"" "Polaki handel zagraniczny w 1979 r" (Polish Foreign Trade in 1970). Rynki zagra-
niczne, No. 17, 1980, p. 3." Ibid., p 4.

" Ibid.
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gas every year). Changes in the structure of Polish exports and im-
ports are shown in Table IX.

A reduction in the siwe of the deficit in trade with non-socialist coun-
tries was a real achievement. IHowever, the cost of it was very high for
the economy. In 1979 Poland experienced a deterioration in term of
trade by - 3.2 percent which was the sharpest decline in the decade (see
Table X). To reduce the deficit it was necessary to increase the volume
of export and, as the inability to expand production was limiting this
increase,," it became necessary to cut the volume of import to a greater
extent The volume of total export increased by 6.T percent and the vol-
ume of total import declined by -2.5 percent. A decline of this size,
together with the non-fulfilment of the plan targets for domestic pro-
duction of various essential materials and intermediate goods resulted
in the appearance of various bottlenecks and restricted, through the
supply multiplier mechanism, output in practically all sectors of the
economy.

An expansion in the production of essential basic materials, energy
and fuels was the most important part of the 1979 plan. On its fulfil-
ment depended the degree of utilization of existing productive capaci-
ties in the manufacturing industry. Statistics show a decline in the
output of oil refinering by -2.1 percent, steel by -0.2 percent
(planned increase 5.2 percent), plastics and other synthetic materials
by -5.7 percent (planned increase 20.7 percent), chemical fibres by
-3.0 percent (planned increase 4.7 percent), fertilizers by - e 2 per-
cent, cement by -11.4 percent (planned increase 12.0 perce .;, bricks
and other wall construction materials by - 10.7 percent, paper by -5.6
percent (planned increase 4.6 percent) (see Table XI). In agriculture
the crop of wheat declined by -30.6 percent, rye by -30.0 percent,
oats by -12.3 percent, sugar beets by -9.9 percent, oleiferous plants
by -64.2 percent.

There was also a decline in the production of several important
manufactured consumption goods, such as furniture (-1.5 percent),
washing machines (-5.7 percent), domestic refrigerators and
freezers (-13.9 percent), television sets (actual decline -5.8 per-
cent as compared with the planned decline of -0.6 percent), tape re-
corders (-6.9 percent), cotton and simulated cotton textiles (-3.8
percent), wool and simulated wool textiles (-0.9 percent), silk and
simulated silk textiles (-2.6 percent) (see Table XI).

The planned restructuring of the total output was not achieved.
While the production of electric power, materials, intermediate goods
and some consumption goods declined instead of increasing, or in-
creased by less than the planned rates of growth, the production of
many investment goods that was supposed to decline, actually in-
creased. For example, the plan had envisaged a decline in the pro-
duction of the metal cutting machines by - 5.3 percent, but their out-
put increased by 5.5 percent.

The output of calculators and other mathematical machines was to
decline by -3.7 percent, but it increased by 26.9 percent. The produc-
tion of trucks was to decline by -10.3 percent. It declined, however,
only by -8.4 percent. On the whole, it was the production of invest-

" Ibid., p. 3.
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ment goods that saved the total industrial production from declining
even more at constant prices (see Table XI). As the result of the lack
of sufficiently strong structural changes the socialist industry's sold
production for export and for the direct supply of the population as a
proportion of the total sold production of the socialist industry in-
creased only from 31.8 percent in 1978 to 32.2 percent in 1979 (at cur-
rent prices).

The Central Statistical Office's communique gives four reasons for
the unsatisfactory results in 19i9: (1) The energy crisis; (2) the
difficulties experienced in transport; (3) the lack of sullicient supply
of materials; and (4) the exceptionally severe winter.' 0 The last factor
was undoubtedly Important. However, the plan was supposed to in-
clude some reserves for '*bad atmospheric conditions." Even if these
reserves were unable to cope with the exceptional conditions that were
actually experienced, they should have helped to reduce the impact.
It is difficult to explain the slow recovery during the subsequent
months. The results for the first half of the year should not have been
as bad as they were. Moreover, in some products the results for the
whole year were even worse than for the first six months. For example,
electric power increased by 2.2 percent in the first half of the year, as
compared with the first half of 1978, but the increase for the whole
year was only 1.6 percent. The output of steel increased at the rate of
0.4 percent in the first half of the year, but declined by -0.2 percent
for the year as a whole. The rates of decline of the output of domestic
refrigerators and freezers were -9.9 percent during the first half of
the year and -13.9 percent for the whole year (see Table XI).

The plan had envisaged only an increase of 4 percent in trade with
non-socialist countries, as compared with 9 percent in trade with social-
ist countries, both at constant prices. During the first half of the year
trade with non-socialist countries increased, at current prices, by only
0.5 percent, with export increasing by 2.7 percent and import declining
by -0.7 percent. Trade with socialist countries increased, at current
prices, by 6.9 percent, with export increasing by 10.2 percent and im-
port by 3.7 percent. In real terms there must have been quite a serious
decline in import from non-socialist countries and probably also some
decline in import from socialist countries. This reduction in the volume
of import had a very strong adverse effect on the output of many in-
dustries. No wonder that the sold production of the socialist industry,
at current prices, increased during the first six months only by 0.6
percent.6 1 This undoubtedly implied a reduction in output at constant
prices.

Import from non-socialist countries was raised very rapidly in the
second half of the year. It increased by 5.6 percent at current prices
for the year as a whole. The drastic decline in trade with non-socialist
countries in the first six months could have been caused partly by the
exceptionally bad weather conditions that affected more maritime
transport, which is mainly used for trade with non-socialist coun-

" "Komunikat glownego urzedu statystycznego o rozwoju gospodarki narodowej 1 o
wykonaniu Narodowego 1'anu Spoleczno-Gospodarczego w 1979 r" (Communiqud of the
Central Statistical Office on the Development of the National Economy and on the Fultil-
ment of the National Socio-Economic Plan for 1979), Trybuna ludu, No. 34, 1980. pp. 4, 5.

* Statistics on the first half of 1979 on the basis of Trybuna ludu, No. 176, 1979, p. 5.
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tries,' than overland transport, used mainly in trade with other
CMEA countries. This does not however, provide the whole explana-
tion of the decline. There must have been an attempt to reduce import
from non-socialist countries by an excessive amount that proved to be
too harmful for the domestic production. The limited recovery that
took place in the second half of the year was associated with a rela-
tively improved situation in respect of import from non-socialist
countries. It seems, therefore, that the availability of various com-
modities in the world markets compensated for the failure of the
domestic production and that restrictions on import had to be relaxed.

The impact of the very severe weather was superimposed on the crisis
that was generated by import restrictions and too ambitious restruc-
turing, this time of the current output, by direct administrative com-
mands. The crisis would have been even greater in the absence of a
rapid relaxation of restrictions on import from non-socialist coun-
tries that the planners were forced to effect.

The performance of the economy in 1979 certainly created a shock
for the leaders. The results had been published just before the Eighth
Party Congress and created considerable embarrassment It is not,
therefore, surprising that premier Piotr Jaroszewicz. who had been
known for his inflexibility in economic policies, and deputy premier
Jan Szydlak, who had been the main authority on systemic modifica-
tions and had been responsible for tie rejection of all more progres-
sive proposals, had to resign and that a new minister of foreign trade
and maritime economy, Ryszard Karski, was appointed in place of
the former minister (J. Olszewski), who had resigned earlier. What
is surprising however is that these were the only resignations and
that neither the new premier, Edward Babiuch, nor the new deputy
premier, Kazimierz Barcinkowski, are familiar with economic mac-
ters. The former is a party "aparatchik" without any significant gov-
ernment experience. The latter is also more an "a paratchik" who has
dealt with agricultural matters than a specialist in this or any
other sector of the economy and certainly not in the field of macro-
economic policies. Chairman of the Central Planning Colmmission,
Tadeusz Wrzaszczyk. not only has kept his position, but has entered
the Politbureau. Although an engineer by training and a former ad-
ministrator in the automotive industry, he is the only member of the
new Politbureau who has experience in economic matters.

VI. SEARCH FOR A STRATEGY FOR THE 1980's

During 1979 announcements were made, for example by some eco-
nomic advisers to tile First Secretary of the Central Committee, that
the plan for 1981-85 was already predetermined by the repayment
obligations, shortages of energy and materials, the necessity to com-
plete the unfinished investment projects and to eliminate disequilibria
in the balance of payments and in the domestic macroeconomic balance
of the economy. In this situation the planners had practically no free-
dom of manoeuvre. The main strategic decision was apparently only to
choose whether a concentrated effort should be made to complete the
recovery in 1981-85, so that a new expansion could take place already

SZ. M. Fallenbuchl. "Poland'a Maritime Transport," In B. Mieczkowaki (ed.), East
European Transport, The Hague: Maritinus Nijhof, 1980, pp. 43-123.
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in 1986-90, an entirely unrealistic idea, or whether the recovery should
be elected more slowly, witii eorts spread over the whole decade."

No decision in this matter seemed to be made at the Eighth Party
Congress. The problem was not even raised. The stress was on the im-
provement in tue overall efficiency of the economy and on a **harmoni-
ous" development. The latter implies a balanced growth of various
sectors in order to avoid bottlenecks. The plan for 1981-86 seeems to
be built on the assumption that it should be possible to increase the
utilization of existing productive capacities by: (1) increasing the
number of shifts, especially in the engineering and building materials
industries (a somewhat doubtful policy because of a decreasing num-
ber of new entrants into the labour force as the result of demographic
factors and inability to increase the participation ratio any further,
and because of the need to expand services) (2) improving the time
during which machines and equipment are effectively in operation by
proper maintenance, speedy repairs and adequate stocks of spare parts
(this policy ignores various systemic reasons for the underutilization
of machines and stoppages that are caused by bottlenecks in the supply
of materials and by macroeconomic disequilibrium); and (3) trans-
ferring machines and equipment from those sectors and plants where
they are not fully utilized to the economic organizations, including
small socialist enterprises of local importance (a policy of a rather
limited significance as most non-utilized machines may be of a specific
nature and their use in other fields may lead to ineficiency and the
waste of materials).

The purpose of these policies is. of course, an attempt to reduce
capital-intensity and to reduce investment. It is expected that they will
help to reduce the share of investmLent on fixed capital in NNMP to
less than 20 percent.

At the same time changes in industrial structure will be made to
reduce the relative importance of those actors that are particularly
heavily energy-, fuel- and material-intensive. Together with the intro-
duction of the more energy- and material--aving technologies and with
an admini-trative campaign for the reduction in the waste of materials,
this policy is expected to reduce the use of materials per unit of produc-
tion by 6-8 percent. IHowever. most of these measures would require in-
vestment and may prevent the planned reduction in the share of invest-
ment outlays. The conflict is expected to be reduced by giving priority
for the modernizing investments rather than for the construction of
new plants, and for thSse investments that increase efficiency or "har-
monization". i.e. remove bottlenecks. Special efforts will also be made to
complete unfinished investment projects and not to allow the invest-
ment front to get wider again. Great emphasis will also be put on the
improvement in the quality of products and services.

All these measures are not new. Efforts to reduce the capital- and
material-intensity, to reduce investment, to prevent widening of the
investment front, to give priority to the expansion and modernization
of existing plants rather than to the construction of new plants, to
improve the quality of products and -o on have been mentioned as
nece .ary objectives at least since the middle of the 1t60's." Their

* A. Rajkiewicz. an interview it Zycie guepodarcze, 1979." W G(uomilka. "I'spraw:irc process piaoi.iauia i inietutanie'" (tu Improveaent ft
the recess of Planning and Investment), Noce dr',gi, 1',6. pp. 51-62.
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implementation has never been successful. There are no obvious reason
why it should be different this time.

The plan also emphasizes the importance of: (1) the substitution of
domestically produced materials for those which are imported; and
(2) the replacement of the export of raw materials by more highly
processed exports. Both policies can give disastrous results, unless they
are carefully implemented and only on a limited scale. When some
inferior domestic materials, or intermediate goods, are used in prefer-
ence of the imported high quality materials, parts and other intermedi-
ate goods for the production of modern machines and equipment, the
quality of products can deteriorate and it may be difficult to export
them, while the domestic production of these materials may increase
the capital intensity of the industrial structure, which the plan at-
tempts to reduce. The emphasis on the export of more highly processed
commodities may lead to the loss of hard currency earnings, which
until now have been provided by the export of raw materials, without
any compensation by an expansion in the export of final products.

At the same time there is supposed to be a stress on the selection of
export-stimulating investments and investments for the expansion of
the food complex (agriculture and the food industry); the housing
complex, including the building materials industry; the production of
manufactured consumption goods for the domestic market; the pro-
duction for an improved supply of materials for medical services; the
production of energy; improvements in transport, including the load-
ing facilities in the seaports; and for all those investments that ensure
a more efficient use of fuels, energy and materials throughout the econ-
omy. This long enumeration of various fields to which investments are
going to be allocated on priority basis is, in effect, a list of needs rather
than that of priorities.

Only some targets of the new plan had been published at the time
this paper was written. It sees that the planners attempt to achieve
some very moderate increases. Many of them seem to be approximately
of the same dimension as the increases that had been achieved duriilg
the first three years of the 1976-80 plan."

Gross industrial production is planned to increase by 20-24 percent,
as compared with 22.2 percent in 1976-78, gross agricultural produc-
tion by 12-13 percent, as compared with 10.4 percent, the output of
the engineering industry by 33.0 percent, as compared with 32.4 per-
cent, the output of the woodworking and paper industry by 18-24
percent, as compared with 24.7 percent. The plan envisages a much
faster expansion in the production of the chemical (28-34 percent as
compared with 20.2 percent in 1976-78) and food (15-20 percent as
compared with 13.4 percent) industries. The output of coal is expected
to reach 232-235 million tons in 1985 (an increase of 15-17 percent
over the 1979 level of 201 million tons), the output of lignite 80-90
million tons (an increase of 95-120 percent over the 1978 output of
41 million tons), the output of steel 23-24 million tons (an increase of
19.8-25.0 percent over the output of 19.2 million tons in 19'9) copper
500 thousand tons (an increase of 48.8 percent over the 1979 output
of 336 thousand tons). Electric power is expected to increase by
24-28 percent.

" Uchway VIII Zazda'" (The Resolutluns of the Eighth Congres), Trybuns ludu,
No. 34. 1980. pp. 5. &

I ,
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These targets imply that the engineering and chemical industries
are expected to be the leading sectors of the manufacturing industry
and that special efforts will be made to expand the "material base of
the economy." The rate of growth of output of electricity will be only
slightly higher, if at all, than the rate of growth of manufacturing,
and tils may be another source of difficulties in the future. The output
of coal will increase rather slowly and the output of steel at approxi-
mately the same rate as manufacturing industry. -It is in the output
of lignite and copper that the substitution of domestic production for
import and export of more highly processed commodities is, prob-
ably, expected to happen.

The plans seems to be the continuation of the same policy as that
which has been applied since the collapse of the "new development
strategy" to deal with the difficulties which have appeared as its after-
math.It can be summarized as follows:

(1) The reduction in the rate of growth of the economy to elimi-
nate, or at least to reduce, the macroeconomic disequilibrium and
the balance-of-payments difficulties and a steeper decline in invest-
ment in order to ensure some increases in consumption;

(2) A combination of the stimulation of export, which will have
to depend mainly on the production of engineering and metallur-
gical industries because of a rather slow expansion in the produc-
tion of coal and of agricultural products and food, and of import
substitution;

(3) An attempt to effect a switch toward a more "intensive pat-
tern of development";

(4) The elimination of the bottlenecks imposed by the shortage
of materials;

(5) The maintenance of the priority expansion of the engineer-
ing industry, which is probably expected to provide machines and
equipment for export and for import substitution; and

(6) The elimination of a series lag in the development of the
chemical industry; the industry is expected to become another
leading industry, as it had been planned already in the second half
of the 1960's and then, again, at the beginning of the 1970's.

For some time there has been an almost uniform opinion of theoreti-
cal economists in Poland that the present. difficulties cannot be elimi-
nated and no recovery would be possible without some bold systemic
changes." On the other hand, the official position seemed to be that it
was not the right time to introduce reforms, because of the existence of
serious macrnoco)nomic domestic and external disequilihria. The latter
view was defended by some economic advisers to the Central Commit-
tee 6' and it seems that it was a disagreement with this position that
resulted in the resignation of one of them (Professor Janusz Beksiak)
in 1979.

It is, therefore, somewhat surprising that there is an entire section
in the resolutions of the Eighth Party Congress that deals with the
"improvement of the system of functioning of the economy." Most
of the suggestions are. however, not particularly exciting. They in-

"* See. for example. papeers presented at the conference on "Internally Consistent
Mechanism of the Functioning of a Socialist Economy." Warsaw. Novemi er 1978. and at
the cunterence on "Direct lustrutuents in the Management of Industrial Economic Organi-
zatious." Wroclaw. September 197,s."~ P. BPook. "Molliwueld spuleczno-goupodareczgo rozwoju Pollki w 1950-ych latach"
(Poasiblllties of Socio-Economic Development of Poland in the 1•bO's,. .owce drogi, No. 1,
1979, p. 113 and . Rajkiewicz, an Interview In Zcse gospodarc.e, 1979.

__ _
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elude: (1) the strengthening of the role of central plans (both five-
year and annual); (2) improvement in the discipline of the imple-
mentation of the plan and the avoidance of numerous corrections in
the plan (to eliminate instability); (3) improvement in the structure
of big economic organizations (W.O.G.); (4) an increase in the role
of small and medium plants and the recognition of the 'ole of small
socialist local industry in the process of economic development of the
country; (5) a reduction in the number of levels of administration
(i.e. the elimination of the intermediate level between the industrial
ministries and the enterprises); (6) an increase in the rights and in the
responsibility of economic organizations and local administrative
units, and in the role of economic mechanisms; improvement in the
functioning of the financial system and economic and financial instru-
ments in order to ensure the full utilization of productive capacities
and greater efficiency, and in order to prevent unearned gains by the
economic organizations (unsubstantiated increases in prices or changes
in the product mix); (7) improvement in the system of prices of
machines and materials in order to effect a reduction in costs, im-
provement in quality and better utilization of productive capacities;
(8) an increase in the financial discipline in order to prevent wastes;
and (9) improvement of management within the enterprise.

All this does not have to mean any change from the previous policy
of "improving" the system without making any significant changes,
the only effect of which has been creation of an additional source of
confusion and instability.

There is, however, a statement which is almost inconsistent with
the above list of useful desiderata. The Congress has decided that "it
is necessary to assess the present system of planning and administra-
tion" and this must be done by 1980. On this basis a complex
plan of improving the functioning of the economy is to be prepared
for gradual introduction in such a way that the process would be
completed in 1983, when the still now unknown system ý:hould be in
operation in the entire economy. The purpose of the change is to
stimulate a rapid improvement in the efficiency of the economy, to
ensure a more flexible adaptation to the changing external conditions.
The resolution states that the fulfillment of the tasks of the overcoming
of the present difficulties and improving the economic situation will
depend on the effectiveness of these changes, i.e. on the still unspecified
new system that will be introduced at the beginning of the 1980's.

Was the introduction of this provision a last minute change of heart t
Was this particular resolution enforced on the leadership by some
delegates who felt embarrassed to approve the party program of in-
action in view of the catastrophic economic results for 1979 that had
just been published before the Congress met? Or was the provision
about the revision of the present system and the promise to introduce
a new system inserted only to make an impression that something will
be done, to pacify the delegates and disarm any potential opposition ?
Only time will show which of these three hypotheses is closest to the
truth. It seems, however, that only with a considerably modified sys-
tem, at least to the extent to which the Hungarians have modified
their system, would it be possible to operate an open economy which
Poland now has and will have to expand as the result of the need to
renav its debts to the West.

The last years have demonstrated that recentralization and regres-
sion towards a greater dependence on direct controls and administra-
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tive commands cannot eliminate the serious disequilibrium in the
domestic and external balance of the economy without throwing the
economy into stagnation and without endangering prospects for the
future development of the country. No further progress seems to be
possible without systemic modifications. One can only hope that the
leaders have understood this lesson and that the systemic modifications
which have been announced in the Eighth Congress resolutions will be
sufficiently bold and far reaching. Without such reforms it is doubtful
that a recovery from the present very serious economic crisis could
be effected and that the leaders would be able to prevent some cata-
strophic political upheavals over which they might lose control.

TABLE I.-NOMINAL AND REAL PERSONAL INCOME. LABOR PRODUCTIVITY. REAL INCOME FROM WORK IN THE
NATIONAL ECONOMY AND IN AGRICULTURE. AVERAGE REAL V'AGE, PER CAPITA INCOME IN PRIVATE AGRICUL'
TURE, WAGE FUND. COST OF LIVING

1971 1972 1973 1974 1975 1976 1977 1978 1971

Nomnal personal income............ 10.1 11.7 14.5 17.0 15.3 11.2 10.1 3.6 9.5
Ral personal income ....... -..... 10.3 11.7 11.6 9.6 11.9 5.2 5.0 .3 218
Labor productivty #a the national

economy............. .......... 6. 1 Lt 4 7.4 7.5 6.9 8.6 2.3 NA
Real income from work in the national

economy....................... 9.2 12.3 12.2 10. 10.9 5. 3. -1.4 NA
Real income from work in private agri-

culture ................. 9.0 9.9 3.3 -1.9 .4 9.5 5.2 -1.8 NA
Average nominal wag ........... 5.5 6.4 11.5 13.8 11.8 .8 7.3 6.1 L.6
Avefag rel wage ................ 5.7 6.4 3.7 6.6 .5 3.9 2.3 -2.7 L8
Per capital rea income in private agri-

culture .......................... 16.2 15.9 4.3 -6.4 -5. 15 NA NA NA
Wae fund....................... 8. 11.1 15.6 17.6 14.4 10.5 4 6.5 5.5
Costd o lavin....... ............ .2 0 2.6 6. 3.0 4.7 4.9 L.7 6.7

NA-Not available.

Source: Glowny Uuad Statvstyczny (G.U.S.). "Rocznik statystycua 1979" (Statistical Yearbook 1979), Warsaw 1979,
pp. 7, 77; G.U.S., "Roczns statystvcny roln-ctwa i gospodarki z wnosciow 1978" (Statistcal Yearbook of Ariculture
and Food Economy 1978), Warsaw 1978, pp. 420, 421; "Trybuna lude," No. 34, 1980. p. 4, 5.

TABLE II.-PLANNED AND ACTUAL RATES OF GROWTH OF IMPORT AND EXPORT, BALANCE OF TRADE WITH NON-
SOCIALIST COUNTRIES, NET HARD CURRENCY DEBT

1971 1972 173 197 4 1 1975 1976 1977 1978 1979

Import:
Planned rate of growth (constant

prices)...... -- ..-.-....- . NA 16.4 20.1 22.0 14.7 17.4 2.7 1.4 5.1
Actual rate of growth (constant

prices)................. ..... 13. 22.1 22.6 14.2 5.0 10.3 .4 1.5 -2.5
Actual rate of growth, non-Socialst

countries (constant prces)....... 20.7 44.8 37.1 19.5 12.1 11.4 -10.6 NA NA
Actual rate of growth, non-Socisist

counties (current prces)....... 16.1 44.4 65.8 53.4 6.6 8.5 -4.6 0 5.7
Export:

Planned rate of growth (constant
p ices)........ ... ...... NA 4.9 12.9 1.9 22.3 166 13.0 10.0 9.1

Actual rate of growth (constant
paces)..................... 6.5 15.2 11.0 12.8 1.3 5.4 8. S 5.7 6.7

Actual rate of growth, non-Sociaist
countries (constant prices)....... 11.5 14.8 10.9 5.9 5.8 13.1 -. 2 NA NA

Actual rate of growth. non-Socialist
country es(cwrent prces)...... 11.5 15.5 27.0 45.7 11.9 7.7 9.1 7.3 12.9

Balance of trade with non-Soalst
countries (blio dollars).......... .1 -. 3 -1.3 -2.1 -2.7 -2.9 -2.2 -1.8 -1.4

Percent ud export to non-Socialst
countries ........ .... ..... ... 7.9 -15.2 -50.2 -58.2 -64.8 -65.8 -44.3 -33.9 -23.7

Not hard currency debt to the West
(mutlio U.S. dollars).............. 764 1,150 2,213 4,120 7.381 10.680 13, 532 16 972 19, 593

' Provisional.
NA- Not avadable.

Source: G.U.S.. "Rocznk statystyczny 1979" (Statistical Yearbook 1979, p. XLV; "Gospodarka pianowa," No. 4. 1972.
p. 235; No. 5. 1972 p. 164; No. 4. 1973, p. 240; No. 4. 1974. p. 230 No. 4, 1975. p. 272; "Handel zaganicany." No. 3,
1977. p. 18; No. 3, 1978; No. 3, 1979, p. 4; "Rynki zagranacrn," Nol. 14, 1980. p. 3; data on indebtedness provided by
Jo. Zooter.
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TABLE IIl.-IMPORT Of MACHINES AND EQUIPMENT (CMEA CLASSIFICATION. DEVIZA ZLOTY.

CURRNl T PRICES)

Al counties Secust countries Rest of the wor As perat
of total

Perce of Pere o Percet d import of
total told toUd machine

Mailo aso MellMon socalist M fee rest of ad
YeM zid ouatees idd couoetrs id the wodd equ•peat

1970 ............. .... 5.251 X 4 4 201 42.5 1.044 23. 19
1971 ................ 5.61 34.7 4,310 39.6 1.302 24.7 2.
1972 .................. 7.630 39 5.066 42.2 2.564 33.7 33.
1973 .................. 10730 41.1 6.456 47.9 4.274 33.9 39.1
1974 ................. 3 413 3 7 362 47.6 6 051 31.3 45.1
197S. ................. 1, 573 37.4 7,471 3.1 8, 103 359 52 .
1976 .................. 17.916 3.9 9, 63 44.6 1,278 33. 4.2
1977 ............... 18,362 37.1 10.784 42.8 7,578 32. 41.3
1978 .................. 20.273 '39.8 '13.210 '48.1 7,512 '322 '37.1
1979.................. '19,548 3.2 13.94 '47.6 S,66. '22. '21.9

' Products of engoin ing industry and construction work.

hot: I id equls S$0.25 (up to 1971), US$0272 (in 1972), US0301O (since 1973).

Source G.U.S., Rouarzk stat)styrzny handle zagranncne 1971" (Stattsticl Yearbook of Forslt Teade 1978),
Warsaw 1978; "Ha'addi laanUl cny. No. 3. 197, pp. 3, 4; 'Rlaki Za4raAnne,'" No. 17, 1Wa0, p. 3.

- -



TABLE IV.-RATLS Of GROWTH: DOMLSIC NET MARIRIAL PRODUCT ("PRODUCED NATIONAL INCOME"), NATIONAL NET MATERIAL PRODUCE ALLOCATEDD NATIONAL INCOMt"), FIXED
CAPITAL STOCK, CONSUMPTION, INVLSTMINT, AND VARIOUS RELATIONSHIPS CONSTANTT PRICES)

1961-6 1966-70 1911-75 1916-18 1911 1972 1913 1914 1915 1916 1977 1978 Pln 1979 1979

DNMP.. ................................ 6.2 6.0 9.8 5.0 8.1 10 6 10 8 10.4 9 0 6.8 5.0 3.0 (2.8) -2.0
Investment ... .. . ... 6.......- ... 6.8 8.2 18.4 2.7 7.5 236 25.0 22.5 14.2 2.2 4.3 1 6 (-9.0) -8.6
Net ndutt. tlpsoducton ...-----.. ---...--- 89 7.8 10.8 6.4 8 5 10.4 11.6 12.0 11.4 9 3 ).7 2.5 1(0.8) '2.8
Investment in indst.y --...-----......- -.. 8.0 7.7 21.9 0 10 4 34.6 26 7 22.2 17.0 3.0 -. 8 -2 1 0) ()
Net ap ultural pioduction................. 2.1 -1.6 -. 6 2.4 8.8 4.7 2 0 -5 2 -11.7 - 2 -. 8 8.3 () *-1.4
Investmentin aguacultue...--...----....- .. 12.7 8.0 14.1 5.3 4.4 14.9 11.2 18.0 16 5 2.1 14.2 .2 () )
NNMP .... ---...---..........-- - ...-- .. 5.9 .8 12.0 3.5 9.8 12.7 14.3 12. 1 10.9 7 0 2.7 .1 (1.) 0)
Consumption ............... ............ 50 5.6 8.7 5.7 7.7 9.1 8 1 7 4 11.1 8 8 6.8 1.7 )
Accumation............................ 8.5 6.3 19 0 -1.1 15.3 21.5 27,5 20.7 106 3.7 -5 .3 -1 .4 )
Fud captal. .................. ..... ... ... 4.4 6.1 8.0 9. 5 2.9 6 5 7 6 9 3 10 2 9 7 9.8 9 1 ()
Fixed capital per wike................... 2.8 3.7 5.9 8.9 4.1 4.2 5 3 6 3 8.6 9.7 8.6 8.3 (1) (2)
DNMP pe wokoe. . .. ..... ... ... 4.3 3.8 7.6 5.9 6.8 8.1 84 7.4 7.5 6.9 8.6 2.3 0 0
DNMP pe ust otf had capta..............---1.4 0 1.7 -4.1 1.8 3.8 3.0 1.0 -1.1 -2. -4.3 - 6 () -7.

SSold production.
SNot available.
a Global poductiom.
Source: G.U.S.. "Rouik dtMstycuty" 1979 (StalticI Yeabook 1979), Waruaw 1979 "1Tybuna Ivdu." No. 34.190. pp. 4.5.



TABLL V.-POLAND--GNP BY SCIOOR OF ORIGIN, AT 1969 ADJUSTID FACTOR COSI, 196 AND 1969-19

(Indeses: 196-100, weightsin percent of GNPI

W htohb 1961 1969 1910 1911 1912 193 1914 1917 1916 1177 1917 1919

1. Industry........ .........................
2. Aocultur -----.........--...........-- -- ....----
3. Foestry ........................ . .......
4. Construction .. .... ......................
5. Transport, communications ........... ......
6. Tra ..... ..de.. ....... --
7. Housing ............
. Communal and miacellaneous............ .-

services

3S 28
23.19

.0o
8 11
8.72
6 54
?7 24
3.)6

100
100
100
100
100
100
100
100

127.4
9'. 2

100 2
134. 1
17? 8
12. 9
Ill.
112,1

135 4
993
993

144 8
135.9
131.8
111.8
11.5

144 2
10. 3
991

156 4
151.2
141 1
123 7
11r.2

9. Domestic and religous srvcs .................. . 04 100 104 104 1 I7
10. Government ................ .5.76 100 11. I 113.0 I

a. Education ............................. 1.91 100 120 3 124 5 i,
b. Art, cultu......................... .87 100 II? 2 11? 2 1
c. SciIcs- ........... I.... ........... O 100 136 0 146 0 II
d. Heh wele . .................... .3 100 11( 7 118 6 I
a. Adminlisrtion. justa..................- .79 100 100 0 99 5 I1
I. MlUlary petr el.. .......................- .67 100 99.4 89. I1

11. t, GNP................................ 100. 100 11. 7 121.7 I

155 8
II? 8
91 4

110.0
Ill 2
IS8 4
126 1
124.6

101 5
I* 2
131 4
118.9
216 0
13) 9
100 0
101.

168 .0
116.7
104 4
204 5
186 6
114 6
128.8

178 0
1358
173 0
268 9
119 6
"9 0

1U9.6

179.6
114 2
112 9
232 0
216 6
188. 6
131.5
136.1

109.9
131.9
14? 4
121 7I
28t. 0
14L.4
91 6
16. 8

19 .0
104 7
120 9
24 1I
246 5
201 1
134. 9
141.1

110.6
134 6
146 4

30' 0
15. 2

91.1
115.8

203.6
106.4
130.1
258 4
2635
220 1
13. 3
151.9

112.2
13i 7
14.1
131 4
30!. 0
151.6
92.7

114.9

213.1
106 9
11 0
250 7
214.
211.6
144 0
194.9

113 3
140 2
148 1
134.9
30J.0
164 7
91. 2

12. 5

220.1
116.0
115 9
250.6
291.1
236.9
146.5
151.9

114.6
141 9
149.1
136.6
301.0
168.
91 7

124.7

13. 9 150. 2 199.1 116. 6 ill. 1 I1. 3 1i. 3

I Weights: Percentages o GNP at 1969 adjs6 lud IactO cLost Ineds were aggrelg td a 1969 100 i Proisional. Based eton patl pla tulklmnt data Mad ot ii ilaomplt aeuonis,
nd r d t 1965-1. Source: LW. Intraonal FiaHAce Ite rch. Inc.

222.2
114.8
IIS.S115.1
238.6
291.1
240.5
148.
160.9

119.9
144.1
I52.1

12. 1lInL

18. 2
_____
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TABLE VI.-NATIONAL NET MATERIAL PRODUCT ("ALLOCATED NATIONAL INCOME") DOMESTIC NET MATERIAL
PRODUCT ("PRODUCED NATIONAL INCOME ) AND ACCUMULATION AT CONSTANT 1371 PRICES

jla btUMe lotyl

1971 1972 1973 1974 1975 1975 1977 1978

Nataonail ateral codu . .. 41. 94. 4 1 0. 6 1,214.3 1,30 9.6 16 1, 1'l. 1, 45L3
Domstc nft matwild roduct.... 85.4 945.t 1,048 1, 157.6 1,237.6 1,32.0 1392.3 1,434.1
NNMP-DMP.................. -136 2.L 35.5 6.7 72.0 77.3 49 17.2
Accumulate ...-......-......- 246.6 29. 6 381. 461. 464. 0 43 6 458L 451.6
NNMP-ODMPA (perce ....... -. .9 9.3 I23 15.5 16. 10.7 3.
A/ NNMP (pc t)....... . . 9.6 33.0 3. 35. 5.2 34.1 31.8 31.1A--(NNMP-DNMP),N MP (31.5) (M0.

(percent) ................. 2.1 29.3 2.7 36. 2.7 2.6 4 29.
Share o fiMe d o etfae is

NNMP (pero t)............. 1.5 22.2 24.6 27.0 2 4 21.7 27.2 2

Source. NNMP. ONMP, and A for 1977 and 1978 are calculated usun rates of growth at costa pris. The value
and th share of accumulation calculated si thas way dider trom 4ta itne i "Rocmitk statyst ny 197i" and "197'*"
which ale a 1977 pli Ac (te share of accuiatato at 1t77 p.Iac given iO pu theses).

TABl.E VII.-RATES OF GROWTH OF NET INDUSTRIAL PRODUCTION (CONSTANT PRICES)

1961- 1966- 1971- 1976-
ladustry 65 70 75 78 1974 1975 1976 1977 1978

Powsr and ..................... 5. 7 0 5. 0 3.2 4. 3.4 2.1
Coal..-- ...-...----..--..---.. 3.3 4.7 2. 1.3 ............... 1.5 1. 1.0
Fues ......................... 9. 13.6 .3 5.0 ..........-..... .1 4.6 L4
EWnergy- . ... - .....--------- 14.9 I.0 9. 5.9 .............. 7.2 6.0 4.5

Metallurgcal- ........... ... . 7.7 6.6 11.6 5.2 10.2 9.6 5.2 4.2 3
o a4 sl...--..----.--...--- . 7.7 5.3 9.3 5.0 ................ .2 4.2 LS

Nonfetrous......-............. 7.7 10. i6.7 5. ............... 7.4 4.4 5.7
Enainling..... ............... 16. 11.3 15.2 10.2 16.1 16.6 13.9 11.2 5.6

Metal working ................ 13.5 9.0 13.0 9.3 ...--....-- .-- . 12.0 11.4 4.6
lMachine buidnai............... 14. 12. 15.5 10.4 .......-- .-.... 14.2 13.0 4.4
Priecaso...--- ......--------.. 19. 10.8 22.6 13.2 ............... 21.5 120 6.6
Transportatoi equipment......... 5. 11.4 14.1 . ............... 12.2 7.9 6.0
Electotechncl and electronics 21.6 13.4 16. 11.4 ............... 14. 12.3 &L.

Chtmca.........---... --..-- ..-.... 14. 14. 15.1 6.4 17.3 12. 10.0 64 3.1
eal -............................ 7.8 5.2 9. 6 2 12. 10.4 81. 7.3 2.5

Buiidmn material......-- ......- 7.2 4.7 .7 3.2 ............... 6.0 4.6 -. 8
Glass. ....................... 11. 7.9 12.8 10.5 ................ 13. 11.0 7.0

mic ...................... 7. . 14. 13. ................ 215.2 15.1 9.5
Wood nd pape.................. 7.7 6. 9.9 7.3 12.L 13.3 10.8 .0 2.3" Woodworkin.................. 7.4 7. 10.9 4 ................ 11.4 10.3 3.7

Pawpe... ......... ........- . .5 4.9 7. 3. ................ 9.0 5.1 -2.
LM-t.... ........--...-...-- .. .. L3 6.6 10.1 5.9 13.2 11.1 .I 6.8 .1

Teie ...................... 7.1 6.6 10.1 6.1 ................ 1.0 7.0 2.
Clothing ............... ...... 14.7 7.8 1.3 5.6 ................ .2 6.1 1.1
Leather............ ....... 9.0 5. 9.4 4.4 ............... 7. 6.0 .3

Food.......................... .5 1.4 6.0 1.8 4.6 9.0 5.0 64 -5.6

Total socilist industry state
nd coopeative. ........... 9.1 7.8 11. 6.3 ............... 9.3 7.3 2.5

Source: G.U.S., "Rocmuk statlstyczny pizemyit 197V' (Statistical Yearbook of Industry 1978), Waurs, 1978, pp.
12, 83; G.U.S, "Roczuk slatystyuny 1979 "(Statstcal Yearbook 1979), Warsaw, 1979, p. 135.



70
TABLE VIII.-TARGETS OF THE 1976-80 PLAN, FULFILMENT IN 1976-78 AND TARGETS OF THE 191-45 PLAN

(PERCENTAGE INCREASE OVER THE PLAN PERIOD)

Actual 1971
as percent of

Fla 1980 Actual 1978 pla 1980 Plan 19S

DhMP................ ........................ 4042 15.6 3-37.1 na
NNW P...... ......... . . ............ ........... 26 10. 41.2 n
GCoss hed "oroductiw" capital.................... 38 31.4 82.6 naGross fIud 'poducctli" capital an industry.......... 59 37.0 62.7 rn
Gross indusbi l producton ........................ 41-50 22. 4.3-44.4 20-24

Fu and power ............... .............. 35.1 16.2 442 na
Metakur4.scl................................ 37.2 17. 47.8 n
Ensi.i-ering.............................. 7. I 32.4 41.3 33
Chem ca ............. ...................... 64.6 20.2 31.3 2Z -34
Woodwork and pape.... ..................... 55.2 24. 7 44. 18-20
Liht .......... ................................ 47 17.7 37.0 18-23
ood........................... ......... 37.3 13 4 35. 15-20

Net haal agrcuttural pfoductio ....... ....... NA 10.4 ............... 12-30

NA- Not avaiabl.
Souce G.U.S.. Rcznlk statystycany l979" (SatitstKcal YelrooIk 1979). Warsaw 1971. p. 60, N. Swidlznsks. "Plea

5- lttn Poiski as lUat 1576-4" (Poinds' 5-year gla fo 1976 80), W salw 1977, pp. 26, 29, 4. "Trybuna ltud," No. 34.
1980. pp. . S.

TABLE IX.-RECENT CHANGES IN THE STRUCTURE OF POLISH IMPORT AND EXPORT (PERCENTAGES Of TOTAL
IMPORT AND EXPORT. CuRRENT PRICES)

Totl Soialist counties Non-Sociuist counturi

1977 1978 1979 1977 1978 1979 1977 1978 1979

Export toal.................. 100.0 100.0 100.0 100.0 100.0 10C.0 100.0 100.0 100.0

Machine, equipment, and construc-
tin work........................

Fuels bnd energy ................Metauls. p.oducts.... ........
Ceucal Pi oduc-t.-.... ......
Products of It lt industy .....
Products of u•rac w and of the food

indu
Otr

46.2
16.4
6.0
1.6
9.5

47.0 49.1
15.5 15.0
6.4 6.9

S.1 7.5
9.6 1.5

536
11.6
4.7
L8
L83.3

58.8
11.0
4.6
1.510.l10. I

63.3 27.3
9.8 23.7
4.1 .0
7.1 13
9.1 9.2

21.1 27.0
22.4 22.9
9.1 11.1
7.3 7.2
7.8 7.7

stry.......................... 9. 9.0 7 4.3 3.6 2.4 17. 6 17.5 16.
product ................... 3.8 4.4 4.3 2.2 2.6 2.4 5.9 7.8 7.7

import, ol................... 100. 100.0 100.0 100.0 100.0 100.0 10. 0.0 100.0

Machims eqwpmeet, and construct.
tbon work.......................

Fudes and *ory ...................
Metaiurul product ...............
ChU i products.................
Products of the it dustry .......
Products d agurc&tue and of the food

lWdustry ........................
Other products.....................

40.3
11.5
13.4
11.6
4.5

39.8 36.2
12.7 15.0
12.4 110
11.8 12.4
4.1 4.4

48.9 41.1
16.2 11.6
12.4 11.6
8.0 7.7
4.5 4.4

13.3 13.9 14.4 5.0 4.4
5.4 5.3 5.0 4.9 5.2

47.6 32.3
20.7 6.6
11.0 14.5
7.2 15.3
3.8 4.4

32.2
6.0

12.8
16.3
3.9

22.9
8.7

12.9
18.2
5.0

4.2 21.8 23.3 25.7
5.6 5.1 5.5 6.6

Source: "Handel zaanicany." No. j 1979. p. 3; "Ryna i raiczne," No. 17. 1900 p. 3.

TABLE X.-INDEXES OF FOREIGN TRADE PRICES AND TERMS OF TRADE (ANNUAL PERCENTAGE CHANGES)

Year................. ........... 1971 1972 1273 1974 197S 1976 1977 1978 1979

Import..... -....................... -1.3 -0.4 &8 1I.9 12. 0.4 5.5 3.8 1.7
Export........................... 2.4 1 4 5.7 16.4 15. 2.4 3.1 3.8 5.2
Trans tra•U .................. 4.3 1.8 -2.9 -. 5 12 2.0 -2.3 0 -3.2

Source: G.U.S, "Rocink statystyciny 1979" (Statilslal Yeartook 1979). Warsaw 1979, p. 9 "Poiski handel zagrui-
czny a 1979 rok" (Polish iferig Trafa ,n 1979), " Rhn zagraancane," No. 17, 190, p. 3.

oný - M I
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TABLE XL-PLANNED ANC ALtUAL RATES OF GROWTH OF SOME COMMODITIES IN 1979

Actual Ist
half 1979
over Ist

Commodity Plan for 1979 hlf 1978 Actual 1979

Basc material, enefliy. and fuls:
Od refmng ................................................... NA NA -2.1
C a... ................................. .... ....... ........ 4.0 4.3 4.4
Eloctr powrw.............................................. . 5.5 2.2 1.6
St ......... ........................... 5.2 .4 -. 2
Rolled st poduc... ............................. 10.9 .8 .
Coppeaw. -.. .... .... .. . ............................. 17.4 .4 I.1
Plastic and other synthetic matenals ............................ 20.7 -9.4 -S.7
SynttVpUc lh h.............. ... .......................... 4.1 -1. 1 -. 0
Sjntvac rubber............................... ....... ...... NA 3.5 3.5
Fertihler................................................... NA -12.0 -6.2
Cemed .......... ............... ......................... 12.0 -9.1 -11.4
Bkcks tnd ot wall constlucti materials. ...................... NA -17.6 -10.7
Pape...................... .. ............ ................... 4.6 -13.2 -5.6
Foods ...................................................... NA NA -7.1

Consumpton pods other thn food:
FurMsture ................ .......................... 13.1 NA -1.5
Passengr care............ ................................ 4.6 5.1 7.5
Work ma n... ................................. 7.6 NA -S.7
Domestic retrinetor In feurfs ........................... 7.5 -9.9 -13.9
Radio set........................................ ..... .. 5 1 -. 3 3.6
TV sets................................................... -. 6 -16.9 -5.8
Tap recrders.............................................. 2. 0 NA -6.9
S.wing mckunes.................. ................... NA 5.7 12.9
Cotto and cotton smulated fab&cs.... ....................... NA -3.7 -3.8
Wool and wool simulated falrcs............................... NA -2.5 -. 9
Slk and sk smuated fabrics ........................... ............ .. NA -6.2 -2.6
Knats............ ...... .................................. 9.3 NA 1.6
Shos ..................................................... NA 0 1.2
Pharmacautm ls...................... ............ ........ .... NA 14.8 14.5

lnvstment goods:
Metal working macimae...................................... -5.3 .4 5.5
Ba beings .....................................-........... NA 23.3 1. O
Electric motos an machaes................................. 1.8 -6.5 -. 6
Automatic starinL regultivea, and measure r equipmelt......... NA 12.5 11.
Electricl delments...................... .. ............. ......... NA 9.4 .2
Caklulators and other matheatical mawnces .................... -3.7 21.0 26.9
Agctutural rmchnes............................ ............. NA -3.2 -. 3
Bses............. ........ .................................. NA 2.7 -1. 9
Tn s ................................................... -103 -10. 2 - 4
Freilt railway cars ...... .............................. -6.1 NA NA
Agr cultural tractors .......... ...... ... ..................... NA -12.2 -89
Shaps.......................-............................. NA -7.5 7 0

NA--lot avadable.

Source: Gospodarka planowa," No. 2, 1979. p. 65; "Trybuna ludU," No. 176, 1979, p. 5; No. 34, 1980, p. 4.

6-607 0 - 81 - 6
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I. INTRODUCTION

Since the early 1970's, Poland has imported massive amounts of
Western machinery and equipment to support an ambitious economic
development program. However, Warsaw imported much more than
originally planned, largely because of: (a) above-plan imports of capi-
tal equipment; (b) unanticipated imports of Western grain; and (c)
higher prices for imported goods. Although exports to the Industrial-
ized West increased, they did not keep pace with the soaring imports.'
This lagging export performance stemmed from numerous factors:
supply constraints, reduced Western demand. Western import barriers,
product quality shortfalls, marketing and servicing problems, as well
as various systemic problems inherent to centrally-planned economics.
The resulting huge trade deficits forced Poland to borrow more heavily
than expected and pushed its net hard currency debt up from $2 billion
at yearend 1973 to almost $20 billion by yearend 1979 (see table 1).

I For the purposes of the paper, the Industrialized Western (I. W.) countries are:
Austria. Belgium. Canada. Denmark. the Federal Republic of Germany (FRG). France,
Italy. Japan. Luxem! ourg. the Netherlands. No:way. Sweden. Switzerland. the United
Kingdom. and the United States. liHeceforth, in this paper, the term "'I. W." refers to
these tifteen countries. These countries will 1e used as a surrogate for Poland's total
hard currency merchandise eximrts. As a group, they approximately account for 75 per-
cent of Poland's hard currency merchandise exports. Although Poland's hard currency
trade with the LIKDs tevpecially the OPEC co ntrles I* important and will become in-
creasingly important. data insuflciencies (at the commodity breakdown level) preclude
use of these countries in this ,aperr. Moreover. the author believes that Poland will have
to ;lIniticantly jpeuetr:te the I W. markets f''rther f i, 1- t' have any chantuc coming
with its hard currency balance of payments problems in the ,O9's.

(72)
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TABLE L-POLANO: HARD CURRENCY DEBT

lie MaMLoe d ddauI

1971 1972 1973 1974 1915 1974 1977 1978 1979

Commwan de. ................... 420 156 1,951 3,46 6.547 .1 1 39 10393 13,430 15,400
Of which:

Owed i U.S. beks........ NA NA NA NA NA NA 1,314 1,315 1,515
OclUly backed doM............. 711 708 845 1,057 1, 47 2,324 3,574 4,414 5,09

Of which:
Owed to U.S.u xmbank...... NA NA NA NA NA NA NA NA 188
Owed to U.S. CCC proams.. NA NA NA NA NA NA NA 655 774

Cos debt................. 1,138 1 564 , 79 4,643 8,014 11., 4 13,967 17, 44 20,490
Luss: Comm'c assets............. (374) (414) (513) (523) (633) (803) (435) (12) (900)

Net debt................... 764 1.150 2,213 4.120 7.381 10,61 1,352 16972 1 ,5s

Source: U.S. Gveameet.

Poland's serious balance-of-payments problems have forced sharp
reductions in the pace of economic growth and in the growth of
workers' living standards. The labor disturbances in 1980 further
complicated W arsaw's efforts to deal with its problems. The Kania
regime, thus, faces serious-if not, overwhelming-problems as it for-
nulates Poland's economic plans for the 1980s. Whereas Poland had
a favorable external financial situation in 1970 to support an ambitious
development program, it now has little leeway in trying to maintain
even some modicum forward economic momentum in 1981-85.

The key to Poland's ability to manage its hard currency debt in
the future will be its ability to substantially increase its hard currency
exports, especially to the L.W. countries. The leadership does have
the option of further reducing imports from the I.W. However, im-
ports are already at dangerously low levels, and further cuts may im-
pair domestic production and lead to increased consumer unrest. Con-
sequently, this article will examine the outlook for Poland's trade
with the T.W. in 1980-85. driven the above constraints. Since exports
are the key, emphasis will be placed on Poland's ability to generate
greater hard currency exports. Any assessment, however. of export
capabilities first must examine Poland's economic legacy of the 1970's.

II. Tal LEGACY OF THE 1970's

A. Poland's Development Strategy '

When the Gierek regime came to power in 1970, it adopted
a development strategy that placed emphasis on modernizing Poland's
economy and boosting living standards, especially for urban workers.
The government believed that a "new" approach was imperative-
Poland's economic growth was steadily falling behind that of the less
developed East European countries which had begun modernization
programs in the 1960's. The ensuing development strategy involved
switching from an "intensive" pattern of development to an "exten-
sive" pattern in which emphasis was placed on increasing output
through increased capital and labor productivity, rather than

* For an excellent analysis of the regime's development strategy, see Zbigniew M. Fallen-
buchl "The Polish Economy in the 1970's." in "Ea't European Economics Pot-.Helsinkl."
A comrendium of papers Abmirted to the Joint Economic Committee, Congress of the
U.S. (Washington D.C.: GPO, 1977).
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through increased inputs of capital and labor." Such a shift was
necessary because of a slowdown in the growth of labor migration
from agriculture to industry, together with a precipitous drop in
the growth of the labor participation ratio for women. In addition,
the emphasis on heavy industry at the expense of consumer goods
production during the Gomulka era resulted in serious shortages of
consumer goods and a concomitant rise in consumer unrest.

In order to achieve the new policy, the regiue realized that it had
to maintain high rates of investment to build up Poland's neglected
economic infrastructure, modernize existing production facilities, and
develop a viable export sector. At the same time, i1n order to achieve
the projected increases in labor productivity, the strategy assumed
that workers had to be given added incentives to spur the growth of
their output. To this end, signiticant increases were planned for the
growth of personal incomes as well as in the quantity and quality of
consumer goods. Finally, to ensure the eflectiveness of tach of the
above policies, changes in the system of management and planning
were envisaged.'

To help modernize industry, restructure the economy, and improve
workers' productivity, the Poles believed that it was necessary to im-
port large amounts of Western capital, technology, and consumer
goods. To pay for these imports, the Poles realized that current hard
currency earnings and reserves were insullicient and, therefore signi-
ticant long-term borrowings would have to be sought from Western
creditors. Although the Poles expected these credits to sharply in-
crease their hard currency debt, they believed repayment could be
made with expanded exports of goods produced in the newly con-
structed plants. For that reason, the latest and most advanced tech-
nology was acquired., It was implicitly assumed by Polish planners
that the output produced from the new imports easily would be sale-
able in Western markets.

As previously noted, an important element in Poland's development
strategy was to develop a viable export sector--especially with respect
to the markets of the Industrialized Western economies. To this end,
Polish economists and planners believed it was necessary to diversify
Poland's export structure through the development of new export in-
dustries. Development of such industries was to be broad and to
closely parallel existing and expected demands in Western export
markets. Consequently, Poland decided to invest heavily to develop
"and/or expand the following industries:

Heavy machinery;

' Poland's pattern of economic development in the 1950P and 1960---as that of the other
East European economies--was based on the Soviet model. See Zbigniew M. FallenbuchL
"The Communist Pattern of Industrialization." Souiet Studies. V. XXI, No. 4. 1970, pp.
458&4S4.

* A detailed discussion of such changes is beyond the scope of the paper. As Fallenbuchl
notes in "The Polish Economy in the 1970's' (p. M45). the reforms Imp emented were
Initially successful, but collapsed during the Western recession and en•uiug period of
Western-and domestically-generated inflation.

* As noted later, the bulk of consumer gods imports was mainly grains and feeds to sup-
port the growth of livestock inventories. Actual imports of Western manufactured con-
sumer goods never were large and served mainly as a device-through the PEWEX stores-
to lsphon off some of the population's large hard currencyy holdings. Nevertheless, such
imports, albeit small, give the appearance of "improved" living standards.

SPolish financial managers and economists also believed that inflation was a permanent
fixture in the world economy and, therefore, the real value of the accumulated debt would
decline in the long run.
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Chemicals (especially PVC, fertilizers, pharmaceuticals, and syn-
thetic fibers);

Aircraft and aircraft components;
Construction equipment (especially, bulldozers, earth dumpers,

and pipelaying tractors);
Automobiles, trucks, and tractors (including components);
Household appliances;
Shipbuilding; and
Electronics.

The payoff in exports from these projects generally was not expected
until the early part of the 1976-80 plan period. In sone instances,
however, the payoff was not anticipated until much later. For example,
a 1972 agreement with the Austrians did not provide for Polish export
of trucks, at the earliest, until 1980.

At the same time, planners envisaged that traditional export indus-
tries (such as those producing coal, copper, meat and meat products,
clothing, and textiles) would continue to grow, with increasing quan-
tities available for export to the I.W. In general, these industries were
planned to receive additional investments in 1971-80. Little imported
Western capital equipment, however, was earmarked for the future
development of these industries. Instead, planners believed that in-
vestments of domestically produced/CMEA equipment would be suf-
ficient to allow these industries to grow at a rapid rate. It also was
assumed that the Western economies would absorb the increased
exports of these goods.

The final element in the foreign trade segment of the development
plan called for the expansion of import substitution industries such
as steel, cement, pulp and paper, and copper and copper manufactures.
Such an effort was deemed necessary to reduce substantial hard cur-
rency outlays on these items-items that were essential for the growth
of a viable export sector.

B. Foreign Trade Performance, 197Z-78

1. THE GROWING TRADE GAP: 1972-7T

As a result of Poland's development strategy, Poland's trade sur-
pluses of the 1960s and early 1970s turned to deficits by 1972 (see
table 2). Imports, paced by soaring purchases of Western manu-
factured goods, grew to $5 billion by 1975-more than six times the
1971 level (see table 3). Manufactured goods imports (SITC 7 and 8)
rose from $261 million in 1971 to exceed $2.5 billion by 1975. Rapid
increases in domestic demand, rising world prices and some reductions
in Soviet deliveries also led to sharp increases in imports of basis manu-
facturers (mainly, iron and steel). Increased purchases of high priced
Western grains and feedstuffs (SITC 0) also contributed to the sharp
rise in imports.

Poland s exports to the I.W. also rose rapidly in 1972-75--at an an-
nual average rate of 26.7 percent-because of increased exports of coal,
chemicals, foodstuffs, and light industrial products. However, more
than 40 percent of the rise in export value represented higher export
prices. Table 4 indicates, at the one-digit SITC level of detail, 1972-75
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Polish exports to the I.W. The following observations can be made
from an examination of the data:

In value terms. total exports doubled between 1972 and 1975, ri-
ing from $1.4 billion to almost $2.8 billion.

The percentage of primary products (SITC 0-4) in total exports
in 1975 remained almost identical to 1972. The only difference
noted was that the importance of food and live animal exports
(SITC 0) dropped precipitously while exports of mineral fuels
(SITC 3) rose dramatically. This can be explained largely as a
result of growing agricultural problems in 1974-75 that reduced
meat exports, as well as higher coal prices.

TABLE 2.-POLAND: TRADE WITH THE INDUSTRIALIZED WEST'

jin nrmlons of U S. doIlarsl

Year imports Eports Baanc

1971. ............ ......................... ............... 812 1. 072 + 260
1972 ................ ................ . ............. 1.542 1. 353 -13
1973 ........................................... 2965 1 8 - 1077
1974 .. ................... ....... ...... 4. 296 2 41 -1,805
1975 ............................ . ....... ..... 4999 2.761 -2,238
1976 ..................... .......................... 5, 171 3, 237 -1,934
1977 ............................ . ....................... ... 4 714 3. 391 -1. 323
1978 ......... .... ..................... ....... 5, 309 3, 80 -1, 501
19/9-....-..-- ....... .-----------......---..............- 5,672 4,537 -1,135

SSe text footnote 1 for a de •ntion of tne 15 I.W. countries.

Tables 5 and 6 show Poland's top 20 export divisions (at the SITC
2-digit level) and top 30 exports items (at the SITC 5-digit level).
The following observations about Poland's exports during this period
can be drawn:

Polish exports were highly concentrated, with the top five (at the
SITC 5-digit level) accounting for 44 percent of 1975 exports--
this share was almost identical to the share accounted by the
top five in 1972.

Coal (SITC 32) was the top hard currency earner by 1975, ac-
counting for almost 31 percent of total exports to the I.W.
The dramatic rise in importance of this category can be at-
tributed to increases in both the volume and price of coal, as
well as a drop in the value of exports of meat and meat prepara-
tions (SITC 01) and live animals (SITC 00).

Due to severe agricultural problems, as well as domestic pricing
policy mistakes, both the value and the share of exports of
meat and live animals (SITC 00 and 01) dropped sharply be-
tween 1972 and 1975.

Earnings from exports of ships remained fairly static (SITC
7353) over the period.

Due to intensive development efforts, the volume of sulfur (SITC
2741) and copper (SITC 68212) exports rose greatly, thereby
becoming two of Poland's top five hard currency earners.



TABLE 3-POLAND: IMPORTS FROM THE INDUSTRIALIZED WEST, 1911-78

Ie ullMias of dolaer

1971 1972 1973 1974 1975 1916 1971 119I

SITC mad docripUon Amount Percent Amount Percent Amount t " Pcent AmOt A Pic ce Amoant Percent Amount Pernt Amount Percent

0-Food nd liv nims............. 135.0 16.6 169.5 10.9 378.4 12. 356.0 1.3 546.9 10.9 777.0 15.0 462 0.5 860.0 162
l--Bevee and tobc...o.... ...... 3.6 .4 5.6 3 103 .3 13.4 .3 11.1 .2 15.5 .3 208 .4 24 2 .5
2--Crude mterils, except fuels. ... ... 74.5 9.2 119.3 7.7 195.6 6.6 251.1 6.0 306.0 L1 242.1 4.7 214.0 5.8 36.3 7.3
3-Mwineral f s and related product .... 13.2 1.6 15.7 1.0 39.4 1.3 44. 1.0 40.5 .8 41.8 .1 41.8 .9 A 2 .6
4-Aminl, VetIlle fobtl sd si....... 14.7 1.8 13.1 . 18.1 .6 34.7 . 32. .7 27.3 5 33 0 56.2 1.1
5-Chemilsb.................... ... 10. 5 1.., 193 3 12.5 267.2 9.0 487.4 11.4 523.0 10.5 593.2 11.5 63. 4 13.4 691. 13.1
6-Basic mautacture... ............. 201.4 24.8 399.1 26.2 173.5 29.5 1451.0 33.8 1, 00.0 30.0 1,305. 22 1,174.4 24. 1, 19 7 22.
7-Machinery and transport equipnt.. 229.1 21. 2 55.7 6.2 1,018.5 364 1, 50.9 35.1 2.037.5 40.8 1,40.7 U7. 1,27.4 38. 1.83S.0 34.
"8--MicelloMwu manufactured ood... 31.5 3.9 6. 8 4. 104.2 3.5 142.4 3.3 147.9 1.0 182.5 3.5 161.7 3.6 110 3.2
S-4tems ot eseu re cle ....... NA ........ NA ........ A ........ A ........ 43. .9 45.3 .9 41.7 1.0 4.0 1.0

Tot .......-- .....-- ........ 811.5 100.0 1.542.1 100.0 2,965.2 100. 4,26.7 100.0 4,99. 100.0 5,10.6 100.0 4,713.6 100.0 5,309.2 100.0
04-tPrimy products ............... 241.0 29.7 323.2 20.9 641.8 21.6 706 16.4 905.2 I1 1,103.7 21.4 865.8 18.4 1.360 9 5.6

-- Inteeditenotds ............... 309.9 382 592.4 314 1,140.7 3. 5 1,938.4 45.1 2,023.0 111 1. 9. 4 36 7 1, 04.3 38 1. 3 4 35.
7 I-Mannadctured oo4s ............... 260.6 32.1 62 5 40.6 1,182.7 3. 1,41. ) 8. 4 2.185.4 t71 2. 23.2 44.1 .995. 1 42.3 2.006.9 37.



(ABLE 4.-POLAND: EXPORTS TO THE INDUSTRIALIZED WESI, 1911-78

(In millions of doltrfi

SIIC and description

1911 1972 1913 1914 1975

Amount Pecent Amount Percent Amount Pesi;nt Amount Pecent Amount Percent

1976

Amount Percent

1977 1978

Amount Percent Amount Percnt

O-Food and live m umals ... . 319 29.8 404 29.9 59 4. 40u l. o.8 6.4 44 16..u a . u .a i.u
1-Beverages and tobacco 1.. 1.1 9 .7 14 .7 11 .5 16 .6 22 .7 21 7 21 7
2-Crude mateals, except fuels .. 128 11.9 144 10 6 222 11.8 278 11.2 266 9 6 321 9.9 331 9 8 339 8.9
3-Mmetal fuels, and related products . 228 21.3 268 19.8 324 11. 2 673 27.0 9O 3 33. 8 948 29. 3 785 23.2 842 22. I
4-Animal, veeable oils, nd fats 2 2 5 .4 5 .3 9 .3 10 .4 IC 3 15 .5 17 4
-- Chemcals. 50 4 7 62 4 6 91 4.8 179 52 105 3.8 133 4. 1 13 4.0 159 4.2

6-Basic manufactures . 182 11 0 232 17 1 325 17.2 450 18. I 368 13.3 473 14 6 54S 16 1 715 18.8
7-Machinery and transport equipment. 70 6 5 108 8 0 176 9.3 194 7 8 306 11 1 429 13 3 550 16.2 598 15.7
"-Mscellaneous manufactures ....... 81 7.5 1?1 8.9 172 9.1 223 9.0 269 9.7 320 9.9 385 11.3 431 11.4

-tems not elsewhere lassid...... NA . NA N. NA .. . 116 4.7 23 .8 28 .9 44 1.2 30 .

Toal ...................... 1,072 100.0 1,353 100.0 1,888 100.0 2,491 100.0 2,761 100.0 3,237 100.0 3,391 100.0 3, 08 100.0

0-4-Primary products .........
5-6-ntetm date goods
7---Manufactured goods.......

689
732
151

64.3
21 6
14.1

830
294
229

61.3
21. 7
16.9

1.124 59.5 1,379 55 4
416 22.0 579 23.2
348 184 417 16.7

1,689 61 2 1.851 57 2
413 11 606 18 7
515 20.8 749 23.2

1,710 51.0
687 20 0
935 27.6

1,8713 49 2
814 23.0

1.031 21.0

----- -`~'--~-- -- " - --

- --
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TABLE 5.--POLAN: MAJOR EXPORTS TO THE INDUSTRIALIZED WEST IN SELECTED YEARS' (2-161IT SITC LEVEL)

lln mdhimo o dotlers

1918 1918 Percent 1916 1976 Percent 1913 1973 Percent
rak value of4 to rnk vaue Oot ta rak vnale loalSITC Md Dscription

Cod, coke, and briquettes ............................................... .. .......
Met and m t prprato.. ....... ................................ ...
Metalworking m ................................... . ... .
Non(fe ri m(tols........... .. ...... ........... ... . .........
Clothing .... . ........................
Iron and tel
Power Inertinl mnacKMMry and qupm t ...................... ............
Petroleum products........... .... ......... ...............................
tl anilnes.. ............................... .......... ...............
Cork and wood. .................................................... ..
Fruits and v etables . ......... ... ............. ...... .................
Crude tortiluers and m ......................................................
Organic chemicals . ................... ..... ................
Textile yarn and abic ................... ....................................
Specialized mnwhmry............................................
Furniture. . . ...............
Metal manufacture,. a ........................... ..............................
Footwear . ..................
Hid s nd furskin ...................................... ... .....
Nofmmtallic mineral manutctures.. ....................... . ..... ..

1
2

6
7
8

10it
11
12
13
14
15
16
17
18
19
20

675.8
330 7
320 3
250 5
226 4
217.3
194.2
151.4
139 5
125 9
123. I
91 8

85.9
.3.7
77.2
71 1
59 3
505
39.5

17 7
S7
84
6 6
5.9
57
5t
4.1
37
33
3.2
2.4
2.3
2.3
2.2
2.0
1.9
1.6
1.3
1.0

I
2
3
6
5

4
11
9

10
12
14
13
17
15
16
18
19
20

Top 20 otal..........................................................
Total xposl to Indlusttfued t ...........................
lop 20 peent o al to ndurued W t.........................................

3,046 7 .................... 2,853.3 ................... 1,632.5 ...........
3,iu. I .............. .. 3, J) a ... ............ 1,Mul 4 .......

.9 4 ....... .......... . 2 ................... 83.6 .......

I The 15 Industrialued Wet countries are: Austri, Belgium, Canada, Denimrk, the Fedeal Reublp c o Germany (FAG), FrIe, Italy, Japam, Luuasmbtir , th NethJtands, Notrwy,
the United Kladom, and the United Stteos.

32
01
73
68U
$4
67
71
33
00
24
05
27
51
65
72
82
69
85
21
66

762 9
292 8
233 3
156 7
158.6
115.6
145 1
182 1
85

110.?

80 S
667
75 3
509
58 351 1
57 9
47 I
31 9
31.4

23 6
9.0
7 2
4 841

36
45
56
27
34
3.3
25
2. 1
2.3
1,6
1.8
1.8
1,5
1. 1

1
2
S
4
7

11
18
3
6
9
12
13
10
16
15
14
1s
20
17

300.5
28:.
101 9
101.
866
1l 0
480
23 4

156.1
91 4
625
43 3
403
545
25 8
25.9
3h 4
20 a
20.6
23.5

15.8
14 7
5 3
5.7
4.5
4 3
2.5
1
8 2

3 3
2.3
2.1
2.9
1.4
1,4I,
1.9
1.1
1.1
1.2

__ __ _I~

_

Sweden, SWetlWei,



TABLE 6.-POLAND: MAJOR EXPORTS TO THE INDUSTRIALIZED WEST IN SELECTEDO YEARS ("DIG1 SlIC LEVEL)

li millions of dollars

SITC Decnription
1918 1971 Percent 1916 1976 Percent
rank value of total rank vae of total

.93 Percmnt
valuevo otta

Col (anthracte, bituminous)...--... ...... . .... . . . .
Ships and boats . .
Prepared or preserved meat........... -.. .. ..... ..........
Copper, rehned .
Lumber, saws (conifer)..........-----...............-- ..... .--
Distillate fuels ....... ............... .
Horses, asses, mules. ........... .
Women's outrwear, kit . .......... ................ . . ...... .....
Internl combust on Men nes.... .............. . . .. . . ...
Men's/boys' outer garments .....-..-...---..-...-.-... .. ....... ......... ..
Passnger motor cars............... ..................... ... ...............
Sultur. .. .... ............. ..-....... .........
Silver, unwrought .. .............. ............... . ...... ... . . .... . . .....
Footwear,. leather........---........ ... ........-........... .. .
Bovine cattle .. ....... ...
Iron/stel plates, shts...................-..........-----.... .......... .......
Iron/stel itbillets, slabs ............ ... ......... ......................
Furniture . ............
fur skins. undressed............... ...... . .. . ..... ..
Fruits, traen -.. ...................................... ..
Gasoline. . ................ ......... ... . .

Residual fuel oils ............. ....................
Metalworkng machine tools... ............ ....... ....... .. ...
Iron/stel angles, shapes .....................-..... ................
Bacon, other dried pig mt ........... ....... ..........
Meat of horses, asses, mules.............-................ . ..-
Meat. edtile offals, n............ ..--.-.......... ...
Chais, seat parts. .-..-.....- -- -.----....------. . .- .-.--..

Top 30total . . . ...... . ... . . .
Total s ports to industrial West ..............
Top 30 as percent of total ueprta to indutrailued West.......

... . . 2,4s3 I
..-.... . 3, 09 I1

. --.-.- .. - 64.4
.....- .-..-..-.... 2.086.4 . 2.......... 115 2 ......

S ......... 3236. .......... 1,01 4 ........
64.5 .......... 60.7 ..........

I The 15 industsalsiatd West countries are: Austria, Belgium, Canada. Denmark, the Foederal Re- dustraled West" refers to these 15 country.pubicc of Germany (FRG), France, Italy, Japan, Luxembourg. the Netherlands korway, Swedn., 1916 rooak gIeter th 100.
Switaerlnd, the United Kingdom, and the United States. Henceforth, in this pap. the term "rI-

3214

01381
"68212
24321

3323
0016

94112
711}

54111
7321
2741

68111
85102

0011
6740

67251
82109

2120
05361

3321
6114

14144
3324
7151

67411
0121
0115

01189
82101

2
3
4
5
6

I
9

10
11
12
13
14
15

17

19
20
21
22
23
24
25
26
27
28
29
30

63S 5
299 3
1713.
151.0
10.5
77 8
75.2
71,
71 1
62
62 1
608
59.8
55 5
49 a
49. 3
469
44.4
44 2
44 0
41 3
40.9

323
300
29 5"A 5
26.5
/J 1
22.5

16.7
6 0
4 6
4,0
2. 1
2.0
2.0
1.9

1.6
1.6
1.6
1.6
1.5
13
1.3
1.2
1.2
1.2
1.1
1.

.7.8.8

.6

1
2
3
5
7
I

11I
9

10
13
25
6

14
12
23
57

20
16

29
4

217
19
18
34
31
39

730.4

172 1
513
73 0
68 0
50.3
52 3
50
41.5
24.8
74 5
31 4
44 5
26.9

9.1
0

35 3
21 9
31.3

. I1
31 2
11 6

100 9
20 6
29 7
30.2
16 9
15 3
15.1

22.6
53
5.3
2.6
2.3
2.1
1.6
1.6
16
1.3
.8

2.3
1 2
1.4
.0
.3

0
1.
.9

1-0
0
1.0
.6

3.1
.6
.9
.9
.5
.5
.5

291.3
1I 3

123.5
562
68.3
15 2
29 4
30.1
II

21.9
12.6
36.0
19.I
19,6

122.9
6.3
0

13.8
16 4
16 1
0

25 4

15.2
II 211 2
1) I
i148 4
29 4
14.0
6.5

15.3
4.3
6.5
29
3.6
.8

1.5
1.6
.1

IL

1.3

1.0
1.0

.0
.7
.9

0
1.3
.6
.3
.6
.3

2.5
1.

.4
_ __ 1
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TABLE 7.-GIOWTN OF FOREIGN TIRAD WITH THE INDUSTRIALIZED WEST

IAev saao aal gAowth in pwcaq

1973-7S 17S5-71 1973-78

E rt .... .... -- ........ ......-- ........... ........... 2. 7 11.2 13.9
A(rK;aitt I tO I, ..-.... . ............. ...........- 8 11.6 l .7
Manuactus podsm ...... ...................... ........ 3.7 1. S 31.

l - -a - -................ ....... ...........---- ...------ ... 57.5 o L 3A
A rtc t I -....--...- .....------..............-- ...- A1 9 IL 3 3.
Manu•gooms .................................... 0.2 -2.9 33.9

SSITC 0.
SITC 74

2. MOUNTING TRADE PROBLEMS AND REVISED PLANS, 1976-78

By 1976, Poland had to seek assistance from Moscow and alter its
economic plans in order to cope with its growing domestic and foreign
trade problems.' Poor agricultural performance during 1974-75 led to
severe consumer unrest in 1975 and early 1976 over chronic meat short-
ages and to reduced quantities of meat and live animals available for
export to the I.W. Attempts tc alleviate the meat shortages in June
1976 with massive price hikes on meat and other consumer goods
shortly led to widespread worker violence. As a result, the Gierek re-
gine was forced to rescind the price hikes, import meat, and divert
exports earmarked for Western markets to the domestic market.

The leadership's initial reactin to its mounting trade problems in
1976 was to try to put a brake on its high level of imports from the
I.W. As noted from table 3, cutbacks were made in purchases of iron
and steel (SITC 6), crude materials (SITC 2) ard machinery and
equipment (SITC 7). The latter categories were difficult to curb be-
cause Poland was still receiving Western equipment and machinery on
orders placed during its 1972-75 buying binge. These cutbacks, how-
ever, were largely offset by large purchases of Western consumer goods
and grain that were needed to pacify consumers after the aborted June

price hikes and to boost feed supplies that were required to maintain
livestock production.

Warsaw also laid the groundwork for further import cuts in sub-
sequent years. It canceled $500 million of contracts involving heavy
use of imported equipment that would not eventually yield hard cur-
rency exports. In addition. Warsaw indefinitely postponed planned
major purchases in the I.W., including a $700 million light van project
with General Motors.

Finally. the Government revised the 1976-80 plan to increase the
consunlers share of the pie and lower foreign trade targets. The origi-
nal five-year plan called for total real exports to the West to grow more

T Moscow responded to P)llah p'eas with a .ubstantial aid package that included a 1
billion rule loan a hich allowed Pland to run a trade detlcit with the U.S.S.R.). above
plan shipnments of raw materials, c,naumeir gols,. sad a re~iumption of grain deliverie----
suspended in 1975-76-as a result of the disastrous 1975 Soviet grain harvest. In addi-
tion. the Sovlets ngretd to boost aan.al crude oil shipments trnm 11 million tons to 13
rull'ion tons In 1i)77 .•) and may "auve airre'ed to lnc'rease deliveries of raw materials, such
as iron ore. that Poland buys fr m the West for h-rd c"rrneTv.

* Briefly. on the consumerr ;sid. the Government announced that investment in agricul-
ture. hoiuinr. and food industrie- would t e ritnilcantly ralsed, the growth of production
for the domcatic market and conaimer servicess also were boosted su)batantl&lly. For a
good anialris of tie revised ula n In ts entirety. mae "The Sc ope of Poland's Economic
Dilemma.' National Foreign Assetsment Center, ER 78-10340U. July 1979. pp. 8-10.
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than 30 percent annually, pushing trade into balance in 1979 and into
a $1 billion surplus in 1'jb. By the end of 1976, however, trade targets
were substantially lowered to reflect the decline im some goods available
for export and continued weak Western demand for Polisa goods.
Overall export targets (including trade with CMEA and less devel-
oped countries) were cut fronn an annual rate of 15.6 percent to about
12 percent to less than 5 percent. Though undefined, trade targets with
the West were accordingly reduced.

Despite these cuts, the revisions still allowed for balanced trade with
the Industrialized West by 19:0. But this goal required exports to
grow 15 percent each year (in real terms) and imports not to grow at
all. To say the least, these goals were very ambitious. An examination
of export growth to the I.W. in 1977 and 1978 shows that exports grew
4.8 percent and 12.3 percent respectively, while imports declined by
8.8 percent in 1977 and increased (relative to 1977) by 12.6 percent in
1978. The inability to achieve the revised export goals probably forced
their abandonment because planned export growth rates for 1979 and
19t0 were about 10 percent.

Examination of tables 4, 5, 6 and 7 show the following export trends
in 1976-78:

Exports to the I.W. grew at an 11.2 percent average annual rate.
The share of primary products (SITC 0-4) in total exports de-

clined significantly, falling from 57.2 percent in 1976 to 49.2
percent in 1978. At the same time, exports of intermediate goods
(SITC 5-6) and manufactured goods (SITC 7-8) increased
their share.

Coal (SITC 32) remained that dominant export item, although
its relative importance declined significantly-from almost 24
percent of total exports in 1976 to about 18 percent in 1978.

Ship and boat exports (SITC 7353), rose sharply to maintain
their position as Poland's second largest earners.

Prepared meats exports (SITC 0138). although maintaining its
number three position. stagnated over tile period.

Copper exports (SITC 6 a21n) allo.t doubled to ie',ilCe Poland's
fourth largest export item.

Exports of residual fuel oils (SITC 3324) plummeted, dropping
two-thirds.

3. ANALYSIS o'F PiOL.ANLD' S EXP ,RTS TO TIlE I.W., 19 72-7 8

Tables 4, 5, 6, and 7 again can provide iitere.-ting insights into
Poland's export behavior since the adoption of its development plan.
For the period as a whole, the following observationts ,an be made:

The level of Polish exports to the I.W. has increased by almost
three times between 1972 and 1978. The average annual growth
of exports was 19.9 percent.

The share of primary products (SITC 0-4) in total exports has
fallen sharply, dropping from 61.3 percent in 1972 to 49.2 per-
cent in 1978. This reflects the sharp decline in exports of meat
and other food products, as well as the stagnation in exports of

* Jersy Borowskl. TExports Will Be Decisive." Zycie Gosoodarezy. No. R. Feriiary 23,
1979, p. 1. and "Poland: Cautious 19s0 Plan Reflects Trade Balance Goal,' Business
Eastern Europe. January 11. 1i90, p. 11.
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coal. Nevertheless, coal (SITC 3214) has remained the dominant
export item over the period.

As the share of primary products has fallen, the share of manu-
factured exports (SITC 7-8) has increased sharply, rising from
16.9 percent of the total in 1972 to 27.0 percent in 1978. At the
same time, the share of exports of intermediate products (SITC
--6) has increased slightly, rising from 21.7 percent of the total

in 1972 to 23.0 percent in 1978. To some extent, this reflects
Poland's development strategy to diverify exports, especially
exports of manufactured goods.

The top four export items at the 5-digit SITC level still account
for about one-third of total Polish exports to the I.W. This still
indicates that Poland's exports have been concentrated in re-
latively few items. The top 30 items, likewise, roughly provide
about three-fifths of Poland's earnings.

Since 1972. the composition of Poland's top five has changed
slightly. The most noticeable difference is the sharp decline in
exports of bovine cattle (SITC 0011), from third largest in
1972 to fifteenth in 1978. At the same time, exports of copper
(SITC 68212) have risen sharply as a result of Warsaw's ef-
forts to tap its large copper deposits.

The competition of the top thirty exports also has been quite
stable. Noticeable gainers between 1972 and 1978 have been ex-
ports of basic iron and steel products (SITC 6740 and 67251),
automobiles (SITC 7321), internal combustion engines (SITC
7115, gasoline (SITC 3321), and furniture (SITC 82109 and
"ý2101). Significant losers-in relative terms--have been bacon
(SITC 0121) and horse meat (SITC 0115). The latter losses re-
fleet Poland's severe agricultural problems and the European
Colrti4litivt (EC) ban on imports meat products and live
:nirnals froi none-EC members.

C. What Went Wrong?

Th!e .hv:.~. anrl • iunpipe nwa')n for Poland's problems in its trade
:'nh n.e i :h ie :7(-'s Is that Polish imports grew faster than

xp<ir< :j, p'. : i* xp;:a it n bwgs further questions:
v i. a rw .. h rfi« ia allow imports to grow so much faster

"t: ;.--.., -*.:;v . en r:t b~Iame apparent that original
, •i•,ry ,;.,;:.? , ',, : -i :,A le Azhieved ?

Wat :al;r .:ri.;,:v *i Poa,;tI from achieving a high growth
ra:e .n •. r;-n o -!>, I.o ' W V-r thte.se factors beyond the con-
trol )If :h.e G,~,r-;::.tr:t * W~,re tiere conditions inherent in
Poandi's 'cinoiir :liat work against a rapid expansion and
divrs.Ifii atia,, of ,xpor4s?

Were supply cOStraiits resA.ponible for thle inability to achieve
export targets?

Answers to these questions indica-r t.l at the rtamons for Poland's
bard currency trade problems may be classified in one or more of the
following categories:

Factors bevoiad Warsaw's control:
Policy mistakes made hv Polish officials:
Sunply constraints: and
Factors inherent in Poland's planning and management system.
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1. FACTUoS BEYOND WARSAW 8 CONTROL

The Western recession, beginning in late 1974, and its sluggish re-
covery sharply impacted on Poland's ability to increase its exports to
the 1. V. countries. A main goal of Poland's development plan was to
boost traditional exports and develop new markets in the LW. for
Polish exports of manufactured goods. However, the recession and its
aftermath, not envisaged by Polish planners, made it very difficult for
Poland to maintain its Western market share in traditional exports,
let alone open up new market opportunities in areas in which Poland
previously had not competed.

A prime example of the impact of the recession and its slow recov-
ery is exhibited by tile rapid growth, then decline and stagnation of
coal exports (SI'C 32). Until 1976, earnings from coal and coke
exports increased rapidly. The largest rise came between 1973 and
1974, with the forward surge in world energy prices. The momentum
slowed between 1974 and 1975, but earnings still rose by nearly 40 per-
cent, despite a slightly slower growth in volume deliveries. As the
recession became deeper in 1975, world coal prices and orders began
to stagnate, if not actually decline. As a result, coal exports declined
by 10 percent in 1976. The sluggish recovery in 1976-77-especially
in the basic steel industries-caused coal exports to decline further-
exports were off by an additional 18 percent in 1977. It wasn't until
1978 that the volume of coal exports increased by 8 percent.

A similar example can be cited for exports of copper. Given that
Poland has the largest leposits of copper in Europe and that world
copper prices were at re-ord levels in the early 1970's, it was natural
for Polish planners to forge ahead with the rapid development of the
coptp r industry. As copper production rapidly expanded in 1973 and
1974, Poland easily found markets and record earnings from its cop-
per exports. As the recession took hold in 1975, copper prices plum-
meted. Despite an increase in volume, copper exports were off by more
than 20 percent in 1975. Slow Western recovery in 1976-77 along with
large copper stockpiles in the I.W. caused the value of copper exports
to rise only slightly. even though volume significantly increased. With
a jump in world copper prices in 1978. copper exports finally surged
to a record level of $151.0 million.

In addition to the recession, tariff and non-tariff barriers have re-
stricted the expansion of Polish exports to the I.W.10 In fact, many
Polish economists and economic writers blamed rising Western pro-
tectionism in 1976-78 for Poland's failure to significantly penetrate
I.W. markets, especially in the manufactured goods markets." They
frequently cited the infamous Polish golf cart case in the United States
as an example of how I.W. countries protect their markets against com-
petitive manufactured exports from communist countries. Noted
Polish economists, however, have cautioned against placing too much

'*For an excellent analysis of I. W. Import protection devices against centrally-planned
ecunomru.-i. see Karen C. Ta3lor. "Imiport Protection and East-West Trade: A Survey of
Industrillized Country l'ractires." in iast European EcotiomicA Post Helsinki (Washing-
ton. D.C.. Joint LcuOionie Conmmittee. COgress of the United States, 1977).

"1 For example. .*ee Zdzislaw Grzt-lak. "Ri.-ing Protectionl.m. Foreign Trade Intensifica-
tion Policy Discussed." (;IG Ih Rbotniczy. March 197S. p. 5 (Translated in JPRS 71150,
May 19. 1978. pp. 119-112) and Slawian KrzywinAkl, "Foreign Trade at Five-Year Mid-
Way Point Reviewed. ' Hndel Zagraniczny. No. 12, December 1978, pp. 3-5 (Translated in
JPKS 072a65. May 9. 1979. pp. 19-26).
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emphasis on Western protectionism as a cause of Poland's export
problems. According to the Director of Poland's Foreign Trade
'Trends and Prices Institute, "Our setbacks cannot all be explained
away in terms of being the manifestations of protectionism-such an
explanation being only of marginal value." "1

Nevertheless, concrete examples exist showing the negative impact
that I.W. protectionist measures have had on Polish exports. An im-
port ban imposed in 1974 on beef and cattle by the European Com-
munity caused Polish exports of bovine cattle (SITC 0011) to drop
precipitously. Such exports reached $160 million in 1973 and by 1975
they had declined to less than $11 million. Due to the ban, as well as
domestic agricultural problems, exports of bovine cattle by 1978 still
had not reached one-third oi 'heir 1973 leveL The United Kingdom's
entry into the EC in 1974 also cut deeply into Polish exports of agri-
cultural products to that country. Bacon exports to the U.N. declined
by one-half between 1973 and 1974, ct ting Poland at least $2u million
in 1974 and an indeterminate amount of future earnings from such
exports.1'

In addition to I.W. trade barriers--EC barriers, in particular-
against agricultural exports, tariff and quota barriers also have been
placed on Polish exports of clothing, textiles and yarn, chemicals, foot-
wear, and some heavy-duty machinery. However, in the cases of cloth-
ing, textiles, and footwear, Poland still has been able to penetrate I.W.
markets. Nevertheless, exports of these items have been substantially
less than those envisioned by Polish planners.

Poland also has had to face stiff competition for Western markets
from newly developed industries in other East European countries
and from members of the Organization of Petroleum Exporting Coun-
tries (OPEC). This competition especially has been keen in trying
to penetrate I.W. markets for petrochemicals. During the 1972-75
period, Poland imported massive amounts of plant and equipment to
build-up its petrochemical industry. With the surges in world oil
prices since 1973. Polish planners scaled-down plans for the develop-
ment of this industry. Nevertheless, with massive investments for the
production of PVC, synthetic fibers, and plastics already made, Polish
trade officials have tried to boost chemical exports to the I.W. coun-

S tries. Given the overcapacity of the chemical industries in the I.W. and
stiff competition from other East European and OPEC countries
(which generally decided to develop their petrochemical industries in
the early 1970s), Poland has had little success in boosting the share of
chemical exports in total exports to the I.W. (see table 4).

Finally, Poland's agricultural difficulties have caused serious
problems for both exports and imports.14 It should be emphasized
that Poland's agricultural problems do not stem entirely from
weather-induced poor harvests. On the contrary, some would argue
that Poland's problems stem primarily from Government agricul-
tural and pricing policies. Nevertheless, poor weather has been a

"" Jan Brezeskl. Interview with Dr. Januss Kaczurba, "Looking Further than the End
of One a Nose," Polityka, No. 7. February 17, 1979, p. 18. (Translated by JPR8 073218.
May 1979, p. 34).

* This conclusion assumes that Poland, given its agricultural problems, could have
maintained its UK market for bacon had not the UK Joined the EC.

" For an excellent anala'si on Polish agriculture, see William J. Newcomb's contribu-
tions in this volume "Polish Agriculture: Policy and Performance."
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factor that has caused some of Poland's trade problems in agricul-
tural products.

One of Gierek's major goals was the attainment of higher levels
of per capita meat consumption-the symbol of improvement in liv-
ing standards for many Poles. Gierek's program met with early suc-
cess. Four consecutive record grain imports allowed for a significant
expansion in livestock and meat production. As a result, enough meat
was produced to allow for a remarkable 2.-percent rise in per capita
meat consumption, as well as to permit a boost in meat exports to the
I.W.

Agricultural problems, in part induced by either drought or ex-
tremely wet weather, however, have plagued Poland since late 1974.'"
As a result, Poland has had to curb meat exports, boost grain imports
to record levels, and, in some years, import significant quantities of
meat-all of which have had a damaging impact on Poland's ability
to control its chronic trade deficits with the I.W.

2. GOVERNMENT POLICY "MISCALCULATIONS"

The Government compounded its trade problems with key policy
decisions. With the onset of the Western recession, most Eastern
European countries cutback on plans for imports from the I.W.,
and, n some cases, on economic growth plans. But, the Polish Gov-
ernment, driven by the desire for rapid industrialization and the
belief that domestic political stability was linked to further improve-
ments in living standards, continued to push its ambitious develop-
ment program. As a result, Polish imports of Western equipment
and grain continued to surge. It was not until late 1976, in the face
of mounting domestic economic and trade problems, that officials
began trying to curb imports from the I.W.

Government income, pricing, and agricultural policies also con-
tributed to Poland's adverse trade problems. A rapid growth in
workers' incomes and stable consumer prices have been a key element
in the Government's attempts to boost labor productivity. Govern-
ment policies designed to boost meat consumption-at prices frozen
at unrealistically low 1967 levels-have been disastrous. The rapid
growth in incomes since 1971, along with a slower growth in supplies
of attractive consumer goods and housing, have led to an excessive de
mand for meat and meat products. This excessive demand, largely
since 1974, has resulted in chronic shortages of meat. accompanied by
occasional outbreaks of consumer unrest.

In order to ensure "sufficient" meat supplies, the Government (as
previously noted) has had to curb meat exports and boost grain im-
ports. Policy changes that included a slow-down in wage growth
along with gradual increases in meat and other food prices probably
could have lessened the impact of Poland's agricultural problems on
trade with the I.W. Specifically, if the Government had altered its
pricing and income policies, it probably could have avoided the sharp
cuts in meat exports as well as lowered its grain import require-
ments-all of which would have contributed to more manageable
trade deficits with the I.W.

O An excention to this trend was the harvest of 1978. during which grain and potato
(as major source of swine food) production reached high levels.
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Some Polish economists now question the underlying auiumptlonis
about Polalnd original policy to dilersifyl its exlpot u LrucLure-at
the expense of tnaditioual exports-in order to build a moje viable
export sector. Most would agree, how ev er, that Poland's export :truc-
ture needed to be diveriiied, e-spcially y by increasing the share of
manufactured exports to the I.W\. At the beginning of the deCelop-
mient plan, Poland's export structure-biaed heavily toward the ex-
poit of primary products--was chaiacteristic of an economy at a
letzor stage of indu-trial development.

The problems with Poland's attempts to di cersify exports are that
plainnei have allowed too many projects to be undertaken and have
not ensured that export diversilication has been logically planned,
especially in light of Poland's poor infrastructure development.
Rather than concentrating on a few "new" export indusAtrie, planners
apparently adopted a "'shot-gun" view-the more. the better. As a re-
sult, many new export indu-tries are foundering and have not been able
to generate the expected exports to the I.W.

It the same time, it is pointed out that because of the diversification
attempts, Poland has created an industrial structure that, while not
generating large exports to the I.W., ieinains dependent on increased
inputs of Western materials. An example of this situation can be seen
in the development and performance of Poland's automobile industry.
The expansion and modernization of the industry is based wholly on
West European equipment, technology, and liceni.es. Despite its start
in the early 1970s, the industry continues to run deficits in its trade
with the I.W. Exports of passenger cars have leveled off at about
21,000 units despite 30 !percent annual increases in production.' At
the -amiie tine, iiiports of auto parts are now about five times those of
automobile exports.'1

A similar, alth iough not as severe case can be cited in the develop-
mienit of Poland's shipbuilding industry. Poland has had a tradition
of exporting sliips to the I.i .- one of the few machinery/transport
areas in which Polish products are highly competitive. Shipbuilding
was, tlhrefore, one of the few traditional export industries to be ear-
marked for ii•dlernization with Western plunt and equipment. Polish
planned s al.-o decided to concentrate on the production of specialized
Sshliplpig \ceSls for the I.W. rather than on general cargo ships.18 As
S a result of this decision, Poland Nwas .oinewhat inunune from the
worldw ide slowdown in shipbuilding that occurred in the mid-1970s.
SlHowever, the product ion of tlhee specialized ships require a heavy in-
fusion of WVstern technology and equipment e.g., specialty steels and
advanced Western lavigational system, in order to be saleable on
Western markets. As a result, the net foreign exchange earnings from
the sale of ships to the I.W. :ave significantly been less than expected.

Finally, Polish planners apparently lost sight of the need to make
significant investments in tle infrastiucture-investments that are
essential if Poland is to have a viable industrial and export structure.
As the Polish economy rapidly grew in the early and mid 1970s in-
creasing strains were placed on Poland's outdated internal transport

S " "The Scope of Poland's Economic Dilemma," p. 7."l Ibid.
'" An example of such specialized vessels are fishing trawlers--outfitted with the most

advanced I.W. technology-that Poland mainly exports to France and the Scandinavian
co U rlJri'.

66-60? 0 -81 - 7



88

system and on electrical power generating facilities. This neglect has
resulted in serious bottlenecks, especially m the transport of coal from
southern Polish mines to northern seaports. Frequent electrical
"brownouts' have caused the rationing of electricity for industrial
(and residential use). which lhas resulted in lower industrial produc-
tion, as well as creating more bottlenecks in the whole system of pro-
duction. Significant new investments finally are being undertaken in
tlhee areas, but will take considerable time before they come on
stream.1*

3. SUPPLY CONSTRAINTS

In some case, Poland's problems in generating increased exports to
the LW. stem from insufficient quantities available for export. Accord-
ing to a leading Polish economist, ". .. there is a lack of sufficient
quantity of attractive commodities. For today we already produce
many products which can le sold abroad, but the output is too small.
Often it is too small, even for domestic needs." 2~ In some cases this
is the root of the problem-Poland cannot produce enough to meet
donlestic demand, let alone for export. An explicit example of this
is in the export of agricultural products. Poland probably could boost
its exports of meat products (mainly canned hams) to the I.W. if
only it could produce such items in sufficient quantities. Current agri-
cultural problems, however, preclude such production. In addition,
due to periodic domestic coal shortages, Poland has had to divert coal
earmarked for export to the domestic market. One could make the
generalization that for any good Poland produces for ex port to the
I.W., there probably exists substantial-and unsatisfied-demand for
that good in the domestic market.

In addition to general constraints on supplies available for export.
Poland also lacks adequate marketing, servicing, and advertising ex-
pertise, as well as problems in supplying relplacemient parts. Officials
are trying to boost efforts in the-e support areas, but it will take
Poland a long time to build such industries. Meanwhile, lack of such
support definitely hampnlers Poland's ability to boost its exports of
manufactured machinery (e.g., automobiles, metal working and glass
working machinery,' and household appliances) which have unrealized
market potential in the West.

4. PLANNING AND MANAGEMENT LIMIT.-TIONS

In addition to the above contraints on the ability to boost exports,
flaws in Poland's management and planning system work against the
development of a viable export sector. Top Polish officials concede

"* An example of ore of the few successful ventures started from scratch has been In
the production of components for track-d vehicle, which began in 1972. The production
Sunder U.S. license) has expanded into the manufacture of complete vehiclets-including
Bulldozers. tractors, earth dumpers, and pipelaying tractor*-- and has become a net earner
of hard currency. For a detailed discussion of Polands cooperation with International
Harvester in the production and export of such vehicles. See Paul Marer's contribution
in this \olume. The study highlights some of the problems encountered by Western firms
in trying to establhlh production ventures with communist country foreign trade
orgrInt -tion.l .

m Daniel Passent. Aleskander Paszynskl, and Jacek Poprzeczo "Export: To Be or Not
to Be," Polityka, No. 2. June 16, 1979, p. 17 (Interview between Poiltyka editors and
Irolei•or luwel Bozyk. Dr. Stainislaw Gruzewskl, Metale\port i-ir.c.or Gene.al Alex-
sander Jung. Bumar Deputy Director Grzegorz Konarzewskl. Deputy Finance Minister
Marian Krzak. Polimex-Cekop Director General Zygmunt Makomaski, and Polmot Director
Edward Pietrzak.)
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that they have not been able to set up a consistent system of export
incentives to entice domestic firms to produce for export markets."
They point out that the existing system favors production for the
domestic market because it is much easier for managers to attain plan
goals (and bonuses) by producing for domestic consumers rather than
trying to meet export goals that are much more difficult to achieve."
"The establishment in the mid-1970s of a hard currency reserve fund
for firms that meet or exceed export targets to the I.W. has been an
insufficient incentive for boosting exports, according to officials, be-
cause the Government--due to the need to service its large hard cur-
rency debt-has not allowed there firms to utilize such funds.2

III. PLAINS FOR THlx 1980's

Polish trade plans for the 1980's are still somewhat uncertain; def-
inite targets probably will not be revealed until the 1981-85 plan is
announced later this year. Nevertheless, Polish officials have announced
preliminary trade targets.24 Poland's Deputy Minister of Finance,
Marian Krzak, noted that Poland, in 1980-85, hopes to boost exports
to I.W. countries by 10-percent a year, while holding imports from
the I.W. to a 2-percent annual growth. These goals appear to be mod-
est, but, as the next section indicates, they may be difficult to achieve.

IV. OUTLOOK FOR POLAND'S TRADE WITH THE INDUSTRIALIZED WEST,

1981-85

To cope with its massive economic problems, Poland must continue
to curb its trade deficits with the Industrialized West. The key to
such action rests on substantially boosting export earnings rather than
on curbing imports. Imports already are at dangerously low levels, such
that further cuts could exacerbate Poland's chronic problems. As pre-
viously noted, Poland has had some success in boosting exports to the
I.W., but greater success will be needed. The previous analysis high-
lighted the difficulties Poland faced in diversifying its exports, while
increasing such traditional exports as coal, copper, and foodstuffs. The
following will examine Poland's export capabilities as well as Poland's
ability to restrain import growth during the forthcoming 1981-85
plan period.

A. Export Capabilities

Poland's prospects are not bright for realizing its plans to boost ex-
port volume to the OECD countries by an average annual rate of 10
percent during the 1981-85 plan period. Problems that thwarted Pol-
ish plans during the 1970s still remain, while new unforseen problems

A Ihid.. p. 17.
"=sOne economist concludes. "iEconomic ministries find themselves under strong pres-

sure from an unuatiated internal market and are reacting to the hitherto functional
necesnlties caused Iy the fact that the domestic consumer will accept practically any
price and. nearly, any quality of goods." Fee Urszula Plowiec, "Improvements in Price
System for Imports. Exports Urged." Polityka, No. 7. February 17, 1979, p. 17 (Trans
lated in JPRS 073177. 1979, pp. 95-98).

* As originally planned, firms that exceeded their hard currency export goals were to
I, allowed to keep a percentage of their hard currency surplus. Managers were to be

given a free rein as to how they would utilize these funds in improving the firm's produc-
tire capacity."s ''Poland: Cautious 1980 Plan Reflects Trade Balance Goal," Business Eastern Europe,
p. 11.



may arise. Whereas Poland launched its massive development pro-
grams during an "upswing" in Western economic activity, it must now
try to achieve goa&--that it couldn't achieve in the 19Os--during a
period of uncertain economic activity in the LW. countries. OECD
forecasts for significant growth of the I.W. countries in the 1980s are
less than optimistic. Western economic prosperity will, therefore, play
an important role in determining Poland's ability to boost its exports.
In addition, greater protectionisiA in the I.W. would impact adversely
on Polish attempts to increase its exports.

To analyze Poland's ability to boost its exports, examination of ex-
port trends developed in the previous sections will be used. Examina-
tion of such trends, given the inability to countries to rapidly change
the composition of their export structure, can present a close indication
of the kinds of Poland's exports and likely volumes during 1981-85.
Precise projections for specific commodity exports are beyond the
scope of this paper. Nevertheless, an attempt will be made to ascer-
tain whether Poland will be able to achieve its stated goal of achieving
a 10 percent average annual rate of growth in exports through 1985 to
OECD countries.

In addition to the general problems inherciit in the use of historical
data to examine future export trends, one should be aware of a limita-
tion which is specific to the data in this study. Data available for use
in this paper includes only Polish exports to 15 Industrialized Western
countries. While these countries represent the major source of hard
currency merchandise export earnings for Poland there are additional
markets not included: for example, some of the OECD countries, some
less developed countries with which Poland settles in hard currency,
and hard currency exports to OPEC countries. These additional mar-
kets are, however, limited sources of hard currency for Poland. There-
fore, it can be logically argued that Poland's future hard currency ex-
port capabilities largely will be determined by penetrating the mar-
kets of these 15 Western countries.

From an examination of past export trends and future plans, the
following analysis has been made on Poland's ability to increase its
exports to the I.W.

1. COAL

Poland is the fourth largest coal producer in the world, and the
second largest coal exporter; half of Poland's coal shipments go to
hard currency countries. Coal is not only the key domestic energy re-
source, but also the primary hard currency earning commodity. In
1978, 18 percent of Poland's hard currency earnings from exports to
the Industrialized West came from coal and coke (SITC 32). The im-
portance of coal as an export commodity rests on Poland's vast re-
serves, whose development has been steadily maintained and will likely
continue to be so in the future. Polish coal technology is also advanced,
a factor which has figured favorably in coal development efforts.

Poland's export earnings from coal could remain sluggish into
the early 1980s, as slow economic demand in the W1est keeps demand
and prices from advancing. Coal trade, in particular, continues to
suffer from the recession in basic steel industries (most of the coal
traded internationally is used for making metallurgical coke). In
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addition, rapidly rising domestic demand could: make it difficult for
Poland to boost coal exports, given the long lead times needed to
construct new mines.2s To the extent, however, that Poland is able
to negotiate large contracts that have been proposed with several
Western countries and have sufficient quantities available for export,
deliveries may result that not only could raise earnings from their
depressed late 1970's levels, but to expand them through the re-
mainder of the 1980's.

Aside from contracts which already provide an outlet for a good
deal of Polish coal, Poland's further efforts to broaden coal exports
beyond these contracts could be complicated by European Coal and
Steel Community (ECSC) ilemibers' attempts to limit imports of coal
from non-ECSC countries. Because of geographic proximity, Po-
land's largest potential customers could be these very same countries;
any quotas on imports by ECSC memLers, therefore, could erode
Poland's coal export position.

Polish officials already seemed to be resigned to the fact that coal
exports will grow more slowly in the future. In a recent article, the
general director of Weglokoks (the Polish foreign trade organiza-
tion responsible for coal exports), suggested that the present coal
export level of 41 million metric tons may show no growth over the
next decade.2 It is evident that, despite rising production of coal,
exports will be significantly constrained by rapidly growing domestic
needs. Thus, the growth in hard currency earnings from coal will be
highly dependent on world economic recovery and increases in world
coal prices, rather than on increases in export volume.

2. MEAT AND MEAT PRODUCTS

Meat and meat preparations (SITC 01), Poland's second largest
export group, accounted for 8.7 percent of exports to the I.W. in
1978-substantially down from its 13.6 percent share in 1972. As
noted earlier, Poland's agricultural and pricing problems, which
have led to considerable consumer unrest over chronic meat shortages,
have forced the Government to restrict such exports in the late
1970's.

Looking at Polish agricultural developments in the late 1970s,
prospects appear pessimistic for the future growth of meat exports.
One of the primary objectives of the Government over the next several
years will be to satisfy consumer demands for basic products. Cer-
tainly, meat is the foremost among the basics. Livestock numbers
and meat production still have not reached peak 1974 levels and, given
favorable agricultural conditions, it will take at least two to three years
to regenerate supplies to what may only be approaching adequate
levels. Admittedly the Poles are as much hard pressed to earn hard
currency as they are to satisfy consumer demands. Therefore, the

* Polish mining officials concede that "... the growth of the black coal production ca-
pacity depends on the construction of new mines, since increasing the production capacity
of existing mines Is practically impossible." See Benon Stranz and Adam Szczurkowbki,
"Long-Range Coal Production Problems Outlined," Nowe Droge, No. 8. August 1979. p. 145.
In addition, estimates suggest that Poland may have to substantially boost its purchases of
expensive Western oil in the 1980s. Given Poland's need to hold down hard currency im-
ports, added constraints would be placed on Poland's ability to increase or even maintain
its coal exports to the I. W. See "The Scope of Poland a Economic Dilemma," p. 13." "Coal Exports Grow Slowly," Financial Times, September 10. 1979, p. 5.
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choice between meat allocation for export versus domestic consumption
will be difficult, with the probable result that meat exports, if they do
increase, will do so modestly.

3. xYaIUACrTUG B 0ODS

Exports of manufactured goods (SITC 7-8) have been one of the
bright spots in Poland's export picture. The importance of such ex-
ports has increased significantly m the 1970s-growing from 17 per-
cent of total exports to the I.W. in 1972 to 27 percent in 1978.

An examination of Poland's manufactured exports is particularly
interesting because it involves a look at some commodities that have
been exported only recently. This development of new items for export
reflects an effoic to adjust the commodity composition of Poland's ex-
ports. As previously noted, during the 1971-75 Five-Year Plan, Poland
adopted a deliberate policy of modernizing its manufacturing base
through massive imports-of Western plant, equipment, and technology.
This effort, combined with the continuing development of traditional
manufactured goods, was aimed at enabling Poland to significantly ex-
pand exports of manufacturers beginning in the second half of the
seventies.

Among manufacturers, Poland's 1978 major hard currency earning
groups were transport equipment (SITC 73), clothing (SITC 84),
and power generating machinery (SITC 72). These three groups to-
gether accounted for almost three-fourths of hard currency earnings
from finished manufactured goods exports to the I.W. in 1978.

The largest manufactured group exported, and one which exhibited
the fastest growth over the period was transport equipment (SITC
73). Exports of ships (SITC 7353) accounted for most of this increase.
Over 90 percent of hard currency earned by commodities in this sector
came from exports of ships. Since 1972, earnings from ships have in-
creased more than five-fold to reach nearly $300 million in 1978.

At a time when traditional Western shipbuilders are suffering from
lack of orders, demand for Polish ships will keep Poland's ship yards
booked with orders until the early 1980s. It appears that price com-
petitiveness, along with advanced shipbuilding technology, has enabled
Poland to weather the global slump in shipbuilding industries. Po-
land's shipyards are highly export oriented with over 90 percent of
production covered by global exports. As a result, hard currency ex-
ports from ships are likely to continue the upward trend of recent
years.

Passenger cars (SITC 7321), the other significant item in the trans-
port group, expanded earnings substantially during the 1970s. Poland
has planned to significantly expand its automobile exports to the
West, based on sales of the "Polski-Fiat," manufactured under license
from the Italian Fiat concern. Half of all production is to be exported
overseas in the future, with the United States, Great Britain, and
Ireland as major targets. Passenger car exports may show significant
improvement in the 1980s if Poland is successful in its drive to expand
motor vehicle production. Domestic demand, however, has been in-
creasing sharply, and it may very well be that a good deal of in-
creased car production will have to be turned into the home market.
In addition, to effectively exploit the Western market in this area,
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Poland will have to upgrade its production quality, delivery times,
supply of spare parts, and after-sales servicing.

Suture expansion in hard currency earnings from clothing exports
(SITC 84) will probably be constrained by Western import restric-
tion measures. Textile agreements, outlining quotas on clothing im-
ports, have been negotiated with the United States in early 1978 and
a preliminary agreement is in effect with the EC. The EC agreement
has allowed for about a four percent annual increase in clothing item
exports through 1981. Future growth rates (1982-85) are expected to
remain low. This limited growth rate could, however, be revised
slightly upward if Poland can successfully negotiate bilateral agree-
ments, e.g., with West Germany, that allow for more rapid increases
To the extent that Western import barriers remain in effect, which
they are likely to do for some time, Poland's hard currency earnings
from clothing exports are not likely to achieve very dynamic growth.

Export earnings from nonelectric machinery (SITC 72) are likely
to improve in the early 1980s as exports under earlier buyback agree-
ments come on stream. Deliveries of tractors from a Massey-Ferguson
deal were scheduled to begin in 1978, and these may boost exchange
earnings in the future. Overall, however, it seems that the most prom-
ising growth, in the near term future, for finished manufactured
products will come in ships. Exports of clothing, some other light in-
dustry products (e.g. sports equipment), tractors, passenger cars,
machine tools, and internal combustion engines will probably advance
at more moderate rates.

A further word of caution should be noted about Poland's ability
to boost exports of manufactured goods to the I.W. in 1981-85. When
most of the "new" production is available for export, it will represent
technology that is five to 10 years old. Moreover, it will have to pene-
trate markets that are already well supplied. A survey of technology
transfers to CMEA countries, including Poland, from West German
firms shows that 50 percent of the coproduction deals involved goods
that already face saturated I.W. markets and another 44 percent
involved goods that are moving in the direction."

4. NONFEBBOUS METALS

Nonferrous metal exports (SITC 68) to the I.W. have consisted
primarily of exports of copper, silver, and zinc. It is notable that non-
ferrous metal earnings have risen substantially despite continuing
sluggish I.W. markets for the metals comprising that group.

Copper, which is the largest component of the nonferrous aggrega-
tion, has in recent years been one of Poland's most important hard
currency earners among individual non-ferrous commodities. Over 50
percent of Polish nonferrous metal exports to the I.W. have been
copper. Poland is said to possess Europe's largest copper reserves,
and to develop these deposits, an extensive modernization scheme has
been underway. Poland has sought Western help, primarily in terms
of credits tied specifically to development of copper. It is clear that
the Poles are committed to expanding their copper capacity, and
effort which may very well pay off in the 1980's if, as some expect,
Western demand and prices rise significantly.

"I "The Scope of Poland's Economic Dilemma," p. 9.
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For the near term, Polish copper exports will probably continue
to increase moderately, as will earnings, despite persistent problems
in demand and price. As with coal, copper exports are laid out
largely through long-term contracts. For example, in 1975 Poland
agreed to delivery 25 thousand tons per annum to France for the next
fifteen years. In 1976 Poland signed a deal with West Germany to
delivery 40 thousand tons/annum for the next twelve years. There is
some indication that Italy is interested in negotiating for 50 thousand
tons/annum in return for aid in copper development.

In addition to improved copper exports, zinc and silver exports
shouuld also be rising. If Western economies rebound from the de-
pressed levels of the late 1970s, exports of these commodities will
undoubtedly register improved performance. Nevertheless, the value
of these exports will be greatly influenced by Western price move-
ments-which, at times can be volatile.

For nonferrous metals exports on the whole, therefore, the near
term prospects indicate a moderate expansion which could be signifi-
cantly improved with better economic performance in the West.

5. CH.EMICALT AND SULFUR

Polish planners expect significant increases in exports of chemicals
to the developed West in the 1980's. Poland specifically plans to boost
exports of sulfur and sulfuric acid, soda, nitrogen fertilizers, polyvinyl
chloride (PVC), and synthetic fibers. Presently, Poland is the largest
world exporter of sulfur, exporting over 70 percent of production.
Almost half of these exports go to hard currency countries. Continued
development of the Tarnobrzeg sulfur basin will enable Poland to
continue expanding its exports. It appears that earnings from such
exports will rise in the 1980s, so long as there exists sullicient world
demand.

Polish chemical exports-generally, those that are not petroleum-
based-could expand rapidly in the 1980s, depending on world demand.
Large investment made earlier in the chemical industry are just now
beginning to be realized in the expansion of output. A $700 million
heavy soda plant, constructed by a French-German consortium
came on stream in 1977-78 and has allowed for greater exports of
caustic soda. Nitrogen fertilizer exports could be increasing by 1980
when an animonia fertilizer complex is completed under a $400
million agreement with Creusot-Loire of France. In addition, chemical
earnings may also be boosted as a result of a commodity pay-
back agreement signed in 1975 with British Petrocarbon Developments.
Ltd. The $450 million deal calls for the annual export-beginning in
1980-of almost $125 million in PVC.

B. Import Limitations

Poland will have to maintain a tight rein on imports from the I.W.
in 1981-85 if it is to balance trade with the LS. during that period.
Given the magnitude of Poland's problems, the planned 2-percent per
annum growth in imports from OECD countries appears highly opti-
mistic. Further curbs on imports, however, could seriously jeopardize
Polish industrial production, especially for export. Large grain im-
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ports will have to be maintained in rl•.ei to lnsulr a ·on•inll:efl growth
In meat supplies. Poor harvests in 1981-~3 only will exacerbate Po-
land's trade problems.

Finally, import problemsa could intensify in the 1ýsOs if, as some
estimates indicate. Poland lhas to illmport large imiounts of expensive
Western oil becau·n of Soviet inability to imeet Poland's oil needs.?
These projections have Poland importing between $1.. billion and $3
billion of Western oil by 1985. Substantially higher oil co ts could
force Poland to significantly deecra..e its pulrc•iha.- of I.W. raw mate-
rials and manufacturers in the future. Such action could cau-e drastic
reductions in l'oland's economic growth atd. at the same time, its
ability to export.

V. SU31I.RY AND CON('LL'SION

Poland should be able to bring its trade with the I.W. into balance
during the 1981-85 period if planned trade goals are realized. Iow-
ever, Warsaw will have to overcome a number of serious problelms-on
both the export and import side of the equation before such goals can
be realized.

As noted earlier, the potential for increasing Polish exports to the
I.W. countries through 1985 appears promising for several commodity
groups. However. Warsaw still must confront those same problems
that retarded export growth in the 1970s. Projected low rates of eco-
nomic growth in the early 1980s for the OECD countries do not augur
well for the attainment of trade goals. Potential agricultural problems
could also thwart Polish plans to realize export targets.

At the same time. Poland must hold imports from the I.W. in check.
Announced import targets from the I.W. although low, could be
difficult to achieve, especially if Poland suffers further agricultural
set backs and runs into oil import problems. Problems in obtaining
Western financing in order to service its hard currency debt could
seriously force Warsaw to make major import cuts, but such action,
in turn, ultimately handicaps export and debt servicing capabilities
and does not provide a permanent solution to Poland's problem which,
essentially, must come from an expansion of Polish exports.

a* "The Scope of Poland's Economic Dilemma," p. 13.



POLISH AGRICULTURE: POLICY AND PERFORMANCE

By William J. Newcomb*

CONTENTS

Page
Summary-- ------------------------------------------------------ 96

I. Introduction.-- --------------------------- 97
II The problem with agriculture. -------------------------- . 98

A. Food consumption trends-. --------- _-_ ---_ - ---- 99
B. Trends in foreign trade---------------------------------. 100

III. An overview of structural problems.-- ------------------------- 102
IV. Agricultural policy and performance in the 1970's ---------------- 103

A. Early expansion, 1971-73- .------------------ - -. _-___ 103
B. Emerging problems, 1974-75.- _ ------------_._-------- - 105
C. Attempts to control demand for food, 1976 ----------------- 107
D. A "new" approach toward agriculture, 1977 ---------------- 108
E. Production response to the new policies, 1977-79---------- 109
F. How farmers fared, 1971-73 versus 1977-78- -------------- 110

V. Outlook for the early 1980's-.----------------------- ---. --- 111
A. Sluggish growth in farm output-_------ ---------------- _ 112
B. Food supplies remain tight...----------.---------------- 113
C. Hard-currency drain continues. ------------------------- 113
D. Policy shifts possible-------------------------------- 113

APPENDIXES

A. Statistical appendix ------------------------------------------ 114
B. The relationship of livestock numbers to feed availability anl procure-

ment prices in Poland, by Brenda Nadijcka------------------- 119

SUMMARY

Poland experienced an agricultural boom in the early 1970's that
was unprecedented in its post-war development. A sharp increase in
government-sponsored incentives helped foster a rapid rise in output
m the large private farm sector. Growth in agricultural production
was accompanied by expansion of the food processing industry per-
mitting sizable gains in urban food consumption and exports.

During the mid-1970's, associated with a renewed attempt to speed
the transition of farm holdings from private to socialized ownership,
Warsaw allowed production incentives to deteriorate. The shift in
farm policy, together with a period of unfavorable weather, caused
crop production to sag and privately held livestock herds to fall. The
resulting stagnation in farm output caused severe economic and po-
litical strains. A rise in net imports of food and agricultural raw mate-
rials also added substantially to Poland's hard-currency outlays.

*William Newcomb, Office of Economie Research, Central Intelligence Agency. I wish to
thank Chet Wojciehowski for his generous assistance with Polish language sources. Brenda
Nadijcka for her aid In researching events in 1978-79, and George Lowden for preparing
the charts that accompany this article.
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The accompanying decline in meat production led the government
to attempt to reduce excess consumer demand by sharply raising retail
prices in mid-1976--the very issue that had caused the fall of WVlady-
slaw Gomulka and the rise of Edward Gierek to power in December
1970. The magnitude of the retail price increases for meat and other
quality fuods provoked a high level of urban civil disturbances and
the regime quickly rescinded the price hikes.

Unable or unwilling to adjust prices and wages, Warsaw tried to
restore market equilibrium and calm consumers by boosting food sup-
plies. In the near term, the government eased consumer tensions by
unporting beef and stocking shelves in advance of holiday periods of
peak demand. For the long term, Gierek renewed efforts to stimulate
private farm production by enhanced incentives. The new farm policy,
announced in early 1977, included higher prices for agricultural pro-
ducts and easier access to credit to encourage investment. Unlike the
government's earlier success in inducing the private sector to expand
output, current policies have failed so far. Having witnessed the tran-
sitory nature of the earlier favorable policy towards the private sector,
peasant farmers are too distrustful of the current policy shift to chan-
nel additional investments into farm facilities that may eventually
be socialized. Most of the limited increase in production since 1976
was provided by socialized farms-accounting for one-fourth of total
production.

Growth in agricultural production in the early 1980's will not accele-
rate without a sustained improvement in the structure of incentives
and stepped-up flows of resources to the private farm sector. If the
leadership seeks again to speed the transition to socialized farming,
the rapid acquisition of private farm land could swamp the absorptive
capacity of the socialized sector. In this case, or even if present policies
are unchanged, agriculture is likely to develop into a principal con-
straint preventing a rebound in Polish economic expansion in the
early 1980's.

L INTrODUCTION

Poland is the only centrally planned economy that depends largely
on private fanning. As in other East European countries, the govern-
ment in Poland attempted to collectivize agriculture in the early post-
war period. Nearly one-half of the agricultural land was confiscated
by the state, mainly from former German nationals, Polish citizens of
German nationality, collaborators, and large land-holders. Roughly 60
percent of the seized land was distributed to peasants; the balance was
reserved to establish state farms.

Collectivization of farms began in the late 1940's, but by the end of
1951, less than 4 percent of the agricultural land was collectivized.
Relying on compulsory delivery quotas and taxes to overcome peasant
resistance, the proportion had tripled by the end of 1955.

The cost of collectivization was high. State harassment of peasants
and a general neglect of agricultural investment caused crop and live-
stock production to stagnate. These and other problems helped bring
Wladyslaw Gomulka to power in 1956. Warsaw halted forced col-
lectivation and adopted a "socialization" policy based on attrition in
the ranks of private farmers to change the structure of land owner-
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ship. Because of slowness in adoption and the voluntary nature of the
polcy, it did not threaten the interests of farmers and output was soon
restored.

Although socialization of agriculture continued slowly throughout
the 1960s, by 1970, 3 million small peasant farms continued to account
for more than four-fifths of agricultural output. Since 1970, the pri-
vate farm share of output has declined about 1.5 percent annually-
three times faster than in the 1960s.

Because private farms account for the largest share of output, offi-
cials must carefully weigh the impact of policies that change the
state's role in agricultural productin. On the one hand, bold steps to
take over large numbers of private farms discourage productivity
when peasants perceive threats to their livelihood or property rights.
On the other hand, maintaining increases in output dictates the adop-
tion of pragmatic measures that improve incentives and incomes on
private farms. The policymakers dilemma is that measures to increase
private farm output also strengthens the farmers' hold on their land
and frustrates the drive toward socialization.

Officials justify the long term objective of socialization on two
counts. First, it is claimed that socialized farming is more efficient be-
cause of specialized large-scale operations. Thus, the regime views
socialization as the solution to structural problems in the private farm
sector-such as land fragmentation, an aging labor force, and low
rates of investment-that directly retard growth of output.

Second, in an environment of centralized planning for the balance
of the economy, officials feel that privately controlled agriculture, nat-
urally responsive to market forces, is not "responsive" enough to cen-
tral direction from Warsaw.

This paper focuses on the response of the private sector to changes
in government policies during the 1970's. Section II discusses the im-
pact of agricultural problems on food consumption and trade. Section
III examines structural aspects of private farms that strongly influ-
ence the scope and direction of farm policy. Section IV evaluates agri-
cultural policy and performance in the 1970's. Finally, Section V
assesses agricultural prospects in the early 1980's.

II. THE PROBLEx WITH AGRICULTURE

The Polish government's concern in recent years over the stagnation
of agricultural output centers on its inability to boost domestic sup-
plies of quality foods and to ease the pressure on the hard-currency
trade balance caused by agricultural imports. Stimulated by a favor-
able production environment, including stepped-up flows of industrial
producer goods to farms and improved terms of trade, the Polish
private farm sector accelerated growth in output in the early years
of the Gierek regime. The momentum achieved in 1971-73, however,
was not sustained in later years (see figure 1).



99

FIGLuE 1.-Poland: Gross agriculture output'
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A. Food Consumnption Trends

The failure to maintain previous rates of growth in farm output
has contributed to an undercurrent of political unrest. A rapid rise
in disposable money income, coupled with an official policy of main-
taining stable prices in state retail outlets, led to a surge in demand
for quality foods. Polish economists estimated the income elasticity
of the demand for food at 0.6 to 0.7.1 Even with heavy state sub-
sidies to keep food prices relatively low,2 foodstuffs accounted for
about 38 percent of consumer spending in 1978.3 A major reason for
the large share of food in consumer outlays is a shortage of attractive
alternate goods and services. According to Augustyn Wos, Director
of the Polish Institute of Agricultural Economics,*

... in our country many families link the problem of ample diet not only
with meeting the demand for foodstuffs but also with social prestige. Consider-
ing that the market does not have industrial articles of common use, society
wants to buy increasing quantities of better foodstuffs.

Consumer spending on quality foods has focused on meat. especially
pork. (Per capita meat consumption is compared with the level of
real per capita disposable money income in figure 2.) Per capita ex-
penditures on meat and meat products (in real terms) rose nearly 8
percent annually during the 1971-1975 period, but less than 2 per-
cent annually since 1975. The slowing in the annual growth of con-

1 In other words. for ever 1 percent increases in disposable income an additional
0.6 to 0.7 percent of income will be spent of foodstuffs, see Joanna Sikorska. "Zroznicowanie
wzorow spozycia ludnosd pracowniczej." Gospodarka planowa, No. 1, 1970, p. 36. and
Irena Szczesna. "Ekonometryczne modele wydatkow konsumpcyJnych w wybranych grupack
zawodowych." Wiadomoscl statystyczne. No. 5. May 1978, p. 19.

SSubai:'ies for food production (including direct farm subsidies) amount to 25 percent
of the state budget in 1980. compared with about 15 percent in the mid-1970s.

*Compared with 47 rercent in 1970; trends In consumer income and spending are pro-
vided in Appendix Table 2.

* Translated from an interview 1i Trybuna Ludu, Sept. 21, 1976
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sumer outlays on meat mainly reflected a leveling of retail supplies,
accompanied by increases in shortages and lengthening queues in state
retail outlets.

FmLcaU 2.-Poland: Indez of rcal per capital disposable money income and per
capita consumption of mcat and meat products *
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STrends in real income and spending on foodstuffs are provided in appendix table 2.
SReal per capital disposable money income is defined in note 1 to appendix table 2.
*Calculated with alternative price index as a deflator of nominal disposable income.

See appendix table 2 and notes 3-5.

Sources: For official series on real disposable income and meat consumption, Rocznik
statystyczny roinlctwa I gospardarki xywnosciowej. 1978, and Rocinik statyutyczny, 1979.

B. Trends in Foreign Trade

The need to bolster domestic supplies of select foods and to purchase
larger amounts of livestock feed spurred the growth of agricultural
imports in the 1970s. Growing dependence on imports of feedgrains
and other fodder stuffs developed simultaneously with increasing reli-
ance on Western suppliers.s Production problems also hurt earnings

SI the earl 19 the erly t USSR supplied about half of Poland's grain imports. Following
a poor Soviet harvest in 1975. Moscow suspended grain shipments to East European
clients; when Soviet grain production subsequently recovered, exports resumed at a
lower level. Since 1975, the USSR has supplied less than one-nth of Polaad's grain
Import.

A
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from agricultural exports. In addition, traditional exports of live
animals for slaughter and processed products, such as bacon, were
subjected to tougher trade restrictions in Poland's major West Euro-
pean markets.6 Agricultural raw materials and processed foods that
had provided nearly one-fourth of Poland's exports to the West during
1971-75, provided less than one-fifth of exports during 1976-78.

On a net basis, a positive balance in agricultural trade with the
West was lost in 1973 and never regained (see figure 3). In 1971, net
agricultural exports amounted to $50 million, one-half of the hard-
currency trade surplus. I)uring 1976-78, net imports of agricultural
products averaged $675 million, nearly 30 percent of Poland's trade
deficit with the West.

FIGURE 3.-Poland: Trade in agricultural products and foodstuffs with the West
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* The Polish view of the impact of the EC's common agricultural policy that was
adopted in 1968 is presented by Joe Misal. "EEC Agricultural Integration and Its Efect

on Polish Agriculture and Food Exports," Polish Foreign Trade, No. 2, February 1978,
pp. 32-35.
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IIL Ax OVERVIaw or STRUCTURAL PROmr.EM

Poland is the only centrally planned economy that relies principally
on private fanning (see table 1).' Despite a rising share of output
attributable to the socialized sector, several million small peasant
farms currently account for about three-fourths of agricultural out-
put (see table 2). Unlike their counterparts in other East European
countries where socialized agriculture prevails, because of the number
and variety of private farms Polish planners cannot, for the most part,
seek increases in output by directly allocating additional physical re-
sources to the agricultural sector and by specifying areas and crops to
be planted. Warsaw must create an environment that induces peasant
farmers to grow and market more produce. Farmers' decisions, of
course, are strongly influenced by their expected profits which need to
be high enough to encourage farmers to spend more on farm supplies
and investment to raise output. Profit margins and production pat-
terns are largely determined by centrally controlled prices, credit
availability, and tax rates. Planners then must coordinate changes in
the farmers' demand for services, materials, and technology with pro-
duction of investment and other producer goods in the state-controlled
industrial sector.

TABLE L1-POLAND: AGRICULTURAL LAND USE

1960 k965 1970 1975 1976 1977 197 1979

Indes (1960-100):
Agricultureland-----.... ...-----.--.-- . 100 96 97 94 94 94 93 93

Private farms ..................... 100 94 89 86 83 83 81 80
Socialized farms.................... 100 112 139 151 10 16 172 177

Percest:
Agricultural land.---------------....-... 100 100 100 100 100 100 100 100

Privat farms ......................-------- 8 85 81 79 78 7 7 75
Socialized rms.................... 13 15 19 21 22 23 24 25

SArable land, includes land under cultivation, orchards, meadows, and pastures.
SCalculated from use. not ownership; private farmers are permitted to leas and cultivate state-ownd land.

Sources: Rocunik statystyczny rolaictwa 1 gspodarki zywnosciowej. 1978, Rocnik statystyczay. 1979; and Wymki
spisu rolniczaego 1979.

TABLE 2.-POLAND: SHARES OF NET AGRICULTURAL PRODUCTION

ln percent

1960 1965 1970 1975 1976 1977 178

Agricultural outut................... 100 100 100 100 100 100 100
Private farm................... 86 84 77 75 74 74
Socialized fa .................. 12 14 16 23 25 26 2

Crop pmrodction...... .--- 100 100 100 100 100 100 100
Pivate farms--... ...... 85 83 79 72 73 71 73
Socialized farms.......-..... 15 17 21 2 27 29 27

Livestock production....-------.... . 100 100 100 100 100 100 100
Private farms................... 90 i8 s 79 76 76 75
Socializd farms............ ----- 10 12 14 21 24 24 25

I lI constant prices, mt agricultural ouput according te olcial Polis methodology is defined i appendix table 1,
footnote 2.

Sources: Roczik statystycy rolaitwa i gospodarki zywneciowej, 1978; Roczaik staytyyczy, 1978, 1979.

' Private ownership of farms and the structural problems of agriculture associated
with a large number of small farms present unique difficulties for Polish planners. Official
must contend with a system of property rights that permits individual decision-making
to largely influence agricultural production. The farmer's livelihood, in turn, depends
on decisions of policymakers. Over the long term, agricultural policies have attempted
to diminish the role of the private sector. At times, however, the need to Increase produc-
tion has resulted in major shifts in agricultural policy to encourage larger output la the
private sector.



103

Modernization of privately owned farms is complicated by the frag-
mentation of farm land (see table 3). Three farms in ten are lees than
2 hectares in size. and probably one farm in eight produces only
enough for household consumption.* Such size distributions understate
problem with small-scale farming since many small-to-moderate size
farms consist of scattered plots.

Despite heavy outmigration of farm labor and higher farm wage
costs relative to machinery prices,' incomes are too low on a large num-
ber of the smallest farms to afford investment in equipment for mech-
anizing seasonal farm tasks, and peasant farming continues to be
labor-intensive. In the mid-1970s, only one farmer in 13 owned a trac-
tor. Hence, typically farmers continue to depend on horses for tractive
power and personal transportation, as well as for social status. Most of
the limited machinery services available are provided by government
sponsored machinery cooperatives, known as "agricultural circles."

Moreover, the quality of the labor input is deteriorating; nearly one-
third of Poland's private farmers are at least 60 years or above.* The
rural youth have opted for higher factory wages and city lights rather
than long work hours at relatively (albeit rising) low pay on the farm.
Finally, a rising share of the daily workload is shouldered by women
as adult males in farm households increasingly commute to jobs in in-
dustry and construction."

TABLE X3-POLAND: NUMBER AND ,.' E OF PRIVATE FARMS

1960 1970 1975 1976 1977 1978

Number of private farms thousandd farms)......... 3,21 3.007 3,0 3146 3,100 3.065
Share of farms by land are (peWrcO:

0. to2 hecr ............................ 25 25 2 29 30 31
2 5 hectare.............................. 34 32 31 31 3 3
5 to 10 hetars.... -----..................... 2 29 27 26 25
More atha 10 hect -....................... 12 14 14 13 ! 14

SCensus data. a other years as of June.
SCateories may not add W 100 due to rounding.
Soums: Rocaik statystyczny roaictwa i gospodarki zywoosciowj. 1978; Roczlik statystycy 1975, 1979.

IV. AuRICULTURAL POLICY AND PERFORMANCE IN THE 1970's

A. Early Expansion 1971-73

TIshered to power by food-price riots in December 1970, the Gierek
regime set out to quickly improve food supplies, especially meat." The

' Because of the relatively low level of net revenues on farms 5 hectares or less In
size, nearly one-half of these farm families depend on non-agricultural employment for 50
percent or more of their income. Rocznik statystyczny, 1973, p. 287.

*Machinery prices were relatively constant after 1970 until raised on 14 July 197."* Roexnik statystczny, 1975, 273.
n In the mid-1970s, asout three out of seven private farms were run by women. By

1978. reportedly the ratio had Increased to one nut of t wo farms. Summary of World
Broadcasts. British Broadcasting Corporation, 15 August 1978."_ In an excellent article on Polish economic policy and performance in the first half
of the 1970s. Zbleniew Fallenbuchi discusses Gerek's new economic strategy and the
attempt to raise living standards. see "The Polish PAonomy In the 1970s" East European
Economies Post-Helsinkl. a compendium of papers submitted tm the Joint Economic Com-
mittee. Congress of the U.S.. Washincton. D.C.: GPO, 1977. In a recently published book.
Georee BlasynCkl provides a valuable chronicle of events in Poland in the early and
mid-1970s, see Flashpoint Poland, New York: Pergamon Press. 1979.

68-6070 - -
-- - _
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new leadership advanced a pragmatic farm policy that focused on
boosting output in the private farm sector. For years, private farming
had suffered from official neglect and policies had discouraged expan-
sion and limited growth in productivity.1

The nature of the inherited agricultural problem was clear to
Gierek-a feed shortage and low profitability had caused livestock
numbers to tumble in 1969-70.14 To ease the fodder shortage, the
regime appealed to Moscow for additional quantities of feedgrain.
The Soviets complied, and Polish grain imports in 1971 reached a rec-
ord 3 million tons. To enhance farmer incentive to rebuild herds, the
new leadership increased purchase prices for livestock products three
times during its first 18 months in power. The Gierek government also
raised farm-gate prices for grain in 1971 to help increase grain pro-
duction. In the following year, as further production and investment
incentives, the government lowered land tax rates, modified rate struc-
tures, and abolished the onerous system of compulsory deliveries and
"tie-in" contracts for the sale of coal in exchange for farm products."
Finally, the government gave many farmers legal title to their land.1

Farmers responded to the improved structure of incentives by in-
creasing outlays on current production materials, such as feeds, chemi-
cal fertilizers, and pesticides."
Real expenditure on farm supplies, per hectare of agricultural land in 1971 con-

stant prices:
1971 ------------------------------------------------------ 102
1972 -------- ------------------------- --------------- 121
1973 -------------------------------------------------------- 139

NoTI.-Index: 1970-100.

An almost immediate result of the private farm-oriented agricul-
tural policy was a surge in farm production and sales, as shown in the
following tabulation :1

"1 While AndrezeJ Korbonskl and others have written extensively on Polish agricultural
developments In the 1950s and 19600, the following sources provide a concise survey of
trends in farm policy and production. Polish farm po icy in the li9a5s and lUtioU is dis-
cussed by Jun Marczewski in Crisis in Socialist Planning: Eastern Europe and the USSR,
New York: Praeger Publishers, 1974. pp. 23-27. For a brief analytical discussion of the
chance in the early 11970s. see Josef Brabhnt. Reflections on Poland's E onomic Policies
in the 1960s, Berlin: Berichte Des Ostearopa-Insttuts und der Frelen Universitat Berubl
1973. pp. 17-23. Aspects of Polish agricultural performance and structure In the first
half of the 1970s are discussed by Jacek Romanowskl "Prospects for the Future of Polish
Agriculture". in Laird. Hajda. and Laird. ed. The Future of Agriculture in the Soviet
Union and Eastern Europe, Boo der, Colorado: Westview Press, 1977, pp. 97-137.

G In 1969. Poland harvested a record grain crop, a below average potato crop. and
poor forage crops. With feed supplies tight, a decision by Gomulka, Gierek's predecessor
as party leader, to step-up grain imports was made too late to prevent heavy slaughtering
of livestock. In addition low state prices for livestock products and high production
expenses depressed the market for future herd expansion. Compared with the previous
year, the June 1970 livestock census revealed a decline of 1.2 million animals-mainly
hogs. The 1970 fall harvest was marked by recovery of potato, fodder, and forage crops,
but grain out•,ut fe'l by 2.3 million tons to maintain pressure on livestock herds.

0 Compulsory deliveries consisted of quotas of certain farm products which the farmer
was required to sell to the government at low, fixed prices.

" In many cases, peasants had waited for legal title since the post-war land reform.
By early 1975. about 1.8 million out of 2.6 million eligible farmers had been grated deeds
to their land. Summary of World Broadcasts, British Broadcasting Corporation, 10
April 1975.

"2 Calculated by author from data contained in Rozalia Bachanska, "Analiza Kosstow
oplacalnosed I dochodowosel produlreji rolneJ w gospodarce individualneJ w latach 1970-
1975'. Zagdninia ekonomika rolnej. Dodatek do sessytu 4/76. pp. 17-63.

t Ontnuit and sales compnrlons are calculated In 1971 constant prices. Rocznik statysty-
eny rolnlctwa I gospodarki sywnosciowej. 1978, pp. 159 and 171.

__
_ _ _ ___
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padsu: 1,O100)j

an 72 113

Crops:
Outut.................................................. 101 112 1I
S ................. ... ......................... 106 101 119

Outplu................. ............................. 106 123 128
Sat -................... .............. ............ ... 102 1 i1

SlaCludin Mal es n puant market.

Food supplies improved quickly; per capita consumption of meat
reached 62 kilograms in 1973, compared with 53 kilograms in 1970.
The gain in three years nearly matched the increase in meat consump-
tion during the decade of the 1960s. Exports of livestock for slaughter
and meat products similarly expanded in 1971-73 because of a tempo-
rary increase in demand (mainly for beef) in West European countries.
The regime supported the growth in livestock production to satisfy
increased final demand by supplementing grain production with im-
ported feedstuffs."1

B. Emerging Problems, 1974-76

With the crisis behind them, the policymakers in 1973 shifted their
sights to the long term goal of socializing agriculture. Socialization
was viewed by the regime as the solution to the severe structural prob-
lems in agriculture, particularly land fragmentation. The cornerstone
of this policy was the state's acquisition of voluntarily surrendered
farm land for the State Land Fund. In the 1960s and early 1970s, the
pace of socialization was slow because poor, elderly peasants tended to
cling to their land for the minimal security it offered.

Taking account of the large number of elderly farmers, in 1974 the
regime attempted to speed-up retirements by liberalizing terms for
eligibility in receiving farm pension benefits. To qualify for pensions
the size of land holdings were reduced from 5 to 2 hectares-expanding
the number of eligible farmers by at least 75 percent.

Moreover, deslpte the regime's initial efforts to boost farm income,
by late 1974 earnings werebeing squeezed by more rapid increases in
farm production costs than in revenues. In 1974, prices paid by farmers
rose by about 10 percent; 20 prices received increased only 7 percent, in-

" Importing grain to export meat was another major departure from Gomulka's policy
of the 1960s that had stressed seLa-reliance in feed production to minimize feedgraln
import--with consequently lower meat production.

SCalculated by author from data contained in Bachanska, op. cit., and Jadwiga RKen-
stein and Hanna Scheffs "Analiza koRstow. oplacaloosue I docho'oworl prolutcJt rolneJ w
gospodaretwach indywidualnych w latach 1975-19T7." Zagadniewnla ekonomlki rolnej.
Dodatek do zessytu 5/8i, pp. 17-49. Ofclal Podish estimates amalit tu an implicit increase
of only about 4 percent, Rocanik statyrtyeszy rolnictwa .. ., 1978. pp. 184. 419. The 10
percent rate of increase cited reflects independent expenditure data of the Polish Institute
of Agricultural Economics published by Bachanska and partially revised by Reinstein and
Schebs for 1974. Their estimates imply a price increase In 1974 ranging from 6 to 14 per*
cent: 10 percent represents the mid-point of this range,

Commenting on price increases in farm products. Zdsislaw Grochowskt, Deputy Director
of the Polish Institute of Agricultural Economics, stated that price increases on farm
supplies purchased by private farmers amounted to 15.5 percent between 1970 and 1975.
Ideologia I polityka. September 1976. as provided in Translations on Eastern Europe, U.S.
Joint PubUcations Research Service. November 3. 197G.
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cluding prices on the free market." State-set purchase prices for grains
declined in 1974, and prices for hogs increased only 5 percent."

At the same time that terms of trade turned against the farmer, poor
weather reduced yields of domestically produced feedstufs--root
crop in 1974 and grain crops in 1975. Farmers, fearing shortfalls in
government delivery of commercially mixed feed,u reserved more
grain output on farms as feed. The sag i government grain purchases
added to growing import requirements to help feed livestock on social-
ized farms.

In setting state purchase prices,.officials may have knowingly failed
to take higher unit production costs for farmers into account. The in-
crease in purchase prices of agricultural products would have added
to the subsidy burden on the government's budget as long as retail food
prices were kept relatively low and below cost to the government. Thus,
for example, higher imported grain prices and other rising costs were
passed increasingly to farmers; after rising rapidly in 1971-73, total
disposable real incomes of private farmers declined by 6.6 percent in
1974 and by 6.2 percent in 1975.24

With real incomes falling, the improved pension benefits looked
attractive to many fanrers. In 1974 and 1975, the amount of private
land turned over to the State Land Fund for a pension increased by
more than 300 percent, compared with the previous two years. The
land-pension exchange was so great that the state could only partially
absorb the land in state and cooperative farms.*2

ITousand hectle4

1972 1973 1974 1975

Private faa land turned ovr t t state land fund .......------.-..-.......... 90 105 224 359
Of which: or paon ---------------------........... ....................... 54 66 174 315

State land fund aueage proved state and cooperative lats.................. 11 84 12 157

Socialization also was changing the structure of farm output on the
land acquired from private farmers. Since many of the parcels ab-

a Rocsnik statystycny, 1979, p. 352.
M RocnlZc statYstycny rolnictwa . . .. 1978, p. 440." Generally, a blend of grains and protein supplements, such as soybean or cottonseed

meal.
AOffcially defined, real disposable income is net of capital formation and includes in-

come received nl-kind and the balance of credit extended private farmers. Roczuna staty-
stycsny, 1979, p. 215. Also, see Wies wspolczesna, August 1977, pp. 38-44, as provided by
Translations . . .. October 5, 1977. As indicated in the notes to Appendix able 2. the
official series on real disposable income is believed to be biased upward due to an under-
estimate of the rate of inflation measured by the official price index used to deflate nominal
money income. Hence, the decline nl a "corrected" real income series would probably be
larger than the amounts cited.

*Although land transfers are officially regulated, private farmers may transfer farms
to heirs and sell and lease farm land. The average price of land fell in 1974 and 1975, as
shown in the following tabulation :

Price of farm land (1970=100) :
1971 ------ --------------------------------- 103
1972 -----------------------------------.-------------- 105
1973 ---------------------------.-----------.--- 105
1974 -------------------------------------------------- 103
1975 ---------------------------------------- 100

The decline in farm land prices, especially for smaller farms that had limited market-
ability, also made pensions more attractive.

Once land is acquired for the State Land Fund, land is available for incorporation into
near-by state and cooperative farms. Some land is resold to the private sector, the amount
largely determined by the availability of credit. Land is also provided to industries and
for urban uses Land remaining in the fund is leased or cultivated by agricultural circles.
tocnilk statystycanv rolnictwa . .. , 1978, pp. 88 and 461. Although land in the fund is not

deliberately allowed to lie fallow, too frequently scattered parcels remain uncultivated. See,
Blasynski, op. dt, p. 250.

II M m -- _
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sorbed from the private sector were small, scattered and often below
average soil quality, state farm managers found much of the land un-
suited for capital-intensive cultivation of grain crops. In 1971-75, the
average total area seeded to grain was nearly 400,000 hectares less than
in 1966-70." Weighted by the average yield, the loss in potential grain
output was about 1 million tons annually or roughly 38 percent of
average net imports during 1971-75.

By late 1975. tight feed supplies and the narrowing margin between
the price for slaughter animals and cost resulted in a reduction in
herds. The accelerated pace in retirement reinforced this downturn in
livestock as these farmers also sold-off or slaughtered their stock. By
June 1976, hog numbers had declined markedly, especially breeding
stock."

plruio had at mid-ryMu

1971 1972 19 1974 1975 1976

Hog numbers on private latms...................-. 13.1 17 18 17.0 14.2
O which: So ............................. 1.6 L 9 2 2 L 1.5

Shortages of meat in the marketplace worsened in late 1975. The
regime reacted to growing consumer complaints by publically blaming
much of the shortage on private farmers' low productivity and failure
to produce enough feedstuffs. The government threatened to expropri-
ate land of farmers who achieved yields below the average of similar
farms.2" Faced with falling net income and renewed official hostility
from Warsaw, the private sector's enthusiasm for investment in agri-
culture quickly waned. In 1971-75, farmers had increased real invest-
ment expenditures nearly 10 percent annually. In 1976 real farm invest-
ment fell by roughly 13 percent with almost all of the decline occurring
in farm construction

C. Attempts to Control Demand for Food, 1976

Unable to halt the downturn in livestock production, Warsaw took
steps to lessen the impact of lower meat production. In mid-1976, the
regime moved to curb excess consumer demand--driven since 1970 by
a 9 percent average annual surge in real personal income 3--by insti-
tuting long overdue price increases. Food prices were relatively low
because the Gierek regime had revoked the price increases that had
sparked rioting in December 1970 and did not pass on to consumers

"* During 1971-75. the cumulative loss i agricultural land reached 334.000 hectares.
mainly because of industrialization and urbanization. The cumulative loss of cultivated
area during 1971-75 was 288000 hectares (a decline )f 704.000 hectares in the private
sector and a gain of 416.000 hectares in the socialized sector). The cumulativ( loss in grain
area was 482.000 hectares (a decline of 398.000 hectares in the private sector and H4.000
hectares in the socialized sector). Thus. even though the area of aocialiszd farms expanded.
absolutely less was planted with grain. The net difference I etween the decline In cultivated
acreage (288.000 hectares) and grain acreage (482.000 hectares) probably was used as less
productive meadows and pastures.

21 Rocznik statystyc-ny rolnttwa . . .. 1978. p. Rp.
* On confiscation of private farms, see Blazynask. op. it.. p. 249.
" Trends nl real private farm investment are presented in Appendix Table 8.
* Based on official data: the ofcial cost-of-living index used in deflating nominal money

income probably understates the rate of Inflation (see Alee Nove. Political Economy and
Soviet Socialism. London: George Allen and Irwin. 1976. pp. 198-191). Using an Inde-
pendently derived price index as a deflator lowers the Increase in real personal Income to
5.8 percent annually. For the alternative calculation of the rate of inflation, see Note to
Appendix Table 2.
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subsequent increases in food production costs.'" Polish officials
believed the price boosts had to be large to be effective because of the
inelasticity of demand with respect to price for quality foods, espe-
cially meat." Combining substantial price increases for food with n-
come compensation for lower income groups, the government tried to
reduce the large budget subsidy.

Although expecting some increases, the populace was shocked at the
magnitude of the proposed price hikes announced on 24 June 1976-
averaging 69 percent for meat and meat products, 30 percent for poul-
try, 60 percent for quality cheese, almost 100 percent for sugar, and
about 30 percent for selected vegetables. Workers reacted swiftly and
often violently. Demonstrations, sit-ins, and widespread destruction
of property at state-operated factories forced the regime to withdraw
the price increase proposal on the following day.

Consumer unrest remained high for the remainder of 1976. Hoard-
ing intensified shortages, especially of staples. Rationing of sugar was
introduced in August and the generally favorable reception by con-
sumers caused government planners to consider rationing meat as
well." De facto rationing. in fact, was widely practiced in many smaller
towns where purchases were limited. A Party Plenum on 9 September
1976 grappled with agricultural police changes, but the problems in
agriculture continued to be hotly debated for the remainder of the year.

D. A "New" Approach Toward Agriculture, 1977

In early 1977. Gierek announced a new agricultural policy--essen-
tially a reconstitution of the pragmatic measures that had stimulated
output in the early 1970s. The new policy was coordinated with a re-
vised Five Year Plan (announced at the end of 1976) that pumped
more resources into agriculture, set higher production targets for crops,
but lowered overly ambitious goals for livestock production (see
table 4).

TABLE 4.-POLAND: PLANS FOR AGRICULTURE. 1976-80

Actual Original plan
1971-75 1976-0

Revised" pla1976-80
Gross agricultural production (average annual rate).....---.-------... 3.7 2.-3.0 3.0-3.

Of which:
Crop production (average annual rate).......--- ....--...------ . 2. 2-30 3.7-4.2
Livestock production (average annual rate)........-.....---- 5. 3 3.0-3.4 2.5-3.

lavestmeat in agricultua (m bdlion zloty)........------------------- 266 348 33
investment in agriculture (percent of toal)....-..-------------------.. 13. 13.0 14.1

1975 1980 198

Tractors (thousands)---.. -----...........--------..............------------- 400 550 700
Chemical tetdizr-nutent content (klogram per hectare)............. 181.9 NA 250
Lie (oam pr hcta)........................................ --- ------------- 11 NA NA
Grain production millionn tons....-......--- --...---..---.----------- It. 26. 5-21 2 2. 2
Grain yields quintalss per hecare)..-----.. -..------------------- 25. 31.0-33.0 31.0
Cattle (million head) ....-----------------.... ---... -------------..... 13.2 0-15. 14-14.3
Ho (millio head)............................................... ------------ 21.3 20-2 0 22.
Sheep millionn head) ..............................................- 4. 4. 2

Source: Announcement at Seventh Party Congres. December 1975, and Fifth Plenary Assembly. December 1976.

" Retail prices were rolled back in 1972 and pegged at the 1967 level.
* Polish studies indicate a high Income elasticity for meat-ranging from 0.8 in higher

income groups to more than 1.0 In the lower. With the absence of adequate substitutes, a
high income elasticity implies a highly price inelastle demand for minat at preval!ing, low
state-set prices. A suiall price increase. thus, would result in an Insignificant change in the
quontlty of meat demanded. See Trybuna Ludu. July 28. 1976 am provided by Transla-
tion . . .. September 9. 1976L pp. 11-17. The same estimate of the income elasticity of meat
is given in an article by Henryk Pogorzelski in Nassa Trybuna, August 28-29, 1976 on the
economics of pork production.

S In the fall of 1976. the government also experimented with the Introduction of "com-
mercial" stores for meat where Letter quality cuts were available at prices twice the level
charged in "regular" outlets. This too was generally accepted and has since expanded in
terms of the number of stores and volume of meat sold. The New York Times, Novem-
ber 27, 1978.
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The new farm policy stressed: (a) expanding production and im-
proving efficiency m the private sector; (b) enlarging the size of more
productive farms at the expense of smaller "dwarf" farms; and (c)
boosting the share of private farm output produced on contract with
the state. Prices farmers received from the state and the cost of
fertilizer and other material purchases were to be adjusted at least
annually to maintain a favorable price-cost ratio Apart from short-
term production incentives, higher profits provided farmers the
wherewithal to purchase larger amounts of current materials, con-
struction materials, and equipment. Moreover, higher incomes were to
narrow rural-urban income dilferentials to slow labor migration from
the farm.

To further encourage investment, the state offered larger amounts
of subsidized credit; terms were especially attractive for construction
of farm buildings. The government followed up its attempt to increase
farm construction by enhancing rural supplies of cement and timber."

The changes in the price system had the additional intent of chang-
ing fanning patterns. Principally, officials were concerned by the over
dependence of livestock raisers on commercial feed and the relative
neglect of fodder production on the farm." Prices of commercial feed
for example, were raised sharply. The new price schedules benefitted
larger sized farms and specialized livestock farms that obtained eco-
nomies of scale in production, but penalized smaller farms. Specialized
farms also were given priority in distribution of such supplies as coal,
lime, fertilizer, and feed. Price discounts were made available to farm-
ers who contract to sell output to the state, thus tying production
closer to the marketing system.

The socialization policy was also changed to support structural
change in the private sector. Policy focused on reducing the number
of "dwarf" farms and persuading older farmers to turn land over
to the state. Unlike previous policy which concentrated solely on ac-
quiring land for state and cooperative farms, officials began encourag-
ing efficient private farmers to enlarge their holdings. The govern-
ment raised the ceiling on the maximum size of private farms ' and
offered credits for buying additional land.

Finally, private farmers were brought under the general pension
scheme that applied to workers in the socialized sector of the economy.
Previously, farmers had pension rights only in exchange for deeding
their land to the state. Starting in 1980, retiring farmers were to re-
ceive pensions calculated on the value of farm output sold under con-
tract to the state during the previous five years, adjusted by the con-
dition of farm buildings and soil quality. The farmers, however,
would not be required to surrender their land to the State Land
Fund." The intent was to increase food supplies available in the so-
cialized market, to tie farmers closer to the state plan, and to encour-
age farm upkeep.

E. Production Response to the New Policies, 1977-79

After three years of implementation, the new farm policy has failed
so far to lift agricultural output substantially. Officially criticized in

M Nowe Droi. Translations . .. May 4, 1977, p. 34.
* Trybuna Ludu. Aujuat 4, 197M"Until 1976, private farms could not exceed 50 hectares of arable land (100 hectares In

the Northwest). The new law doubled the maximum permitted size.
"w While farmers could selL lease, or will their farm and receive a pension, annunitles

were set higher for farmers that surrendeed land to the State Land Fund.
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1975-76, farmers are wary and, hence, skeptical of the regime's long
run intentions. Although livestock numbers have been boosted back
to peak levels, growth occurred almost entirely on socialized farms,
especially on producer cooperatives.&

An effective farm policy had to stimulate an increase in livestock
numbers on private farms. For cattle, price increases were not accom-
panied by a requisite expansion of feed supplies.3 A decline in sow
numbers on private farms by roughly 4 percent in 197S--indicating
probable farmer concern that either profits or feed supplies would not
hold up-was only reversed by June 1979. Despite a poor feed grain
crop in 1979, lack of reference to distress slaughtering in the Polish
press during the fall-winter period of 19/9-80 suggests that cattle and
hog numbers probably have been maintained."

Little improvement has occurred in crop output. The area seeded
to grain in 1977 expanded by nearly 3 percent; the socialized sector
accounted for about 80 percent of the additional hectares planted-
reversing the declining trend in grain area on state farms. Poor weath-
er depressed yields 10-15 percent, however, more than offsetting the in-
crease in sown area. In 1978, the grain area fell back to earlier levels,
led by a reduction of 3 percent on private farms: socialized farms again
increased the area sown to grain. Weather was better than average
throughout the crop season, but late summer rains complicated har-
vesting and resulted in unexpected losses. Grain production, earlier
projected at record levels by agricultural officials, reached 21.5 million
tons. In 1979, weather problems again blunted the limited impact of
policy tools, such as price adjustments. Delayed fall sowing, a severe
winter, and a wet spring contributed to Poland's worst harvest since
1970; grain yields fell by nearly 20 percent, compared with 1978. Al-
though the harvest of fodder root crops was above average in 1978
and 1979, a tightening of grain supplies forced farmers to continue
depending on costly imported feed to maintain livestock herds.

F. How Farmers Fared, 1971-73 Versts 1977-78 4

As indicated above, redirecting agricultural policy to favor the pri-
vate farm sector did not generate the same results as achieved in the
early 1970s. Lackluster agricultural performances in 1977 and 1978,
beyond that attributable to adverse weather conditions, suggest that
the government failed to make incentives attractive enough, and the
regime was unable to convince farmers that its support of the private
sector was more than transitory.

*The socialized sector accounted for all of the increase in cattle (cattle numbers de-
clined on private farms), nearly one-half of the increase in hogs. and more than half of
the Increase in sheep. The socialized sector holds roughly one-fourth of Poland's cattle and
hogs and about one-third of the sheep.

* As indicated previously, the size of livestock hohlln•s depends on feed iupply. the cost
of feed, and the price of livestock products. Brenda Nadijcka analyzes this relationship
in Appendix B. Regression results indicate that for cattle a 1 percent, reduction fn Ieed
supply would lead to a 0.0 percent decline in cattle numbers. If price remains constant;
and a 1 percent increase in purchase price results in a 0.2 percent rise in cattle numbers.
feed supply constant

* Livestock inventories on January 1, 1980 indicated a 2 percent drop in cattle numbers
and a 1.5 percent decrease in hoc numbers.

t Data for 1979 are too incomplete to incorporate into an analysis of trends in private
farm income.

0
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A decisive factor in the success of Gierek's farm policy in the early
1970s was the rapid rise in farm profits." After falling in 1974 and
1975, real net farm income jumped in 1976 by 8 percent and continued
to rise in following years.' Part of the increase in earnings can be
attributed to a sharp cutback in spending on farm supplies-especially
purchases of conunercially prepared feeds, fertilizer, and lime."

During 1976-77, farmers used a much larger share of the higher
profits to raise consumption levels, in contrast to the early 1970s when
farmers chose to increase outlays on producer goods, construction of
farm buildings, and increasing the value of carryover inventories of
crops and livestock.

Unwillingness to make commensurate outlays for current produc-
tion and capital formation, and the surge in consumption " including
spending on housing improvements, indicated that farmers' expecta-
tions had changed concerning the benefits of expanding production.

Trends in farm investment in recent years have shifted to favor
machinery and equipment relative to new construction. The change
in investment patterns reflects both greater availability of equipment
and uncertainty about current agricultural policy. Farm machinery
has a quicker payoff than the return from new buildings, and, upon
retirement, farmers can readily sell farm equipment.

Uncertainty over the regime's ultimate intentions also caused
farmers to think twice before expanding land holdings. Although
easier access to credit enabled farmers to quadruple purchases from
the State Land Fund in 1977, the 78,000 hectares bought was less
than in 1972 and 1973 when the future looked brighter."

Purchase of farmland from the State Land Fund by private farmers (in thou-
sand hectares) : 1970, 46; 1971, 53; 1972, 82t; 1973. 90; 1974, 45; 1975,17; 1976, 22;
1977, 78; and 1978, 94.'

V. OUTLOOK FOR THE EARM r 1980's

The achievement of most of the regime's 1976-80 five year plan
goals for agriculture are beyond reach. Gross agriculture production
will clearly fall short of the target of a 3.0-3.5 percent average annual
rate of growth for 1976-80." More likely, growth in production during

"* Zie ospodarcze, June 27, 1976. as provided by Tranalations ... , August 11, 19786.
pp. 14-23.

a Rocanik statystyczny, 1979, p. 215.
"Compared with 1975, purchases of fertilller fell 5 percent and industrially-produced

fodder 19 percent in 1976 (in constant 1971 prices). Wies wapolezesna, Translations ... ,
op. cit.

a During 1976-78. In keeping with the renewed emphasis on consumption, farmers also
reserved somewhat more of their livestock production for home consumption. State retail
outlets in rural areas were among the Orat to have allocations cut by oSmeals struggling
to boost meat supplies In state stores in industrial centers.

* There is evidence that the amount of land returned to the private sector was below
plan in 1977 because local officials failed to fully support Glerek's policy. The 1976-80
ire year plan called for the State Land Fund to return 500.000 hectares to the private
sector, and the Ministry of Agricuture estimated that 300.000 to 400.000 hectares would
be sold between 1978 and 1981. Among farmers willing to add to their holdings, many
comnlilanru that they could not obtain timely approval from local officials."* Rocanlk statystyceny roluietwa . .. 1978, p. 88, and Rocznik statystyczny. 1979.
p. 219.

"* This paper was completed in March 1980-prior to spring sowing; consequently, the
author does not hazard a forecast of this year's crop output
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the 1976-80 period will be the lowest recorded for any five year period
since 1960.*

Similarly, raising grain yields in 1980 would have required an in-
crease in the flow of fertilizer and other inputs to agriculture. Ferti-
lizer usage, in terms of nutrient content per hectare, has not increased
during the past three years and show no signs of improving."

A. Sluggish Growth in Farm Output

As a point of departure for the 1981-85 five year plan, a good har-
vest in 1980 would have given officials a leg up in supporting further
increases in livestock numbers. Goals cited for 1985 include:"s

Ila mlaion hea4

Actual. P b
June 30.1979 June 30. •

Cattl ..........-----------.........-------------------------------------....-.. - 130 1. -15
o .-.........--...-.....------ ....---.--- ---------.---------...-----.-------- 21.2 21.0-23.5

Shp,-------...--..------.......-....--...-...------------------------. 4.2 5.5- S

Grain fields are to average 30-:.2 quintals per hectare over the next
five years," and the grain area is to expand to 8.6-8.7 million hec-
tares."' These figures show a remarkable similarity to 1980 goals.
Agricultural objectives so far revealed suggest that the state does not
intend to support another livestock boom that outstrips the rate of
increase in domestically produced feedstuffs. Rather, policymakers
desire realtively faster growth in crop output to gradually reduce the
import burden of sunpiortinr, livestock production."

Even with modest livestock targets, unless planners can persuade
farmers that the government will sustain a favorable profit environ-
ment, private livestock raising will remain a potential trouble spot.
Moreover. even with better than average weather, increases in grain
production are likely to be less than planners project. LAss of grain area
will continue because of industrialization, urbanization. and the in-
crease in the number of small farms that will be surrendered to the
state for pensions. Boosting grain yields w ill he difficult, as well, re-
quiring greatly stepped-up supplies of fertilizer. The fertilizer re-

*Attaining the lower 1980 aoals for grain output and livestock numbers that were
specified in 1977 is equally doubtful. For grain production to reach 26 million tons. har-
vested area must expand to more than 8.3 million hectares and yields must exceed 31
centners per hectare. up . and 16 percent. respectively, over the average of the previous
five years. (The Acriculture and Food Committee of the Sejm. the Polish Parliament.
recommended that the rain area exceed A.3 million hectares. Summary of World Broad-
casts. Brltish Broadcasting Corporation. February 7. 1980). Much of the Increase In area
would have to occur on private farm*--accounting for roughly 80 percent of grain
acreage-that are increasingly being called upon to simultaneously expand non-graln
fodder cron acreage.

SSztandar mo'odych. January 14. 1980. as provided by Translations.. ... February 26.
1980. p. 145. It is not clear whether supplies have been restricted or there is a continu-
inc reluctance to increase purchases of farm sunnlieo be Mse of a cost-.rice souee.e.

' Nowe Drogi. December 12. 1979. as provided by Translations .... February 20, 1980.
p. 3M.

" Loe. 't.
* Zycie Warazawr, January 24, 1980."- Nowe Drogl. Translations ..... op. cit. pp. 32-33.
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quirement for 1985 is set at 250 kilograms of nutrient content per
hectare, a 32 percent rise over the crop year ending 30 June 1979."

B. Food Supplies Remain Tight

While the gap between supply and demand (at current relative
prices) may narrow for some roods over the next few years, meat
shortages will continue. Planned meat consumption per capita was
set at 75 kilograms for 1980," about 7 percent higher than the 70
kilogram average attained in 1975-1978 and 4 percent higher than in
1979." Beyond 1980, although planned growth in livestock numbers
would support an increase m meat supply that is somewhat faster
than population growth (about 1 percent per annum), supplies will
not rize iast elougu to correct the current disequilibriumn.

C. Hard Currency Drain Continues

Despite official policy statements sugge ing otherwise, large hard-
currency expenditures for grain and fodder imports are not likely to
fall off quickly. With annual grain requirements probably continuing
to average roughly 27 million tons in the near term, Poland will need
to import about 5 million tons or curtail its livestock expansion pro-
gram. With the expected continuation of the USSR as a major net
grain importer,"5 I arsaw must continue to look to the West for most
of the grain imports as well as for the credit to buy it.

Overall. trade in agricultural raw materials and foodstuffs will
likely remain in deficit, although the heavy burden of agriculture on
the balance of payments may be reduced. Earnings from traditional
exports of agricultural products-malt, potatoes, and slaughter ani-
mals-and food industry products will not offset the large hard cur-
rency outlays necessary to buy grain and oilseed meals.

Officials view meat exports, m particular, as a means of covering part
of the cost of their livestock expansion program." A substantialboost
in imeat exports to the West to help offset hard-currency outlays on
tee.istuffs would be doubly difficult. First, consumers view meat ex-
ports as a deduction from market supplies.• Second, Western market
access restrictions are unlikely to ease. and Polish meat products com-
pete with other East European suppliers for market shares.

D. Policy Shifts Possible

Only if Poland's leaders vigorously pursue policies that: (a) boost
the flow of industrially produced materials and investment goods to
farms, and (b) promote profitability in the private farm sector, will
agricultural output from that sector accelerate in the 1980s. Even with

"* Agaln this Is the same as the 1980 goaL
T Lowered by the revised 1978-80 plan from an original target of 80 kilograms nr capital." Per capita meat conaumptiou la 1979 was reported at 72 kilograms. Zde Warasaw.

op. dt.
"Loc. dt.
*CIA. USSR: Long-term Outlook for Grain Imports, National Foreign Assessment

Center, ER79-10057, January 1979.
"* For a recent review of trade In agrfrultural products and the need to vnotnue meat

exports. see Trybua Ludu November 2 1979.
r Ibid
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improved availability of machinery, equipment, and construction ma-
terials, the Uierek regime must overcome the peasant's skepticism and
persuade them to voluntarily mvet more in their farms. In addition,
the farm sector needs upgraded inrastructure that is costly to develop
and would absorb funds the regime would prefer to pour into indus-
trial projects.

The most severe threat to agricultural expansion in the near to im-
mediate term is a renewed attempt to step-up the pace of transition
from private to socialized ownership. Since recent increases in overall
farm output have been attributable to production gains in the social-
ized sector, the temptation to follow through with a strengthened
socialization policy must be particularly appealing. Moreover, the
regime probably is frustrated by the private farmer's unwillingness
under the present incentive arrangements to increase the area planted
to grain, expand livestock inventories, and improve farm facilities.

Prospects increase that policy changes would occur in 1981 because
new programs could be coordinated with the new 1981-85 plan. Over
the next few years about one-tlird of Poland's private farmers will be
eligible for retirement. Officials are projecting the greatest turnover
of agricultural land in the post-war period-about 5.7 million hec-
tares, or about 40 percent, of privately held area."

The redistribution of this land between the private and socialist
sector critically depends on the level of profitability in farming and
the degree to which bureaucratic obstacles impede transfers of land to
the private sector." Officials expect that about 4.5 million of the 5.7
million hectares will be retained in the private farm sector."

The leadership probably will not act hastily and threaten the pri-
vate farm sector to the extent that agricultural output is seriously dis-
located' A miscalculation, however, on the speed that land can be so-
cialized, or on the level of profits required for the private farm to
remain viable, could seriously retard the growth of output. Farmers,
potentially, could exchange more than the expected amount of land for
pension if the price of land declines on the free market, or if heirs are
discouraged about farming's prospects. The socialized farm sector
probably will be hard pressed just to incorporate the 1.2 million hec-
tares already earmarked for its expansion, if accomplishments in the
1970s are any guide.

Overal.l, the outlook for adoption of output enhancing policies is not
favorable. Hence, agriculture is likely to develop into a principle con-
straint preventing a rebound in Polish economic expansion.

APPxNDIz A
Appendix A contains a collection of statistical tables that: (a) compare the

growth of agricultural output with trends in income and expenditure on food-
stuffs; (b) illustrate the flow of resources to the private and socialized sector,
as represented by acquisition of tractors and fertilizer consumption; (c) re-
late comparative trends in investment in farm construction and machinery;
and (d) contrast rates of growth in agricultural production, taking account
of differences in land holdings and the size of the agricultural labor force.

* Nore Drogi. Translation. .. , op. cid"* Trybuna Lud. August 21. 1979.
* Nowe Droli, Translations.. .. op. cdt

- - mw W..ý . 0



115

APPENDX TABLE L-POLANO: AGRICULTURAL OUTPUT

1970 191 19 1 197? 1974 1971 1976 1971 1978 1979

CMcid measures:
Index: 1970-100:

A. Gross aricutral outr, ............. 100 104 112 It e 122 128 116 11i 123 121
) Cops....... ... ... 10 101 100 116 115 112 11s 107 11 NA

Livestock productio .......... 10 107 116 126 131 130 118 134 138 NA
L Final (et) aricultarl output ........ 100 106 116 124 124 120 121 125 13 NA

(1) C ...................... 100 104 111 114 104 9 116 98 NA NA
2) Livestockpeduct .......... 100 101 111 129 134 132 121 130 NA NA

Alteratbve measures:
Index: 1966-71-100:

C. Net agriculture output. . . . . . . . . . . . 102 101 106 111 113 115 110 101 117 NA
nldex. 1970 -100:

D. Net aricultral output ............... 100 101 101 116 118 111 116 120 128 128
( Crops.................... 100 t2 94 90a 2 102 111 102 101 10

(2Lastock.................... 100 101 117 128 136 130 120 132 143 145

I Gross agrictural output is the total value output of crops and livestock products measured is constant prices. he
index over-states production available for producer' own coasurmpta and sle because it includes int:mediate produc-
tion such as feed and seed. Indexes are spced together 195; 1970-75 are n 1911 costa prices and 1976-71 are
in 1976/77 prices.

SFial (nt) outut is defined a the sum of the value od marketed output consumption-n--kind. and the chaig in farm
swvetoris of crops and livestock numbers. The i.tex is "net" o fed. seed. and manure to the tent that feed retained
on farms is not included. The va lue o f eeodsls returned to far after aner processin. however, is ncludd part of

a Ts innax is published by the FAO. The index is net of estate agricuitually produced intermediate product and
nctdes chance in the iventor of livestock numbers. The indes ecludes changes crop iventores becaI e data not
enerl available fo the number of countries considered by the FAO.
SThis is as independently calculated index constructed by Greer Lazarcik and published by the Resarch Project on

Nation lacome in East Central Europe. The index ba as FA d oo nd is the product of individual physical
rwis of output (11 cops and 17 animal products) weighted by averar 1970 Polish pncs. The crop index is net of agr-

culturally produced aintmdiate products (e... seed. teed for stor) and cludes change r the value of crop inve
tores. The livestoc productAr iadex lso a ni t oat nte diate prducts (.g., eUs for hatchin, milk sucked by calves,
manure) and includes change a t he value of anvetores.

Sources: Roanik statystyny ronicwa .. .. k s y. 197 o1.ik tlyty 1979. FAO production yearbook. vo. 32.
1978 and Agricultural Output. Expses and Depreatio. Gross Prodct. and Net Product il Eastern Europe. 165-78
occasional pape--5. New York: LW. International Financial Reearch. Inc. 1979. Updated and revised by Grior
Lauruk.

NOTES

1. Durin 1970-79. the various indices appendix table 1 sho e ally the same trend. I some years. however, the
direction of the indices sharply dieage. Dfifereces a concepts of production and methods of calclaton haw a sizable
impact on the rpresentation of trends is farm output (This probe is r • discussed by Greor Laiarick i his article

on East Europen agriculture in the forthcomain Joi-t Economic Committee compedium.) In 1971. for example the oMcial
nel output index of crop production increases 4 percentage pcnts. compared with 1970; is the same year, Lazarcik's

crop inde declines percentage points. compared th 1970. The uficsl index reflects a relative decMe an the consump-
tio of agriculturaly produced intermediate production; partly the ru of increased sales to the ndustrial sector for
miner process and partly the substituting f a record level of imported feedstus to offset a reduction i the 1970 rain
hardest and the 1971 potato harvest The decline i the 1971 potato harvest, thus. did not result s a fall i net output e
caus the amount available for consumption and sale read rough the same. I addition, imports added to the value
do caryover inventories. The alternative idex rejects a bumper harvest of potatoes. fruts, and vegetables in 1970-
items that probably account for about % of the value of crop production-and a sharp decline in output e these crops is
1971 th't more than ofset a rise to th value of train output (less feed and seed). Lazrcik also deducts as tertmedite
production rai or fee that is returned to to the farm sector after mineaor processig. The Polsh at crop index as pre-
viously indicated, considers l sales nal and. coequently the deduction is lss.

L Each output sres also could be represented .a 3 to 5 yr moving averages. Whale such indices depress the influence
of weether on output they conceal the abrupt changes encountered by Polish planners and produces who are reacting,
in a plicymaking context, to yer to year changes in output

SNone of the indices t appendix table 1 attempt to calculate farm production using a method similar to the measure
adopted by On U.S. Department o Agriculture for te Udted States. The index o farm output published by the USDA
measures cro out less seed. and th "et"a production o livestock, by deducting food from livestock production t
obtai valueadd. (See Maor Statistical Swris of te U.S. Department of Ariculture. Arictural Handbook No. 365
pp. 15-17).

4. Each of th agricutural indices has its own particular store h and weakn . Index 0. for maple is constructed
i a known mner and dos not involve shftg price weights, so long term comparisons arenhnc. In msuri
year-to-year changes, however. lack of crop ainvetory data impair its usefulness a a measure d6 change in planners
and producers' perceptions of the relative performance over time and the need or possible alternative policies. landex C
can ready be ampared with agric tural performance is other countries, bt is lss usel for analyzing trends within
a country. The polish gross output index was selected to represent arm production teds is this paper. In the case of
crops, the plans and frme' perception of ai cultural performance is determined is the st instance by the sie
of the overall harvest regardless f its l disposition. For livestock products, gross prodtio trends approimat
changes is ou0 ut far bhor conua1mpifoe nd sale.

-- --- -~---. - -- -- 1--~ -
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APPENDIX TABLE L-POLAND: TRENDS IN REAL INCOME AND CONSUMPTION

1970 171 1972 197 1974 1975 1976 1977 1978

Real pr capit disposable m esy lac (thgo-
sand 971 ioty)..... .................------ 14.55 1594 17.96 19.75 2197 23.0 24.53 2LO01 2L01

Alernat calculato of real er caita disposable
m es icome (thousandI971 zloty) . 15.01 1594 17.26 1L45 1 24 2.45 2L0 21. 54 2L 30

Rea per capital spending oe foed (thesad 171
io). -... .------- -.-- ---- -- L6. 7.0 7. 7.6 7.8 1.3 8.9 *L * .L

Rel per capital speding on met and meet prde
ct (ousanl 971 ty)........-------------... L L 2.1 2.3 2.4 2.6 2.6 IL. *2.7

Per capita consume m o meatand neeit products
(kilorams) ----.....----.---.. -------..----- 5. 561 53 62.1 65.6 703 709 6.1 70.6

I Seae oes 1-3 to appendix table 2.
SCalculated by deflating nominal values by a estimated price index of goods nd services. See notes 4-.
SEstimated by author.
* Is 1960 pr capita consumption e meat and meat products was 42. kg; is 1965 49.2 kg.

Sources: Rocnik statystycay rolaktw i ospodarki zywnociowej. 1978 and Rouik staysttyczy, 1974-1976, 1979.

NOTES

1. Per capital disposable money income is defied as total income of the population less social services receved-in-
kind. less income-m-kind, divided by the population at mid-year. Official Polish data was used a construct a 1970-78
series, expressed in current prices. The nominal series was defeated by the ofcal Polish retail price index with 1971
set equal to 100.

2. The series on real per capital spending on foodstuffs, including meat and eat products, during 1970-76 are oicial
Polish data. Estimated real per capita spending on foodstuffs and on meat and met products in 1971 prices for 197 and
1978 were obtained from the rate of ofcially reported spending in 1975 on these items i 1977 prices to spending is
1971 prices. While substitution possibilities result in some bias, the degree e aUegation mnnimuizes error and results in
approximat actual values.

. Wester observers believe a major problem with th trends presented for real per capita incon and outlays is at*
tibutable to the Polish index of retail prices, as indicated by the alternative price index shown below. There is general
agreement on the direction-biased downward-if not the magnitude. The index is more misleading in the post-1974
period when repackaging "old" grods in smaller sizes, at the same o higher prices, or with lowered quality became more
common as enterprises attempted to disguise price increases. Martin Kohn discusses inflation is Poland in his article in
the forthcoming Joint Economic Committee compendium.

4. An alternative Consumer Price Index has been calculated or Poland by Thad Alton & Associates. (see Thad P. Alton,
Greor Lazarcik. Elizabeth M. Bass, George J. Staller. Wassyi Zayenko. facialal and Alternative Consumer Price Indexes
in Eastern Europe Selected Years, 1960-78", in Working Papers September 1979, Economic Studies LW. International
Financial Research. Inc.. New York. September 1979). The alternative index is derived by dividing olcial personal con-
sumption in current prices by a constructed index of personal consumptic in constant prices. The alternative index
indicates a faster rat of inflation than admitted by official statistics:

1970 1971 1972 1973 1974 1975 1976 1977 1978

Index: 1971-100:
Official price index.....-..........-........ 100 100 100 103 110 113 111 124 134
Alternative pric index...................... 97 100 104 110 120 128 138 150 164

The alternative index, of course, does not measure repressed and hidden inflation is the form of long queues bare-
shelves, rationing, or lowerd quality.

5. Real per capita income calculated by deflatin nominal values by the alternative price index grew only 5. percent
annually during 1971-75. compared with 9 percent annually i the official index. During 1976-78, the alternative index
indicates that grcwth in real per carita inccme slowed, increasing 1.5 percent annually, compared with t official estimate
of a 4 percent average manual rate of growth.

APPENDIX TABLE 3.-POLAND: TRACTORS IN SOCIALIZED AND PRIVATE AGRICULTURE

11960 1965 1970 1975 1976 1977 1978

Socialied agriculture:
Number of tractors (thousands)....-------------- 61.2 126.8 213.3 311 337.8 367.8 386.2

On state farms (thousands)... -----............---- 51. 75.0 97.7 127.3 132.6 155.5 167.2
Horsepower Per hectare of agricultural land

(1970-100).............................. 40 74 100 133 138 143 145
Private agriculture:

Number of tractors (thousands)s ...---- .------. . 16. 27.5 65.5 210.0 240.0 274.8 322.5
Percent on private farms.---......-----------.. . 21 18 24 40 42 43 45

Horsepower per hector of agricultural land
(199-100).. - -- - - 22 40 100 334 390 454 54

I Does not include garden tractors
' Standard units (a tractors regardless of siz ae converted to 1 hp at the bitch equivalents).

Sources: Roczik statystyczny rolictw I gospodarki zywaociowej, 1978, and Rouscik sttystycarn 1979.

_ ~__ _ _ __ _ _ _
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APPENDIX TABLz 4-Poland: International Comparison qf Land-Tracor Ratio,
1975

Poland ----------------------- 8. 36
Western Europe:

Austria 5----- ----- -.-------------- -. 5.
West German --------------------------------- 6
Belgium -------- ------------- ------------ 8.
France ----------------------- - - -- -- 18.8
Spain --- --------------------------------. 51.

Eastern Europe:
East Germany-- ---------------------------- --- 5.
Czechoslovakia ------- -------------------------------- 87.0
Bulgaria ------------- -------------------------------- 65.
Romania -- ------------------------------ -------- 87.9
Hungary --------- ----- ------------------------- 88. 6

' Arable land.
Source: Rocaulk statystycsny. 177,. 1978.

APKNDIX TABLE 5-POLAND: CONSUMPTION OF CHEMICAL FERTILIZERS
iKilograms of nuUt potent ctpw hectane of agricultural landi

1960 1965 1970 1975 1976 1977 1978

State f arms.................... 66.5 95.3 206.6 310. 8 32 4 311 7 323.7
Nitro --...................-- ----......- 29.4 70 103.1 10 10&L 104.
Pho ho ous ......................... 3 2. 3 52.6 83.3 87. 9 5. 8 90. 5
Potasium....-.. ------...---..-.. -.. 32.2 3.6 83. 123.6 130.3 1265 12. 3

Ume.....................-- ........... 54.6 114.3 153.7 197.2 193.3 16. 224.4
Produ ce oopative ............ 50.6 102.5 13. 5 261 276. 302. 4 302.

Nitro --..-....-..-......- ...-----.. 1 2. 4 53.4 77.6 8 4 10 63 9. 5
Phosphorus................. . 12. I 25.5 47.7 71. 76.5 8 ? t.
Potassium.......................... 2-- 47.6 8.5 111. 117. 115.4 125.

Lim.... ----.................-- ....... 21.4 137.4 206.4 21.5 116.1 132.4 176. 5
Prvafrms................... 32.2 4.5 106.1 152.2 161.5 155.5 15L.

Nitro ................. ..... 11.5 1 3. 7 5. 2 54. 5 52. 55.2
Phosphorus...........-- ............... 7.9 14.3 2.4 3 1 40.7 3.7 3.
Potassiu................--.-....... 12.9 17.2 47.2 6.9 66.3 63.0 58.3
Lime.....--------------------------........................... 6.5 .7 7LM2 102.5 100.4 113.8 120.3

I Year ending June 3.
Source: Roctwk stattystycny. 1977. 1978 and Rocnik ustattycay roaidct I ogspoduki zywmoociwe. 1978.

APPENDIX TABLE 6.-Poland: International comparison of chemical fertilizer
consumption in 1976 in kilograms of nutrient content per hectare of agricul-
tural land

Poland ----------- ---------------------------- . 5
Western Europe:

Belgium ----------------------------------- 298. 8
West Germany -------------------- _-_ - 232. 8
France -------------------------------------------. 14. 0
Austria ------- ----------------------- 81.7
Span ------------------------------------- 45.

Eastern Europe:
East Germany --- .....--. -------. _----- ._ 28. 9
Czechoslovakia ---------- ---------- - ---- 286.0
Hungary -------- ----..---------------- 224.0
Bulgaria 114.0
Romania --- - ------ 79.9

SYear ending June 80.
Bource: Roxalk statyrstJcy, 177. 1918.
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APPENDIX TABLE 7.--POLAD: NOMINAL INVESTMENT IN AGICULTUIR

I9 1971 1972 1373 1974 197S 19i 1977 197

Total investment in agricultwe. (belM
zlotys in cu nt prices): .......... 33.5 37.9 4.8 51. 61.4 72.4 I.* 10.L6 10L .

Scdaliuzd agriculture , ch... 21.3 23.7 2.I .5 4 3 50.3 66.3 7 75.7
Constructu .......... . L8 1 1 11.4 14.6 19.9 2. 34.9 i 4 6.4
Machiry..... .. . . 4 L6 9.7 10.5 13. 14. 20.3 24.5 265

Private agriculture of wh.ch...... It. 14.2 1.7 1. 1 21.1 22.1 21.7 28.1 32.7
Costructon-..-........... .9 9 10.3 It II I.1 14. 1IL7 1 .5
MItchery .................. 3.1 4.1 5.2 O. 5.8 I 6 7.3 11.1 13.8

Investment pe hectare (lades:
1970-100): 2

Socalzed agriculture... ....... 100 110 131 150 184 217 27 305 286
Prate agrKculture ............. 100 117 130 160 178 19 190 250 295

Socalized to private investment pe
hectare (rato).................... 7.5 7.0 7.4 7.0 7.8 6 10.7 9.1 7.2

SExcludes inv, meet in rural housing.
SAgricultural land.

Source: Rocnik statystycuav rolnctwa i gospodalki zywnoscaowj. 1978 and Rocnik statystyny. 1979.

APPENDIX TABLE L-POLAND: REAL INVESTMENT IN PRIVATE AGRICULTURE'

1970 1971 1972 1973 1974 1975 1976 1977 1978

Billion 1971 zloty:
Real ivestment in private ari-

cultue of whch.............. 12.7 14.2 15.5 IL 6 20.1 20.3 17.7 tI9.5 *22.6
Construction............... 9.4 9.9 10.1 12.4 *14.2 *14.1 «11.7 * 1.9 *13.2
Machinery................. 3.0 4.1 I 5.2 *6.0 *5.8 *6.0 5.8 *7.4 *9.2

Index: 1970=100:
Total investment .............. 100 112 122 147 150 160 140 154 178
Investment pe hectare......... 100 112 124 150 163 167 149 167 196

SUnless otherwise indicated data are from Rocznik statystyczny 1975, 1976. 1979.
Calculated as the sum of constructon, machinery. anda residual assumed to equal 1 percent to the total Polish data

on total real private investment Io 1976-78 are available only in 1977 prcs (ie. in 1977 prces investment in 1976 came
to 24.5 btlimo zloty; 1977 =27.1 billion zloty; 1978-30.3 billon zloty).

3 Estimated as a residual after deducting 1 percent for nonspecifid investment
* Obtained by dellating expenditures in current prces. Prices for agicutural machinery and construction materials were

increased on July 14.1976 For machinery the price increase is roughly calculated at 50 percent; for construction materials
at 40 percent an amount consistent with the deflator derived Irom the gross value of no-Socialist construction in current
and constant 1977 prces. The weighted sum of investment outlays for 1975 in these estimated 1977 prices equals 29 biUlio
zioty; this compares with ofcially reported investment of 29.1 bilone zoty Ior 1975 ri 1977 prices. For 1976. only I of
the price increase was applied.

* Estimated at the same value as in current prices since machinery prices reportedly were held constant between 1970
and 1976.

* Calculated from unrounded data.
Agricultural land.

APPENDIX TABLE 9.-POLAND: COMPARATIVE PERFORMANCE IN SOCIALIZED AND PRIVATE
AGRICULTURE

llndex: 1961-65-1001

1966-70 1971-75 1976-78

Net output per worker:
State farms.....................--------------------------..................... 125 15 172
Private farms..........., ...........- ....... -............. 119 141 140

Net output per hectare:
Socialized farms-...-..--- -----......... --........ .. ------ 130 165 193
Private farms ---......--------......-- --- ...-- ... --------- 116 141 151

SAgricultural land.

Sources: Roczaik statystyczny ronictwa i gospodaki zywnosciowe. 1978, Rocznik statystyczny. 197 and calculations
by author.
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Aimlum B
Tas RLATIzXanHIP Or LIVErTOCK NUMBEra TO FrED AVAILABILITT AND

PaOCUL'cMNT PRICEs IN POLAND

By Brenda NadlJcka

A major objective of the Glerek regime was to satisfy rising consumer expecta-
tions by increasing the supply of meat on the retail market. The domestic output
of meat depends largely on private farm output: in 1978. 59 percent of the cattle
and 63 percent of the hogs slaughtered were purchased from the private see-
tor." Despite the regime's effort to boost livestock production, livestock numbers
on private farms have fluctuated widely; mostly visibly in 197t6 when the hog
numbers declined 17 percent and cattle herds 9 percent compared with the previ-
ous year. Hog and cattle numbers also declined substantially in 1970, and each
time, rebuilding herds required several years."

This paper tests the hypothesis that changes in the livestock sector are linked
not only to the availability of feed, but also to economic variables that determine
the level of prodtability. The regression results that follow clearly support the
proposition that prices and costs of livestock production heavily influence changes
in livestock numbers on private farms.

Summary of Regressions

Hog numbers at mid-year for each of the 18 years from 1961 to 1978 were re-
gressed on: (1) the total feed balance which includes potatoes. barley and rye
expressed in terms of oat values lagged one year;" (2) the average procurement
price for hogs in the preceding year used us a proxy for revenue per unit; and
(3) the one year lagged procurement price for potatoes used as a proxy for unit
cost. All values were expressed in log form which permits interpretation of the
coefficients as elasticities. In this regression, both the feed supply and procure-
ment price coefficients were found positive, as expected, and significant at the 99
percent level. The cost of feed coefficient was negative, as expected, and significant
at the 95 percent level.

NSHOG=.17+.65 Feed (-1•1+.-4 Price (-1)--.36 Potato (-1)
(4.4 ) (2.64) (-2.48)

R'=.87
D.W.=1.22

where

NSHOG index of the number of hogs in the non-socialized sector of agriculture
according to the June census, 1961-1978

Feed index of the total oat value of barley, rye, ad potato balances, 1960-1978.
Price index of the average zloty procurement price of hogs per kilogram,
1960 to 1978. Potato index of the average zloty procurement price of potatoes
per kilogram. 1960-1978.

The results show that feed and procurement prices have a strong effect on
hog numbers. For example, if feed availability increases 1 percent, the number
of hogs will increase by 0.65 percent; if the procurement price for hogs increases
1 percent, a 0.54 percent increase in hogs is expected, if potato procurement prices
increase 1 percent, however, the number of hogs is expected to drop by 0.36
percent

The same procedure was used for cattle. The cattle population, excluding
cows." was regressed on: (1) the lagged feed balance of hay, fodder beets, and
pulses expressed in terms of oat values: and (2) the lagged procurement price
of cattle used as proxy for unit revenue. A proxy variable for the cost of feed
to the farmer was not available for the entire time period analyzed. All values

* Rocanik statystyczny. 1979. p. 208.
* Rocznik statystycrn. rolnictwa I gospodarki zywnoseleweJ 1978. p. 260-261.
* Data for the calculation of the oat values and rain balances can he found in

H. Christine Collins. "The Feed Livestock Economy of Poland: Prospects to 1980." Foreign
Agricultural Economic Report No. 99, Economic Research Service U.S. Department of
Agriculture, 1975, p. 65.

*Cows are excluded from the data because they are associated with dairy products.
not meat production. Even in the aftermath of a poor harvest, the number of cows
fluctuated only a few peMrentage points.
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in the equation were expressed in log form. Feed and price variables were found
positive and significant at the 99 percent level, as expected.

NSCAT = .07 + .5 Feed (-1) + .20 Price (-1)

(4.61) (2.70)
R ' = .87

D.W. = 1.17
where

NSCAT index of the number of cattle, excluding cows, in the non-socialized
.sector of agriculture, accrdiln to the Juime census. 1961 to 197R.

Feed index of the total oat value of hay. fodder beets, and pulse balances, 1960
to 197's.

Price Index of the a;ver;age zloty procureuieut price of cattle per kilogram. 1960
to 1978.

.A in the case of hIags, the results of this regression show that feed and pro-
curementi price have a strojig efftTet n the lnumler of tattle. If feed availability
increases ,by 1 le'rcezt. the nuuln'r of tattle is exlctled to increase 0..7 percent;
if the procurement price of cattle increases by 1 percent a 0.2 percent rise in
cattle numbers is expected.

__
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I. INTRODUCTION

After several years of exploratory discussions and negotiations, in
1972 a ten-year industrial cooperation agreement (ICA) was signed
between International Harvester (IH) and BUMAR Foreign Trade

S Organization (FTO) to manufacture in Poland crawler tractors de-
signed and engineered by IH. Since the original 1972 contract, further
agreements have been reached, adding other types of construction
machinery, extending the duration of the initial agreement, and initiat-
ing new joint activities in product development, product support sys-
tems, and marketing coordination. The case study presented here fo-
cuses on this network of agreements between IH and BUMAR.1

S * Indiana University: in cooperation with Robert W. Campbell and Joseph C. Miller,
Indiana University; and Thomas A. Wolf. Ohio State University. This contribution repre-
sents the summing up of a more detailed case study, which in turn is part of a large,
comprehensive project on US-Polish industrial cooperation, funded by grants from the
US Department of Commerce, US Department rc State, the Ford Foundation, and IREX
whose support is gratefully acknowledged. On the larger project, the authors have worked

4 closely with Josef C. Brada of Arizona State University and Howard Perlmutter of the
University of Pennsylvania, whose contributions we are pleased to acknowledge. We also
thank Catherine Sokil for her valuable comments.

SWe acKnowledge and thank the people from International Harvester and BUMAR,
and others knowledgeable about the project for giving their time generously in numerous
interviews. However, the assessment herein reflects our understanding and interpretation,
and not necessarily that of either International Harvester. BUMAR, or our colleagues in
Poland with whom we discussed this case. For a more detailed joint case study and joint
assessment by an American and Polish team of scholars of the IH-BUMAR cooperation and
other aspects of US-Polish economic relations, see Paul Marer and E-igenius Taase~vnski
(eds.), Rast-West Industrial Cooperation in the 1980s: Findings of a Joint US-Polish
Project (Bloomington: Indiana University Press, forthcoming).

(121)
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Several other ICAs have been signed between U.S. multinationals
and Polish enterprises. While in some respects each is unique, all share
common features with respect to the political and economic environ-
ment in Poland, the problems that arise in negotiating and implement-
ing an ICA in that country, and the attitudes and approaches that
facilitate problem resolution. Other important agreements between
U.S. multinationals and Polish enterprises, approximating the IH-
BUMAR ICA in terms of size and complexity, are:

Clark Equipment and JIBMAR (1972) for production in Poland
of heavy duty drive axles for wheeled construction machines
and mobile cranes.

Westinghouse and UNITRA (1973) for the transfer of technology
to produce semi-conductors and circuit breakers.

Singer and PREDOM (1973) for the manufacture in Poland of
sewing machines.

Honeywell and MERA (1973) for the production in Poland of
an industrial process control system and (1974) electronic pres-
sure transmitters.

Corning Glass and RCA coinp'.mentary agreements with
UNITRA (1976) for the manufacture in Poland of glass and
electric components for color television picture tubes.

These comprehensive ICAs are .ipplemented by nuI erous other,
less complex arrangements (such as licensing deals) between Amnler-
ican and Polish enterprises. As a result. the US no longer lags far
behind its competitors in West EurIpe in the number or importance
of ICAs in Poland, in spite of tile US s comparatively late start in this
area.2

This case study focuses on the III-BUMAR agreement Ixbcause it
is the largest, most comprehensive and most complex agreement be-
tween an American multinational and a Polish enterprise, behind
which lies nearly a decade of negotiation and implementation experi-
ence to be examined, and because the authors have had excellent coop-
eration from both the American and Polish partners to this venture.
We have talked repeatedly and at some length with many of the key
decisionmakers involved in this project and have gotten a first-hand
look at the operations by visiting the plants in the US and in Poland.

This case study focuses on the motives, possibilities, and problems
of building close links lwtween a market-oriented Western firm and
an enterprise in a centrally-directed economy such as Poland. It em-
phasizes the evolutionary nature of the ICA. the strong commitment
of both partners to finding mutually advantageous working relation-
ships, and the reciprocal efforts to overcome problems which could
have undermined the joint undertaking. We hope that it offers useful
information and insights to businessmen and policymakers--in the
US, in Poland, and in other countries--and to academic specialists
interested in the role of multinationals in East-West economic
relations.

2 Summary results and interpretation of a I' survey on East-West IC can be found
In Paul Marer and Joseph C. Miller. "US Participation in East-West Industrial Coopera-
tion Agreements." Journal of International Business Caudies (Fall-Winter. 1977) pp. 17-29.
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II. WHo Ana Trn PaxrrEBS?

A. Intenrational Harvester

IH is the twenty-seventh largest US industrial corporation and the
thirteenth largest US industrial exporter, with manufacturing opera-
tions in 18 nations and markets in 160 countries. It is a multi-branch
corporation: trucks account for 48 percent, agricultural machinery for
35 percent, construction and industrial equipment for 13 percent, and
other products for 4 percent of sales. Its giant size notwithstanding,
IH is not the dominant firm in any of its major product lines except
in the heavy-duty truck market and, in fiscal 1979, the medium-duty
truck market. For example, in the construction equipment branch,
Caterpillar has 50 percent of the Western world's market, IH ap-
proximately 6 percent. Moreover, the size of IH's capital investment
in recent years has been substantially smaller, in absolute as well as in
relative terms, than that of its major competitors-General Motors in
trucks. John Deere in farm machinery, and Caterpillar in construc-
tion equipment. To maintain and possibly to strengthen its competitive
position, IH has initiated a capital expansion program which during
1980-84 will more than double its $1 billion capital outlays of the
preceding five-year period. For quite some time, IH's profit margins

1 and returns on capital have lagged behind those of its major competi-
tors. Industry observers have attributed this lag to overstaffing, ex-
cessive production costs, and lack of clear corporate direction and con-
trol. In an attempt to deal with these problems, in 1971 IH initiated
a five-year reorganization program, establishing a new management
team, initiating a new marketing thrust, and implementing stringent
cost-cutting policies.a A key aspect of the reorganization was a change

S in 1977 from a geographical structure to one based on five product
groups--trucks, agricultural machinery, construction equipment,
turbo machinery and components-each worldwide in scope.

This study focuses on the Pay Line Group, IH's worldwide product
group for construction and industrial equipment, which implements
the ICA with BUMAR. Were it a separate company, Pay Line would
rank as the 281st largest US industrial corporation, with 1979 sales of
$1 billion. It is one of five manufacturers of construction machinery in
the IS and less than a dozen worldwide whose products have found
global acceptance, based on quality, distribution, service, and sourcing
capabilities. In addition to manufacturing facilities in Melrose Park
and Libertyville, Illinois, Pay Line has large wholly-owned manu-
facturing subsidiaries in Canada, Great Britain, Germany, and
France, and smaller ones in Mexico, New Zealand. and the Philippines

S and nearly 400 distributors in 110 countries. It is also engaged in a
S oint venture with Komatsu in Japan to supply about 40% of the
Japanese market for rubber-tired loaders. The joint venture is also
successfully penetrating export markets in other Pacific countries.

a In 1980. IH mar report a net loss. due to the longest strike ever held by the United
Auto Workers aralnst a major US firm. from November 1, 1979 until April 20. 1980. Themajor t1su of contention was management's attempt to eain union work rule concessions
in line with the union's contracts with IH's major competitors, in the interest ct the long-
run competitive position an;d roftabllty of IH.
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During the last five years Pay Line has undergone a worldwide re-
organization aimed at better utilization of facilities and standardiza-
tion of products. Having made steady progress in those aleas, to
priority is now shifting to deeper penetration of foreign markets and
expansion of its product lines.

B. BUM.AR

Poland is the sixth largest exporter of construction machinery in the
world, although it began its export thrust only about 10 years ago.
Poland exports construction machinery to 50 countries and has trade
and service stations in 29 countries.

Legally, IH's cooperation partner is BUMAR FTO, even though
that firm is purely a coiunllirial. iikt a manufacturing enterprise.
BUMAR FTO is Poland's exclusive exporter and importer of con-
struction machinery. It is subordinated to the BUM\ AR Union of
Construction Machinerv Industry, which runs several plant complexes
throughout Poland empiloyilg niore than 51,000 workers and produc-
ing 80 percent of the heavy-duty construction machinery nanufac-
tured in Poland. BUMAR U'nion is one of 16 industry associations
reporting directly to the Ministry of Machine Industry. Bodies sub-
ordinate to that Ministry handle 80 percent of Poland's ICAs with
Western firms. BUMAR U1nion's production program parallels that

, of the Pay Line Group and includes general-purpose excavators,
S wheeled loaders. crawler tractors, heavy and self-propelled light
cranes, rollers, forklifts, convevors, and machinery and equipment for
the minerals and building-materials industries.

The key manufacturing enterprise implementing the II-BUMAR
ICA in Poland is Huta Stalowa Wola (ITSW) a lhuiue industrial com-

S line employing more than 25.000 workers in several plants. HISW is
one of Poland's largest and most important heavy iiac mline-lbilding
complexes whose operations are highly vertically inttegrat ed. IISW was
subordinated to BUMAR Union until July 1979. when HSW and its
satellite plants became directly subordinated to the Ministry of Ma-
chine Industry.

HSW was hurriedly established in 1938 in "safe" central Poland
to produce armaments with which Poland intended to defend itself
against Nazi aggression. A complementary purpose was to industrial-
ize one of that country's poorest and least developed regions. In inter-
viewing the top executives of HSW in Poland, we noted their im-
mense pride in that large and growing firm as a provider of jobs and
"many other perquisites of industrialization to the poor people in that
region. It was our impression, moreover, that the managers running
HSW did nct view themselves as mere functionaries carrying out or-
ders received from above. but as enterprising---even entrepreneurial-

S executives of a large, important, and internationally successful man-
ufacturing operation capable of initiating, plannine. and implement-
ing major product development and production decisions.

ITT. THE ROLE OF INDrSTRIAL COOPERATION IN THE BUSINESS
STRATrEGIES OF THE PARTrERS

A. International Harvester

IH's participation in several ICAs in Eastern Europe reflects its new
strategy for penetrating foreign markets more deeply and expanding

__ __



125

its sourcing capabilities. In addition to the IH-BUMAR coproduction
agreement in the construction equipment sector, IH's Truck Group
signed an ICA with a Hungarian enterprise in 1976, followed by the
Agricultural Equipment Group in 1977; both ICA's are currently
active. In 1975 1H signed an umbrella agreement for Scientific and
Technical Cooperation with the State Committee of the Council of
Ministers of the USSR. It has also held discussions throughout East-
ern Europe exploring cooperation prospects in various sectors. IH's
strategy is to promote ICA's in each of its major production lines, to
work closely with several East European partners, and to link its
East European ventures with its operations in Western Europe.

B. BUMAR

The strategic role of ICAs with Western partners is also evident in
the case of the Polish partner. During the 1970's, BUMAR FTO was
iiiplemleniting six major ICA's with Western firms (in addition to a
score of less complex licensing agreements), including:

Clark Equipment Co. in the US to coproduce at HSW drive
axles for wheeled construction machines and mobile cranes.

Menck. the West German subsidiary of Koehring, US, to copro-
duce hydra'ilic excavators at the Warynski Construction Works.

Coles Cranes in the UK to coproduce mobile cranes at HSW.4

Stetter in the Federal Republic of Germany to coproduce concrete
mixers and related equipment.

Kockums in Sweden to coproduce off-highway dumpers at Fad-
roma.

IH to coproduce construction machinery at HSW.
The fact that HSW is the main producing unit in 4 out of the 6

complex ICA's illustrates HSW's key role in this sector.
The strategy of entering into ICA's with Western partners is based

in large measure on BUMAR's desire to become a large exporter of
modern construction machinery. The production and export data in
table 1 reveal the success of this strategy. Not shown in table 1 are
the various ICA's HSW has had with partners in the CMEA coun-
tries, principally the USSR. some of which had been signed during
the 1960's.

TABLE 1.-BUMAR UNION'S PRODUCTION AND EXPORT OF SELECTED MACHINERY IN 1978

Production Export Percent
Product group (units) (units) exported

cavators (ICA with M ck)...................................... 3. 70 2,173 58
Loaders (ICA's with Kockums and IH).....--.... .................--- 2,190 1,796 82
Cranes (ICA's with Jones. Coles. and Clark).. .............---.... .. 1, 475 736 5
Concrete miners and bodyworks (ICA with Stett) .....----.----------- 1,950 1,247 64
Crawle tractors (ICA with IN)........................-- -- ...-- ..-..- 6 540 92

SSorce: Minitr of Machine Industry: Poland 1979 (MMI publication) p. 16. The ICA's shown in parentheses and the
" percet exported" cuom were added by the authors.

Unfortunately, we have no information on the destination of the ex-
ports of specific products sold to the West for convertible currency or
to the Soviet Union, East Europe, and the People's Republic of China

4 For a detailed came study of the Coles-H8W cooperation and a perspective on the
UK's involvement in ICA with Poland. see Stanley J. Pallwoda. Industrial Cooperation
an Corporate International Trade and Investment Strategy in Eastern Europe (Unpub-
lished Ph. D. dissertation. CranSeld Institute of Technology, 1980).

-- - - -- ---
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(PRC) under bilateral agreements, which in some cases may include
partial or full payment in convertible currency. In 1978, the share of
the Soviet Union's purchases of BULMAR products amounted to 40%,
although other CMEA countries are also major customers.' Another
statistic reveals that members of the Council for Mutual Economic
Assistance (CMEA) were expected to buy 75% of Poland's expor&tof
construction machinery during 1976--80. Furthermore, in recent years
Poland has been granted specialization rights in the CMEA for the
production of 11 types of loaders, four types of excavators, three types
of crawler tractors with dozer equipment, 12 types of self-propelled
cranes and 40 other types of building-transport machines and equip-
ment.' Moreover, the (CMEA Investment Bank has granted funds to
HSW for the development and modernization of its manufacturing
facilities to support export commitments resulting from an ICA Po-
land signed with the USSR.* Thus, the relationship between Po-
land's IC with Western firms and integration with the Soviet Union
and Eastern Europe is very important to this industrial sector.

IV. NEGOTIATIONs, EVOLUTION OF THE AGREEMENTS, M•OTIVES

A. Negotiations

The early initiative was taken by BUMAR, whose representatives
approached several American construction equipment manufacturers
in search of cooperation possibilities.* This reflected Poland's commit-
ment to an extensive modernization program in general and to the
expansion of its construction equipment sector in particular.
BUMAR's first contact with IH came in 1968. Three years of prelimi-
nary discussions and fact-finding trips by both partners set the stage
for the final, intensive phase of negotiations in 1972. An important
factor in the early negotiations was a strong commitment to the ICA
at the highest levels of the respective organizations."l Long explora-
tory discussions were necessary for the partners to become familiar
with each other's operations and capabilities and to allow for the
gradual development of mutual understanding and trust.

Cooperation under the original 1972 contract was to continue for ten
years, with an agreement that the positions would be reviewed after
seven years to decide whether to renew the contract for a further term

*Tadeuss Nowakowski. "BUMAR Specialization Construction Equipment." (BUMAR
release, no date).

* BUMAR Revue (BUMAR publication, no date), p. 40.
* Nowakowsk. op. cit.
* Ministry of Machine Industry: Poland 1978 (MMI publication. no date). p. 27.
*Technically, the initiative was taken by the construction equipment division of

Polimex-Cekop. an FTO subordinate to the Ministry of Foreign Trade and Shipping
(MFTS). It was not until 1971 that the division became an FTO in its own right,
subordinated to BUMAR Union. The move was part of a larger reorganization of for-
eign trade in Poland, which shifted half of the FTOs from the MFTS to the Industrial
ministries.

" On the US side. Mr. Brooks McCormick. then President and later Chief Executive"Omeer. played a key role. In 1973 he became the American co-chairman of the Polish-
US Economic Council. On the Polish side, the entrepreneurial spirits of two men. Mr.
Tadeuss Kaminskl and Mr. Sykstus Olesik, were catalytic. They were the chief architects
of the majority of BUMAR's present ICAs with Western firms. Affiliated with the con-
struction equipment branch of Poltmex-Cekop. they became (after that branch was sepa-
rated from Pollmex-Cekop) the Directors General of Polimex-Cekop and BUMAR i rO,respectively. Once al agreement was signed and implementation begun, the direct In-volvement of top echelon personnel became less crucial and those of factory (HSW)
and division (Pay Line) management more important in the implementation and further
expansion of the cooperation.

1LI ___ _ _ ___
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or to terminate after three more ears. In fact, Luwever, the ICA '
dynamic nature has led to continuous negotiations to enlarge the ini-
tial domain of cooperation. As the partners became more familiar with
each other and more confident in each other's capabilities, new cooper-
ation possibilities were found.

B. The Series of Agrfcments, 1972-79

The most distinctive feature of the IH-BUMAR relationship is
that it is based on a network of interlocking and increasingly complex
agreements, which include general protocols (nonbinding statements
of principles and intent to cooperate) as well as legally binding con-
tracts. The evolution of the key substantive agreements proceeded as
follows:

In 1972, a ten-year Cooperation Agreement provided for the trans-
fer of technology for the assembly and manufacture in Poland of five
types of crawler dozers ranging from 140 to 310 HP, and various
attachments (side booms, rippers, blades, and so forth). The tech-
nology package included technical assistance and training as well as
information concerning dimensions, metallurgical specifications, tool-
ing and machining techniques, assembly methods, and quality control
procedures.

In 1973. an agreement was reached between BUIfAR and IH of
Great Britain for the supply of skids (semi-knocked down machine
units shipped in crates) from Poland to the IH subsidiary in Don-
caster in support of a new crawler tractor manufacturing program.

In 1975, three major agreements were signed. One involved the
transfer to BUMAR of the technology for 9 models of front-end rub-
her-tired loaders. The two other agreements involved joint develop-
muent projects, one for a pipe-laying tractor and the other for tractor
dozers and engines. These pointt development agreements call for-

IH to design and engineer the new product;
BI'MAR to produce prototype units according to the IH design;
IH to test and evaluate the prototypes and issue final approval for

production:
"BT3fAR to tool and manufacture the product;
BU3fAR to remain the exclusive source of the product for a speci-

fied period; and
IH and BI'fAR to share marketing responsibilities.

These joint development programs do not provide for any signifi-
cant reverse flow of technology from the Polish to the US partner.
BITMAR is to continue what it has been doing all along-manufactur-
ing and assembling machines designed and engineered by IH. A key
feature. however, is that these machines involve prototype units rather
than those already being mass produced by the Western partner. Due
to the long lead time required for product development and supported
by both partners' successful past cooperation experience, in 1975 the
duration of the ICA was extended for 20 years, so that the termina-

S tion date is 1995.
In 1978. another agreement laid the basis for a ioint development

project for torque converters (a hydrokinetic drive for heavy construc-
tion equipment).
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A series of separate agreeni's signed over the years complements
the substantive ICAs listed above. These agreements involve the de-
lineation of markets, trademark rights, documents detailing intents
and efforts regarding the balancing of mutual trade, and agreements
on coordinated marketing activities. In early 1980, for example, an
agreement was near conclusion on cooperative efforts to upgrade the
product support systems in Poland. Having been generally successful
in transferring the product technology, the cooperation evidently is
increasingly focusing on upgrading the service and support systems,
which e.•.wntially involve preventive maintenance before and after the
sale. Improving product support is a prerequisite for Polaand to gen-
erate more hard-currency earnings.

C. Motives

One of IH's most important motives was gaining aces to Polish
and other CMEA markets for the sale of machines and components.
However, a complementary motive quickly emerged-to use the Polish
partner as a competitive source of supply" for IH's globall production
and marketing operations. Of less importance to IIl was the sale of
technology pecr .c, which essentially was a means of achieving its other
objectives. In addition, three further motives have become impo-tant.
One is to gain indirect entry to the markets of those developing coun-
tries with which Poland has bilateral clearing arrangements. Another
is to share thi costs of product development, which is important for
IH becau-e of its relatively high debt to equity ratio. A third is to ex-
pand the product line, which benefits a firm like IH, whose strategy is
to remain competitive along a whole spectrum of product lines rather
than to specialize in a few machine types. Strong distributorships are
one advantage to a full-line supplier such as IH over small competitors.
In Europe alone there are more than 800 producers, but most specialize
in only one or two products. In this industry, good servicing facilities
are critical, for firms compete not so much on the basis of unique prod-
ucts than on the basis of service and other product support systems.

Among BUMAR's and HSW's motives for cooperation are: to mod-
ernize its industry and plants; to gain a competitive edge within the
CMEA (especially the Soviet) market by acquiring and successfully
absorbing the most advanced world technology; to increase the coun-
try's convertible currency earnings potential by improving product
quality and by using the marketing arm of the Western partner; to
gain a competitive edge in certain developing countries with which
Poland has bilateral clearing arrangements; to widen the industry's
product assortment; and, indirectly, to upgrade its supplier industries.
More recently, a further motive has emerged-to upgrade its long neg-
lected yet increasingly vital servicing and product support systems.

V. IMPLEMErNATION

A. Investment Outlays Required

The ICA has saved both partners substantial investment funds and
time, enabling them to undertake productive activities which would
have been too expensive without the cooperation. The US partner's
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savings are primarily in investment capital in production facilities;
the Polish partner's in investment outlays by utilizing its partner's
R&D capability and, for the time being, IH s global marketing and
service networks.

Nevertheless, both partners had to undertake sizable investments to
support tile cooperation. BUMAR invested heavily in physical facili-
ties, including new foundries, assembled one of the largest gear shops
in Europe, and built satellite plants for the fabrication of components.
IH made a substantial investment in personnel, in travel, and in the
training of Iolish specialists. In1972 alone, over 20,000 drawings docu-
menting the engineering and manufacturing technology were trans-
ferred. BUMAR translated these documents into Polish and con-
verted them into the metric system. This process involved extensive
discussions and clarification between specialists from IH and BUMAR.
The initial provision of 1,800 man-days of training of Polish personnel
at IH proved insufficient; eventually 3,600 man-days were provided.
Additionally, a coordinated quality-certification system was set up
for each of the approximately 4,500 machinery parts for each model
introduced in the cooperation. Also. IH control systems and proce-
dures have been introduced gradually at relevant production sites in
Poland.

B. Marketing Airangements

Marketing is based on a clear delineation among three marketing
areas. BUMAR has exclusive rights in the USSR, Poland, the German
Democratic Republic, Czechoslovakia, Hungary, Romania, Bulgaria,
Albania, Mongolia, and Vietnam. In these countries, BUMAR may
sell any product it p., uces under BUMAR or II label. III receives
royalty payments on machines produced using IH technology and may
sell directIy to this market if BUMAR is not able to satisfy market
demand.

BUMAR has non-exclusive marketing rights in Pakistan, Egypt,
Syria, Libya, Sudan, Iraq, Algeria, India, Yugoslavia, Bangladesh,
and the PRC, where BI MAR may sell in one of three ways. If there is
a BI3 IAR distributor in the country, a BUMAR-labeled product may
be sold to that distributor, with no commission payable to IH. Alter-
natively, BUMAR may sell an IH-labeled product directly to an I.I
distributor, in which case BUMAR pays a commission to the IH dis-
tributor to maintain the worldwide marketing organization that
BUTMAR is utilizing. The third alternative is for BUMAR to sell
directly to the Pay Line Group, which then resells to the IH distribu-
tor. Neither BITMAR's nor IH's primary market strength lies in this
second category of countries. The provision of "non-exclusive" terri-
tories seems to be an attempt to enter the market from either side, with
each partner doing what it can. Negotiations in 1979 between IH and
BUMAR included discussion of closer coordination of marketing
efforts in this region.

The rest of the world is IH's exclusive market territory. BUMAR
may sell an IH-trademark machine only with IH's permission and
only through an IH distributor. Such sales have been made when
Poland's bilateral clearing agreements made them possible and when
IH faced logistical or other delivery problems. In addition two prod-
ucts of IH design-a small tractor and a pipe-laying tractor-are
supplied exclusively from Poland for marketing worldwide.
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C. Quality Control

Under the terms of the trademark agreement, before the IH trade-
mark may be attached to a BUMAR-produced machine, it must satisfy
a sequence of parts certification requirements established by IH. Test-
ing occurs first at the Polish plants, then at IH's testing facilities in
Phoenix, Ariyona, where the machines undergo approximately 1000
hours of testing under extremely rigorous conditions, fully comparable
to testing procedures for IH machines manufactured in the US. Three
BUMAR models have successfully passed IH's strict certification pro-
cedures.

BUMAR's strength lies in its experience in the manufacturing proc-
ess, good engineering design, modern equipment, and top quality meas-
uring and testing instruments. BUMAR's machinists are capable and
well-trained. These strengths have enabled BUMAR to absorb much
IH technology in a very short time.

We deduce from our discussions in the US and in Poland that
quality control problems still exist, but that they have become less
severe. Problems have arisen in Poland, for example, in the areas
of materials handling, quality control procedures, and in the quality
of components obtained from other domestic sources. Workers are
negligent at times, a sign of indifference on the part of production
managers and workers. Some of these problems appear to stem from
an inadequate incentive system and a lack of understanding of the
importance of each individual's job within the production process.
Scheduling and the coordination of complex activities pose especially
difficult problems in Poland. Shortcomings at any point in the pro-
duction process affect the quality of the final product. To help alleviate
these problems, the partners have agreed to have IH station in Poland
its own product support manager and manager of manufacturing
coordination. BUMAR has demonstrated that quality levels can be
achieved, but the maintenance of quality and its necessary further
development require continuous efforts.

D. Payn•ent Flows and Pricing Arrangements

The initial license, know-how and technical assistance provision
of the ICA called for a front-end payment from BUMAR to IH in
four annual installments. In additon, IH receives royalties on every
machine produced by BUMAR using IH technology. In return for
these so-called REM (research. engineering and manufacturing)
fees, BUMAR continuously receives tile most current IH technology.
Although IH has no contractual commitment to buy anything from
BUMAR (several protocols, however, state IH's intention to do so),
one clause stipulates that BUMAR's annual payment of REM fees
not exceed one-half the value of IH's purchases from BUMAR. In
other words, if IH buys, say, $1 million worth of components or
machines from BUMAR, REM payments cannot exceed $500,000.
This stipulation has never constrained royalty payments to IH, be-
cause IH purchases have far exceeded the required amounts.

Prices of IH component sales to BUMAR are fixed at cost plus a
negotiated percentage. Because of difficulties in determining pro-
duction costs in Poland by a method acceptable to a Western partner,

___- Ilr I' "
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prices of BUMAR-built machines and components purchased by IH
are negotiated differently. In the case of complete machines, the
partners rely on competitive prices charged for similar products on
world markets to determine the general price range. In the case of
components, BUMAR is to receive a negotiated "x" percent below
IH's standard manufacturing costs. Under contract, IH must supply
BUMAR with its internal cost accounting documents. The rationale
for IH's paying a negotiated percent less than its production cost is
that without this incentive, IH would prefer to rely on the usually
less risky in-house production. Moreover, simple comparative advan-
tage considerations suggest that a country which combines world-
level production technology with relatively abundant and low-cost
engineering and other skilled labor should be able to produce and
sell profitably at a price somewhat below what it costs to manufacture
in a US plant. Also, BUMAR.saves substantial overhead costs which
IH must meet to maintain its distributorships, marketing, advertis-
ing, and so on.

As far as the payments between IH and BUMAR only, the west-
ward flow of hard-currency has not only been substantially larger than
the eastward flow, but it has also been growing relatively. Of course,
this fact does not reveal BUMAR's overall position on hard-currency
markets or the contribution that its ICA with IH has made to its total
hard-currency earnings. For example if the westward flow of payments
to IH represented primarily royalty payments or component purchases
for sales of complete machines to hard-currency markets, then the ICA
would be making a significant direct hard-currency contribution to
Poland's balance-of-payments, although BUMAR may have a nega-
tive payment balance with IH. To be sure, both BUMAI R and IH have
expressed dissatisfaction with the volume of BUMAR's hard-currency
machinery exports.

It is important to note, however, that the cooperation also contributes
indirectly to Poland's ability to generate or save hard-currency. For
example, by providing to the USSR and other CMEA members
products and components that incorporate world-level technology ac-
quired for hard-currency, Poland improves its bargaining position
within the CMEA. In turn, Poland either should get at least partial

"payment in hard currency or be able to import increased quantities
of products, such as crude oil, which Poland otherwise would have to
purchase on the world market with hard currency. To be sure, without
information on intra-CMEA negotiations and settlements, this benefit
to Poland is difficult to quantify. It should be pointed out, further, that
sales to certain socialist countries, such as the PRC, we understand
are settled fully in convertible currency. Moreover, "internal hard
currency exports" occur when a machine is sold to a Polish enterprise
which exports construction services, for which Poland usually earns
"hard currency.

Whatever the net hard-currency contribution of this industry to
Poland's overall hard-currency balance-of-payments may be, Poland's
worrisomely large hard-currency indebtedness has generated strong

S pressures on both partners to expand Poland's Western exports. Today
more than ever the Polish side recognizes that greater success in this
endeavor requires increasing attention to product support operations.
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E. BUM.R's Integration With IH'a European Operations

Great Britain.-The first extension of the original ICA occurred in
1973, when BUMAR FTO agreed to supply heavy construction equip-
ment components for assembly into new powershift bulldozers and
crawler tractors in the IH subsidiary in Doncaster, England, thereby
extending the line of crawler tractors and dozers then offered by IH
of Great Britain. Because the venture was supplementary to IH's Don-
caster production program, it did not disturb arrangements with other
suppliers. Through this agreement, BUMAR became for several years
a source of skids for two models of crawler tractors produced by the
IH subsidiary. Initially, this arrangement was satisfactory to all for
it allowed the Doncaster subsidiary to widen its product line, BUMAR
to gain substantial hard-currency receipts (approximately $5 million
per year), and Ill to become, at least potentially, more competitive in
Western Europe. Un fortunately, the European market for the par-
ticular sizes and models involved in the cooperation failed to develop
to expectations, and in fact declined abruptly after 1975. Nevertheless
the initial success of the project clearly established the feasibility of
using BUMAR as a source of components for IH's European
operations.

lest Germany.-IH's West German subsidiary in Heidellerg is
primarily an assembler of rubber-tired tractor loaders. It buys its
major assemblies (transmissions, axles, and power cranes) and most
components from other West European countries, Japan, and the US.
Because transport costs make such an arrangement uneconomical, TH
has tried to promote an agreement through which BUMAR would
supply Payloader components (primarily transmissions and axles)
to the German subsidiary. thereby more closely integrating BUMAR
into IH's European operations. Contrary to IH's expectations, no such
components have leen supplied by BInMAR. In fact. by 1979 produc-
tion of the model had not yet begun in Poland. Delays have plagued
a similar arrangement for another model as well. Our understanding
is that BIVMA\R ha1d agerly acquired the relevant technology from
IH, but higher-priority export commitments strained the production
capacity of the relevant plants so that IBIMAR could not begin new
set-up operations. The delay has had adverse consequences for all con-
cerned. IH had planned on using BUMAR as a source of components,
and consequently has had to change its long-range strategy. BUMAR
has thus lost the opportunity. at least for the time being, to be a sup-
plier to the German subsidiary. which would have provided a hard-
currency market. Meanwhile, the German subsidiary is still searching
for a viable alternative to the highly impractical :n:porting of com-
ponents from Japan and the US.

France.-Although so far BUMAR has had no trade relations with
the IH subsidiary in France, the possibility of an exchange of com-
ponents and attachments for excavators was being explored in 1979.
The exploratory discussions, although moving slowly, are especially
noteworthy for three reasons:

For the first time. IH's French subsidiary would actively partici-
pate in the larger cooperative venture.

The exchange would introduce a fully new product line into the
cooperation.
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IH has shown the initiative, as was the case with the planned proj-
ect involving the German subsidiary, showing that both part-
ners are actively seeking to strengthen the ICA through cre-
ative efforts towards further integration of BUMAR into IH's
global operations.

VI. PaoBLEMS AND SoLUTIxo

The partners, both strongly committed to the cooperation, have
shown considerable flexibility in seeking solutions to the problems
which have arisen during the implementation of the ICA. The princi-
pal difficulties include:

Lack of clear initial understanding of what technology to transfer.-
Under the original 1972 agreement, BUMAR expected to receive a
considerable amount of peripheral information relating to teclmology
which IH did not in fact intend to transfer. Essentially, this misunder-
standing stemmed from one party's interpreting the technology trans-
fer clauses broadly, and the other narrowly. For example, BUMAR's
metallurgical specialists sought knowledge on the composition and
quality of steel products to be used as inputs, and its computer special-
ists expected to receive detailed information about IH's computer sup-
port systems A further problem was that technology is not always
documented and may be embodied in the customs and practices of a
particular plant If told to drill a certain type of hole, workers at an
IH plant would know how deeply and at what speed and angle to drill
it. Workers at a Polish plant could save time and materials by-being
informed of such practices rather than relying on trial-and-error.
Consequently, the problem of transferring and translating much un-
written know-how arose. IH was as accommodating as possible, en-
couraging the exchange of specialists, provided that the expense was
not prohibitively high: in such cases IH found ways to transfer
peripheral technology on a cash basis, under separate contracts.

Inadequate production and service infrastructure in Poland.-This
problem was encountered mainly in assembly operations and especially
in materials handling procedures. Our case study supports the finding,

S often stated in the literature, that while Poland (and other East Euro-
pean planned economies) have a sound technology base and good
theoretical engineering, they have difficulties applying that knowledge
on the shop floor. Management information systems, communication
facilities, servicing networks and general product support systems tend
to be neglected. For example, workers in Poland often keep silent
when a component or an operation is not up to standard. Something
that may be relatively easy to replace or fix. such as a faulty com-
ponent or a loose bolt. is left as is. and consequently the machine does
not last as long as it should. Thus, a $150,000 machine may sit idle for

S months, even if it has net been damaged beyond repair.
Idle machinery is also in part due to the tendency of maintenance

S and service facilities to be located at the manufacturing plants rather
than near the customers, where they are needed. Moreover, IH's
maintenance bulletins on repair often do not reach the intended per-
sonnel on the shop floor but collect dust on the desks of middle manage-
ment personnel whose offices are over a mile from the shop floor. Thus,
it is not surprising that IH representatives on site in Poland some-
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times report problems to the relevant Polish middle management
which is surprised to hear them. Today, increased attention is given to
these areas, as suggested by the fact that in early 1980 IH increased
from 3 to 9 the number of technical specialists it ihas stationed in Po-
land, although part of the expansion is due to the increased activities
of the cooperation.

Skepticism about an ICA within the organization.-Initially, both
partners exerted much effort to assure their respective constituencies
of the ICA's desirability. At first IH perceived certain reservations
ab ut the ICA among its stockholders, lower level management, and
employees, particularly in the early 1970s, when U.S. initiatives re-
garding detente were just beginning. Today, such reservations are no
longer considerable. On the other side. BUIMAR was hesitant to adopt
certain procedures suggested by IH, due perhaps to its own environ-
mental and organizational constraints. For example, when decision-
makers in Poland found that an engine produced in Poland had
specifications roughly similar to the IH engine, they insisted on in-
stalling that engine into the coproduced equipment. 1H advised them
that many expensive breakdowns would occur because the machinery
was to be used mainly for short hauls, and the Polish engine would not
meet technical specifications. Initially BULMAR did not accept the
advice, built prototypes with its own engine for export, and found out
the hard way that tie advice should have been heeded. This particular
problem has since been corrected.

Recent political uncertaintice.-The possible long-term impact of
Soviet troops crossing into Afghanistan and President Carter's reac-
tion to that event is a concern because some political uncertainty has
been created. Let us, however, note that at a March 1980 workshop on
Polish-American industrial cooperation in New York, and again at
the sixth plenary meeting of the Polish-f.S. Economic Council in
Chicago in May 1980, representatives of both governments reaffirmed
that these recent political events would not be allowed to affect ad-
versely the relations between the U.S. and Poland." However, the U.S.
Administration will monitor more closely the transfer of technology
to Eastern Europe because of concern about diversion to the UI.S..R.
There were thus bound to arise delays in the granting of licenses for
exports to Eastern Europe. hut the delays would result from a huge
backlog of work created by changes in licensing procedures rather
than from political motivation.

.M•iunderstanding in Poland concerning IF'T buv-back commit-
ment.-As stated in section V-4, no contractual buv-back commitment
has been signed. Perhaps because ICAs between BUMIAR and other
Western firms have often included buv-back provisions, some people
in the functional ministries mistakenly believe that IH has such an
obligation and has not lived up to it. Others, knowing the terms of the
contract, criticize the absence of a contractual buy-back provision. The
overriding concern about Poland's balance-of-payments problems has
exacerbated these concerns and has put pressure on BTUMAR to im-
prove its hard-currency balance. Both partners are now very concerned
with the problem, and are taking steps to increase components and

"1 Addresies before the Chase World Information Corporation Seminar on Joint Ven-
tures in Poland (New York City. Mar. 5-., 1980).

_ _ _ _
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parts supplied from Poland. Since 1975, for example, IH has pur-
chased nearly $7 million worth of components from BUMAR.

VII. CONCLusIoxN

IH and BUMAR have achieved a closely integrated level of coop-
eration. The network of agreements between them las increased world-
wide manufacturing capacity for IH and access to previously unavail-
able technology and markets for BUMAR. In spite of the difficulties
enummerated above, the III-BUMAR coproduction agreement is con-
sidered to be one of the most successful large-scale ventures by an
American multinational in Eastern Europe. Using a scale from one
to 10, last year an IH executive gave the ICA a 9 rating as far as tak-
ing advantage of its potential is concerned, and he rated the bottom
line-profitability-as 5. On the Polish side, an executive closely asso-
ciated with the project since its inception said that in retrospect he
would not only do everything the same again, but would do it with
even greater enthusiasm. To be sure, the profitability of this ICA is
difficult for both sides to quantify because of the many intangible as-
pects of the cooperation.

What has made this ICA, on balance, successful, in spite of the
problems encountered I

One of the most important factors is the strong initial commitment,
on both sides and at the highest levels, to the idea of cooperation. In
that setting, initiatives were taken and solutions to problems were
found by people who are implementing the ICA at the critically im-
portant middle-management levels. Without top-level encouragement
and backing. problems might have been deferred to "higher lips," and
fewer initiatives would have been taken to overcome the difficulties
encountered.

The fact that IH has continuously assigned some of its best people
to work on the project is also very important IH's choice for its manu-
facturing coordinator in Poland is just one example. For this position,
IH brought in someone from an affiliate in New Zealand whose tech-
nical knowledge of the machinery and of the manufacturing process,
entrepreneurial personality and drive, and ability to get along with
and motivate IKople in a foreign environment superbly qualified him
to serve with distinction at that difficult post.

Why has IH made a strong, long-term, strategic commitment to IC
in Eastern Europe One reason was the personal interest in Poland
of IH's Mr. Brooks McCormick, a descendent of the company's
founder, and its President and later Chief Executive until 1978. More
objective and generalizable reasons may be found in the nature of the
industry's technology and IH's global competitive position. IC tends
to be more feasible in industries in which competition is based on proc-
ess rather than product-technology.z-2 Product technology involves the
development of new unique products which tend to have few close sub-
stitutes, so that the firm's competitive advantage derives primarily
from its ownership rights over the proprietary technology embodied
in the new product. In contrast, process-technology involves the ability

1 Josef C. Brada. "Possibilities of East-West Technology Transfer by Means of Indus-
trial Cooperation: A Theoretical Appraisal." in Marer and Tabacsynski, op cit.

"68-607 0 - 81 - 10
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to successfully produce and market a product even though many firms
have the manufacturing know-how to put on the market similar or
close-substitute products. Such is the case in the construction machin-
ery sector. Competitive advantage is then based on the efficiency of
organizing and financing complex, large-scale production and market-
ing networks, which requires the disei.bodied technologies of the or-
ganization and management of production, marketing, and after-sales
service.

As for a multinational company's global competitive position, our
large sample of US multinationals interested in the USSR and
Eastern Europe revealed a tendency (with important exceptions)
for those with a relatively small global market share to seek ICAs in
this region more aggressively than the industry leaders.13 Notably,
IH has only about a 6% market share in the West.

Turning to factors important on the Polish side, we cannot stress
strongly enough the importance of the entrepreneurial qualities and
problem-solving attitudes displayed, first by those who initiated the
ICA at BUMAR and then by the key people implementing it at
HSW. This is a critically important intangible aspect which bears
significantly on the question of whether other Polish enterprises
would be able to replicate successfully the experience of IH with
BUMAR.

Other supportive factors include the preferred position of heavy
industry in general and of the construction machinery sector and the
HSW complex in particular in Poland's economic strategy and plan.
The strong bargaining position of the principals has enabled the
Polish partner to obtain the scarce investment and hard-currency
resources needed. Today, given Poland's serious balance-of-payments
problems, projects requiring large initial hard-currency outlays may
be more difficult to implement, even in high-priority sectors.

Another important factor is that the HSW complex is a highly
vertically integrated operation. This enables the Polish partner to
avoid or manage more easily domestic supply problems which often
constrain Polish enterprises that are less integrated and have less
bureaucratic clout.

Another consideration is the importance of the construction equip-
ment sector in general and of HSW in particular as a supplier of
machinery and parts in heavy demand in the USSR and in Eastern
Europe. On the one hand, this can facilitate cooperation with Western
multinationals because it, too, means high priority for the factories
and because of the pressure to export technically modern, high quality
goods. On the other hand, specialization for the CMEA market and
IC with a Western multinational can be competitive in other respects."1

For example, large export commitments to the CMEA can constrain
the ability of a Polish partner to earn hard-currency directly, which
in turn limits the acquisition of Western technology needed to become
competitive worldwide. A further conflict may be less obvious: export-

"2 This finding is based on the survey summarized in the article cited in footnote 2.
"M A more detaled discussion of the issues can he found in Paul Marer, "Western Multi-

national Corporations in Eastern Europe and CMEA Integration," in Zbigniew Fallen-
buchl and Carl McMillan. Partners in East-West Economic Relations: The Determinants
of Choice (New York: Pergamon Press. 1980). and in several chapters of Paul Marer
and John Michael Montias (eds.), East European Integration and East-West Trade
(Bloomington: Indiana University Press, 1960).
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ing to the CMEA market is easy if an enterprise can supply modern,
high-quality products, such as Poland's construction machinery. But
selling within the CMEA--or, for that matter, on the domestic mar-
kets--requires little product support, such as preventive maintenance
and corrective service and repair systems. Consequently, although
Poland has the engineering capability to produce construction ma-
chinery technically comparable to machinery sold in the West, it still
lacks sufficient total capability to penetrate world markets as rapidly
as it would like. This is due to Poland's lack of a full range of proven
product support systems, available from its competitors. the leading
multinational corporations. This shortcoming is one of the Achilles'
heels of a centrally planned economic system. BU'MAR has now recog-
nized the problem, and as a result. cooperation between IH and
BI'MAR is turning increasingly toward this area.

Because it is critical for Poland to increase hard-currency earnings,
the long-term viability of the III.BUMAR cooperation may well de-
pend on the outcome of efforts in this area. This requires that IH
transfer to BUMAR. already a major competitor, not only produc-
tion technology but also its marketing and service know-how. In time,
this could conceivably lead to a conflict between the partners. How-
ever, both IH's and BU3LR's efforts to increase their still modest
world market shares leaves ample room for mutually advantageous
cooperation.

U -I
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INTRODUCTION

More than three full decades have elapsed since Yugoslavia, uni-
laterally expelled from the international communist community by
Stalin, began to map out its own independent road to socialism. )ur-

S ing this period, despite rapid and continuous development and change,
the basic elements of the Yugoslav economic and political model have
remained fundamentally the same. In the economic sphere. workers'
self-management at the enterprise level and a quasinarket system

*University of California. Berkeley.
"*"Bank of America NT & SA. San Francisco.
SThis paper draws extensively on a paper by Professor Laura D'Andrea Tyson entitled

the Yugoslav Economic System and its Performance in the 1970's. Research Monograph
No. 44 of the Institute of International Studies. University of California: Berkeley; and
on Bank of America's ongoing research on Eastern Europe. headed by Gabriel Eichler.
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guided by varying degrees of state planning at the macroeconomic
level have continued to be the institutional forms on which the Yugo-
slav system rests. In the political sphere, unchallenged control by the
Yugoslav League of Communists (LCY), and growing pressures
from and sensitivities to the challenges of an ethnically diverse and
sometimes antagonistic population, have combined to shape the partic-
ular blend of party dominance and pluralism that is characteristic of
the Titoist model. Finally, in international economic and political af-
fairs, the policy of nonalignment, born out of the Yugoslav search
for viability without bloc membership in a world of superpowers, has
remained the hall mark of the Yugoslav model and has allowed Yugo-
slavia to maintain political and economic relations with both East and
West while building an international reputation that seems out of
proportion to its size and geographical position.

The basic continuity in the Yugoslav system has not meant an ab-
sence of change. Indeed, rapid institutional change, particularly in
the economy and to a lesser extent in the political system, has been
characteristic of contemporary Yugoslavia. At no time has change
been more pronounced than in the decade now drawing to a close. A
new constitution and a vast number of new laws have introduced a
variety of new institutional forms, all designed to realize the economic
and political objectives that have remained fundamental to the sys-
tem. Yet, a seasoned observer of Yugoslav reality is struck by the
fact that despite these changes, major unresolved problems have re-
curred and have even intensified in recent years.

The apparent paradox between rapid institutional change and the
persistence of certain economic and political difficulties is a recurrent
theme in the analysis of recent economic developments presented in
this paper. The discussion is divided into seven sections. In the first
two sections of the paper, the major institutional reforms of the 1970's
in the economic sphere are described and some anecdotal evidence
about their performance is presented. The third section analyzes eco-
inomic growth and efficiency during the 1970's and contrasts actual
performance with plan project ions. The fourth section briefly con-
siiers regional development goals and policies, while the fifth section
returns to the issue of aggregate economic performance and focuses
on the prolem of persistent inflation and on Yugoslav policy efforts
to maintain macroeconomic stability. The related issue of external
economic performance. particularly in the areas of foreign trade and
indebtedness. is examined in the sixth section. Finally, the paper ends
with an overall assessment of economic developments during the 1970's
and a preview of expected economic trends during the next plan period
from 1981 to 1985.

T. Tim NSw ISA1 rTITTIONAL FRAMEWORK: TIHEORY

The economic experience of Yug;,,avia in the 1970's has paralleled
its experience in earlier postwar de< ades: fairly rapid growth, marred
by Oersistent prolenui of inflation and unemployment: structural
ch.;.Ae and modernization reflected .n the gradual transfer of the
population from traditional peasant agriculture to other sectors of
ecCnomic activity: and further experinmentation with new institutional
forms designed to realize the objectives of workers' self-management
and market socialism on which the Yugoslav economic system rests.

M MP M M_ _ _ __
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As in the past, so in the 1970's, both economic goals and feasible poli-
cies for their attainment have been shaped by mterrepublican or "na-
tionality" controversies. These controversies culminated in the effec-
tive paralysis of economic policy making at the federal level at the
beginning of the decade and necessitated major constitutional reforms
accompanied by a consolidation of the League of Communists and a
strengthening of its direct role in the economy. Undeniably, these in-
stitutional changes were largely motivated by Tito's desire to lay the
groundwork for a political system that would survive him and solve the
"*succes.-ion" problem. The political pressures motivating reforms,
however, were reinforced by economic pressures.

The early 1970's witnessed a growing disenchantment with "exces-
sive" dependence on the market forces that had been unleashed by the
1965 economic reform. In the opinion of many political and economic
leaders, the market system failed to live up to anticipations: growth
over the 1965-70 period was disappointing: inefficiencies in the use of
capital and labor remained: aud foreign trade bottlenecks persisted.
In addition, the market seemed to produce certain consequences that
had not been bargained for: a deterioration in the tradeoff between
growth and inflation; an apparent increaa.-e in ine aality both among
regions and among individuals and enterprises within a given region:
and the perceived consent! ation of economic power in the hands of
financial institutions, the managerial elite, and wholesale, retail, and
foreign trade enterprises. These last two tendencies were seen to be
odds with the ideological goals of socialism.

The confluence of economic and political pressures in the early 1970's
-srved as an impetus for the new institutional reforms that were grad-
ually introduced over the course of the decade. Paradoxically, per-
haps, given the nature of Yugoslavia's economic problems, these re-
forms produced a noticeable transfer of policy-making authority from
the federation to the individual republics and autonomous provinces.
Moreover, in many areas where federal competence was maintained,
the new procedures required prior consultaticn with and approval by
republican and provincial governments before federal action could be
taken.

Perhaps the major institutional innovation accompanying this
t ansfer of authority was the introduction of so-called social com-
pacts as the vehicle for interrepublican agreement. Social compacts
are agreements concluded among government organizations (socio-
political communities) or between government organizations and
other agents in the economy including enterprises, chambers of busi-
ness. and trade unions. They are best interpreted as statements about
policy objectives in certain areas of "general social interest", such as
planning, prices, income distribution, international trade, and em-
ployment. They are used in lieu of state laws to regulate economic ac-
tivity in these areas. By their nature, they are not legally binding,
but the parties who conclude a.compact are obliged to undertake the
policy measures required for the realization of its stated policy objec-
tives. The only sanctions for failing to do so. however, are "moral and
political ones".'

sGerskovic (1976). Ekonomske Politika, Nov. . 1976. p. 23. arates that many social
compacts have been ineffectual because their signatories have failed to adopt the requisite
policy tactics. This conclusion probably explains in nart the failure of social compacts or
"Incomes' policies" to quell the rate of inflation. (See Section V of this paper).
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The system of social compacts has been combined with a system of
so-called self-management agreements (SMA's). In contrast to social
compacts, SMA's are binding, contractual agreements signed by eco-
nolmlc agents for the realization of specific policy objectives. Possible
signatories to SMA's include government organizations, enterprises
or their constituent divisions (called basic organizations of associated
labor (BOALs) and described below), trade unions and chambers of
business. The actual composition of signatories varies from agreement
to agreement and depends on the nature of the contractual arrange-
ment. The binding character of SMA's stems from the fact that if one
or more participants in an SMA fail to meet their contractual obliga-
tions, the other participants can propose its dissolution and demand
compensation in a "court of associated labor."

By design, social compacts and related SMA's have substituted for
the direct coordination of economic policy by government agencies.
For example, during the seventies they have been the mechanism for
the introduction of price controls and incomes' policies in the economy.
They have also been accorded a crucial role in the new planning sys-
tem. In theory, at least, this system is radically different from the one
that preceded it.3 The earlier system was one in which economy-wide
plans were formulated by government planning agencies and were
indicative in nature, designed to guide enterprise decisions by pro-
viding consistent projections of government and sectoral activity. In
contrast, the new system requires that plans be drawn up by enter-
prises and government agencies, that they le "harmonized" by mutual
consultation and adjustment. and that they be made legally binding

yv a set of social compacts and self-management agreements. The new
planning process begins with an obligatory exchange of information
by all enterprises and government agencies on their prospective plans
and on their current economic situation as summarized hy a predeter-
mined list of indicators. A period of "harmonization" then follows
during which all affected parties seek to realize a set of mutually con-
sistent and acceptable plans. In theory. harmonization is simultane-
ously carried out at several different levels. Enterprise plans are
harmonized by enterprise-to-enterprise negotiations. first in tle repub-
lican "associations," institutions representing all enterprises in a given
sector or industry, and second in the republican Economic Chamlers.
consisting of representatives from each association and designed to
provide for the exchange of information between various sectors of
production.4 Government plans, in turn, are harmonized by communi-
cation among various levels of government, as for example, between
republican government organizations and between socio-political or-
ganizations within republics."

Furthermore, these government or "social plans" are communicated
to the Economic Chambers where there is an attempt to harmonize

SThis discussion draws on the exposition of the new planning system described in the
new IBRD study by Schrenk et al. (1979).

* All enterprises are mandatory members of an "Association" of a particular industry
organized at the Republic and/or Federal level. The "Associations" In turn form "Economic
Chambers". Both instituitons are viewed as part of the self-management structure of the
economy, and the government is neither a member of them nor involved in any direct way
in their proceedings. Both institutions are also based on the principle of consensus. rather
than majority rule-no majority decision is binding for dissenting members.

SThe socio-political organiDations include the ' eigue of Communists. the Socialist Alli-
ance. the Trade Unions. the Youth Federation, .- d the Association of Veterans.

~1~
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them with developing sectoral and enterprise plans. Acceptance of
these negotiated plans is then codified in related social compacts and
self-management agreements that bind their signatories to take ac'.'ons
consistent with their plans. The social compacts set out and coordih ate
government policy efforts to assure that the realization of the targets
agreed to by enterprises in the related self-management agreemenOa
are realized. For example, some of the social compacts for the 1976-
80 plan specified preferential credit, tax, and import policies to be
introduced by various government agencies to promote the realization
of growth and investment targets in so-called priority sectors identi-
fied for their special importance in the development of the economy.*

The institutional reforms of social compacts and self-management
agreements and the new system of planning have reorganized the
machiery for economic decision making at the government level. Re-
lated reforms have modified the machinery for decision making with-
in the enterprise. The overriding goal of this second batch of reforms
seems to be the greater realization of self-management rights by
workers and the corresponding moderation of "excessive" control by
managerial forces. The 1976 Law on Associated Labor (LAL), which
has been called a mini Constitution for Yugoslavia, describes both
the intra-enterprise and inter-enterprise structures that have been
introduced in pursuit of this goal.

Each enterprise is now comliposed of so-called basic organizations of
associated labor (BOALs). By law, a BOAL can be established for
any group of workers whose work results can be evaluated inde-
pendently of the results of other workers. Relationships among BOALs
within an enterprise are formulated by voluntary innra-enterprise
SMAs. Thus, the rules of enterprise behavior are set down by bargain-
ing among BOALs, each of which has its own workers' council. its own
assets, and its own income which it distributes as it sees fit. The SMAs
within the firm regulate the distribution of its earnings, provide for
joint capital investment, collective consumption and other matters of
common interest, and lay out the responsibilities of the various self-
management ilboies. Associations of BOALs can freely delegate cer-
tain of their powers to central administrative and self-management
bodies of the enterprise, but decisions involving the distribution of
personal incomes, investment and collective consumption are subject to
ratification by individual BOALs. At the same time, these decisions
must conform to the relevant social compacts in force.

The independence of BOALs in the formation of enterprise policy
is designed to weaken central administrative control thereby per-
mitting workers to exercise their self-management rights on the basis
of equality. Undeniably, this model of enterprise organization carries
with it potential threats to efficiency because of excessive decentraliza-
tion and resulting stalemate in the decision-making process. To coun-
ter these threats, the socio-political organizations within the enter-
prise, especially the trade unions and the party, are responsible for

SFor an identification of priority and non-priority sectors in the 1976-SO plan. see
Section III of this oaper. The Law on Social Planning stipulates that when cozisensus plan-
ning among participants proves mlnpossible for priority sectors, the social-political com-
munities can introduce appropriate measures to see to it that desired objectives are achieved.
There is no similar provision for non-priority activities for which consensus planning is
encouraged but not mandatory.
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developing and enforcing resolutions to intra-enterprise conflicts that
cannot be resolved by regular procedures.

The role accorded to the party in fostering enterprise decisions re-
flects a general characteristic of the reforms of the 1970s. Overall,
these reforms decentralized decision-making power: within the gov-
ernment, they decentralized policy-making authority from the federal
to the republican and provincial levels; and within enterprises, they
decentralized authority from central management institutions to
BOALs. Concurrently, an important centralizing tendency, somewhat
incongruous with these decentralizing trends, was evident-namely,
the consolidation of the LCY and the broadening of its direct policy
role in many areas of economic activity. In the new institutional sys-
tem, the L(UY was restored as the final authority over and above all
other decision makers, and the method chosen for its enhanced role
was its direct participation in the institutions of the state and of self-
management, down to the BOALs, the lowest level of enterprise orga-
nization. Indeed, indicative of the party's new formal authority, the
1974 Constitution broke all precedents by providing for the LCY's
direct representat. %l in government bodies--the collective State Presi-
dency and the communal, republican, and Federal assemblies.

II. THE NEW INSTrITrTIONAL FRAMEWORK: REALITY

1. Sclf-Management Agreements and Social Compacts

Although appealing in theory, particularly when viewed against
the professed goals of self-management. the institutional system intro-
duced in the 1970s ran into substantial difficulties in practice for a
variety of reasons. Consider, first, the use of social compacts to for-
mulate and implement government economic policy. Because of deep
and unresolved conflicts of interests among the republics and prov-
inces, such compacts usually require a lengthy period of negotiation.
By the time they have been completed, the moment for action may be
long overdue or. in some cases, an altogether different problem re-
quiring precisely the opposite government policy mey have arisen.
Thus, for example, action on the 1976-80 plan was delayed for more
than a year because of failure to reach agreement on the 15 social com-
pacts proposed for priority sector development.7 More recently, in
1979 the government acted extremely slowly to introduce restrictive
macro measures to cool down the economy although it had been clear
for at least six months that such measures were warranted.

A second problem with the system of social compacts for setting
economic policy is that in practice they allow for a great deal of dis-
cretion by individual republics, provinces, and communes, with a re-
sulting lack of coordination in many instances. Many social compacts
are formal and general, expressing commitment to a desired goal with-
out specifying policies for its realization. For example, a social com-
pact on personal incomes may call for enterprises to link their pay
rates more closely to economic performance, but may fail to introduce
measures to achieve this objective.

"By the middle of 1977, agreement had been reached on only three out of the fifteen
proposed social compacts.
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Self-management agreements, like social compacts, have encountered
practical difficulties that have limited their utility in coordinating and
controlling economic activity. Take first the role of enterprise nego-
tiation in the area of investment decision making. Here, at least, eco-
nomic theory provides a rationale. In the absence of information about
future prices and costs, the market mechanism alone does not guaran-
tee optimal decision making, because the individual enterprise does not
have access to the data required to make the most profitable decision.
Without such information, individual investment decisions are not
necessarily coordinated and can produce unwanted aggregate effects,
such as the duplication of facilities and excess capacity on the one hand
or bottlenecks in certain sectors on the other. Such effects may be
avoided if enterprises exchange information about their investment
plans prior to undertaking them. Indeed. the exchange of such infor-
mation is one of the theoretical justifications for indicative planning
techniques, designed to improve investment decisions by eliminating
or reducing market uncertainties (uncertainties about the future be-
havior of market participants, including the government) to some ex-
tent. Seen in this light, the exchange of information about investment
plans by individua firms within the associations and chambers can be
viewed as a kind of indicative planning that is itself part of the new
planning process.

The negotiation of self-management agreements for investment pur-
poses, however, is designed to go beyond this purely indicative role
to solve some of the problems of capital mobility and allocation that
continued to plague the Yugoslav economy even after the 1965 Eco-
nomic Reform. One of the purposes of this reform was the "de-
etatization" of investment decisions to be realized by the transfer of
investable funds from state organizations to banks and enterprises.
With the state largely out of the investment picture (government
funds financed less than one-fifth of fixed capital investment between
1965 and 1970), it was hoped that investment resources would be
guided to their most profitable uses by the self-interested activity of
their bank and enterprise users. Expectations on this score were dis-
appointed, however. Although it is impossible to obtain quantitative

Measures of capital misallocation, the presumption is strong that capi-
tal distribution remained suboptimal for a number of reasons, most
of which are discussed in Section II of this paper.

Dissatisfaction with the capital allocation process and concern over
"excessive" bank influence in enterprise investment decisions were
major motivations behind the institutional reforms of the 1970s. Self-
management agreements, encouraging direct contractual arrangements
among enterprises for the "pooling" of resources on investment proj-
ects, were designed to cope with these problems. Such agreements,
which allow for contractual business deals ranging from outright
mergers to temporary cooperation on specific investment projects, en-
courage the distribution of investable resources between surplus and
deficit enterprises without the intermediation of a banking institution.
From a theoretical point of view. these special forms of contractual

Cooperation among enterprises can be viewed as a mechanism to stimu-
late capital mobility in a system where alternative mechanisms, such
as direct, private equity or bond ownership on the one hand, and state
ownership and planned allocation of capital on the other, are ruled
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out by ideological and political conditions. Bank allocation of invest-
able resources, itself an alternative mechanism for the distribution of
capital, had also become ideologically and politically suspect by the
early 1970s, since it was deemed to be inconsistent with the exercise
of enterprise self-management rights in investment decision making.'
Direct contractual agreements among enterprises seemed to provide a
means whereby these rights could be exercised, while at the same time
capital could move from enterprise to enterprise.

Although self-management agreements of the kinds discussed here
can serve to enhance capital mobility in a self-managed economy, they
will not shcve all of the problems of capital allocation in such a sys-
tem. From an economy-wide point of view, optimality of capital use
requires that all investment projects le evaluated using the same meas-
ure of aggregate capital scarcity. Internal or self-financing, however,
in no way guarantees that the return to capital will be equalized across
investment project 3. since individual investors may employ widely
differing profitability and return standards in deciding on potential
investment projects. One might be tempted to argue that over time
enterprises will seek out the most profitable uses for their investable
resources, and this will promote an efficient use of capital resources
in the long run. But this is not necessarily the case, since the imputed
cost of capital in each firm depends not on any external indication of
capital scarcity, but on an internal evaluation of the tradeoff between
income earned and distributed today and income earned at some fu-
ture point in time as a result of current savings. Since such evaluations
are likely to vary among firms depending on the characteristics of
their decision makers. it is possible that some firms will undertake in-
vestment projects only at very high rates of return while others will
undertake projects at much lower rates.

The new system for cooperative pooling of capital also does not
eliminate the problems of capital allocation inherent in the rules of
collective ownership on which the Yugoslav system rests. As is well
known, the Yugoslav authorities have given up a system of state owner-
ship in which lhe state, as representative of society, disposes of the re-
turns to capital for a system of limited or attenuated collective or group
ownership, in which enterprise members can freely dispose of the re-
turns to the capita! stock they work with and help create by self-
financing only as long as they remain members of the enterprise. By
now, the shortcomings of such a collective ownership system are well
understood. Since workers share in the returns to enterprise invest-
ment only as long as they remain with the enterprise and give up all
returns to the enterprise capital they help create upon leaving the
enterprise, there is a substantial disincentive for individual workers
to invest in their firm, especially if they are planning to leave in the
near future. As a result of the limitation on the property rights of in-
dividual workers in collective enterprise capital, a high return on
enterprise investment is required to make workers indifferent between
such investment and investment in privately-owned assets. The result-
ing differential between the required return on private assets and the

* Bank discretionary influence over the access to investment funds was deemed to be
inconsistent with self-management because decisions over the use of surplus product rested
with autonomous bank management rather than with those who actually produced it-the
workers of self-managed frms.
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required return on collective assets implies a misallocation of invest-
ment resources between private and collective uses, with a relative
"underinvestment' in collective assets. Because workers prefer pri-
vately-owned assets to collectively-owned ones, they are likely to dis-
tribute the bulk of enterprise income in personal income payments
instead of retaining it to finance collective enterprise investment. Thus,
the rates of enterprise savings and self-financed investment are likely
to be low, and collective investment is likely to be financed through
external sources when available. (For more on enterprise savings
rates, see Section III of this paper.)

In recent years, discussions on various forms of cooperation among
enterprises have focused on tile need for the pooling of investment re-
sources along vertical lines-in particular. between foreign and
domestic trade organizations and productive enterprises on the one
hand and between manufacturing enterprises and producers of raw
materials on the other. This emphasis irflects a perceived need to chan-
nel investment funds to basic and materials industries in line with the
priority development strategy of the 1976-80 plan (see Section III).
To date, however, many self-management agreements have developed
along horizontal rather' than vertical lines, and there is some concern
that this tendency will lead to the monopolization of certain markets
along product anld territorial lines.* An agreement among household
appliance producers in Serbia for "siecialization in production and
harmonization of development" is a possible case in point.10 The agree-
ment attempts to eliminate factors causing unprofitability among
group members--including low-capacity utilization, small production
runs resulting from broad output assortment, and duplication of pro-
duction facilities-by specifying the quantities and assortment of
goods to be produced and marketed by each firm. The spirit of the
agreement is akin to the spirit of "organized free trade', a concept
recently espoused by the French. and the implications of such a market-
sharing and development program for oligopolistic market behavior
are obvious. It is therefore ironic that this group of produc- s failed
to reach an agreement on their own in 1974 and again in 1975. Only
under significant government and party pressure was an agreement
finally achieved in 1976. A similar scenario applies to a recent SMA
concluded among certain manufacturers of metal products in Belgrade.
According to press reports. the agreement was realized only under
the "organized activity and initiative" of the LCY and other socio-
political communities."l In both of these cases external pressure from
government and party authorities appears to have been tLe essential
ingredient in the formation of what are allegedly "consensual" self-
management agreements." Apparently. these authorities have also fre-
quently been instrumental in self-management agreements leading to
the merger or consolidation of losing or unprofitable enterprises with

'* konomska Politika, January .1. 1977 contains two articles fp. 6 and p. 11) critical of
m,,no-olistIc tendencies in recent self-management agreements.

* For a full dis'utsion of the Serbian agreement and the history of its realization, see
Etkonnomank Politika, Mar 14. 1977. p. 19 and December 13, 1976, p. 14."1 Ekonomska Politika, February 14. 1977. p. 14."s Apparently. there has been considerable ent. rprise resentment of government pressures
to establish cooling or cooperative arrangements. Perhaps tb'; resentment and the under-
lying iunr•llingness of enternrises to coo-'erate in certain n.drket circumstances will limit
the actual impact of "voluntary" agreements on market behavior. For a discussion of enter-
prise resenentmnt of government pressures, see Ekonomska Politika, May 30, 1977, pp. 23-24.
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profitable ones. Pressures is brought to bear on stronger firms to merge
with weaker ones, thereby precluding the politically dangerous and
ideologically difficult option of bankruptcy.

Apparently, at this juncture concentration by merger or other con-
tractual means continues to receive official support because of the wide-
spread view that large size is required for efficiency and international
competitiveness. Although detailed sectoral figures are unavailable,
aggregate figures reported by Ekononu.ka Politika (November 1978)
indicate that concentration is substantial and has increased noticeably
in recent years. For example, the share of the largest 130 industrial
enterprises (in manufacturing and mining) in total revenues in-
creased from 45.1 percent in 1970 to 70.1 percent in 1977; during the
same years their share in total employment increased from 33.7 percent
to 48.3 percent. Similar results apply to the other major sectors of
the economy.

So far the discussion has focused on the problems of using self-
management agreements as a mechanism for the channeling of in-
vestment resources to their most profitable use. As noted earlier, a
second purpose behind such agreements is the development of enter-
prise strategies to support general policy on social objectives. Here,
too, the operation of the system has encountered numerous obstacles.
Social compacts and associated self-management agreements on the
distribution of enterprise income illustrate this point. In the last few
years, social compacts on distribution have adopted general principles
relating the rate of growth of personal incomes to the rate of growth
of labor productivity and the rate of growth of enterprise value-added.
In practice, many self-management agreements on income distribu-
tion at the enterprise level have either been in breach of the require-
ments prescribed by social compact or, if consistent with such require-
ments, simply disregarded in practice. Thus, for example, a recent
article in a Yugoslav newspaper reported that the distribution of in-
come in 80 percent of all enteprises in Croatia violated the guidelines
set down by the relevant social compact." Numerous complaints by
government and party officials, including Tito himself, about the ir-
responsible behavior of enterprises suggest that violation of these
guidelines has been the rule rather than the exception in many enter-
prises.1

The problems encountered by self-management agreements regula-
ting income distribution are illustrative of the general problems en-
countered by self-management agreements as a means to achieve eco-
nomic policy objectives. The new Yugoslav system is based on the
principle of consensus, and self-management agreements to support

"1 Granick (1975. pp. 428-429) cites several examples of the consolidation of weaker and
stronger firms at the party's or government's request. Wiles (1977, p. 349) also gives some
examples. As Wiles argues "the means of social pressure must be strong indeed to cause a
group of working men to dilute in this way their claim to the value added of a profitable
concern".

"16 See Vjesik, June 1. 1977. p. 20 cited in ABSEER. September 1977. A similar but more
recent article in Prirredni vjesnik, Oct. 23. 1978. estimated that 50 percent of all sur-
veyed enterprises In Croatia violated self-management agreements on income distribution
during the first half of 1978. See ABBEES, January 1979.

"IAs Sire (1979. p. 139) notes, "self-management agreements on enterprise income dis-
tribution are so complicated that the choice becomes either to produce the agreements too
late or produce them in such a hurry that they are not of much practical value (Ekonom-
ske Politika, Feb. 9. 1976). Either way. the agr'ements are wdiel' <" ,re anrdl* PP i ny
case do not contain clear-cut criteria but are formal and generalized (Eknomuska Politika,
Dec. 20, 1976; April 8, 1977)."
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objectives laid down in social compacts are meant to reflect enterprise
consensus in the pursuit of such objectives. But there is no reason to
anticipate a coincidence of interests between enterprise participants
and state or party participants. Enterprise interests are group in-
terests, reflecting the goals of the workers and managers who formulate
enterprise policy. And group interests need not coincide with, and
indeed may conflict with, wider social interests. In fact, many social
policy objectives implicitly designate some enterprises as "winners" in
some economic sense and others as "losers". In such cases, it is unreal-
istic to imagine the potential "losers" agreeing to support "socially
desirable policies" in a consensual way.

2. Intra-Enterprise Reforms

At. this point, most of the evidence on the impact of the divisionaliza-
tion of the Yugoslav firm into BOALs is too rudimentary to draw any
firm conclusions. Nonetheless, some tentative conclusions based on
scattered evidence can be suggested. First, evidence presented by Sacks
(forthcoming) supports the view that the use of intra-enterprise trans-
fer prices to allocate enterprise resources and incomes among BOALs
has made a positive contribution to enterprise efficiency in some cases.
Nonetheless, transfer prices are generally only as gool as the market
prices that serve as a starting point for negotiations among BOALs,
and this gives reason for caution in the Yugoslav case where many
markets are far from perfect and where the pressures for negotiation
among producers may reduce market competition to an even greater
degree.

A second observation on the effects of the divisionalization reform
made by some Yugoslav observers is that in some enterprises too much
attention has been placed on internal enterprise relations, with con-
sequent inattention to issues of production and factor utilization."
Third, in some enterprises, decentralizing trends have apparently gone
too far, with individual BOALs constituting themselves as small
enterprises complete with their own administrative, clerical, and tech-
nical staffs. This has increased overhead costs for the individual
BOALs and for the enterprise as well, thereby reversing the expected
economies of information specialization suggested in the theoretical
literature on divisionalization. Moreover, in some cases, the apparent
unwillingness of individual BOALs to adopt production plans con-
sistent with the needs of other BOALs in the enterprise or the inability
of BOALs to agree on transfer prices has caused delays and bottle-
necks in production (Sacks, forthcoming; Comisso, 1978). Fourth,
the weakening of the organizational hierarchy of the firm as a c . -

sequence of decentralization may have tended to aggravate the prob-
lems of responsibility and risk that have been characteristic of the
self-management system in the Yugoslav context.

The problem of responsibility has developed because in practice it
is difficult to ascertain responsibility in the self-managed firm and
to devise a penalty-reward system for workers that is both ideologically

u One Yugoslav critic argued that "thore exists a danger that the system sl spending too
much energy on its Internal relations aLt decreasing its output, that it is overly concerned
with Itself and its maintenance at the expense of its development". Jurkovie (1977) cited
In Comlaso (1978).
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-ound and politically feasible. In theory, of course, workers partici-
pate in the consequences of their decisions through their personal in-
comes, which depend to a considerable degree on enterprise success or
failure. Legal limits are set on this participation, however, since if
personal incomes fall below a certain minimum for reasons other than
mismanagement or gross inefficiency, an inter-enterprise solidarity (in-
surance) fund pays the difference. In practice, of course, the problem
with this system is to determine when "mismanagement and gross in-
efficiency" are the cause of enterprise results. Judging from experience
the answer to this question appears to be "rarely". The law also re-
quires that incomes paid to workers in enterprises that realize losses
or a specified period of time be reduced to fixed minimum levels.

Logically, this penalty should be applied until the enterprise stops
making losses. In practice, it has been applied, inconsistently and with
a delay, only until the enterprise succeeds in covering its losses through
bank credits or with state assistance. As a consequence, the minimum
income penalty has not worked to solve the responsibility dilemma in
the Yugoslav firm. Nor has this dilemma been solved by making in-
dividual worker responsibility extend to the worker's job itself. Ac-
cording to law, with the exception of cases of criminal or severe per-
sonal misconduct, a worker cannot be laid off, and if the worker's job
is eliminated for economic reasons, the enterprise is required to find
"equivalent substitute employment" for the worker. Thus, self-man-
agement rights have explicitly been extended to rights over a par-
ticular job or its equivalent.

At the same time that it effectively rules out layoffs, the law ex-
plicitly states that "workers are 'responsible' for the rational and ef-
ficient management of the 'social' resources at their disPosal" and
that they shall "bear material and other consequences" if they fail
to act accordingly for reasons for which they or their elected manage-
ment organizations are responsible. But as the discussion here indi-
cates, these principles are impossible to realize in practice because there
are no effective sanctions for bad decisions by workers. The point to be
made here is that the problems of responsibility discussed in this sec-
tion have not been solved, and indeed may have been aggravated, by
the decentralizing reforms the purpose of which is to strengthen self-
management at the expense of enterprise hierarchy.

.9. The Role of the Party in the Reformed System

A recentralized and strengthened LCY spearheaded the drive to
implement the economic and institutional reforms of the 1970's. But,
having led the way to these reforms, the party has been unable to con-
tain the fragnmentation of interests they have created. In short, the
party has not been able to serve as the kind of "institutional glue" it
was intended to be.

In the new system of barganinig, individual participants, be they
state participants in a social compact, enterprise participants in a
self-management agreement, or BOALs participating in the formula-
tion of enterprise strategy, must negotiate consensual agreements out-
lining the tasks and responsibilities of each of them. Consensus rather
than majority rule prevails. The LCY has been able to encourage or



151

compel participants to sit down at the bargaininir table but has been
unable to guarantee that agreements will be reached. As the examples
provided earlier illustrate, when negotiations fail to produce a con-
sensus the LCY has sometimes tried to dictate the terms of agreement,
but in such cases agreement has leen illusory and unenforceable in
practice. This is one of the reasons why Tito himself has observed that
in many cases what is laid down in self-management agreements and
compacts is never carried through (Sire, 1979b). Economic problems
at both the macro and micro level have made the search for consensus
among participants. -onel destined to be losers, even more difficult.
Potential losers have leen abh- to press their cases at the republican
and local levels and to block or otherwise interfere with economic
measures that serve broader social interests at their expense. As in the
past, republican and local officials in laoth party and state organiza-
tions frequently seem to lack sufficient authority or will to combat

4 narrow, particular interests for the common good.

IIl. Eco.o.u-i PERFORMANCE AND DEVELOPMENT: THE DECADE
OP THE 1970's

1. Aggregate Growth Performance e

Because Yugoslavia is properly categorized as a middle income
country undergoing fairly rapid growth and structural change and
because the Yugoslav leaders are dedicated to the maintenance of
rapid growth rates of output and employment, the place to begin a
study of recent economic performance in Yugoslavia is an examina-
tion of growth rates. The data required for such an examination are
presented in Table 3.1. which contains actual and target growth rates
for various types of expenditures and output over the 1970-78 period.
The data reveal that between 1970 and 1977. total social product,
defined according to the material product approach used by the Yugo-
slavs, grew at an average annual rate of about 6.2 percent, somewhat
below the growth rates of 7.0-7.5 percent targeted in the 1971-75 and
1976-80 plans. Actual growth performance during this period was
Approximately equal to the 6.0 percent growth rate realized over the
1952-71 period but somewhat below the 6.8 percent rate achieved in

S the decade of the 1960s. A growth rate of the magnitude reached dur-
ing the 1970-77 period, however. places Yugoslavia near the top of
the range of middle-income. Mediterranean countries with which it
can reasonably be compared. as the data in Table 3.2 suggest. Indeed,
compared to this group. Yugoslavia actually performed somewhat
better during recent years than it did in the sixties The slowdown in
the growth rate during the 1970s was smaller in Yugoslavia than in
the other middle income countries with the exception of Turkey, and

1a This paper relies on official Yugoslav data. reported either in Yuo lIar so'lrces or in
western sources. Although these data may suffer from some technical weaknesses as a result
of the methods by which they are collected and calculated (see for example Moore. 1977).
they are the data used hy Yugoslav policy makers. In addition, in the opinion of the authors.
the data do not suffer from errors or biases introduced by official manipulntion of statistical
series to achieve desired effects or camouflage undesired ones. changess in data series and
definitions do occur, but they tend to be a function of chances in the structure of the eco-

S nomic system and resuiltlng changes in accounting terminology and definitions. Other
discussions of data interpretation difficulties appear throughout this paper.

68-607 0 - 81 - 11
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during the 1972-77 period, Yugoslavia had the second highest growth
rate of the group. rhus, despite the growth retardation that began
after the 1965 economic reform, Yugoslavia has managed to maintain
a rapid growth rate relative to countries of similar development level
This suggests that over the longer run the slowdown of Yugoslav
growth may be less a function of its institutional system and more a
function of general developmental and external forces depressing
growth rates in the middle income group.

TABLE 3.1-ACTUAL AND TARGET GROWTH RATES 1971-80

Actual average Actul average annual growth :,te
annual growth Plan targets Plan targets
rate 1971-75 1971-75 1976-0 197-77 1978 979

Socal product.......... 6.3 7.5 7.0 6.0 6.6 7.1
Atriculture........-----------. 4.1 3.0-3.5 4.0 6.1 -5.1 &1
Industry........--...... 8.1 .0 8.0 6.4 .6 7.9
Private consumption..... 5. 6.5 6.0 5.7 7.0 5.5
Collective onsumption... 7.1 7.5 7.0 85 6.3 5.9
Gross investment in

fxed asset.....-.... 7.1 7.5-.0 8.0 8. 11.2 9.2

t Basis 1970 with average of agriculture for 1969-70.
SBasis 1975 with average of agriculture for 1974-75.
SPreliminary.

Source: Yugoslav estimates of actual growth for 1971-75 and 1976-80 plan targets from the Yugoslav Federal Planning
Office document "Analytical Basis for the Documents of the Social Plan of Yugoslavia for the Period 1976-0." February
1976. Yugoslav plan targets for 1971-75 are from the Federal Planning Office document "Dokumentacija uz Drustvedn
Plan Jugoslavie za Period od 1971 do 1975 godine " October 1971.1976-78 growth rates are calulated from data provided
in Communication No. 333 of the Federal Statstical Offce entitled "Bauc Indicators of Soco-Economic Developments in
1978" December 1978. Data for 1978 and 1979 are from OECO. 1980.

TABLE 3.2.-COMPARATIVE GROWTH RATES IN MIDDLE INCOME COUNTRIES. 1960-77

Growth rate of gross domestic product (constant
prces)

1960-1970 1970-1976 1972-1971

Yulplavia.............. ....................................-.. ...-.-... 6.8 6. 3 .7
Greece......--------....--..-----------...........- .............. 6. 5.2 3.8
Spai..........-.-.......---- -..-------.. -....--.-.--.. 7.3 4 7
Portu.................................................6.3 .2 3.8
Twkey....... ......................................... 60 7.2 7.2
Israel............................-.................... 5 5.4 NA

Source: 1960-70 and 1970-76 from IBRD, "World Development Report" 1978; 1972-77 from OECD. Yugoslavia. "Annual
Economic Survey," 1979.

Within total social product in Yugoslavia, individual sectors have
differed widely in their growth performance. Growth has been most
rapid in industry, where actual rates have averaged around 7.4 per-
cent, close to the target of 8 percent set. during the 1970s. Industrial
growth of this magnitude and the growth of industrial employment
it has fostered are not significantly different from industrial growth
rates realized in the middle income group. Even more striking is the
fact that Yugoslavia's industrial growth rate over the 1971-77 pe-
riod was more than twice the average industrial growth rate achieved
in the advanced industrial countries and was greater than the indus-
trial growth rates realized in the more advanced countries of the
Eastern bloc, with the exception of Poland. Overall, the growth data
support the general view that the economic problem in Yugoslavia
has not been one of maintaining rapid growth but one of employing
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capital and labor resources as efficiently as possible and controlling
growth-related inflationary and balance-of-payments pressures.

In keeping with past trends, growth rates m agriculture have been
much lower than those in industry during the seventies. Total output
increased by 3.5 percent during the 1971-75 period, a performance
that was in line with the annual rate of growth of 3.1 percent realized
during the 1953-71 period. The 1976-80 plan targets agricultural
growth at 4.1 percent, an optimistic rate by historical standards and
one that reflects agriculture's designation as a priority development
sector during the current period. Initially, in 1976 and 1977, agricul-
tural expansion exceeded this target, achieving an average rate of
6.1 percent in 1976 and 1977. Poor weather conditions in 1978 nearly
wiped out these earlier gains and agricultural production declined by
over 5 percent, but in 1979 the actual growth rate of 6.1 percent again
exceeded the plan.

Within the agricultural sector, output has continued to grow more
quickly in the social sector than in the private sector. Between 1973
and 1978, total real value-added in private agriculture increased by
only 1.1 percent a year. During the same period, however, the private
agricultural labor force declined by an estimated 5.6 percent a year,
so that labor productivity in private agriculture increased by nearly
6.6 percent a year. Nonetheless, value-added per worker in private
agriculture remains only about 20 to 25 percent of what it is in social
agriculture, and dualism remains characteristic of overall agricul-
tural development.

2. Growth of Individual Components of Demand

Rapid aggregate growth rates have produced significant increases
in both personal and collective consumption. Total personal consump-
tion increased during the first three years of the 1976-80 plan
period by about 6 percent per annum in real terms. An important
factor in the rapid increase in personal consumption has been rapid
growth in social sector employment accompanied by rapid real in-
creases in social sector earnings per worker. Between 1973 and 1978,
earnings of workers in the social sector increased by just over 3 per-
cent a year in real terms, while social sector employment increased
by about 4.6 percent a year. In addition, real earnings per active
worker in the private agricultural sector also rose rapidly during the
period by approximately 6 percent per year. As a consequence, there
was some reduction in income disparities between private agricultural
and the modern social sector.

The emphasis on rapid investment and structural change inherent
in the 1976-80 plan targets is reflected in the very rapid growth of
investment and its increasing share in gross domestic product during
the 1976-78 period. As the data in Tables 3.1 and 3.4 indicate, real
investment grew at more than 9.0 percent per annum between 1976
and 1978, and the share of investment in fixed assets in gross domestic
product increased from a 1971-75 average of 27.7 percent to a 1976-78
average of 30.5 percent. Investment grew most rapidly in the indus-
trial sector, and within that sector there was a large increase in the
share of energy-related projects, up from an average of about 20 per-
cent of total industrial investment in the early 1970s to an average
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of about 31 percent in the 1975-77 period. The increasing share of
energy projects in total investment was in accordance with the sec-
toral priorities of the 1976-80 plan to which we now turn.

3. Sectoral Growth Performanwe

Yugoslavia's 1976-80 plan identified certain sectors of the economy
as priority sectors, targeted to grow more rapidly than the rest of the
economy and to receive preferential access to investment funds. Within
industry, four industrial branches-basic chemicals, electrical power,
ferrous metallurgy and nonferrous metallurgy-were to grow over
10 percent per year, while shipbuilding, nonmetallic minerals, and
,oal production were to grow at least 9 percent per year. In contrast,
the low priority industrial branches producing consumer goods were
expected to grow 4 to 6 percent a year.

The underlying strategy behind the choice of priority sectors in the
1976-80 plan was one of import substitution. During the 1966-72
period, all sectors of the Yugoslav economy increased their depend-
ence on imports, especially imports of intermediate goods. A recent
study by the World Bank (Schrenk et al., 1979) demonstrates that
the industrial branches given priority in the 1976-80 plan are the
same sectors in which output tended to lag relative to the 1966-72
average precisely as a result of growing import dependence.

If we examine the seven priority industrial branches of the 1976-80
plan in greater detail. several important characteristics stand out.
First, net profitability rates, defined as the ratio between allocations
to enterprise funds (a measure of retained enterprise profits) and the
value of enterprise assets, are lower than the industrial average in all
of the priority sectors except chemicals. With the exception of non-
ferrous metals and electrical power, there is no systematic evidence
suggesting that these low profitability rates are due to artificially
low prices. Therefore, they may indicate real differences in economic
profitability across sectors, and such differences suggest that the
planned allocation of resources to the priority sectors may have been
at odds with market indicators. Second, with the exception of ship-
building, these sectors are all more capital intensive than the average
for all industry, where capital intensity is measured by both the
capital-output and capital-labor ratio. Indeed, three of the five most
capital-intensive sectors in the economy-electrical power, coal and
ferrous metals, as measured by the capital-output ratio, and electrical
power, nonferrous metals and ferrous metals as measured by the capi-
tal-labor ratio-are among the priority sectors. Third, all of the
capital-intensive priority sectors with the exception of nonmetallic
minerals pay per worker incomes that are in excess of average per
worker incomes in the industrial sector. And, finally, four of the pri-
ority sectors•-ferrous meals, nonferrous metals, shipbuilding and
chemicals-are more import intensive than the industrial average,
where import intensity is measured by the total import content of
domestic production using input-output data.

Taken together, these characteristics suggest reason for some skep-
ticism about the 1976-80 plan priorities. Because of real structural
changes in the world energy market and the growing energy depend-
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ence of Yugoslavia's industrial production (see Hoffman, 1979), em-
phasis on electrical energy and coal may be warranted. In addition,
emphasis on the production of certain nonferrous metals previously
discouraged by price controls may also be consistent with market in-
dicators." On the other hand, the capital-intensity and import-inten-
sity characteristics of the priority sectors suggest that the import sub-
stitution strategy will not only make more use of capital, Yugoslavia's
relatively scarce factor of production than of labor, its relatively
abundant one. but may also be self-defeating at least in the medium
run since it will promote sectors that are heavily dependent on imports.

Despite these considerations, the Yugoslav policy makers opted to
pursue an import-substitution strategy to confront their balance of
payments difficulties and eschewed an export promotion policy as a
possible alternai ive during the 1976f-80 period. The argument offered
in support of their decision was similar to the argument in support of
the import-substitution priorities of the 1971-75 plan-namely, that
export possibilities for I ugoslavia are limited by the high-technology
competition of the more developed countries and by the low-wage
competition or the less developed countries. Recessionary conditions
in Western Europe throughout much of the 1970s and the consequent
slowdown in the demand for Yugoslav exports reinforced this view.
Thus, changing international conditions in the form of changing rela-
tive prices in favor of energy and raw material inputs and a greater
degree of uncertainty in export demand combined to strengthen the
Yugoslav bias towards an import-substitution strategy. As the evi-
dence provided here and in the section on foreign trade (Section VI)
indicates, this nay prove to be an unfortunate choice, at least in the
short to medium run, since it has failed to improve Yugoslavia's
balance of trade situation while simultaneously aggravating other
developmental problems, such as the rapid absorption of underem-
ployed labor resources into industry.

.At this point in time only a preliminary assessment of the extent
to which the sectoral priorities of the 1976-80 plan have been realized
can be made. The data for such an assessment are contained in Table
3.3. The data show that the growth rates of the priority sectors were
below target through the end of 1978, and that the deviations between

S actual and target growth rates were larger in the priority sectors than
in industry as a whole. Particularly weak performance relative to plan
occurred in nonferrous metals and shipbuilding. In addition, the data
indicate that some of the nonpriority sectors, such as metal products,
electrical machinery and rubber, have grown more rapidly than
planned and are among the fastest-growing sectors of the economy.
Thus. the available evidence suggests that the structural transforma-
tion of the economy does not appear to be occurring as rapidly as
planned. It is, however, premature to conclude that the re-orientation
will not occur in the future if, as planned, there is a major allocation

2 of investment to priority sector projects, and if that investment
4 changes the composition of output in the future. Unfortunately,

Yugoslav investment data currently available do not allow a precise

"The relative underpricing of nonferrous metals during much of the post 1965 reform
period was particularly inopportune from a balance of payments perspective because Yugo.
slavia is the largest producer of nonferrous metals in Europe and has the richest resource
endowment both in relation to its area and inhabitants (IBRD. 1976).



156

evaluation of the extent to which the actual sectoral composition of
investment has followed the plan, but some tentative conclusions can
be suggested. First, as mentioned earlier, there has been a sharp in-
crease in energy's share in total investment to 31 percent, although
this remains below the targeted share of 42 percent. Second, figures
through the end of 1978 indicate that the actual investment shares of
electrical energy, coal, ferrous metals, and nonferrous metals in total
investment matched planned investment shares (Prica, 1978. p. 420).
On the other hand, investment has greatly exceeded target in some
sectors, such as oil and gas refining and has fallen below target in
others such as basic chemicals. According to a recent OECD assess-
ment, investment has lagged behind in extraction projects and basic
materials projects, but has exceeded targets in projects involving in-
termediate and final processing stages, thus aggravating the mismatch
between the domestic demand for and supply of raw materials with
consequent pressure on the balance of payments (OECD, 1979, p. 12).
Overall, however, despite divergences from plan targets of the types
mentioned here, the available evidence suggests that the structure of
investment has been oriented towards the priority sectors during the
1976-80 period.

TABLE 3.3.-ACTUAL AND PLANNED GROWTH RATES FOR SELECTED INDUSTRIAL SECTORS. 1976-0

Planned growth Actual growth
rates, 1976-40 rates, 1976-7

Prior ity sector:
Eectrinca l nerg........................................................ .t I '. 3

Coeal... me... .... ................................................. ...
Fwiros IaiM ............................................................................ 11.0 I
No error a ....................................................... . ... 11.0 i. 7
Shipbuldin -..................... .............................. .... 9.0 -i.
Chom i h............................................................. 14. 1 0.
Nonmtic inai-------------------------------------------.................................................... 9.0 7

Industrial Avwage ........................... ...... ............. 0 7.1
Noapriorty sectors:

etal products ..................................................... .-- S 10.
Electrical chin y..................................................... 9.0 11.3
P 6.9 9.

::::::::::::::::::::::::::::......................................... .

a Me machinery and transport equipment.
Sources: Actual growth rates calculated from data on industrial production n i "Statstical Yearbook of Yuolavia."

1978 and Federal Statistical Offce document No. 333. "Basic Indcators of Socio-conomic Developmuts in 1978."

4. Growth and Effiiency in Resource I'se: Capital

During the 1970s, the Yugoslavs continued to rely on high invest-
ment rates to provide the impetus for rapid economic growth. The con-
tinuation of this investment-oriented strategy fostered the investment
effort suggested by the figures in Table 3.4. As the data indicate, the
average investment rate has tended to increase during the second half
of the current decade, and the gradual decline in the investment rate
that began, at least partly by intent, during the 1965-69 period has
been reversed. By the late 1970s, Yugoslavia had one of the highest
investment rates in the world by the standards of both planned and
market economies. Moreover, the actual investment effort of about 30
percent of gross domestic product was in line with the investment
effort of 29.2 percent projected by the IBRD (Schrenk et al., 1979)
as required by the 1976-80 plan.
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TABLE 4.-INVESTI.NT RATS

196•-6 1971-71 1976 1977 1978

lavestment a across fed assets:
As a pecet tof ross dom tic product u................. 2. 27.7 21.5 30.4 31.7
As a percent of gross domestic product ................ 2S.6 261 30.1 32.1 NA

Relalnd investment: As a perc t of grosssol product..... 30. 30.2 35.0 3 5 * .

SCoastat prica. 1972 equals 100; calculations from OECO data; 1966-70 fuiess a samwe-d is constant 1966 prices
1976-77 fures are provisional; 1978 figure is an estimate.

I Current prices; cakulatUons from data is OECO (1979). Comparable 1977 fures lo the muddle income counties ar
Greece (23), Por Jgal (20.4). Spain (21.5). Turkey (25.8). sael (L2.0).

* Realzed avstnentan fued assets dubri year. regrdless of whe payments we*' made; calculation from date in
"*Statistcal Pocketboo of Yugoslavia." 197

SEstimate.

To finance desired additions to the capital stock, the Yugoslavs
have tried to mobilize a high rate of domestic savings. As in the past,
a major stumbling block to the mobilization of domestic savings has
been within the enterprise sector, as a consequence of a perceived tend-
ency on the part of firms to distribute large shares of their net income
to workers, leaving insufficient retained earning- to finance investment.
Existing empirical studies (Tyson, 1977b) support the view that the
savings rate out of enterprise income tends to fal! in many enterprises
in the absence of government regulation of enterprise distribution de-
cisions. The evidence is particularly convincing for the 1966-71 period,
when enterprises had substantial control over the distribution of their
income, and when the share of enterprise after-tax income retained as
gross savings in various funds (including depreciation) declined from
about 28 percent to about 22 percent's These findings are consistent
with the theoretical proposition that the combination of self-man-
agement and collective ownership in Yugoslavia provides an incen-
tive for workers to distribute enterprise income as wages and to rely
on external sources of finance for collective investment (see the discus-
sion in Tyson, 1977a). Evidence on the behavior of some firms and sec-
tors, however, appears to contradict this proposition. Savings rates.
measured in a variety of ways, appear to vary dramatically across
sectors and firms. For example, Tyson (1977b) found that gross sav-
ings as a percentage of gross-value added (value added plus deprecia-
tion) ranged front a high of 50 percent in some sectors to a low of zero
in others. Similarly, a recent Yugoslav study (Vekic. 1979) found that
in 1977. 15 percent of all enterprises had a savings rate of zero, while
8 percent had a savings rate of more than 20 percent, where the savings
rate is measured as net savings (exclusive of depreciation) as a percent-
age of net enterprise income (net value-added minus contractual and
legal or taxation obligations).

Unfortunately. a consistent data series does not exist to determine
whether enterprise savings rates have tended to increase or decrease
during the 1970s. Aggregate and sectoral data. however, suggest that
savings rates tended to increase during the 1971-75 period relative to
the 1966-70 period and then tended to decline after 1975. For example,
the IBRD (Schrenk et al., 1979, p. 151) calculations show an increase in

SThese figures are calculated by the IBRD (Schrenk. et al., 1979) and mea-ure the sav-
ings rite as depreciation plus allocations to business funds an a percentage of enterprise
disposable net income. Disposable net income is measured as the total of depreciation, allo-
cations to funds, and net Income paid to workers.
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gross savings rate from 24 percent between 1966 and 1970 to 26 percent
between 1971 and 1975. Available evidence suggests that this tendency
was reversed in 1975. For example, net savings as a percentage of net
enterprise income fell from an average of 23.9 percent between 1971
and 1973 to 18.1 percent between 1975 and 1977 (Vekic, 1979). Un-
doubtedly, the apparent squeeze on enterprise savings during the post-
1975 period was due to the rapid increase in worker incomes in excess of
labor productivity increases. As we shall see, the results of this develop-
ment, combined with rapid growth in investment, were a heating up of
inflationary pre-,ures and a deteriorating balance of payments per-
formance towards the end of the decade.

In addition to mobilizing the :avings required for financing planned
invest lment. the Yugoslav authorities have had to confront the problem
of encouraging the efficient distribution of investment and capital
among comlpting uses. The pre.-umption. supported by existing empir-
ical work, is that there has been and continues to be a misallocation of
capital among sectorss of production, enterprises, and regions. On an
aggregate level, the apparent concentration of inve-tment in capital-
inten.- e projects appears to be inconsistent with relative factor scarci-
ties. lBecau.- of this concentration, additions to the capital stock have
had smaller effects on ouitlput and employment than might otherwise
have been the case.

At this point. evidence on trends in aggregate capital intensity
during tle current plan period is .-ýattered and incomplete. A priori,
.given the Msctoral priorities of the 1974,-80 plan. with their emphaasis

on the most capital-intensive stcto-rs in the economy. one would expect
indicators of agLrgrgate capital inttn-itv to increa•'.. On an aggregate
basis, the elasticity of output with rc-pect to real investment has
dtroppwd from an average of .S9 during the 1971-75 period to an
average of .6;R during tile 197f--7T px'iod. and the elasticity of employ-
nent with ret-p:tt to real inve-trlent lhas dropped from an average of
.61 during the 197l-7.5 period to an average of about .45 Iwtween 1976
and 1979. (Emplovn ent elasticitv estimates are simply ratios between
the rate of growth of -tcial sector emplloyment and the rate of growth
of real investnnwnt.*Siniilarlv. output ela-ticity estimates are ratios
l-t ween the rate of growth of real social sector output and the rate of
growth of real investmentt) These findin-gs are consistent with a priori
expectations, but more evidence is req.iredl before a final evaluation
can be made.

Several factors act to bias factor proportions in favor of capital in
Yutoslavia including, during the most recent period, the planners'
derision to foster capjital-intensive sectors. Low nominal and real
interest rates have had this effect, and the combination of accelerating
inflation and constant or falling nominal interest rates in 1977 and
1978 has intensified this tendency. A fi.sal systleml which continues to
tax enterprise labor usage heavily and which fails to tax enterprise
returns to capital to the samesa degree produces a similar effect. Finally.
enterprise decision-making rules themselves tend to encourage capital-
intensive production techniques. In a self-managed system, if excess
profits or returns to capital remain with the firm after payment of
chartres for the use of capital -ervices. these returns are likely to be
distributed as worker incomes. In this cas,. the wage/rental ratio
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implied by the relatiou~sll ix uttici ui triluted liaols .w*om-is and
capital charges tends to bias the firm in favor of capital-using and
labor-.saving production.

In addition to sectoral mi.sallocations of capital in favor of capital-
intensive projects, Yugoslavia also .suffers from misallocations of
capital among competing enterprises and regions. As in the past so in
the 1970's. interregional optinmality in capital u.age has been precluded
by significant regional barriers to capital mobility that continue to
encourage banks, enterprises, and republican and communal state
organizations to keep capital resources within their own boundaries.
The phenomenon of *political factories" and the duplication of
investment efforts among republics persist, despite efforts to rationalize
regional investment decisions through the social planning mechanism.
As noted in the introduction, this mechanism can operate successfully
only if there is underlying consensus among regions, and this has
frequently not been the case in investment decision making. Thus, the
Yugoslav press still contains anecdotes about or allusions to "the
creation of small protected markets" and the use of regional labor and
capital resources in the construction of new plants and equipment even
when extra-regional resources are cheaper." The structure of the bank-
ing system, even after the modifications introduced in the 1976 credit
and banking reforms. tends to mirror underlying barriers to regional
capital mobility. Banks continue to le cooperatively organized and
contributors to founders' funds continue to establish bank policy by
voting on issues within the bank as.embly. Bank contributors tend to
remain localized in one region, and their outlook on credit policy and
investment allocation continues to be regional in nature.

A final point to be made about regional distortions in the capital
allocation process concerns existing and persistent regional differences
in the efficiency of investment and capital resources. Existing empirical
work by Turcic (1978). the IBRD (1976, 1979), and others supports
the view that these differences are substantial. Thus gross profitability
rates in the less developed regions (LDRs) are only about 60 percent
(Kosovo) to 90 percent (Macedonia) of the Yugoslav average (1974
figures), and the marginal output-capital ratios in these regions are
only about 62 percent of the Yugoslav average (195.3-1972 average).

S Of course, these differences in the efficiency of capital use are partly
explained by regional differences in the sectoral composition of
investment and output and by regional differences in the skill
characteristics of employment. Even after allowing for these factors,
however, one still finds significant "pure" regional differences in the
efficiency of capital use. (See, for example, the calculations by Turcic,
1978.) These regional differences suggest that aggregate capital
efficiency could be improved by a substantial reallocation of investable
funds in favor of the more developed republics (MDDRs) at least in the
short run. As a consequence of long-run economic and political
considerations, however, such a reallocation is not a realistic policy
option in Yugoslavia. and as Section IV indicates, government policy
has been instrumental in directing an important share of investment
resources from the MDRs to the LDRs, with concomitant costs in the
overall efficiency of capital use.

U See Antic. Radio Free Europe. RAD Backzround Renort (June 22, 1978) ; J. Oruble in
Privredni Vjeenik, 9/21/78, pp. 4-5; and 8. Zvizdic in Privreddn Vjemik, 11/4/78.
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A final factor affecting capital allocation in Yugoslavia is the set
of rules guiding bank lending decisions. Despite policy objectives to
the contrary, during the 1970s, the banks have remained the single
most important source of investment finance. Between 1971 and 1976,
banks supplied about 43 percent of the finance for investment in fixed
assets (A ojnic. 1978, p. 431), while enterprises supplied an average of
about 32 percent. Because interest rates have remained low-and
indeed have become even lower in recent years "-relative to estimated
returns to capital and the inflation rate, the banks have had to develop
non-price rationing( rules to allocate funds among co(mpetinlg users.
Although some banks have lIegun to use t sopilisticate(l project analysis
rules as rationing devices. many credit fdeisions are still ba.-ed on
simple rules of thu mb 2 and are still influenced by the cooperative
nat ure of the banking sy•,temi that allows major borrowers to have a say
in bank decisions.

Although outside observers might reasonably conclude that the
Yugoslav banking system has been weakened and its efficient opera-
tion distorted by "excessive" borrower or customer control over bank
lending policies, the pervasive opinion in Yugoslavia in recent years
has been the opposite-namely, that banks have had too much influence
on and independence from the enterprises they serve. Indeed. during
the debates leading up to new laws reforming thle banking system, dis-
cussion focused on the need to devise an institutional framework that
would give enterprises greater influence in the managing organization
of banks and on the need to increase the self-financing of investment.
thereby reducing enterprise dependence on external funds. The first of
these objectives is reflected in the Law on the Credit and Banking
System adopted in 1976 and put into operation in 1978. The basic pur-
pose of the legislation is to reduce the autonomy of the banks by
requiring them to lay out annual and five-year plans that are coor-
dinated with the plans of their borrowing members and with the
overall social plans. This process is to broaden the designation of
funds for specific purposes and prciects. leaving the banks with only
limited investment resources over which they can exercise discretion-
ary control during a plan period. Since social compacts and self-
management agreements among enterprises, banks, and government
organizations are obligatory for priority sectors, it follows that in
the new system the bulk of investment funds in the banks will be set
aside for such sectors, thereby enhancing the prospects for the fulfill-
ment of their investment plans. Although it is too early to assess the
effects of the new legislation on the workings of investment allocation
within the banking system, it seems clear that it does not eliminate the
fundamental weakness of the system-namely. the use of a variety of
possibly inconsistent and not necessarily optimal non-price criteria
to allocate investment funds. In the absence of market clearing interest
rates, credit allocation decisions will be only as good as the explicit or
implicit plan priorities on which they are based, and if relative factor

"- IBRD estimates (interview) Indicate that long-term Interest rates fell from a hibh of
about 10.1 percent in 1976 to 9.1 percent in 1977 and 9.7 percent by the third quarter of
1978. This decline reflects a policy decision to reduce inflationary pressures by reducing the
cost of capital.

2 Such rnls as the self-financing ratio of the borrowing enterprise, the nay-back period.
and the ability of the borrower to negotiate foreign financing, have been important ration-
ing rules.
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scarcities and correct relative prices are not used in the development of
these priorities, misallocations of investment resources by banks will
continue.

6. Growth and Efficiency in Resource Use: Labor

One of the persistent problems plaguing the Yugoslav development
process has been that of absorbing the available labor supply. This
problem first became particularly acute during the post-reform plan
period 1966-70, when social sector employment increased by only
.7 percent a year partly because of the new emphasis on efficiency that
accompanied the economic reform and partly because of the prolonged
recession that followed its introduction. By chance, the low growth
rate of domestic employment opportunities coincided with an
unusually large increase in the labor force due to the postwar baby
boom. The resulting imbalance between demand and supply was un-
doubtedly one of the factors behind the dramatic increase m the num-
ber of jobseekers and the huge migration of Yugoslav workers to jobs
in Western Europe.

During the 1970's, the growth of jobs at home picked up consider-
ably relative to what it was during the 1966-70 period and has returned
to its pre-reform level. Employment in the social sector of the economy
increased at an average rate of about 4.3 percent between 1971 and
1978, and annual deviations from this average rate were quite small.
Moreover, between 1975 and 1978, growth in employment in the social
sector was particularly pronounced in the less developed regions where
the employment problem was most pressing.

The rapid increase in employment during the 1970's was accom-
panied by disappointing performance in labor productivity. During
the 1971-75 period, labor productivity in the social sector increased
only 2.4 percent a year and labor productivity in the industrial sector
increased only 3.9 percent a year. The plan target for this period was
an overall labor productivity increase of 5.0 percent a year in the
social sector. The 1976-80 plan target for labor productivity was scaled
down to a rate of 4.0 percent a year, reflecting concern over the need
to create social sector jobs at a planned rate of 3.5 percent a year. As
events developed, the growth of social sector jobs was about 4.2 per-
cent during the 1976-78 period, in excess of the plan target, and social
sector labor productivity grew at about 2.0-2.3 percent, well below
plan target. A somewhat faster growth of labor productivity in indus-
try of about 3.4 percent was realized during the same period, but this
was still low relative to the plan target and relative to the average
growth rate of about 5.5 percent in industrial productivity realized in
the 1960's.

The rapid growth in domestic employment opportunities during the
1970's was particularly critical because of the larre net return of
migrant workers occasioned by the recessionary conditions in Western
Eurone after 1973-74. During the 1965-73 period, external migration
absorbed about 60 percent of the total increase in the Yugoslav labor
supply (Schrenk et al.. 1979), and the number of workers temporarily
employed abroad climbed sharply from an estimated 275.000 in 1966
to more than one million by 1973. By 1978. however, as a consequence
of a net return of labor, the number of workers abroad had fallen to
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an estimated 800,000, Estimates suggest a continued net inflow 6f
about 50,000 workers per year through the end of the decade.

The magnitude of the employment problem facing the Yugoslavs
in coming years is suggested by the fact that despite rapid employment
growth in the 1970's, the number of jobseekers has more than doubled
from 290,000 in 1971 to an estimated 738,000 in 1978. In addition, an
estimated 20 to 30 percent of the active population in the agricultural
sector (400,000-600,000 workers) is unemployed or underemployed,
and this situation has probably been aggravated in recent years by
the fact that nearly two-thirds of the returning migrants have gone
back to this sector (Kosinski, 1978). The significance of the private
agricultural sector in the Yugoslav unemployment problem is sug-
gested by the fact that during the 1970's the number of workers leav-
ing this sector for jobs elsewhere has been twice as large as the natural
increase in the labor force. Workers in agriculture are interested in
moving from private farms' where average incomes per worker are
estimated to be about one half of the earnings in the social sector to
higher wage positions within the domestic economy.

Underemployed workers in agriculture who are seeking employment
in the social sector frequently officially register as iobseekers. Thus. the
number of jobseekers includes both workers who are without jobs
altogether and workers who wish to change jobs and thus overestimates
the magnitude of the unemployment problem in the short run. Even
allowing for this overestimation, however, the problem remains severe.
This is suggested not only by sharp increases in the number of job-
seekers but also by changes in their characteristics. For example, the
share of jobseekers under 24 years of age was 48 percent in 1977 com-
pared to only 37 percent in 1970, and the share of jobseekers looking
for employment for the first time--a better measure of workers who
are unemployed than total jobseekers-rose from 33 percent in 1965
to 60 percent in 1976. By the mid-1970's. young, educated, and never
before employed workers constituted the largest single category of
jobseekers.

The Yugoslavs have recently devised a series of new measures and
policy initiatives to create additional jobs in the social sector and to
encourage the growth of additional jobs in the private non-agricultural
sector. The new system of social comipacts and SMAs calls for annual
agreements on employment targets in the social sector. and anecdotal
evidence indicates that these agreements have been used as a mecha-
nism to compel firms to hire additional workers. This :eenms to have
been particularly important in 1975-76, when rapid increases in social
sector employment occurred despite stagnation in social sector output.
A second policy initiative, overcoming an earlier ideological appre-
hension, has focused on ways to stimulate private non-agricultural
employment. By the mid-1970s, about 4 percent of the total labor force
was employed in the private non-agricultural sector, mostly in small
1-2 person, owner-operator establishments, predominantly in services.
handicrafts, and construction. During the 1972-78 period. employment
in this sector grew at about 2.5 percent a year. a rate which, although
reasonably high, was somewhat below the rate of 4.5 percent observed
in the 1960-72 period (OECD. 1979, pp. 15-16) and below the plan
target rate of 5.1 percent. Despite continued growth, the private non-
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agricultural sector has remained a small outlet for new job creation
for a variety of reasons, including such policy-related reasons as the
absence of fringe benefits and job security and difficulties in access to
credit and foreign-exchange within the sector. If anything, policy
measures have tended to discriminate against the private sector, par-
ticularly in the area of taxation, and this, combined with the fact that
private-sector jobs have had lower incomes and less job security than
social-sector jobs, has tended to discourage a large expansion of pri-
vate-sector activities.

Recently, however, a new more encouraging attitude to private-sector
employment opportunities has ch tracterized Yugoslav economic pol-
icy. Tito himself has spoken of the need to "continually seek new open-
ings for employment, including openings in the sector of the self-
employed" (Tito, April 1979) and has condemned "sectarian views"
that private work is a constant danger to socialism. New policy
measures adopted in Social Compacts on the development of the pr-
vate sector are designed to meet this need by providing better access to
housing, foreign exchange, and credit, and a reduced tax burden. So
far, there is little evidence on the effectiveness of such measures, but
clearly their thrust is in the correct direction. Unfortunately, however,
the maximum limit of five salaried workers per private establishment
has been maintained This, combined with the high costs of labor due to
the heavy imposition of taxes and other charges on wages, whether
paid in the private or social sector, will continue to constrain the num-
ber of jobs and kinds of activities that the private sector can provide.

Despite new policy initiatives to increase employment opportunities
in Yugoslavia. there is little prospect that the unemployment and
underemployment problem will disappear by 1985, the end of the next
five year plan period. Instead, the IBRD predicts that with a return
of 250,000 migrant workers over the 1975-85 period and with the pro-
jected natural increase in the labor force, the number of unemployed
workers will only decline by about 140,000 Pnd, as a consequence, there
will be little opportunity for the continued outflow of labor from
agriculture in all the less developed regions, especially Kosovo and
Bosnia-Herzegovina (Schrenk et al, 1979, p. 279). These developments
will. of course, pose a significant barrier to Yugoslavia's continuing
efforts to redress regional income inequalities, since these are largely
the consequence of substantial differentials between industrial and
agricultural incomes and the fact that the share of private agriculture
in total employment is much higher in the less developed regions than
in the more developed ones (69 percent in Kosovo compared to only 33
percent in Slovenia in 1971, the last census year).

Some policy measures have actually tended to aggravate problems of
labor absorption in Yugoslavia. In particular, the taxation system has
artifically inflated the costs of labor. Estimates by the International
Labor Organization indicate that by the 1970s, various taxes and
charges levied on labor incomes plus increments to incomes from profit-
sharing arrangements amounted to 65 percent of total labor costs.
Moreover, these additional labor costs were a higher percentage of
total labor costs than anywhere else in Europe (M. Rasevic et al, 1978).
Higher labor costs, of course, have simply aggravated tne tendency
towards capital intensity which already exists in the system, and al-
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though the Yugoslavs have recently tried to ameliorate the situation by
adding a tax on enterprise income to existing taxes and charges on
labor, labor costs are still artifically inflated by the Yugoslav fiscal
system.

On the other hand, even if policy improvements were introduced to
encourage more rapid employment growth, a market-oriented develop-
ment process like the Yugoslav one would tend to be less successful than
a plan-oriented development process in preventing open or observable
unemployment at least in the short run. In other words, one should not
expect Yugoslavia to achieve the "apparent full employment character-
istics" achieved by other East European countries, precisely because
there is nothing in the market mechanism to guarantee full employment
as central planners can do simply by forcibly regulating wage and em-
ployment decisions even at the expense of enterprise profitability.

A more appropriate point of comparison from which to evaluate
Yugoslavia's employment performance is the employment peformance
of other market economies at similar levels of development. Signifi-
cantly, when viewed from this vantage point, Yugoslav performance is
about what one might expect. For example, the IBRD finds that the
employment elasticity of industrial social sector output in Yugoslavia
has been around .7, a figure that compares favorably with that of other
developing and middle-income market economies. On the other hand,
since Yugoslavia's gross investment rate has tended to be substantially
above those realized in the other middle-income countries-an average
of nearly 30 percent in Yugoslavia in the 1970s compared to averages of
around 22 to 25 percent in Greece, Spain, and Turkey (IBRD, World
Development Report. 1978)-the evidence supports the view that
Yugoslavia's investment efforts have focused on capital-intensive proj-
ects and have thus been less effective in iob creation than smaller invest-
ment efforts elsewhere. A similar conclusion based on a comparison of
existing international evidence on investment and employment per-
formance in developing countries has been suggested by Vanek (1978).
And data presented by the IBRD indicate that the capital-intensive
bias in Yugoslav development has produced an incremental canital-
output ratio that is anywhere from 25 to 50 percent higher than the
incremental capital-output ratio of the other middle-income countries
in Table 3.3. (Schrenk et al, 1979. p. 171: 1968-1973 average figures.)

IV. REGIONAL DEVELOPMENT PROBLEMS

Disparities in the level of economic development among the six re-
publics and two autonomous provinces (hereafter called regions) con-
tinue to be a major unresolved economic pi oblem in Yugoslavia. These
disparities have not declined, and in some cases have even increased,
during the postwar period despite persistent policy efforts and despite
rapid growth in the less developed areas. The extent of differences in
development levels and growth rates among regions is suggested by the
figures in Table 4.1. These figures show that differentials mi per capita
incomes persisted or even increased over the 1952-78 period, even
though during some periods, such as the 1971-75 plan period, growth
rates in the less developed regions exceeded those in the more developed
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ones. More rapid growth in output has been more than offset by more
rapid growth of population in the less developed regions, preventing
any noticeable equalization of regional per capita incomes.

TABLE 4.1.-REGIONAL DIFFERENCES IN SOCIAL PRODUCT PER CAPITA AND GROW.i RATES

1952 196 1970 t177

Pr capital income leves:
Less developed regions:

Bos•iee-rceovina...................................... 1 77 67 27
mont uepro....................... ...... ....... ......... . 56 57 7 7

Macedonia.......................... ................... ..... 6 59 64 S6
Kosove.................................................. 46 35 34 30

ore developed relioms:
Croatia............................. ........... .... .... 115 120 125 127
Slovenia................................................. 203 19 193 196
Serbia Proper............................................ 9 957 97
Vojivdia. ........................... . ..................... .. 10 11 121

Growth Growth rate of
rate of social product

social piodud per capital

Less deveoped regions:
Bosnia-HrcegoviMa.... ............................. 61 4.4
Moatnirpe .................................................... .2 4.7
Macedonia .................... ....................... 5.2
Kosov...... ............................. ................... .3 3.7

More developed reions:
Croatia.. ... .... ........ ....... ....................... 6.5 5.8
Slovenia..... ........ ... ......... ............. ............. 6L 9 - 6.
Sebia Proper .. ..... .............. ... .......... ............. 6 2 1
Vojvodm .............. ..... .... ........ ............ ...... . 6.2 55

SCrrent prices, Yugoslav average - 100.1977 figures are preliminary.

Source: Social product per capital, "Statsticki Godisnlk" (various issues). Growth rates. Grli kov (979).

Differences in the dynamics of population growth across regions
have also contributed to the severity of a second regional development
problem-the containment of unemployment to socially and politically
sustainable levels and the gradual absorption of unemployed and un-
deremployed labor in private agriculture into social sector jobs. Differ-
ences in the number of job vacancies among regions have failed to off-
set differences in the regional availability of unemployed workers.
Thus, for example, in 1977 jobseekers per vacancy in the social sector
ranged from lows of 1.4 in Slovenia and 6.2 Croatia to higher of 22.3
in Macedonia and 32.5 in Kosovo (Knezevic, 1977). Although unem-
ployment rates and jobseekers per vacancy have increased sharply
throughout Yugoslavia during the 1970s, their rise has been more pre-
cipitous and their levels higher in the less developed regions. In addi-
tion, these indicators of labor surplus understate the magnitude of the
employment problem in the less developed regions because they do not
fully account for the existence of underemployed workers in private
agriculture, a sector which accounts for a much larger portion of the
active population in the less developed regions.

Available evidence from the 1976-80 plan and recent policy initia-
tives suggest that the basic principle of regional development strategy
in the coming years will be the traditional one of transferring invest-
ment funds from the more developed regions to the less developed ones.
Although the less developed areas have made an impressive savings and
investment effort to finance their own growth plans, the volume of in-
vestment funds from intra-regional sources has not been sufficient to
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cover the inter-regional development gap. Thus, in the 1970s, the share
of investment in gross output has been about 38 percent in the less de-
veloped regions compared to about 27 percent in the more developed
ones. Of the total investment effort in the less developed regions, about
one quarter has been financed from extra-regional sources, although the
overall significance of such sources has varied dramatically among the
less developed regions, accounting for a full 70 percent of total invest-
ment finance in Kosovo.

The effectiveness of regional development policies focusing on the
provision of investment funds at concessionary terms has been ham-
pered by failure to encourage the optimal allocation of these funds
among competing projects. For a variety of reasons, including the
strategy of complementarity in Yugoslav regional development plan-
ning. whereby the less developed regions have been assigned the role of
supplying the more developed regions with raw materials and semi-
finished products. investment funds have been concentrated in large,
capital-intensive projects that have high capital-output and capital-
labor ratios. A bias towards capital intensity has also been encouraged
by the subsidized rates at which investable resources are made available
and by the need to devote a substantial share of investable resources to
capital-intensive infrastructural projects.

Relatively high personal incomes paid to workers in social sector
jobs and additional labor costs from various taxes and charges have
also encouraged capital-intensive projects by making relatively abun-
dant labor a relatively expensive input in tlhe less developed regions.
Interregional differentials in gross personal incomes paid to workers in
the social sector are much smaller than overall interregional differen-
tials in gross income per capita. Gross personal incomes of workers in
the social sector in the less developed regions are about 89 percent of
the Yu,,oslav average while irross income wer capita in these regions
is only about 63 percent of the Yugoslav average. Apparently, workers
in the social sector have been able to earn incomes roughly comparable
to those earned elsewhere in Yugoslavia. despite the fact that their pro-
ductivity is lower than the Yugoslav average, and despite the fact that
there are large reserves of unemployed or underemployed workers
whose earnings and productivity are substantially lower. Several fac-
tors have worked to equalize incomes paid in the social sector across
regions, including social compacts on enterprise income distribution
exnlicitlv designed to achieve this objective. and enterprise efforts to
match income levels achieved in other regions by increasing the share
of personal incomes and reducing the share of savings in enterprise in-
come. Concessionary charges for capital use also play a role in the
determination of social sector incomes in the less developed regions,
since firms can effectively distribute some of the returns to capital to
their workers as personal incomes.

As it turns out. many of the heavy industries that have played a
crucial role in the development process in the less developed regions
have been designated as priority industries in the current plan period,
and referred access to credit and foreign exchange for the develop-
ment of these industries may provide an additional boost to the less
developed areas in the future. For example. since about 50 percent of
Yugoslavia's coal reserves and 30 percent of its total power potential
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lie in Kosovo, preferential treatment of the coal and energy sectors
may serve as an important stimulus to development there. It is hoped
that the pooling of resources by manufacturing enterprises for invest-
ment in the development of raw material and energy sources will also
serve as a mechanism to stimulate the interregional flow of capital from
enterprises in the more developed regions to enterprises in the less
developed ones. So far, interregional flows of capital outside of govern-
ment channels have been relatively small. Under the new planning
system. however, enterprises using energy and raw material inputs are
expected to negotiate self-management agreements with their suppliers
for the joint financing of investment projects to expand their capacity,
and such agreements could ,wrve to increase capital flows to the less
developed regions (Hoffman, 1979).

Past evidence suggests, however, that the continued inflow of capital,
even in increased amounts, to the less developed regions will not elimi-
nate regional disparities at least over any reasonable time horizon. In-
deed. given the tremendous volume of investment in these regions--
amounting to investment rates in gross material product of nearly 50
percent in Montenegro and Kosovo in some years--it is possible and
quite likely that there are some effective absorptive capacity con-
straints, such as constraints on the availability of skilled workers and
managerial staff, that impede the utilization of newly-created capital
to its most efficient advantage. In addition, even overlooking such con-
straints, the inflow of capital will not solve the regional unemployment
and underemployment problems that underlie regional income dis-
parities unless its distribution among competing projects is based on
estimates of the opportunity costs of capital and labor that reflect the
relative abundance of labor. Finally, capital inflow does not work as an
effective regional development strategy in isolation. Technical assist-
ance transfers and programs to develop skilled labor and managerial
talent are also required to provide the complementary inputs essential
to the efficient use of capital in the less developed regions. Overall, it
seems that one of the fundamental lessons learned from the disappoint-
ing experience of economic development efforts throughout the world
also applies to the Yugoslav regional development problem: an effec-
tive development strategy requires policies stressing the utilization of
human resources; policies that rely mainly on the exploitation of
natural resources and/or capital-intensive industrialization will not
succeed in reducing income or developmental differences over reason-
ably long periods of time (Adelman-Morris, 1973).

V. MACROECONOMIC PERFORMANCE

Perhaps the most talked about and debated aspect of economic per-
formance in Yugoslavia is the inflation that has persisted with varying
degrees of intensity since the early 1960's. As the data in Table 5.1
indicate, inflation in industrial producer prices (wholesale prices), re-
tail ,rices. and nominal personal incomes has been substantial through-
out the 1970. particularly between 1973 and 1975. and again in 1978
through 1980, after a brief but dramatic deceleration in 1976 and 1977.

Before going on to discuss the causes of and possible cures for the

68-607 0 - t - 12
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Yugoslav inflation, it is important to examine it from a comparative
perspective. When compared to inflation rates in the developed coun-
tries of the OECD, Yugoslavia's inflation rate during the 1970's has
been quite high as the data in Table 5.2 reveal. Yugoslavia's perform-
ance is even more striking when viewed from the perspective of price
stability in Eastern Europe, although even in this area, price controls
have been incapable of containing open inflationary pressures in
Poland and Hungary as a result of changed economic circumstances.
(See Brown-Tardos and Fallenbuchl). Perhaps the most reasonable
standard of comparison for Yugoslavia, however, is the group of
middle-income countries. Yu•roslavia's inflation rate in the 1970s has
been virtually indistinguishable from the inflation rates in Portugal
and Turkev. the two countries in this group which are nost similar to
Yugoslavia in terms of general development characteristics.

TABLE 5.1.--INDICATORS OF MACROECONOMIC PERFORMANCE, 1171-79

IAnual rate of growth (pecent I

1171 1972 1973 1974 1975 1978 1977 1978 1979

Nonasrictura productio:.......... - 9.4 5.7 4.1 9.1 7.1 2. 2 7 9.0 7.0
Industrial production:.....--------....... 10.3 8.1 5.8 10. 5.4 1.4 9.5 .5 LS
Aricultuato duction.............. 6.9 -1.6 7.1 6.1 -2.5 5.0 3.0 -3.0 21
Me- suly...................... 14.9 42.3 36.7 26.1 3. 52.0 21.0 22.6 204
Industril producer prces............ 1 .7 .13. 2 2. 22.0 6.4 9.4 L2 13.0
Agricutural producer prices......... 25.0 24.0 24.2 14.3 13.6 14.4 12. 11.8 27.0
Codof living:...................... 15.7 16 20.3 20.5 24.0 11.6 1.4 14.2 20.0
Nomind incomes is social sector

indutry......................... 22.9 1.6 16.0 27.6 23.6 I. 18. 21.0 NA

SPreliminary estimates.

Source: "Growth rates calulated foro data ir a vanety of sources including: OECD, Annual Survey of Yugslavia,"
1979; "adeks;" National Bank of Yugolavia Quartay Bulletin; IMF, "ltwrnatioal Finncial Statistics."

TABLE 52.-COMPARATIVE INFLATION RATES

IPercet manu average

Developed OECO countries: Middle income countries:
Ita-.............................. -13. Sain--..................... .. 14.
France --.......................- 9. Portuga ---.. ---. --------------.. 17.
Germany........................... 5. Turkey......................... 18.6
Switzand...-..-...-...-....- 5. Geece....----...-------------.....--- 13.
Great Britain...-....-... ------... . 14.0 Yugslavia......................... ----
Swde.................--------------........ L4 Eastern Europea countries:
Japan-----------...... -----....--- 11.2 Bulpgria.....................- ...
United States.....--------...----- 7 Czechoslovaki-------------.....................---- .2

Gwerma Democratic Rbic........ .0
Avrage...------.---------------- 10.0 Hunary.....---------------l--3. .2

Poland----12.-------------- -

1 1972-78.
Source: For deveoped OECD countries Yugoslavia and Eastern Europea Countri, Mencinger (1978). For middle in-

coe countries, author's calculations from data is OECD, "Main Economic nldictor.

Policy efforts to control inflationary pressures in Yugoslavia during
the 1970's attest to an apparent short-run tradeoff between real growth
and price stability. Such a tradeoff has been a feature of the Yugo-
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slav system since the late 1950's, when the first cycle of rapid growth
and rapid inflation followed by a policy-induced slowdown began.
Since then, Yugoslav economic performance at the macro level has
been characterized by stop-go fluctuations, reminiscent of the British
fluctuations, after which they are named. (See Section VI for more
on stop-go policies and their relationship to balance of payments con-
straints). These fluctuations have varied in both duration and inten-
sity (see, for example, Iforvat. 1971), but they have all followed the
same basic pattern: a period of rapid growth accompanied by accel-
erating inflation and a growing balance of payments deficit, followed
by a slowdown in growth and a deceleration of inflation induced by a
variety of policy measures, such as the price controls, investment con-
trols, and foreign exchange controls discussed later in this section and
in the section on foreign trade.

Both foreign and domestic factors have played a role in the evo-
lution of the tradeoff between output growth and price stability in
Yugoslavia. In the 1970s, foreign factors were more important than
they were earlier, as a consequence of worldwide inflationary pressure
in the 1972-1974 period and more recently in 1979. In both of these
periods, the rapid growth of Yugoslavia's import and export prices,
fueled largely by the pressure of rising world prices of raw materials
and energy, produced significant increases in the prices of tradeable
goods in Yugoslavia. Of court. price increases in the tradeable goods
sectors need not produce an increase in the aggregate rate of inflation,
provided prices in other sectors either fall or fail to increase as fast as
they would otherwise. However, with the kind of wage and price
rigidities that characterize Yugoslavia and other market systems, and
with the expansionary domestic demand conditions present when ior-
eign inflationary pressures hit in 1972-74 and again in 1979, this con-
dition was not satisfied in either period. Consequently, foreign price
increases produced a perceptible increase in the domestic inflation rate
in both periods. A recent empirical study suggests that fully one fourth
of the Yugoslav inflation rate of 29 percent in industrial producer
prices in 1974 was the consequence of rising import prices (Tyson-
Neuberger, 1979). A recent estimate by a major Yugoslav b.nk posits
a similar conclusion for 1979-namely, that 25 percent of the inflation
rate of about 20 percent realized during the first six months of 1979
was attributable to increases in the world prices of Yugoslav imports
and exports (Jugobanka Economic News, October, 1979).

Even in the absence of foreign inflationary pressures, however, the
Yugoslav inflation rate has remained substantial. There are two main
schools of thought about the domestic causes of the Yugoslav inflation.
According to the theory that has motivated government stabilization
efforts to cool inflation by slowing or reducing demand, inflation is
primarily the consequences of excess demand generated by "over-in-
vestment" and fed by an expansionary monetary policy. This theory
certainly dominated policy discussions during the 1977-79 buildup of
inflationary pressures that accompanied the 1976-80 social plan. A
second theory, which became popular among Western economists
and some Yugoslav economists in recent years, focuses on inflationary
increases in worker incomes as the primary source of domestic inflation.
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By now, after nearly a decade of inflation to some degree in most of
the market systems of the world, economic orthodoxy is of the view
that a strict distinction between demand and wage-push causes of
inflation is futile and meaningless. All inflations have both demand
components, at the very least in the sense that they are accompanied
by sustained increases in the money supply, and wage or supply side
components, at the very least in the sense that expectations, cost-of-
living adjustments and rigidities in the wage-setting proce-ss can sus-
tain a wage-price spiral in the short run and can impart an inflation-
ary bias to the economy. These conclusions apply to most market sys-
tems, and existing research (see. for example, Tyson 1977b) indicates
that they aply to Yugoslavia as well.

Empirical evidence on the Yugoslav inflation indicates that prices
are responsive to both demand and cost conditions." although the im-
pact of the latter is quantitatively more important. The evidence is
consistent with the view that the majority of industrial commodities
in Yugoslavia have "admini-tered prices. or prices set on the basis of
some markup over production costs. the size of which is influenced
by the state of aggregate demand. Some commodities, in contrast, are
more appropriately viewed as having "auct ion" prices set on the basis
of supply and demand. Important among such conm odities are some
agricultural goods whose prices fluctuate largely in response to har-
vest conditions within the limits set by price controls. and major
tradcable goods, such as raw materials. whose prices are heavily in-
fluenced by world market developments.

The distinction between administered and auction prices may seem
surprising to someone accustomed to thinking of Yugoslavia in terms
of a system of price controls, but the operation of such controls is con-
sistent with this distinction. Under the system of price controls that
has characterized the 1970s, annual social compacts aniomr the repub-
lics and provinces establish the broad lines of price iolicv for the year
including the aggregate tolerable price increase. As recent evidence
from 1978 and 1979 indicates, however, the maximum price increase
is not a binding policy target, and the actual rate of inflation can
exceed the planned rate by a substantial margin. Price changes at the
pectoral level are determined by self-manaremnlent agreements among
producers, formulated-in theory at least-in communication with in-
terested consumers. These price increases are then subject to some re-
view procedure at the federal or reional level. Although the review
process differs nmone different categories of industrial products, cost
increases or "market forces" are considered acceptable reasons for
price increases for most commodities. making an "administered price"
interpretation consistent with the zvstem of price controls.

The apparent cost-markup or administered nature of many prices.
combined with rapid increases in real earnings of workers in excess of
labor productivity increa-es. has imparted a significant inflationary
bias to the Yugoslav economy. Because worker earnings and hence
production costs fail to adjust rapidly or completely to slackening
labor and product demand, slolodowns in economic activity do not

"* See. for example. the following rcefrcnces for empirical work on the Yvieoular inflation:
R. Popov (1972): 8. Popor (19781: J. Mencinger (1974). and Tyson (1977b).
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reduce cost pre.:ures or prices to any noticeable extent, at least in the
short run. In fact. IIorvat (1974) anid Mencinger (1974) have argued
that these pr-e.ures e are actually greater (luring an economic slowdown
when labor productivity increases fail to offset the cost effects of con-
tinued nominal earnings' increases. If the existing empirical evidence
is correct, the policy implication for the control of the Yugoslav infla-
tion is clear: the government ut must combine aggr-gate stabilization
policies with an eiTective incomes' police to restrain the growth of
nominal earnings. Because of the relative in.nsitivitv of both prices
and earnings to demand conditions, any attempt to reduce inflationary
pressures by stabilization policies alone will lead to a slowdown in the
economy without the desired moderation :n the inflation rate.

This conclusion, however, does not deny a role to greater control of
money and credit market conditions in the -truggle against inflation.
As tlhe data in Table 5.1 indicate, money supply increase have aver-
"aged over 30 percent a year during the 1970s. and increases topping 50
percent have occurred Hriodically as in 1976 and again in the first half
of 1979. Because of the apparent sensitivity of aggregate demand, par-
ticularly investment." to money market conditions. increases in the
rate of growth of the moneyv uplply stimulate product and labor mar-
kets. thereby generating inflationary for,-es on some of them. It is in-
correct to deduce from this evidence. however, that the large money
supply increases of the 197,s caused the Yugoslav inflation, because
such an explanation misses the -ignificance of the inflationary pres-
sures introduced into the economy by the imechanisms of price and
wage formation. Moreover. such an explanation misses the possibility
that money supply formation is largely an endogenous variable in the
Yugoslav system-tlhe con.-,quence of validating price pressures aris-
ing on the supply -ide of the market from increases in earnings and
production costs.

Arguments supporting the view that the money supply is a validat-
ing rather than a causal factor in the Yugoslav inflation generally
refer to recurrent illiquidity crises or -piralling losses and potential
bankruptcies as the factors that force the hands of the monetary au-
thorities.24 A\ccrdtint to these argunients, enterprises continue to mark
up earnings and prices or to undertake production and investment pro-
granms with scant regard to tightening product market conditions
caused by a monetary contraction. When they find themselves unable
to sell their output at prevailing prices or to cover their investment
and wage bill commitments they do not reduce prices, lay off workers
or cut back their -pending plans. Instead . they finance their expendi-
tures by bank credit when available and by defaulting on outstanding
business debt or incurring a business lo1,s when nece.-sarv. As more and
more firms register substantial loses or default on payment commit-
ments. the monetary authorities are forced to revert to an expansion-
ary policy to counter the threat of multiple bankruptcies. This sce-
nario has some applicability to the liquiditiv crisis of the early 1970s
when about one third of the enterprise sector was in default. After the

"- For empiri.'al evl'rJre on the ofnasitivity of investment expenditures to various indica-
tors of money market conditions. ee Mencinger , 1s751.

"* For an example of arguments along this line see Dmiatrijevte 1975) and Tyson (April
1977).
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introduction of new illiquidity measures in the 1972-74 period, how-
ever, the proportions of the illiquidity phenomenon declined, and the
pressure on the monetary authorities to validate wage, price and ex-
penditure decisions subsided. More recent evidence from 1976 suggests
that enterprise losses have replaced enterprise defaults as a source of
pressure for a switch to an expansionary monetary policy. Whether
losses or actual defaults are at issue, however, the general argument
about the validating role of monetary policy in the Yugoslav inflation-
ary process is the same: given the "soft" budget constraints of many
Yugoslav firms, particularly those that run losses year after year, the
monetary authorities are frequently forced to validate micro wage,
price and investment decisions despite their adverse macro impli-
cations.

Overall, existing empirical evidence is consistent with the view that
enterprise wage and price formation has imparted a sigpincant infla-
tionary bias to the economy that must be combatted with an effective
incomes' policy. The Yugoslav leaders are aware of the need for such
a policy, both as a means to control inflation and as a means to achieve
target savings rates. Indeed, a variety of "incomes' policies" were in
operation throughout the 1970s. These policies took the form of annual
social compacts and self-management agreements to establish accept-
able criteria for enterprise earnings' and income distribution decisions.
The general consensus seems to be that only some of these agreements
succeeded in moderating wage and price increases and only for limited
periods of time. For example, incomes' agreements appeared to mod-
erate wage inflation in 1972 and 1973 when their effects were bolstered
by a wage freeze (December 1972-June 1973) and again in 1976 and
1977 when their effects were bolstered by strict price control measures.
IT other years incomes' agreements apparently functioned more like
voluntary wage guideposts than mandatory wage controls. A possibly
myre effective incomes' policy has been introduced for 1980. This pol-
icy sets a ceiling for the rate of growth of wages equal to the rate of
growth of net enterprise income per worker reduced by a specified
amount that varies across sectors. It is too early to judge the impact
of this policy.

As far as aggregate stabilization measures are concerned, both
monetary and fiscal policy suffer from some important institutional
weaknesses. Because of barriers to regional capital mobility and the
absence of market clearing interest rates, the National Bank of Yugo-
slavia (NBY) has played a major role in the selective allocation of
credits. Throughout the 1970s the NBY established both the quantity
of central bank credits and the purposes for which they were to be
allocated at the beginning of each year. These commitments, once
made. could not be easily reversed in response to unanticipated devel-
opments on the money market. For example, in 1972 and 1973, the
NBY was unable to reduce its discount credits to business banks to
offset the unexpected monetary inflows caused by unanticipated re-
ductions in the balance of payments deficit. Consequently, the money
supply grew at rates much in excess of those projected by the central
hank when it first established its annual credit policy.

A second factor impeding monetary control in Yugoslavia has been
* he substantial impact of foreign exchange flows on domestic money



173

supply creation. The net impact of such flows on the domestic money
stock has been substantial in several years, and available evidence in-
dicates that the Yugoslavs have been unable to sterilize this impact
by offsetting adjustments in domestic credit creation. (See, for ex-
ample, Tyson-Neuberger, 1978.) Thus. for example, in 1976 the mon-
etary authorities expected foreign exchange transactions to exert a
contractionary influence on the stock of reserve money. An unexpected
balance of payments surplus and a sharp increase in foreign borrowing
generated the opposite effect. as a result of which there was a sharp
increase in monetary re..erves. This large increase was not offset by
downward adjuistLments in dlonestic credit tran-actions. many of vhich
could not lxe reduced given the .,elective credit commitments *f the
NBY. As a result, there was an actual increase in the mot v -..pply
of around 52 percent. far in excess of the planned increase of 18
percent.

Fiscal policy like monetary policy has been an ineffective counter-
cyclical tool in Yugoslavia for institutional reasons. Because of polit-
ical limnitat ions on the scope of federal expenditure and taxation policy,
because of the difficulties of coordinating republican and communal
expenlditure and taxation policies to achieve a desired macro effect. and
e. ause a large share of total tax revenue--about 45 percent of total

receipts in the 1971-75 period and more recently up to about 60 percent
(Schrenk et al.. 1979. p. 122)-is automatically siphoned off by semi-
autononuzins extra-budgetary units, countercyclical fiscal policy is not
practicable. With only a few exceptions, such as the use of republican
"stabilization, taxes" in 1973 to reduce personal incomes and con-
sumptionl ,I:lrnd, fiscal policy has focused on the aggregate size and
composition iof taxes and expenditures rather than on their counter-
cyclical effects. The major fiscal goal of the 1970s was to keep the
growth of tsxes and public expenditure below the growth of social
product. while maintaning balance in individual budgets. Signifi-
cantly, even this go• was not achieved, and the share of budgetary and
extra-budgetary recCt:ipts in total social product remained relatively
unchanged between ': and the end of 1978.

In the absence of .ffeective countercvclical monetary and fiscal
policies, the government has resorted to selective ad hoc controls on
various categories of expidirures, especially business investment, to
control aggregate denmaw•i. Such controls have included prior deposit
of funds and prior guaratrees" of finance before an investment project
can lbe initiated and more ."N:ent!y prior approval of new projects by
the competent republican and,/or communal chambers of the economy.
Investment and other expenditure controls have been reinforced by
Periodic price and credit freezes. Neither temporary freezes of this
variety nor selective restraint. onm investment expenditure with their
damaging side-effects on real output an:l capacity growth will solve
the inflation problem. What is required is a more effective set of
monetary and fiscal policy measures combined with an enforceable in-
conies' policy.

The recent buildup of inflationary pressures in 1979 and the intro-
duction of a series of stabilization measures in the second half of that
year indicate that the underlying causes of inflation in Yugo-lavia
remain ih force and that the usual reliance on monetary restrictions
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and on ad hoc credit and price controls remains the traditional policy
response. Unfortunately, there is no indication that the institutional
modifications of the 1970s have enabled the Yugoslavs to solve the
central problem of economic management: how to find a compromise
between growth, price stability and balance of payments goals.

VI. THE EXTERNAL SECTOR

1. Its Importance in the Economy

It has been evident throughout this paper that theexternal sector
plays a significant role in the economy of Yugoslavia. Its significance
may be expressed in several ways. The simplest, albeit least sophisti-
cated illustration, is the fact that the external sector takes a prominent
part in almost every major economic policy decision by the Yugoslav
authorities. It enters considerations of either stimuli or constraints to
growth. In the same vein, the balance of payments and debt situation is
both a significant cause and an effect of changes in economic policies.
The periods of growth of the Yugoslav economy have indicated its ex-
tensive reliance on foreign savings, followed by austerity measures
forced by high growth of debt and the balance of payments constraint.
However, since government policies may reflect only the government's
perception of reality, it is appropriate to quantify the role of the exter-
nal sector in the economy.

The most frequently used indicator of "openness" of an economy is
the ratio of the sum of exports and imports of goods and services to
GDP.2s Based on OECD statistics (Annual Surveys) in 1978 exports
and imports of goods equaled about 33% of GDP (46/o in 1977).
According to this measure, in the 1975-78 period, two-thirds to
three-quarters of the OECD countries had a higher ratio than
Yugoslavia. Trade plays a larger role in the Yugoslavia economy
than in the economies of the other developing countries of south-
ern Europe. Excluding the very large economies, which by their
nature tend to be more self-sufficient, and OPEC countries in
most of which oil accounts for most of the economy, Yugoslavia is
more trade oriented than most countries in Latin America. but less
than the rapidly growing countries of Far East Asia, and less than
most small developed count ries of Europe.

While these calculations illustrate the importance of foreign trade
in the economy, they do not distinguish between "openness" and the
"dependence" of economic growth on foreign trade. The relationship
between the growth of GDP and the growth of imports and exports
has changed in the last two decades. The ratio between the growth of
real exports and the growth of social product has declined signifi-
cantly, from 1.22 in 1958-68, to 7 in the 1968-79 period, indicating
that Yugoslav growth became less export oriented. In the same pe-
riods, the ratio of real import growth to the growth of social product
has declined only slightly, from 1.17 to 1.13 to a large extent due to

a The term is not meant to imply a degree of willingnesi of authorities to nermit inter-
national flows, which may be misleading in this context, but the potential influence of in-
ternational developments on the domestic economy.
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poor export performance. Being above unity, this ratio reflects a high
degree of reliance of economic growth on imports. At this point it may
be illustrative to present the sectors of Yugoslav industry which have
had a large import component. Since the balance of payments has been
perceived as a constraint by policy makers, excessive imports in un-
necessary sectors of the economy could be expected to be targets of
import restricting or substitution policies. Since import substitution
has been a declared aim and priority of the Yugoslav development
program throughout the period, one could surmise that where pro-
duction has a high import content, the country is dependent on foreign
trade. In 1972, import content in eleven sectors of twenty-eight of the
Yugoslav economy exceeded (an arbitrarily selected) 25%. The im-
port content of five sectors, including petroleum, non-ferrous metal-
lurgy, shipbuilding, chemicals, and rubber and rubber products, all
important in the economy, exceeded 35% (Schrenk et al., 1979) between
1968 and 1972, and 18 of the 19 industry branches became more de-
pendent on imports. Similarly, imports have accounted for a large
part of available domestic supply of petroleum (34%), metal products
(27' ). chemicals (26%). ferrous metallurgy (23%), rubber (20 )..
and coal (20%). Some of these sectors are precisely those assigned
priority in development (see Section III).

In this regard, it is also important to note the role of foreign trade
in the creation of employment opportunities. In 1972, direct and in-
direct employment generated by exports amounted to 1.1 million man-
years, equivalent to 14% of the estimated total resident active labor
force of about 8 million. In industrial exports, the figure reached 40%
of employment in socialized industry.26

2. Balance of Payments: An Overriew

The most comprehensive approach to the analysis of the external
component of an economy is an examination of the balance of pay-
ments. conventionally divided into an account of current transactions
in goods and services, an account of financial (unrequited) transfers,
an account of the flows of capital. and changes in foreign exchange
reserves and position with the IMF. In Yugoslavia's case, all account
categories are very important and therefore each will receive appro-
priate attention in the following discussion. A full balance of payments
table and a discussion of data appears in Appendix A. Sharing the
experiences of most rapidly developing countries, Yugoslavia has
chronically recorded an annual deficit in the trade of goods (averaging
$3.7 billion in the last 5 years). This deficit has been partially, and in
some years, fully paid for by a similarly chronic surplus in the ex-
change of services. The most significant items in this category of earn-
ings have been transportation. remittances from Yugoslav workers
abroad, and tourism. The resulting current account deficit has been

" One other measure of its importance, a measure at times observed especially in devel-
oping countries, is the percentage of government revenues derived from tariff, and other
trade related duties. Although about one-half of federal government budget is derived
from this source, using this fact as an indicator of importance of foreign trade would be
misleading. The federal government's direct participation in the Yugoslav economy is
much smaller than that of most developing countries and these funds thus only marginally
determine the level of investment.
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primarily financed by an inflow of capital, almost exclusively by loans
and credits from foreign institutions. Yugoslavia has thus accumulated
a relatively large debt estimated over $15 billion by the end of 1979, and
consequently increasing debt service requirements. Hence Yugoslavia's
growth depends on performance in all categories of balance of pay-
ments, both internal and external perceptions, and developments in
both real and financial sectors.

An examination of developments in the 1960's and 1970's in the
balance of payments reveals five distinctive features: in the composi-
tion of the current account, an increasing role of services in both in-
flows and outflows of foreign exchange, and conversely, a reduction
in the share of merchandise export earnings and import expenditures;
rapid growth of foreign trade and current account deficits; rapid
growth of exports and imports; and changes in the institutional
framework of the balance of payments in conformity with the self-
management trend established in the 1974 reforms.

The changing composition of the current account is illustrated in
Table 6-1. Compared to 72 percent in 1962, at the end of the 1970's
exports of merchandise accounted for only one half of foreign ex-
change inflows. The changing share is primarily due to a reduction in
the growth of merchandise exports, and a concurrent increase in re-
mittances of Yugoslav workers abroad and earnings from tourism. In
foreign exchange expenditures, the changes are less spectacular, but
discernible, primarily as a result of the growth of Yugoslav tourism
financed by workers' remittances. Payments of interest on foreign loans
have so far kept pace with other expenditures but a drastic increase
is to be anticipated in future years.

TABLE 6.1.-STRUCTURE OF CURRENT ACCOUNT 1962-78

IPecentaIes 3-yr averages

1962 1966 1970 1975 1978

Inflows:
Merchandise exports.............. 72 68 56 51 50
Nonfactor services................ 20 25 28 29 25
Workers' remittances.....--.......-- ....- -.... - 3 15 16 21
Other factor services s......-.... 8 4 2 4 4

Outflows:
Merchandise imports............ 90 86 85 84 80
Nonfactor services-....--......... 8 10 11 12 16
Interest payments..----------------.. 2 4 4 4 4
Merchandise exports/imports...... 72 78 60 56 56

i Averap 1977-78.
SIncludin transfers and interest.
Source: For 1962-70 Schrenk et a. 1979; 1975-78 derived from the National Bank of Yugoslavia data.

Unsatisfactory export performance, combined with continued buoy-
ant imports, has caused a rapid deterioration in the imbalance in the
exchange of goods and services. As a consequence, the deficit as a per-
centage of GDP doubled from an average level of 3.2% for the
1968-73 period to an average level of 6.3% during the 1974-78 period
(derived from OECD 1979, Table B). The rapidly growing reliance
on external saving was facilitated by the growth of international li-
quidity and by the expansion of international lending by international
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organizations, government institutions, and commercial banks. Exten-
sive borrowing by Yugoslavia and its increasing rate of growth is
reflected in its foreign indebtedness: its $1.2 billion debt in 1965 dou-
bled in 1970, by 1975 reached $6.6 billion, and more than doubled
again by 1979.

Historical experience shows that Yugoslav economic performance
follows a distinct "stop-go" pattern. Dictated by political realities,
the declared and pursued priority aim of overall policy is economic
growth of the highest attainable level, employing monetary and credit
policy that, given Yugoslavia's level of development, structure, and
system, permits and stimulates high inflationary ("pent up") invest-
nment and consumption demand. Because the primary source of growth
is not exports, and the country does not possess a major foreign ex-
change earning commodity (lilie oil). domestic demand reduces export

1 growth and stimulates import growth, which together result in a
foreign trade and current account deficit.

High growth policies thus can continue as lone as external sources
of finance are available in sufficient volume and at (to Yugoslavia)
acceptable conditions. When the growth of borrowing is not sustain-
able either due to external economic and financial conditions, or due
to technical, banking or domestic political conditions, the country hits
a balance of payments constraint. 27 Foreign exchange reserves are
drawn down to an unsustainable level. Typically, federal authorities
refrain from introducing substantive contractionary measures until
forced by this circumstance. The delay in intervention then necessitates
drastic contractionary "stabilization" measures such as price, credit
and import controls-emergency measures such as currently stipulated
by Section IX. Articles 177-182, of the Law on Foreign Exchange
Operations and Foreign Credit Relations. When these measures
are introduced, the economy enters the "stop" mode. Economic
growth is drastically reduced, frequently overshooting original inten-
tions, for a period not longer than dictated by external circumstances
(see also Section VI.5), after which, without sufficient consolidation,
reflationary policies quickly return the economy to a high, unsustain-
able rate of growth-the "go" mode. One of the main weaknesses of
this pattern is the high costs to the economy from the disruptions and

Chaos in production that accompany the sudden transitions. In addi-
tion to the structural weakness of the economy, the sharp policy re-
versals reveal: the absence of aggregate economic policy instruments
enabling smooth transitions within the scope determined by the cur-
rent economic potential; overly optimistic economic planning, espe-
ciaily in the relation between the foreign trade sector and domestic
growth potential; and the diminution of federal authority in the evolu-
tion of the self-management system, combined with the absence of an
automatic equilibriating mechanism.

f Several Yugoslav authors, including Horvat and Pertot. have recognized the existence
of balance of payments constraints on growth. It is frequently related to the deletion of
foreign exchange reserves (e.g. Horvat. 1974). However. in an economy dependent on for-
eign savings. reserves are essentially borrowed funds designated to facilitate current trans-
actions, prevent short-term tec nical difficulties in trading, and enable exchange rate ad-
Justments. In this scenario, the denletion of reserves is only an indication that foreign
borrowing limits have been reached either due to the failure of domestic borrowers in their
approach to foreign sources of funds, or due to a true short-term foreign liquidity constraint.
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In 1977, the institutional framework of balance of payments policy
was adjusted to conform with the trends established in the 1974 reform
of the socio-economic system. Rights and responsibilities of BOALs
now include planning external economic relations and earning and
spending foreign exchange. Based on the previous year's results,
BOALs prepare plans for export earnings and expected foreign ex-
change outlays. These plans are then submitted to the newly-formed
Communities of Interest for Foreign Economic Relations (CIFER)
in each republic and autonomous province, membership in which is
compulsory for all BOALs whose business is in any manner affected
by foreign exchange. In this manner, each republic formulates and
accounts for its own balance of payments. Workers' remittances are
allocated to each republic according to the number of its residents
employed abroad. Upon completion, the CIFERs of the republics sub-
mit their balance of payments projections to the CIFER of the Fed-
eration, which coordinates their activities and articulates their interest
in the formulation of the federal balance of payments strategy. On the
federal level, the Federal CIFER, the Federal Secretariat for Foreign
Trade, and the NBY propose the aggregate plan to the National
Assembly with all details of earnings, expenditures, and resulting
indebtedness.

Since invariably such a plan is an aggregation of wishful thinking
and hopes on each institutional level, a reverse process begins, infus-
ing more realistic possibilities into the plan. The target for the balance
of payments deficit on the f-ederal level is reduced, and the republics
are encouraged to reach a new social compact with lower limits. Each
individual republic is then required to reduce its own targeted deficits
further transmitted to the enterprises. The process continues until
final targets are universally accepted. The plan targets are indicative,
without force of law.

CIFERs thus become a "meeting point of pluralism of interest."
where all social and individual pressures are to be resolved. Their
authority and responsibility include review and approval of import
applications (within the reduced overall import plan); approval of
foreign borrowing applications; establishment of export prerequisites
for allocation of foreign exchange for imports; implementation of
the republics' balance of payments targets; supervision and promotion
of self-management agreements between users and earners of foreign
exchange and between BOALs earning foreign exchange and sub-
contracting BOALs; and (since 1978) administration of federal and
provincial export promotion activities funded by tariff revenues, pre-
viously administered by the federal government. The CIFERs of the
republics thus have an extensive role , and through them the republics
are empowered by law to regulate economic activity to achieve their
balance of payments targets, presumably synchronized with Federal
economic policies.

The mechanism is clearly cumbersome, and a further potential
hinderance to the mobility of capital and foreign exchange. Conclud-
ing long-term agreements is difficult in a situation in which the
precise contribution of each BOAL to exports is hard to determine, eco-
nomic policies are erratic and unpredictable, and the planning process
itself is not yet refined. While some of these problems may be resolved
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with more experience with the operation of the new system, others
seem to be long-term.

3. Merchandise Trade Performance

The most notable feature of Yugoslav foreign trade-sizable annual
fluctuations in export and import growth-is clearly related to the
stop-go pattern of economic activity. After a contraction in 1972', eco-
nomic activity accelerated in the middle of 1973 and continued to grow
rapidly through late 1975 when foreign savings were no longer avail-
able in sufficient amounts to cover high current accounts deficits,
reserves were drawn down to less than $1 billion, and on1sequenitly,
federal authorities introduced "stabilization" measures. Contraction
in 1972 was accompanied by a high rate of growth of exports, reduced
slightly in 1973, while the 1972 reduction in imports was followed in
19.3 by a large increase. With thie economy at full swing, in '974 and
1975, exports stagnated, while buoyant imports continued. The OPEC
price hike altered the pattern in imports in this period, and no real
growth of imports occurred in 1975. Stabilization in 1976 was met with
success, as a radical jump in export growth was combined with a 7%
reduction in imports. As a result, the unexpected current account sur-
plus concurrent with a steady stream of foreign !Korrowing raised
foreign exchange reserves tot unprecedented heights, and economic
policies were again relaxed.

The experience with the stop-go pattern has given rise to producer
expectations, which in conjunction with ad hoc import restrictions,
render the annual record of import growth rates more volatile than
can be explained merely bI policies. As current account deficits
accumulate, enterprises anticipate imminent limitat ions on imports and
increase imports of stocks, which further exacerbate the trade deficit.
In reaction, import restrictions are imposed, imports are reduced, and
stocks are depleted. As the current account situation "'improves,'
restrictions are relaxed and the economy returns to its rapid growth
path, and the need to replenish depleted stocks is added to the normal
level of imports. The resulting fluctuations of imports are certainly
not helpful in planning and production. Indeed. as Table 6.2 illus-
trates, there is little relationship between the annual plan and the
actual growth of imports.

The 1976 contraction was followed by a period of ,brisk growth. Some
of the earlier introduced stabilization' measures and changes remained
in effect, and a few minor new policies were introduced in the 1977-78
period. In 1978, a small downturn was recorded, and the volume of
foreign trade remained unchanged. Nevertheless, by mid-1979 the
economy had again become unacceptably unstable, with inflation
exceeding 20%c and an unprecedented current account deficit. Again.
all expectations were based on the historical pattern and a syniptomatic
drastic downturn was thought imminent. And in fact, a partial down-
turn was implied in the country's annual plan. However, in this itera-
tion, the measures were slow to come. and those that were introduced.
were subsequently relaxed. A price freeze was introduced in August
and rescinded two months later. Similarly, personal credit restrictions
were introduced and relaxed within a few months. The NBY stuck to
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its target of 18% money supply growth, intending to accommodate a
6 percent real growth rate and a 12 percent aggregate price infla-
tion. However, a high rate of capital investment continued uninter-
rupted, at a rate exceeding 1978 performance by 20-30%, and enter-
prises found it again necessary to replenish inventories drawn down
in the previous year. The rapidly growing current account deficit, ex-
acerbated by reduced tourist earnings (due to the Montenegro earth-
quake) and reduced agricultural export earnings, was financed by
external funds committed from the previous year. and by a drastic
reduction in reserves. Subsequently. signs of downturn were again
evident towards the end of the year.

The underlying cause of the delay in the introduction of contrac-
tionary policies was the introduction of the new system of management.
In the transition, the federal authorities were no longer perceived to
have the authority or instruments to enforce stabilization measures,
while the republics' CIFERs and enterprises had not yet developed the
necessary institutions and communication links. Unprecedented, the
process of concluding self-management agreements between earners,
subcontractors, and spenders of foreign exchange was tedious. Without
well established links, the CIFERs promotional and suasive role
remained ineffective, the CIFERs disciplining ability in a nascent
stage. The need for consensus delayed the conclusion of the planning
process and the investment and balance of payments plan were exceeded
by the time the final targets were agreed upon in social compacts by
federal and republic authorities. Targets thus were subject to continu-
ous revision. The original current account deficit target of $1 billion
was exceeded by late spring and the Federal Executive Council pro-
posed a new-and in the view of Slovenia, Croatia, Bosnia-H ierze-
govina and Macedonia an unacceptably small--deficit of $2 billion. By
ate summer only the threat of strict federal emergency measures on
imports encouraged a more conservative issuance of import licenses by
CIFERs, and finally consensus on a $2.6 billion current account deficit
(and an appropriate level of external borrowing). The regional break-
down and the breakdown by commodity categories (raw and inter-
mediate materials, equipment, and consumer goods) still remained to
be worked out.2* During the period all indicators were heading for a
$6.3 billion trade deficit and a current account deficit exceeding $3.6
billion which, in spite of the social compact, ended up to be the final
result.

By the end of 1979, however, the signs of tightening were clear, and
a balance of payments deficit of $2 billion for 1980 was set. The new
contractionary tendencies can even be viewed as a success to the extent
that tightening occurred within the context to the new self-manage-
ment mechanism without resort by federal authorities to the full com-
plex of measures stipulated in the Emergency section of the foreign
exchange law. Yet, the ultimate credit for policy success probably goes
to the NBY's heroic adherence (in view of extreme political pressure)
to tight monetary policy (relaxed only towards the end of the year)
and to the external borowing constraint.

SBusiness Eastern Europe, Nov. 9, 1979. The limits by commodity categories are clearly
hard to enforce and apparently will be abandoned in 1980.
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The cause of the stop-go pattern and the balance of payments con-
straint rests with long-term trends in exports and imports, and their
relation with economic growth. These, therefore, warrant further
examination. Consider first imports. The average annual growth of
real imports in 10.%S-(;8 amounted to 8.4/. It accelerated in the post-
reform period to an annual rate of ll..5 until 1974. In 1974-76.
imports were reduced by loIr. and from 1976 to 1979 average annual
growth again rose to 7.2 . Annual fluctuations in growth illustrated
in Table 6.2 are very large.



TABLE 6.2.-YUGOSLAVIA: FOREIGN TRADE IN THE 1970'S

1972 1973 1974 1975 1976 1977 1978 21979 1971-75 S1976-79 1969-79

1 Exports: Valu (milions)...................... $2, 237 $2 853 $3,805 $4,072 $4,878
1A In convertible currencies...................... $1,381 $1,895 $2,382 $2,555 $3, 191
2 Percent rel growth (plan in parathess)......... 17 7 1 -2 15(6.0)
2A Elasticity (with respect to soc. product.)........................ ................. ........................
3 Prices (unit values, percent chane).............. 6 19 32 9 4
4 Share in OECD imports(percent) .............. 0.4 3 0.477 0.364 0.313 0.351

$5,254
$3,603

-4(6.5)

1i3
0.340

$5,671
$3,768

-1(6.0)

9 80.338

$6,491
$4.463
0(5.0)

0.336

5 Imports: Vlue(millions)............... ....... $3,233 $4.511 $7,542 $, 697 $7,367 $9,634 $9,988 $12.862
A In convertible cuirencies.... ............ $2,348 $3,350 $5,812 $6,145 $5, 671 7, 445 $7,943 $10 179

6 Percent re; growth (plan in parantheses)........ -6 17 14 -3 -7(3.0) 15(8.0) -1(0) 8(2.0)
6A Elasticity (with respect to soc. product)..................................
7 Prces(unit value, percent change)............... 6 20 46 5 3 14 5 19
8 Share in OECD exports (pcet) ................ 0.753 0.789 0.902 0.851 0.660 0.787 0.759 0.804

$2, 956 $5,573 $3. 65
$1 54 $3,756 $2,289

5.2(11-13) * 2.2(6.2) 4.S(NA)
0.88 0.34 0.70
13.7 10.3 11.1
0.41 0.34 ............

5,.247 9.63 $6.463
$3. 997 $7.810 $4 92

5.8 »3.4(3.6) 7.2
0.98 .53 1.13
15.1 9.8 11.6 10
0.4 0.75 ...........

9
9A
9B
10
11

Trade balance (millions)...................
In convertible currencies......................
In bilateral accounts........... ...............
Import coverage by exports (row 1:row 5).........
Ters of trade (1968 100) *...................

12 Current account balance (millions). ... .........
13 Social product, rel growth (percent, 1972 prices)..

-5996
-$967
-$29
69.2
1.02

-$1,658
-$1,455

-$203
63.2
1.01

-$3,737
-$3,430

-$307
50.6
0.91

-3, 625
-$3,590

-$35
52.9
0.95

-$2,489
-2, 480
-$9
66.2
0.96

-$4.380
-3, 842

-$538
54.6
0.95

-$4,317
-$4,175

-$142
56.7
0.99

-$6.371
-$5,716

-$655
50.5
0.96

+$419 +485 -$1,183 -$1,032 +$150 -$1, 582 -$1, 256 -3, 700
4.4 4.9 8.5 3.7 3.8 8.1 6.9 7

-$2,291
-12, 143

-$148
56.3
0.94

-$4,389
-$4 053

_V336
55.9
1.01

-$334 ' -$1,470
b.2 6.4

I Annual avernae.
2 Preliminary or projection
S1976-80 plan.
4 In 1970 and 1971, the figures were 0.416 and 0.414, respectively.
* In 1970 and 1971, the figures were 0.899 and 0.883, respectively.
* Ratio of export and Import price indexes. For 1971-75, 1970-100; 1976-79, 1975-100.

Source: Rows 1, IA, 5 A, A, 9A. 9AB derived from National Bank of Yugoslavia, Quartrly Buletin
July 1979; 1979 data from Ineoks, February 1980. Rows 2. 8, 6. 7 10, 11 derived from Statisticki
Godisnak Jugoslavle, various issues, tables 121-1, 121-2, 121-3. Rows 4, 8; derived from OCD
"Overall Trade by Coentres". erie. A. various issues Yugoslavia compared to OECD total.

-$2,806
-2, 603

5203
56.6
0.96

-$724
6.4

------------------------
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Various long-term and Temporary import controls bias any con-
clusions about the underlying long term trends of unports in the
Yugoslav economy. Conclusions made on the basis of 3-4 year develop-
ments are particularly subject to doubt. Nevertheless, some conclusions
can be made about longer term trends. Although the long-term average
growth rate of imports declined from 8.4% in 1958-68 to 7.2% in
1968-79, it still remains almost 1 percentage point above the growth
of social product. Hence, the development program has not prevented
the increasing dependence of the economy on imports; the elasticity
of imports with respect to social product is nearly identical (1.13-1.17)
in the two periods.=9

The increased dependence of Yugoslav economic growth on imports
was the subject of an empirical study by the World Bank (1979).
Using the "sources of growth decomposition technique" focusing on
imports by sectors, the study found that during the post-1966 reform
period imports were 26% higher (if agriculture is ignored) than they
would have been if there had been balanced growth.30 Demand ex-
pansion made a positive contribution to the higher than proportional
growth in imports. In most sectors, however, the principal factor
underlying the growth in import dependence was the direct substitu-
tion of imports for domestic inputs, hence increasing sectoral import
coefficients. The principal increase in import dependence was in inter-
mnediate goods. In aggregate, 80% of the disproportionate increase of
imports is accounted for by this factor alone.

The importance of intermediate goods and raw materials is also
reflected in the changing composition of trade by commodities, pre-
sented in Table 6.3 below. These commodities accounted for 38% of
all imports at the beginning of the 1960's, while in the second half of
the 1970's the figure reached 43%. In a slightly different categoriza-
tion "by use of product," imports of goods for reproduction, (includ-
ing crude materials, semifinished products, fuels, and manufactured
products for reproduction) exceeded on the average 63% of total im-
ports in 1976-79. (SFRY Statistics of Foreign Trade, Table 1-13; and
Indeks 2/80, p. 32). Without doubt, the rapid rise in the price of oil
partly explains these developments. Oil expenditures rose from less
than 5% of total imports in 1973 to over 9% in 1974, to 10.5% in
1978, and 13.2% in 1979. The rise was certainly significant, but.by
international standards, the country's relative oil imports are not high.
In 1974, the unit value of oil imports increased 3.5 times from the
previous year. However, in the 1974-78 period, unit values of oil im-
ports rose on average only 2.5% per annum, until 1979 when a 41.5%
increase was registered. (Derived from Statisticki Godisnjak Table
121-5; and Indeks 2/80, p. 37.) The growth of prices does not fully
explain the rapid growth of expenditures on oil. Indeed, after a de-
cline in 1974, oil imports rose from 7.4 million tons to 11.8 million
tons in 1979, yielding an average growth rate of 10% per annum, and
a high (1.72) elasticity of oil imports with respect to social product.31

= This Is not a precise empirical estimate of the elasticity of demand for imports with
respect to total demand, derived from multiple regression analysis, but a simple ratio ofaverage annual real growth rates of the two variables. Since these are derived from data
from a relatively long period, their explanatory power (with all necessary caveats) is
assumed not to be small.

- By balanced growth is meant an eqinlDrooortional rise in final demand, exports, imports.
- and Intermediate demand. The sources of growth decomposition technique analyzes. devia-

S ions of growth rates of individual demand components, and/or individual sectors from
growth rates implied by balanced growth. See Schrenk etal.. 1979. n. 196.

a In the same 1974-79 period, domestic production rose from 3.46 million tons to 4.14
million tons; yielding an elasticity of 1.38 of oil consumption with respect to aggregate
demand. Again, note that this figure is only a proxy and not a precise empirical estimate.
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TABLE 6.3.-FORLIGN TRADE BY REGIONS AND BY COMMODITY CATEGORIES

iDoar amounts in mu.lio.e

OECD countries Centrally
S- planned

Total Total Europe economies

OECO comtries

Othr Total Total Ewro

VALUES-(dollar amounts in millions :
1961-63 averages:

Agriculture products................................
Crude materials ............... .............
Mineral fuels r ................................. ....
Manufactures ................................ ....

of which:
Goods classified by material ...... .........
Machinery and transport equipament*...............

To.........................................

1975-77 averages:
Agricultural products '................................
Crude materials *....................................
Mineral fuels ............... ........ ..........
Manufactures ....... ........................

of which:
Goods classifd by material . . . . . . . . . . ..
Machinery nd bansport equipment ...............

T tal............ . ... ......................

$207
99
13

365

$159
69
8

127

$148
65
896

$37
21
1

126

$11

4
112

151 71 53 45 36
135 15 14 55 66

673 364 317 185 134

577
401
78

3.679

410
230
61

1, 16

335
227

60
897

131
90
15

1, 795

1,241 465 335 592 184
1,398 209 285 666 424

4,742 1,968 1, 518 2,030 843
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141
45
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8 491
2 1.101

716 5,650

$114
61
12

4A8

$13
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3
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$S1
6
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149

IS0
'S
7
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177 112 9 55 11
310 250 213 5 2
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208
279
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$28

1. 322
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214SIS
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2,3 4 2.276 1,W3 6 54 4

8,233 4, 732 4.009 2. 25 1.212
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SARES--(prcUt):
1961-63 avragets:

agricultural products .................................
Crude materialss................ .................
Mineral futls .....................................
Manufactured .......................................
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Goods classifd by materials ....................
Machinery and transport equipment ................
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1975-77 averages:
Agricultural products ................................
Crude materials..............................
Mineral fuels .......................................
ManufacturNes......................................

of which:
Goods cassified by material .....................
Machinery and transort equipment . .............
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30 44
15 19
0 2

53 35

47 20 8 17
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1 3 5
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10
2
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1 13
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9
2

78

22
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4
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* SITC. 7.
SSITC, 0 to 9.

Source: OCOD trade by comnii•ae, seos 3. (OICD 1919).
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*SITC, 5 t 9.
*SITC. 6.
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The desire to reduce the growth rate of oil imports to 7.5% is
evident in the social compact on consumption and production of oil
and natural gas according to which, 1.s.9 million tons will be imported
in 19t8, and t0 million tons in 19.5, for a total consumption in that
year of 26 million tolns.' The development of the petrochemical indus-
try is primarily responsible for the rapid growth, and illustrates a
problem mn th pattern of mluLtralization followed by Yugoslavia.-

Concurrently with an increased dependence on raw material and
intermediate products, the industrahzation strategy based on high
levels of investment is manifested in the rising share of capital goods
in total imports. In the period 1968-77, Yugoslavia imported 40-45%
of its machinery, with minor annual fluctuations. In the same
period, imported machinery steadily accounted for 17% of gross
fixed capital investment, and about 24% of investment in productive
activities. (Derived from OECD 1979, Table D).

The high share of imported capital goods in total value of ma-
chinery employed may be partially explained by rising prices and
tariffs. According to Yugoslav statistics, the iise in import prices of
machinery averaged 11.8%, 2 percentage points above the rise in
domestic prices or means of production, and the ratio of real growth
of capitdi good imports to real growth of fixed investment declined
from 2.1 in the first half of the 1970*s to .5 in 1976-78, suggesting a
reduced reliance on imports in this category. However, such conclu-
sions should be accepted cum grano salta due to the inherent weak-
ness of price index statistics for so heterogeneous a set of commodities
as capital goods and teclmology.

Oil is imported primarily trom two sources--Iraq and the USSR.
By 1978. the USSR had become the bigger source, covering almost one
half of Yugoslavia's oil import requirements. 3  The growth of oil im-
ports from the USSR (from 2 to 5 million tons in 1974-78) is one of
the explanations for the fact that the USSR has become Yugoslavia's
dominant single trading partner, and, consequently, for the relative
increase in the importance of the centrally planned economies in total
Yugoslav trade. Oil accounted for almost 40% of imports from the
USSR in 1978, compared to 25% in 1974. and much less before. This
concentration of oil dependence is a source of concern in Yugoslavia,
but no evident steps have been taken to alter the situation. In view
of the declining growth of Soviet oil production and export prospects,
as well as the eruption of hostilities between Iraq and Iran, the absence
of alternative sources of supply may serious endanger the fulfillment
of the aforementioned social compact on oil consumption and imports.

The USSR accounts for one half of Yugoslav imports from and for
nearly 60% of Yugoslav exports to the centrally planned economies.

SOfficial Gaantte No. 49. Oct. 5. 1979.
* The chaining compositon of imports toward fuels. intermediate goods, and machinery

is also explained in part by the expansion of unconmpetitive import-substituting indiustrie
which have been stimulated without sutlicient attention to the domeatlc mineral reetrce
base and which are unable to exploit economies of scale given small local markets. The
example of the petrochemical industry is especially pertinent in that crude oil refining
ecpaclty substantially exceeds the country's requirements and export potential (Petroleum
Economist. November 1978. p. 482).

" Unit prices for Iraq's oil were higher than the LUSSR's but in 1978. Soviet oil was
Imported at $105 per ton. compared to less than $100 for Iraq's oil In 1979. the cost of
Irq 's oil probably exceeded that of the I SSR. The difference may well be exi-lained by
quality and transport costs. Data front Statistickl Godtsmjak, Table 121-15. Imports of oil
are subject to frequently revised total and countryf-f-origin quotas.
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The tendency to balance trade with the USSR and other "clearing"
countries necessitated the growth of exports to match the growth of
imports from the CPE area. This reinforced the natural tendency
of Yugoslav exporters to turn East when demand conditions in the
OECD markets became unfavorable. As Table 6.3 indicates, Yugoslav
exports to CPEs and to the OECD area are nearly identical; however,
imports from the OECD area are twice larger than from the CPEs.
The position of developing countries has not changed, accounting for
15r of imports and 20% of exports. An imbalance between exports
and imports is recorded in all geographic areas, and in all areas the
coverage of import expenditures by export receipts has been reduced
compared to the 1960s (36% in the OECD area, 76% in CPEs, and
60% in other countries in 1978)." In the composition of trade with
individual areas it is interesting to note the increasing tendency to
import capital goods from the developed countries and fuels and other
raw materials from the CPEs and developing countries.

On the export side, most notable is the change easily identified with
the industrial development of the country: between 1961 and 1977,
exports of machinery rose from 20% to nearly 30%, and exports of all
manufactures from 53% to 78% of total exports, while trade in agri-
cultural products was reduced. In this respect Yugoslavia exceeds all
of the comparable Southern European countries.

The increasing share of manufactures in total exports has affected
all geographic areas. Yugoslavia has a surplus in trade of machinery
and manufactured goods with CPEs and developing countries, and
the increase in the proportion of exports of machinery and other
manufactured goods to the OECD is also significant. The surplus with
the East is the result of more favorable market possibilities for Yugo-
slav manufactured exports in Eastern Europe, due to weaker com-
petition and the relative absence of marketing difficulties. Openness
to the industrialized countries has put Yugoslavia far ahead of its
CPE trading artners, in the design, quality, and selection of many
processed oods, thus explaining exports of manufactures to CPEs in
exchange or raw materials andfuels On the other hand, the neglect
of raw material development and the relatively severe competition in
the manufactured goods sector in Western markets (at least partially
due to the plethora of producers around the world using identical
technology imported from OECD countries) explain Yugoslavia's
composition of trade with the OECD area.

Finally, while most of Yugoslav trade is conducted in convertible
currencies, there are countries, notably the USSR and other East
European countries, with which Yugoslavia has had bilateral payment
agreements in the past. The number of these countries has been con-
sistently reduced, with essentially only five remaining in 1979.* The
share of exports sold on a clearing basis has thus remained relatively
unchanged at about one third, despite the increase in exports to East-
ern Europe and developing countries. Table 6.2, presenting the com-

a Preliminary, derived from Imndek, 2/80, p. 32; w.t directly comparable to data In TableC.3.
" The USSR. East Germany. Czechoslovakia, Mong)lia. and Albania. The accounts ar.

denominated In U.S. dollars. Trade with Vietnam was !hanged to convertible currencies nl
1979. with Brazil In 1978. and with several East Eurepesn countries la 1978. Certain set-
tlements with other countries until recently took place through special account See IMP:
Ammual Report on Erchange Restrictions, or details.

f
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position of trade by currency areas, reveals that whereas trade with the
non-convertible areas has been relatively balanced until recent years,
it is in trade with the convertible currency area where the large Yugo-
slav trade deficit has developed.

Concentrating now on exports, the deteriorating performance in the
1970s is characterized by: the fall in real growth by almost one half
from the previous decade and virtual stagnation after 1973; by the
loss of world market share; by a reduced coverage of import expendi-
tures by export earnings; and by growing trade deficits. By all of
these indicators Yugloslav performance in the second half of the
decade further deteriorated. The five-year plan growth rates were en-
tirely missed. The 1971-75 plan called for an 11-13% growth in real
exports of goods and services, reduced to 8% in 1976-80, later revised
to 6.2%. In fact, although the value of Yugloslav exports grew at a rate
of 16% annually between 1968 and 1979, the real rate of growth of
exports was less than 5%. Most of this real growth took place at the
turn of the decade; since 1973, export volume has grown at an annual
rate of only 1.4%, and since 1976 it has actually declined.

Between 1968 and 1977, the Yugloslav share of world exports has
declined, as the annual growth of world export volume of 6.9% (UN
data) exceeded the Yugoslav average by 1.2 percentage points; between
1973 and 1977, the difference was even higher, amounting to 2. per-
centage points.

Several domestic (structural and systemic) and external factors
have been identified by both Yugoslav and foreign observers to ex-
plain the weakness of Yugoslav export performance. Increasing pro-
tectionist trends in the EEC countries have been identified as one of
the important causes. Protection tends to be concentrated on tradi-
tional products, such as food, clothing, textiles, and shoes, which also
represent a significant portion of Yugoslavia's exports. While in some
particular instances, such as certain meat exports, protectionism has
interfered with Yugoslavia's exports, from the perspective of overall
Yugoslav export performance the significance of this factor has fre-
quently been overstated.

The expansion of the EEC and its increased exclusiveness in trad-
ing has clearly affected Yugoslav trade with this group of traditional
partners. Overall Yugoslav-EEC trade relations have been governed
y a "non-preferential" trade agreement, which the Yugoslavs have

found discruinatory. The policy of non-alignment has prevented the
country from signing a "preferential" trade agreement. The post-
Afghanistan political atmosphere in Europe has provided the neces-
sary stimulus for a breakthrough after two years of negotiations for a
new cooperation agreement, (the previous one expired in 1978), a large
part of which deals with commerce. Compared to the previous agree-
ment, the current one is much more favorable to the Yugoslavs.'T

The decline in real export growth is also associated with the trend
of declining economic growth m the world, particularly among OECD
and CMEA countries, and with cyclical developments, such as a slump

" At the time of this writing. tbK - accord has only been initialled. It provides for the access
to the EC for 70% of Yugoslavia's ladustrils product. The remainder. Including non-
ferrous metals and textiles covered by special arrangements, will be subject to tarif cell-
,ia. which allow substantial increases nl Yugoalav export. Agricultural exreorts wilU alm
benet, resoe• y as nce the baby beef quota was increased from 13.000 to 35.000 tons. SeeFeoW ilso, Felb 26. 1980.

__ _
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in the demand for ships, petrochemicals, etc. However, over the longer
run, these arguments fail to explain the decline in shares of Yugoslav
exports in the markets of most of its major trading partners, and the
decline in export growth relative to world exports, unless the composi-
tion of Yugoslav exports significantly differs from that of all other
regions of the world. While the composition of Yugoslav trade was a
cauze of its fluctuating performance in brief periods, the comparative
data refutes this argument in longer periods. In addition to the above
mentioned decline in the Yugoslav share of world exports, data in
Table 3.2 reveal the declining sure of Yugoslav exports in tota! OECD
imports. While the sudden decline in 1974 is explained by the rise ;n
the share of OPEC countries, in the subsequent years many of the
world's regions at least partially regained their earlier positons, while
Yugoslavia did not.

It has become increasingly evident in Yugoslavia and abroad that
while external factors are important causes of declining export
growth, the primary causes are to be found in the Yugoslav economy
itself. Not long ago, in a speech to the 11th Congress of the LCY,
the late President Tito argued that internal reasons are of overriding
importance. According to Tito:

We could be considerably more competitive abroad even on the basis of our
present labour productivity if relationships in our economy were better balanced.
Many difficulties in our foreign trade, particularly in exports, arise because due
to the inflation, our production costs keep rising, because some of our capacities
have not been fully utilized, because our economy is overburdened with taxation.
because our general and collective consumption is far too high. Exaggerated
investment ambitions likewise affect the prices and the balance of payments.
(Tito, 1978.)

The systemic, structural and policy characteristics of the Yugoslav
economy that have combined to reduce Yugoslavia's competitiveness
have been discussed earlier in this paper (Sections II, III, and V),
including:

(1) The capital allocation process that has failed to direct capital
to its most efficient uses among competing enterprises, regions
and sectors;

(2) The underlying import-substitution strategy that has en-
couraged capital-intensive, high-wage sectors that do not
fully exploit Yugoslavia's potential comparative advantage
in labor-intensive sectors;

(3) The development of regional enterprises-partly in response
to regional aspirations for nearly complete ranges of in-
dustry-which are too small to exploit fully potential econ-
omies of scale;

(4) The failure to price capital services at equilibrium levels
with the result that worker incomes have been artificially
inflated by returns to capital; and as a consequence the
excessive distribution of enterprise income to personal in-
comes in some enterprises;

(5) Inflationary pressures that have developed in response to low
interest rates, pent-up investment demand, and validating
money supply increases; and

(6) Increases m real worker incomes in excess of productivity
increases that have maintained or raised already high labor
costs.

_ _ _ __ __ __~_ __ _
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Without exchange rate adjustments to offset the lack of competi-
tiveness deriving from these characteristics, a high growth rate strat-
egy would stimulate domestic and foreign producers to sell within
Yugoslavia-i.e., would encourage imports and discourage exports
(since growth is not export oriented). That, indeed, has been Yugo-
slavia's experience.

Between 1973, when it was unpegged from the U.S. dollar, and 1979,
the Dinar depreciated with respect to the dollar an average of 1.7%
annually, manifesting adherence to a policy of approximate parity
between the two currencies. As a consequence of the policy, changes
in the effective exchange rate were determined by fluctuations in ex-
change rates among convertible currencies on world currency markets.
While this implies an effective depreciation of the Dinar with respect
to the currencies of its main trading partners, it is necessary to exam-
ine whether the depreciation offset differential inflation rates. To that
purpose, the effective exchange rate of the Dinar was regressed with
respect to the trade weighted wholesale price indices of Yugoslavia's
main trading partners. The results of this test, presented in Chart 6.1,
reveal that between 1973 and 1979, instead of offsetting differential
inflation rates, the real effective rate of the Dinar actually appreci-
ated. In the chart, perfectly horizontal REER and trend lines would
indicate a complete offset of differential inflation rates by the exchange
rate. The positive slope reflects instead a real appreciation of the
Dinar. The decline in the REER in 1978 and 1979 will probably con-
tinue in 1980, according to the NBY. (Since this paper was written,
the Dinar was devalued with respect to the U.S. dollar by 30 percent
in June 1980.)

CHARr 8.1
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iReal effective exb.hanige rate (hEL•I) il tins chart bi the ratio oi tie quarterly
index (1975=100j of the trade weighted exchange rate (TWER) of the dinar
expressedd in termsn of a lmaiket of currencies equivalent to 1 dinar) in the
numerator. and the quarterly index of the trade weighted wholesale price indices
of Yugoslavia' major convertible currency trading partners, relative to the
Yugoslav producer price index, in the denominator.

One of the declared aims of the 1966 reform was full convertibility
of the Dinar. While for limited tourist purposes 3 this has ieen par-
tialiv achieved, the movement towards full convertibility was arrested
early in the 19t7s. According to the current law, the exchange rate
of the I)inar is to lie determined in the market "in conformity with
established (by the SFRY A.s.-*enbly) exchange rate policy . .. The
Federal Executitve Council shall determine the exchange rate of the
l)inar . ... (and) the National Banks shall implement the policy."
(The Law on Foreign Exchange Operations and Foreign Credit Re-
lations. Articles 46 and 4S). The foreign exchlangre dealing (loth spot
and forward) takes place at "interbank meetings" of authorized
banks, including the National Bank of Yugoslavia. The NBY deter-
mines the intervention points at which it will buy or sell foreign
exchange.

Positing an overvalued Dinar in this system gives the impression
that the central bank has an unlimited source of foreign exchange
which it sells in the inter-bank meeting. In fact, the value of the Dinar
is essentially determined outside the Meeting by supply and demand
forces on the market. The overvalued Dinar is a result of regulation
on the demand side-by import licensing, tariffs, trade deficit limits,
and in general, by limited access of citizens to foreign currency. On
the supply side, the value is distorted (from the perspective of mer-
chandise trade) by inflows and deposits of workers' remittances, other
invisibles and borrowing. The value of the Dinar is thus a priori ex-
cessive, relative to what it would be if all interventions on the demand
side of the market were removed.

Under these circumstances, the role of the NBY at the inter-bank
meeting is limited to short-term and dynamic finetuning based on
differential inflation rates. Even dynamic adjustments, however, have
been relatively slow-primarily due to local administrative proce-
dures and delays in gathering the international statistical data on the
basis of which adjustments are made-and insufficient, as the results
of the aforementioned test revealed. According to the central bank,
some improvements in this process are intended in the 1980s.

Hence, in the formulation of balance of payments policies, the ex-
change rate is best interpreted as an indicator or outcome rather than
as an instrument. If the central bank tries to use it as such, in effect
it counteracts these policies. Adjustment of the exchange rate would
be a meaningful policy instrument only as part of a comprehensive
long-term stabilization policy.

In addition to the lack of price competitiveness, the system and
structure of the economy create certain commercial biases towards

* Yugoslar tourists are limited to conversion of 1500 Dinars. Therefore. as in most
countries of Eastern Europe there is a black market for foreign currency In Yugoslavia.
However. It Is much more limited than elsewhere. takes place almost exclusively among
relativrp and friends, and the rates differ from official rates by only a small 0-10%.
margot'

I _ 1- I I| | .. . . .
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home oriented production, and insufficient incentives to export. First,
there is a natural advantage for producers to sell in the domestic econ-
omy, where the market can be assured in a quasi-monopoly manner
by self-management agreements. Also, the multiplicity of capacity
along regional and communal lines has oriented producers towards
satisfying the needs of the local market, with exports playing a resid-
ual role. According to many Yugoslavs, exporting is a desire of the
government, not of the producers.

Second, partly because of the regionalization of productive capacity
and the general diversification of the economy, a major export sector
has failed to develop. This is clearly reflected in the commodity com-
position of Yugoslav exports. For instance, in 1978 Yugoslavia ex-
ported 57 various products of two-digit SITC category, a relatively
wide commodity grouping, only one of which-transport equipment-
accounted for more than 10%. Shares of only three other categories
(non-ferrous metals, electrical and non-electrical machinery) ex-
ceeded 5%, and shares of seventeen products exceeded 1%, with the
share of the rest of the products below 1%. Exports to developed coun-
tries are slightly more concentrated, but of the 48 exports of products
in the two-digit SITC category. none represented more than 10%.
and only the share of one category (wood, lumber, and cork) exceeded
5%.

While geographic and commodity diversification of exports pro-
vides stability in periods of disruptions and fluctuations in individual
markets, the lack of concentration or the "capillary" nature of Yugo-
slav trade means that Yugoslav exporters are marginal participants
in the markets of their major trading partners. As such their relative
marketing costs are higher. their relative costs of research and devel-
opment are higher, they fail to establish a long-term profit and long-
term relationship orientation, and to identify. protect and maximize
their share of the market, (a conduct identified with multinational
corporations). As marginal participants, they are also vulnerable to
fluctuations in market conditions. 3' In an increasingly competitive
market, the costs of the diversification policy probably exceed its
benefits.

The validity of the assertion that the Yugoslav economy is not
one in which the export sector is an "engine of growth" is evident from
data presented in Table 6.2. While national income grew at an average
annual rate of 6.2% in the 1973-79 period, the rate of real growth of
real exports was 1.4%. In the 1976-79 period, the corresponding figures
were 7.2% for national income and -1.7% for exports. Annual data
further confirm that changes in the growth of real exports are actually
inversely related to changes in economic growth, quite contrary to the
"engine of growth" assumption: in 1972 and in 1976, austerity meas-
ures reduced economic growth, and real exports registered a sinifi-
cant jump, only to be reduced as the economy began to expand. That
these fluctuations are primarily a result of a supply constraint and
not of foreign demand conditions is confirmed by data in Table 6.2 on

*The benelts and costs of "capillary trade" were the subject of empirical research
and discussion amonx Tu oslav economists la the 1950s and early 1960s. lncludinx Pertot,
Obradovie, and Tanovie. The debate Is in Branko Horvat. (1971), p. 122. Apparently, the
views la favor of capillary trade orientation were accepted.
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shares of Yugoslav trade in the OECD, and by U.N. data. In the
contractionary years, the growth of Yugoslav manufactured exports
exceeded the world average, while in expansionary years, it lagged
behind.

Yugoslav authorities have resorted to traditional export and import
management instruments to implement policies in accordance with
current import substitution programs, or in response to current devel-
opments in the balance of payments. Import limitation is effected
primarily through direct commercial policy measures by shifting com-
modities among categories of import regimes. Until 1978 six, and cur-
rently four, categories have been in use, essentially distinguishing
goods in accordance with the availability of foreign exchange for their
importation: Liberalized goods (LB), for which foreign exchange is
allocated: goods imported under special license (DL) ; gods imported
under global foreign exchange quotas (GDK); goods subject to in-
dividual quantity or Dinar quotas (RK or DK); and goods subject
to ad hoc licensing (D). In the 1966 reforms the intention was to in-
creasingly place goods in the LB category, and in practice this trend
was followed until 1974, when the deteriorating balance of payments
position encouraged a reversal. In 1975, 54.1% of total import value
consisted of goods in the LB category; in 1976,43.7% rising to 46.3%
in 1978. In tat year the GDK list, comprising mainly raw materials,
other reproduction materials, and most capital equipment, was elimi-
nated, and most of the items (about 150) were allocated to the LB or
DK and RK categories, with a special license ("accordance") require-
ment (the separate DL category no longer exists). The portion of the
value of imports in the DK and RK categories (raw materials, manu-
facturing components, equipment, and consumer goods) was thus
raised from 21.5% in 1975 to 40% in 1978, and in the D category
(drugs, guns. fuels) from 7.09c/ to 13.7% in the same period."

In the past, Yugoslav authorities have also relied on a scheme of
import deposit requirements, which is still an option provided by law
as part of foreign trade emergency measures (Article 179). The meas-
ure requires importers to place non-interest-bearing Dinar deposits in
a National Bank in the value of a fraction of imports for a specified
amount of time. This measure has not been in effect in the second half
of the 70s, but a foreign exchange emergency may again encourage its
use.

According to the 1976-80 plan some changes were to take place
in the tariff system, to increase its effectiveness, as part of the im-
port substitution and structural change program. Compared to 1970,
average nominal tariffs have been reduced, and during the 1975-78
period averaged 10%. The categories exceeding this average include
clothing and accessories (20%), trucks, planes and ships (15%), ma-
chines and electrotechnical equipment (14%), stone, cement, asbestos.
ceramics, glass products, rubbers, and miscellaneous goods.

Various traditional and some new export promotion programs were
in effect or introduced in this plan period, and should be expected
to be maintained in the 1980s. These measures include linking imports

*0Soureea: UIM: as*W Rep rta on aech••e Betrictioe, various issue : and 8FRTSecretariat for Fnance.
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by enterprises to their export earning," tax exemptions, and tariff
rebates and preferential credits to exporters. To correspond with the
aims of the changes in the socio-e. tlolic system, in 1978 the export
promotion costs and drawbacks were transferred from the federal
budget to the republics' CIFERSs.

Many of these schemes proved partially successful in localized in-
tances. However, the revision of regulations and in some cases compli-
cated administrative procedures frequently precluded the intended
benefit. Furthermore, some of the export promotion schemes, including
linking import -ith exports earnings, may encourage BOALs to
reorient production in search of short-tr.m benefits. Support for
measures of a longer-term nature has visibly increased in economic and
political debates within Yugoslavia. The deteriorating balance of pay-
ments performance has revealed that policies of concentration on
import substitution without a corresponding long-term export orienta-
tion have not produced acceptable results. One, albeit small, step to
provide long-run export support was taken in 1977 when the Yugoslav
Bank of International Economic Cooperation was established to re-
place the Export Credit and Insurance Fund, which failed to provide
sufficient encouragement to exports." The Bank's purpose is to find
ways and means to encourage the long-term interest of foreign partners
in Yugoslav suppliers.

Another scheme designed to provide long-term stimuli is related
to foreign direct investment via joint ventures (JVs). The purpose
of the JVs, as envisioned by Yugoslav authorities, is to enhance
foreign investment in domestic enterprises to achieve greater long-
term participation in the international division of labor, procure
modern technology, increase exports and the supply of goods in the
domestic market, decrease imports, advance work of domestic enter-
prises, and promote scientific research. ("The Law on Investment of
Resources of Foreign Persons . .. ", Article 1; and OPIC, 1979.)
Since their introduction in 1967, an estimated 177 JVs have been
signed, concentrated in metal products, electrical equipment and
chemicals, although many of them are no longer thought to be in
operation.

In the 1968-73 period, investment in JVs accounted for 7% of total
investment in the social sector, and the foreign po tion amounted to
only about 1% (Schrenk, et al., 1979. and OECD 1974). However, the
Yugoslav portion frequently included already existing buildings and
capital assets. The laws have been updated relatively frequently, pri-

"aThis has been done by encouraninK barter-type transactions: in the new system, agree-ments are reached within the CIFER framework. In a serbian example, facin a deteriorat-Ing trade balance. CIFER delegates accepted policy of cutbacks in foreign exchange expend-itures for certain categories of goods and enterprises. For imports of raw materials andequinment, the right to purchase foreign exchange was reduced by 10% for "passalveexoorters" (enterprises whose import-exrort ratio exceeded 3.211 and some other enter-prises. "Actire exporters" (enterprises whose sales exceeded the value of their Imrorts)were rearmed In their right to use the full amount of their hard-currency earnings fortheir own import& But their freedom to pool these exchange earnings with passive enter-prism by intercompany contract was enrtailed. (Busines Eastern Europe, Aut-it 24. 1979).
* In 1978. BOALs exporting over 25% of their production were exempted from the busi-ness income tax.
* The Fund's resources were limited and It was not cotaDatible with the new bankingsystem. The Bank Is a sem-'overnment institution. authorized to engage In mo-e activitiesthan the Pund. inclnding taking some resonsnibilitles from the NBY and the Federal Scre-tariat for Foreirn Trade. For Its leMal and financial foundation. and operations. *ee "The

Law on the Yngoslav Bank for International Economic Cooperation and on Joint FinancialOrganazations".
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marily reflecting disappointing results in attracting foreign investors,
and the dissatisfaction of the Yugoslav authorities with the direction
and results of the existing ventures. On the one hand, it was found
that the conditions were not sufficiently attractive to overcome the
concerns of potential foreign investors. As a consequence of this and
an insufficient promotional campaign, the anticipated growth failed
to occur, even though at least one German stuay showed that the
economic interest of foreign investors is not served any worse in Yugo-
slavia than in other comparable countries. (Tschiderer, 1976). On the
other hand, it became evident that the hoped for long-term export
orientation of foreign investment failed to materialize and that the
primary orientation of the foreign investors was serving the domestic
market. Empirical research has supported this notion."

The laws were thus supplemented in 1974 and 1976 to alter these two
developments, and some increase in interest in JVs was recorded, in-
cluding interest from U.S. corporations, which started to compete
with Italian and German firms for leadership. By 1978, 24 U.S. com-
panies participated in JVs, with a total estimated foreign investment
portion of $165 million and a total Yugoslav investment of $414 mil-
lion. The Yugoslavs do not produce current data on foreign invest-
ment in Yugoslavia, but the 28% share of investment supplied by
American companies in their JVs is thought to be higher than the
average share of foreign investment in JVs.

A single, well publicized contract signed in 1976 between DOW
Chemicals and IN A for development of the petrochemical industry
accounts for over 60% of total American investment, and was hoped
to establish a new trend in JVs. However, concern about new changes
in the 1978 laws," and bureaucratic procedures (it takes about 2 years
from start of negotiations to registration) have forestalled the early
euphoria. The best intentions of the authorities have not been able to
produce expected results due to complicated administrative procedures
and bureaucracy. According to several Yuqoslav businessmen, a JV
is not a true partnership, but just a complicated loan." The total
value of foreign direct investment thus remains relatively small, but
Yugoslav authorities continue to study the potential for improvement.

4. Trade in Services (Invisibles)

One of the decade's most notable developments is the emergence of
export and imports of services as an essential component of Yugo-
slavia's external relations. Containing the current account within
tolerable parameters was possible due only to the unexpectedly rapid
growth of invisible earnings, sharply contrasting with the unsatis-
factoryperformance of merchandise export. In dollar terms, invisible
earnings increased almost five-fold, from $1.3 billion in 1980 to over

" For Instance. IBRD (Schrenk. et aL 1979). presents a test uslng Spearman rank cor-
relation coeflclents between foreign investment by industry branch and several branch and
several branch charaeteristtls. with a concluasrn that the coefficients do not support the
hypothesis that foreign investment Is primarily export-oriented, and that evidence olints
toward the domestic market being the nrimary o-ient*tlon of foreirn Investors.

SEsneriallv. Article 19 setting limits on Profit remittances. and Article 42 Preventinx
agreements that include undue restrictions on re-exports by the Yuxoslava of brand-name
pro"ncts.

"* Yuoslav statisticians seem to agree: balance of payments statistics show nil In the
Item "Foreag Direct Investment".
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$6 billion in 1978, growing in real terms by 9 percent per annum."
Whereas at the beginning of the 1960s they accounted for less than
30 percent of total foreign exchange earnings, by the end of the 1970s
they equaled the value of merchandise exports.

Foreign exchange outflows on invisibles have consistently lagged
behind inflows. Yet, these expenditures have grown rapidly in the
last decade, from $500 million in 1970 to $2.7 billion in 1978, and the
11% real rate of increase exceeded that of merchandise imports. From
the beginning of the 1960s to the end of the 1970s, invisibles climbed
from 10% to 20% of total foreign exchange outflows from Yugoslavia.
The growth of invisible expenditures will undoubtedly continue in
the 1980s further exacerbating Yugoslavia's balance of payments
situation.

An examination of individual categories of foreign currency inflows
and outflows is obscured by the imprecise nature of data on invisible
flows. The various categories of inflows and outflows are presented
in Table 6.4, and in the appendix with the caveat that the precision of
the date is limited, primarily due to technical aspects of data collec-
tion. Nevertheless. the aggregates are judged to be sufficiently accurate.

TABLE .4.--COMPOSITION OF EXPORTS AND IMPORTS OF SERVICES. 1970-79

IMIUioas of U.S. dollars

1970 1974 1975 1976 1977 1978 11979 t 198

Experts:
Toism................... 275 699 768 802 841 1, 050 1,000 1.150
Transportatioe.............. 34 729 886 894 1,051 1,150 1,250 1.315
Other notactor svic..... 205 463 700 734 708 775 900 1 20
Wor' remittances........ 400 1.511 1,684 1.884 2.097 2645 3,280 3490
Iatrest rceaips............ 18 93 62 90 123 155 155 110

Total.................... 1,287 3.495 4,100 4,404 4.810 5,775 6,585 7,385

imparts:
Towism...--.....--- .... . 129 295 440 546 760 1.296 1,680 ..........
Trasportatio..........--------- 148 336 413 466 488 565 1,620 ..........
Other noalactr svices..... 89 164 282 369 393 398 50 ..........
Interest payents........... 128 285 343 364 381 455 720 ..........

Total.................... 494 1,080 147 1750 2,022 714 380 3,720
Balanceof sevices......... 793 2,415 2,622 2,654 2,798 3,061 3005 3.665

i Pririurary.
* Oficl fe eorc

Note: Until 1977, dinar values wee converted by the staititcal oice at $1-NO 17; in 1978, the rat l-ND 1.25
was us&. Between 1974 and 1977, the statistical oice ud 1974 avagl cross rates amon the convertible currencies.
In 1978. avwage 1978 cross rates were used. The chang is si•icant: Using previous cross rates would yield th 1978
value of poets over $60,000,000 smaller, and imports aly $200,000,000 smaller. Works ruattances were most
acted by tbm clang 1975-77 data its tuls inaccurate, bt the error t is not available.

Source: Natio.al Bank of Yuaoslvia, IBRO and OECO.

A significant source of invisible earnings are usually categories
related to merchandise exports, such as freight transportation and
insurance. These amounted to about 15% of invisible earnings in 1978.
There is little potential for these earnings to grow at rates not dic-
tated by Yugoslav export performance, that is to say, there are no
expectations for Yugoslavia to acquire transportation, insurance or

* Import price Index Is used as a deflator la this and other invisible warningg growth
rate.
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financial sectors of significance, independent from its merchandise
exports.

Perhaps in no other area has the victory of Yugoslav pragmatism
over the apprehensions of ideology been as well demonstrated as in the
decision to permit the conversion of Adriatic scenery and climate into
a substantial source of foreign exchange earnings. Social and private
accommodations, catering, and entertainment facilities have, espe-
cially in the 1970s, replaced anxieties which the Yugoslav authorities
earlier shared with other East European countries-such as contami-
nation of local citizens by foreign ideologies. Improvement of tourist
facilities has been a (frequently neglected) target of investment,
amounting to 2-3.5% of total gross investment. Earnings from tourism
have grown from less than $300 million in 1970 to over $1 billion in
1978 and 1979, yielding a real annual rate of growth of 4.5%. Early
estimates of 1980 tourist earnings are $1.7 billion.

In addition to climate and availability of tourist facilities, Yugo-
slav tourism is a function of developments in competing countries of
Southern Europe and North Africa. Earnings are subject to annuL
fluctuations due to exchange rate and price fluctuations abroad, politi-
cal violence in competing countries, developments of new vacation
package schemes, airfares, and fashions. Yugoslav tourism has also
been subject to terrestrial calamities. In 1978, tourist earnings regis-
tered a significant increase of about 20c, primarily a result of lower
relative prices, but to some extent also due to political violence in Italy
and Spam. In 1979, the price difference was neutralized by inflation,
reports of violence in neighboring countries subsided, and the Repub-
lic of Montenegro was hit by an earthquake. The earthquake not only
inflicted serious damages on tourist facilities, but fear also diverted
tourists to competing countries. Tourism thus remains an important,
growing, but unpredictable, source of foreign exchange earnings.

Yugoslav construction abroad, compelled by advantageous relative
prices (especially in Arab countries), became an important source of
foreign exchange earnings in the 1970s. For instance, in 1978 Yugoslav
construction work in Iraq amounted to $305 million. Construction
fails to appear as a special item in Yugoslav balance of payments
statistics, and the proceeds are presumably dispersed in merchandise
exports, other services, and workers' remittances.

During the 1970s, workers' and emigrants remittances became the
most important category of invisible earnings." Remittances increased
from $500 million in 1970, to $1.7 billion in 1974 and to $2.9 billion
in 1978, accounting for one-half of all invisible earnings. This develop-
ment totally contradicted expectations of most observers, since it
seemed inconsistent with the significant reduction in the number of
Yugoslav workers abroad from 1.1 million in 1974 to 800,000 (or less)
in 1978. There are several explanations for this phenomenon.

This category is partially a misnomer as it primarily represents
gross changes in foreign currency deposits of Yugoslav citizens in
Yugoslav banks. As such, it is safe to assume that the growth in
"workers' remittances" reflects an increase in deposits and does not
mean an increase in transfers from abroad. In fact, transfers from the

* In some balance of payments tables, Yugoslavia reports the category of workers'
remittances separately from emigrants' remittances, the latter being treated as unrequited
transfers.
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biggest source, West Germany, actually peaked in 1973 at a value of
DM 2.2 billion and in 1978 and 1979 amounted to about DM 1.5 billion.
(Deutsche Bundesbank, Table 4A). Furthermore, an estimated 20%
of the deposits is acquired by Yugoslavs providing various services to
tourists on the Adriatic coast and gross deposits include re-deposits,
thus exaggerating the total value by double-counting. Some of the
increase represents shifts of deposits of returning workers from banks
abroad to domestic banks, further enhanced by an increased aggres-
siveness of Yugoslav banks in an attempt to tap funds by opening
branches in main Yugoslav centers abroad, signing cooperation agree-
ments with foreign banks, increasing the security and liquidity of
deposits, and paying relatively high rates of interest.4 In addition,
remittances have increased to some extent, because the skill and there-
fore the earnings of remaining workers employed abroad have risen.
Finally, the relative values of the currencies of host countries have risen
significantly relative to the currency of accounting, the U.S. dollar.

During most of the 1970s, the growth of deposits protected the
overall balance of payments position from the impact of high import
growth by concealing poor merchandise export performance. By 1978,
"remittances" covered almost 30% of the country's imports. or two-
thirds of the merchandise trade deficit. In the long run, however,
dependence on remittances to finance trade deficits is undesirable be-
cause the growth of remittances is probably unsustainable and cer-
tainly precarious. The recent growth is unsustainable for two reasons:
first, the stock of not-yet-deposited foreign exchange (hoarded in
homes or deposited in foreign banks) has been significantly reduced in
the recent drive by Yugoslav banks. and even though some (Yugoslav)
estimates of the value of these funds are still in billion dollar auanti-
ties, the upper limits are defined. Second, deposits-from the flow of
remittances should decline with the reduction of the Yugoslav labor
force employed abroad.

Dependence on remittances is precarious because to the extent they
are not converted into Dinars (and the current rate of exchange and
conditions do not seem to be conductive to that: the estimated rate of
conversion is less than 40%), they are held as foreign currency de-
posits which essentially represent foreign savings-earned, and after
a lag, spent abroad. They are in fact short term debt. highly sensitive
to political developments and rumors." Like other short-term funds,
their continued availability depends on the lender-depositor. When
withdrawn without conversion, there is nothing in the system that
would direct the foreign exchange to its most productive use. The
owner retains control over its use, which may or may not be beneficial
to the economy.

The precise ultimate usage of the withdrawn unconverted deposits
remains somewhat of a mystery. Yugoslav statisticians justifiabily dis-

* Currently 7.5% on sight deposits, 9% on one-year maturity. 10% on 2-year maturities.
on all currencies: In addition, interest Is not subject to Yugoslav taxes and no penalty for
early withdrawals Is charged, as advance decision on maturity is not required. The rates
are identical for all currencies. including the Dinqr.

SOn several occasions. Including January 1980. a large part of the deoosits was tea-
porarily withdrawn and redeposited due to rumors associated rith President Tito's Illness.

The precise value of convertible currency deposits In not available. but a reasonable
current estimate Is 8.7 billion: in August 1979. short term foreign rnrrency liahilitles of
Tuoaslav banks to domestue clients amounted to nearly 104 billion Dinars ($5.T billion)
and long term liabilities to 68 billion Dinars ($3.8 billion). However. these rares presuma-
bly indiud both private and institutional deposits. Data from NBT Quarterly Bulletin.
July 19re).
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play their confusion; in various balance of payments statistics, with-
drawals of deposits appear alternatively as outflows of workers' re-
mittances, "other services", or, as in Table 6.4, probably most apropri-
ately (it being jocularly known locally as "the Yugoslav disease") as
tourism. While their precise destination may not be known, data reveal
a prodigious growth m foreign exchange outflows related to withdraw-
als of deposits. Yugoslav expenditures on tourism increased nearly
ten-fold between 1970 and 1978; item 6, "other outflows (including
workers' remittances") in the table in the Appendix confirms the rise,
implying that net inflows of workers' remittances in fact remained
constant at $1.4-1.5 billion." Given the continuing return of workers
from abroad, in the future there will be more users than depositors
of convertible currency funds. Hence, it is reasonable to posit that
non-converted deposits should be considered as short-term capital
flows, and not-as is presently the case-as invisible earnings.

The Yugoslav authorities are well aware of these shortcomings.
While recognizing the growth in the net position of the hard currency
accounts, only the anticipated conversion into Dinars is, according to
the central bank, used in planning (verbal communication). In order
to bolster the rate of conversion. various incentives are being intro-
duced. For instance, in 1980. turnover taxes (and consequently prices)
for various industrial consumer goods, such as cars and household ap-
pliances, were reduced for customers paying with converted foreign
exchange." Encouragement of the private sector is partly designed
to direct convertible currencies to investment rather than consumption
imports.

The benefits to the economy of continued reported increases in in-
visible earnings are dubious. Although in the shcrt term they facilitate
growth in merchandise imports and thus growth of the economy, de-
pendence on a relatively short term. relatively unpredictable and rela-
tively inflexible source of foreign exchange is clearly undesirable.
While Yugoslav authorities are aware of the problem, the fact remains
that the growing deposits have had a deceptive effect of creating a
false sense of stability as they reduced balance of payments pressures
and consequently 'he stimuli for necessary structural changes and
Dinar depreciation. This is especially significant in an economic sys-
tem in which only clearly visible signs of stress induce appropriate
policy response.

The precarious dependence on invisible inflows is demonstrated by
the unusual decision of the IMF at the end of 1979 to approve Yugo-
slavia's request for extension of compensatory facility on the grounds
of a shortfall not only in merchandise exports, but also in tourist earn-
ings and workers' remittances."

a Inflows grew from $1.56 billion in 1973 to over $3 billion in 1978. while outflows grew
from $150 million to $1.5 billion in the same period. In the process. outflows related to
item 6. as a proportion of total outflow on services rose rapidly from 15% in 1970 to 41%
In 1975 and a staggering 57% in 1978.

SThese are also products which faced reduced demand as a result of the curtailment
of consumer credit as part of overall stabilization policy.

"*IMF Compensatory facility was established to assist countries in overcoming tem-
porary financial dimculties due to unexpected shortfalls in export earnings.primarily those
arising from crop failures. fluctuation of world commodity prices. etc. The Yugoslav case is
special in that a shortfall in invisible earnings ws* accepted as a cause for the request.
While the decision has its merit in the case of a hoftfall in tourist earnings (due to
earthquakes), and partially in the case of a shortfall of merchandise exnorta (dne to a
partial harvest failure). the shortfall of workers' remlttances ia more a structural problem
than a temporary one.

-647 0 - 81 - *1



This section would not be complete without mention of one other
item included in the import of services-interest payment on foreign
loans. This item has not been too significant (although see note in Table
6.7), but in view of the prodigious growth of foreign indebtedness, in
tandem with extremely high rates of interest in the international finan-
cial markets in the early 1980s, interest payments may become the
biggest category of invisible foreign exchange outflows, rising possib'1
to $1.8 billion by 1981, Details are elaborated in section 7 on Debt
Service. Suffice it to state here that in addition to all the doubts about
the benefits of invisible inflows expressed in the preceding paragraphs.
the surplus in invisible earnings may actually disappear in the near
future. The economic growth of Yugoslavia will then even more depend
on its merchandise export performance and the availability of foreign
sources of finance-the subject of the next section.

5. Capital Flows

In theory, the balance of payments is always zero or, as a corollary,
the deficit in the account of current transactions in trade, and unre-
quited transfers must be covered by a surplus in capital inflows and/or
by drawings on reserves. Reserves increase when net capital inflows
exceed the current account.

Since Yugoslav development has been dependent on foreign savings,
it is important to examine the mechanism and the account of financial
flows. Yugoslavia, sharing the experience of most developing countries,
has exLensively used loan and credit facilities of foreign institutions to
facilitate its import requirements and build reserves. The country's
persistent current account deficit was almost totally covered by ac-
cumulating debt; only a negligible amount was covered by foreign
direct investment." Gross annual borrowing by Yugoslavia has been
increasing steadily. from $1 billion in 1971 to $4.5-$5 billion in 1979.
Borrowing especially accelerated after 1975, both necessary to re-
plenish official reserves, and from 1 977 to cover a high current account
deficit and growing debt servicing requirements.

Increased borrowing requirements stimulated Yugoslavia to di-
versify its sources of funds. Supplier credits fund a large part of its
equipment imports, frequently covered by guarantees of (or provided
by) official western government export credit institutions. Yugoslavia
has received substantial credits from the World Bank and short-term
funds from the IMF. In addition to these credits. Yugoslavia has be-
come an extensive borrower in the commercial international financial
market. Departing from earlier experience, in the 1970s. over 70% of
funds came from commercial sources.

The increasing reliance on commercial sources of funds has its draw-
backs in that it makes the country's policies dependent on liquidity
and other developments in the external financial market, and on the
foreign banks' perception of the country's creditworthiness. This. at
times, is influenced by reports on domestic political developments,

* X + X + Tr-MM-Mas=aKLr-KLro+ K8rT+ + •R- .
Export of merchandise and services. plus net transfers. miners imoorts of merchandise

and services euals lo n term capital inflows minus outflows, plus net short term capital
flows. Changes ia resres and errors are residual.

* Foreign direct investment lD joint ventures is not Yugoalav debt. Tugoslar balance of
payments statistics fall to show an amount for foreign direct investment.



and, unlike official sources of funds, banks tend to he more concerned
with return on assets and less with international political considera-
tions. Consequently, the availability, terms, and conditions of loans
have fluctuated throughout the decade. In 1971, a Yugoslav bank
temporarily had technical difficulty in fulfilling its financial obliga-
tions to its creditors, arising from somewhat indiscriminate borrow-
ing at the end of the 1960s. Yugoslav creditworthiness was affected
until after two years of current account surpluses (accompanied by
the highly liquid position of western commercial banks due to petro-
dollar 'flows) the country regained the confidence of the western
financial community, but western government guarantees were still
sought by many potential lenders. The rapid growth of borrowing
barely kept up with the large current account deficits in 1974. and
towards the end of 1975 foreign exchange reserves were drastically
reduced to an unsustainable level. In this period, loans to Yugoslavia
hy American banks were classified OLE3M br the US Comptroller
of the Currency. Yugoslavia reduced its participation in the conmner-
cial market until 19 7, when the report of the 1976 current account
surplus and the recognition of Yugoslavia's ability to control
the economy again regained the confidence of the financial mar-
ket. The high liquidity of banks and numerous new entrants on
the international lending side provided Yugoslavia with relatively
easy access to funds, a situation which lasted until the end of the
decade and essentially enabled the country to pursue highly unbal-
anced expansionary policies. As noted earlier, 'his was a period of
transition to a new institutional mechanis:n. and external borrowing
and foreign exchange operations were brought into consonance with
the thrust of tle reforms.

The country's overall borrowing requirements, indebtedness and
guidelines for each individual republic are established as one element
in the process of formulating the regional and federal social compacts
on balance of payments. Once the guidelines are established, individual
borrowing needs remain to be resolved among enterprises within the
context of CIFERs, which are ultimately authorized to issue permits
for external borrowing. In this process, business banks act only as
informal advisors. Borrowing on their own account has been elunmi-
nated (with the exception of short term funds) in line with the bank-
ing reforms which intended to reduce the controlling ability of banks
to that of management of financial issues of enterprises (see Sections
II and III.4).

The business banks' purpose is mainly to act as the financial arm
of its founding members. The initiative to borrow rests with the enter-
prises. These inform the authorized banks (about 20 banks are cur-
rently authorized to conduct foreign exchange operations) of inten-
tion to borrow, documented with details of purpose and amounts.
Contracting of debt is then subject to pre-registration with the Na-
tional Bank of the republic and subsequently the National Bank of
Yugoslavia-an automatic process assuming all currently governing

" OLEM (Other Loans Especially Mentioned classflcation Indicates serious concern by
CU authorities about the quality of a loan or borrower. Yugoslaria was dropped from the
list la 1977. In 1978 the system of classilcation was changed.
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regulations are satisfied. The role of the NBY as an explicit guarantor
and contractor of foreign loans has been drastically reduced.'1 The
central bank no longer implements the overall borrowing policy by
affecting the cost of borrowing via Dinar reserve deposit require-
ments. This mechanism is now only a part of emergency measures.

As one would expect in such cases, the process and result of the
evolution of the system have had their beileficial and detrimental
effects on the terms, conditions, and access of Yugoslavia to the for-
eign financial markets. Before the latest changes, the terms and con-
ditions for Yugoslavia tended to be worse than those for many East
European and developing countries as a result of its stop-go develop-
ment strategy, its frequent institutional organizations, the large
number of Yugoslav banks competing for funds in the market, the
predominance of supplier credits, high borrowing needs and growth
of debt, and political uncertainty. However, despite these factors the
large amount of funds Yugoslavia was able to acquire during the pe-
riod reflects its relatively good standing. It is too early to judge the
results of the latest institutional changes, but some observations on
the process may be made. In the process of change, the federal au-
thorities' intervention was reduced. The tedious task of reaching con-
sensus (noted earlier) resulted in delays in concluding social compacts
on final guidelines, and when reached, these were frequently revised.
Thus, the 1979 guidelines on total borrowing were reached only in
the fourth quarter, and during the period the earlier guidelines were
overstepped. In fact, that was true for the entire 1976-1980 period.
The original plan implied total indebtedness of Yugoslavia at the end
of the plan period tobe $11.5 billion-the actual debt will exceed this
figure by $6 billion.

Competition among Yugoslav banks and lack of coordination of
their activities-frequently reflected in the higher cost of borrowing-
was addressed in the particular Yugoslav manner: acceptable terms,
conditions, and strategy for foreign borrowing are now agreed upon
at monthly meetings of the Yugoslav Association of Banks. Towards
the end of the decade, Yugoslav banks increasingly formed con-
sortia in their approach to the foreign financial community. While
the new approach will undoubtedly improve the terms and conditions
of borrowing, it also reduced flexibility in the continuously changing
financial market. In practice the reaching of a consensus is a long
process during which conditions may have changed. With a prede-
termined view of acceptable terms the flexibility in negotiations is
reduced. The quantity of funds committed to Yugoslavia may thus be
sacrificed for a marginal improvement in the quality of terms. This
may have been the case in 1979, when terms of Yugoslav loans im-
proved, but the country ended the decade with a relative shortage of
committed funds. In fact. the situation deteriorated to such an extent
that in mid-1980 the NBY returned to the international financial
market as a principal borrower.

SImplicitly. the NBY may still be viewed as a ruarantor: the laws permit the NBT
to sequester Dinar assets of business banks and their founding enterprises in case of
default on foreign obliatlons and extend convertible currencies to repay the forelxn lender.
Explicit federal guarantees are limited to IBRD and IMP loans and selected official credits.



6. External Indebtedness

Sharing the experience of many developing countries, Yugoslavia's
extensive participation in the international capital markets in the
1970's, a period characterized by rapidly expanding commercial bank
financing of international trade and development, led to a relatively
high level of indebtedness. From a little over $2 billion at the begin-
ning of the decade, the country's debt exceeded $15 billion at its end,
equalling approximately one-quarter of its GDP.

TABLE LL--OREIGN INDEBSTENESS OF YUGOSLAVIA

1965 1970 1974 1975 1976 1977 1978

ToW gross debt (aious)-...... 1.243 S.350 t5.360 S 514 57. 928 59.540 11 33

v ediau- and Ion-trm dbt...-------- 1.104 2.147 5,253 6.470 7.828 9.366 11,401
Toal of iu pot of goods o credit.. 33 1, 527 3205 4,077 4, 00 5992 7,081
Of w.: Equient.... .....-... (539) (1.112) (2,197) (3 60) (4,295) (5.304) (6,284)
Fhisal credits a nd orel cur-

rency time depots............. 271 620 2012 2,354 3,000 3, 344 4281
Short-terw bak credit........... 13 203 107 114 100 174 432

Structure by curecy (pocet):
ContvertbdiMe cW U ....................... 90 90 86 87 8 88
BilatUiad-deaing c trences................. 10 10 14 13 12 12

Structure by type of Iuaanina (pecnt):
Pubic or pubicay Iuaaatoed..... 86 58 42 40 39 34 -.......
Privat.......................... 14 42 5 60 61 66 .......--

Structure bounce percent) : I
Okicd............-- - ...-..-....-...- 30 26 25 24 24 ..-------..--
Commrcil .....-...-.-............----. 70 74 75 76 76 .......--

Credits etead (miMs)-............ - 19 -$492 -$70 -$786 -$916 -$1.116 -$1,101

SIBR1O etimats.
Sources: Natioal Bank of Yugslava, IBRD. and other.

The 10% real annual growth of indebtedness (nominal growth
deflated by average of export and import price index) in 1965-79
exceeded real growth of the social product, of exports, and of im-
ports. The difference is even more substantial in the last five years
when the real debt grew at a rate of 12.5% while real exports virtu-
ally stagnated. The current level of debt is 2.3 times annual merchan-
dise exports, growing steadily from a ratio of 1.4 in 1974. The current
ratio is similar to that of Greece, lower than that of Turkey (5.5),
Ivory Coast (4.1), Peru (3.1), Poland (2.9), and the Philippines
(2.4) and higher than that of Spain (0.9), Portugal (1.9), Korea
(1.1).and Taiwan (0.4).

The growth and composition of Yugoslav debt is presented in Table
6.5. The reduced role of the central bank and other government agen-
cies in guaranteeing and contracting loans is well illustrated in the
table. Over 70% of current debt is considered private. Imports of
equipment and other goods on credit constitute about 60% of Yugo-
slav debt. Supplier credits have been the principal form of financing
imports. Due to the inflexibility and costs (frequently concealed in
higher prices of goods) of supplier credits, Yugoslavia aimed to in-
crease the proportion of financial credits, which are not tied to any
international transaction, are converted by the borrower into Dinars,
and used for local cost financing. This goal was facilitated through-
out most of the 1970s by the increased independence of Yugoslav busi-



ness banks in an environment of rapid changes in practices in the
international capital market. Although financial credits thus com-
menced playing a more important role in the 1970s, accounting for
about 35% of total debt, compared to little over 20% in the 1960s,
the ability of Yugoslav banks to contract financial credits has been
considered limited. About one-third of financial credits have come
from commercial sources, the rest from official sources. In view of
the increasing debt, the need for financial credits and "balance of
payments loans" is understandable.

The diversification of sources of foreign exchange, and the in-
creased reliance of the country on commercial, as opposed to official,
sources of funds is well illustrated in the table. The change is even
more notable in comparison with the 1950s and 1960s. Although the
proportion of debt to the World Bank is declining, it remains sig-
nificant both in its value and its positive influence on the commercial
market. The World Bank has provided long-term credits for 62 proj-
ects. $2.1 billion of which were outstanding at the end of 1979 IBRD.
(direct communication).

Yugoslavia has also been an active user of the International Mone-
tary Fund facilities, including a request for standby facility in 1979.
In January 1980, the am unt outstanding to the IMF, primarily short-
term credits for balance of payments purposes, was $460 million (IMF
Press Release, No. 80/9).

A considerable part of commercial credit is guaranteed by Western
government export credit agencies, most of which also extend credits
on their own account. The value of the Yugoslav success in receiving
credit lines from these institutions stems from the portfolio alloca-
tion mechanism by Western commercial banks: loans to Yugoslavia,
guaranteed by Western governments tend to be treated as Western
government risk, thus allowing further lending to Yugoslavia. Of
Yugoslav debt, 40-45% is extended or guaranteed by export credit
agencies; total estimated commitments rose from $4 billion in 1975
to $6.7 billion in 1978, over one-half of which were provided by the
French, U.S., and West German governments.

In general, the relative share of debt to individual countries is
thought to be correlated with shares of foreign trade and trade deficit.
West Germany is thus thought to be the biggest lender. The U.S. is
an exception, which can be explained by U.S. bank financing of trans-
actions involving American multi-national corporations around the
world. Exposure of U.S. institutions is presented in Table 6.6. Debt
to the U.S.S.R. and Eastern Eurone is primarily on the bilateral pay-
ments accounts, estimated in Table 6.5. However, some loans are
known to have been provided in convertible currencies." The U.S.
dollar, West German mark, and Swiss and French franc are the pre-
dominant currencies in which Yugoslav debt has been contracted. The
growth of debt is thus to some extent due to the declining value of the
dollars"

- For instance, Cyechoslovakia and Hungary provided $30 million each for the construe-
tion of the Adria nineli•e.

* In 1978. the deareclated dollar caused a $344 million increase in nominal debt (NBY.
Anname Report 19t7).



TABLE 6L-CAIMS Of U1S. INSTITUTIONS ON YUGOSLAVIA

(Milli o d doluI, nd yer paostioi

175 1976 17 178 1979

Commerce aks ................... N.A. 1,553 1,150 1.630 2000
Export-Import kBt a ................. 907 877 901 1.002
Commodity Cri Ceporao s ....... 125 96 73 76 4
Noaunkina busias eterprius is the

Untod Stom ...................... 44 A 32 52 54

SClau. by U.S. banks, including their branches and subkdiues abroad. Source: Joint news release of Comptroler o the
Correcy. FDIC. and Fedal Rowve Board. varous.

SIncludes loans and guarantees. tbesieore double couant•g ath part of commerial blak daur map occur, but canned
excaqd $300,000.000 lo 197. Source: Export-Import Bank.

a Unl 1977. virtually all exposu under tale 1, Public Law 480. Is 1978 and 1979 of exposure under GSM 4 or S
program. Source: U.S. IDeprtment of Agriculture.

* Icaudes pamarnl trade receivables. 1979 datum shows mid-yue positros. Source. U.S. Ireasury Department. Tresury
BuUetia, January IML

In view of the increased importance of capital goods exports, Yugo-
slav banks have been extending export credit facilities. This activity
will probably intensify with the establishment of the Yugoslav Bank
of International Cooperation. The term of the credits tends to be rela-
tively advantageous to the borrower. The total amount of credits ex-
tended by Yugoslavia rose from $.5 billion in 1970 to $1.1 billion in
1978. accordingly reducing the overall Yugoslav debt.

Since causes for Yugoslavia's current account deficit are structural,
the need for utilization of external -avings will undoubtedly continue.
Total borrowing needs and the ultimate indebtedne-ss will depend on
the selected growth rate of the economy. How.'ver. in addition to fi-
nancing the current account deficit. borrowing requirements
(especially the more difficult to find financial credits) will include
financing the above noted export credits extended by Yugoslavia, re-
building and maintaining Yugoslavia's foreign exchange reserves, and
satisfying its debt servicing obligations, which are subjects of the
following sections.

7. Debt Seervice Requirements 6

The rapidly growing debt has as its consequence growing annual
debt servicing requirements. The increased proportion of bank financ-
ing and developments in the maturities and rates of interest in the;
financial market shape the debt servicing requirements.

Given the decreasing proportion of advantageous World Bank long-
term loans, the average maturity of Yugoslav loans is primarily and .
increasingly dependent on developments in the international financial I
markets. Length of (publicized) loan maturities in these markets ..
reached a ieak of about 9 years in 1973, decreasing to about 5 years in
1975 and 1976. growing back to about 8 years in 1978. and even higher
in 1979. Amortization payments begin after a period of grace, which
tends to be roughly 2-4 years, depending on the maturity of the loan.
Maturities for loans for raw material and intermediate imports tend
to be much shorter. Hence the closing years of numerous loans are con-

*By debt servicing Is meant amortization of principal. Interest and other payments
related to contracting debt.



centrated in the current period. After a relatively uneventful five
years of annual amortization payments of about $1 billion (according
to official statistics)," a significant increase is imminent, especially in
view of the rapid growth of borrowing since 1976.

It may be instructive to estimate the Yugoslav debt servicing re-
quirements, even though results of such an undertaking must be
received with considerable reservation. Table 6.7 presents past and a
rough estimate of future Yugoslav debt servicing requirements.

TABLE 6J.-YUGOSLAVIA: PAST AND FUTURE EXTERNAL DEBT SERVICE

j8idions a dollars rounded

Estimated

1972 1973 1974 1975 1976 1977 1978 1979 190 1961 196

IRepaymeto plarcipali..............0..7... 0.9 1.0 1.1 LO L2 L6 2.0 2.5 10 15
Raterets....................... .2 .2 .3 .3 .4 .4 .5 LO 1.5 L o L8

Debt srvic, medium and loner ........ .9 1.1 1.3 14 1.4 1.6 .1 3.0 4.0 4. 5.3
Shorttr lo ......................... ... .3 .1 .1 .1 .1 .1 .2 .4 .5 L2 1.2

Deb service total................. L2 L 2 1.4 L L5 1.7 2.3 1.5 4.5 6.0 L5

S1972-78, hBY Quartry Bulleti. 1979-82 stiatd, on the basis o: (1) Drawins on foreign loans and credits (NBY
Quarterly Buletin July 1979. for years 19778 estmatd for 1979 and projected for 1980); (2) average maturitle(World

ank: Borrownng i Intermational Capital Markets); (3) avear irace periods; and (4) avera composition of debt.
* 1972-78 interest payments are derived from balance-o-payments tables. 1979-2 iterast projections tae anto account

changes in London interbank oered rates (Libor) for Unted States dollars, German marks, and Swiss fans, is which the
majority loans take place. Libor dollar rates rew from I to 10 percent in 1978 to 14.5 percent at the nd of 1979 and
about 15 percent in 190. rates i the same priod are 3 percent. 8 percent and 10 percent and SwF rates 1.5, 6 percent
and 7 percent. Rates for 1981 were usumed not to change, and is 1982 decrease. Rates to Yugoslavia are on the average
over I percent above Libor. The interest protection were made on the actual or expected total debt at th end of the pre-
vious ye, with the following average rates from 1978 to (rounded): 6 percent. percent 10 percent 11 percent, a
10 percent.

SThere is some doubt about the accuracy of ocaal Yugustav data on interest payments in 1972-7. For instance, the
1978 figure at 455.000,000 impies an avera interest rate of approumately 4.5 percent per annum which is less than
of provJ Libor rate for U.S. dollars. At the same time. according to the same tables, Yugoslavia receed $155,000000
of interest payI t., implyin a rate of 14 percent per anm, on credits extended.

SShort-term debt service s short debt at the end of previous year. To complex th able 19 2 short-term debt fires
were selected to a large exe arbitrarily, but rfectsin the enera increase in short-ter borrowing in d internaion

atacial market. By mad-l.s, short-ter debt was rortd at $1.5 biion.

In the face of growing amortization payments, in 1979 the federal
authorities encouraged Yugoslav banks to take advantage of the
beneficial conditions in the Eurocurrency market and concentrate their
activities on improving the maturity structure of Yuoslav debt. Over
$1 billion was refinanced." One such transaction, mi the amount of
$420 million, was the first major illustration of the new Yugoslav
strategy to form consortia of Yugoslav banks in approaches to the
Eurocurrency market. However, as the table reveals, the large
refinancing activity reduced the debt service burden only slightly. The
deterioration in the debt service burden is due not only to increased
amortization requirements, but also to the increase of interest rates in
the Eurocurrency market, since interest payments on a large and
increasing part of Yugoslav debt are related to floating interbank
rates.

In the next several years, an increasing portion of foreign exchange
earnings will be directed to servicing of debt. Between 1974 and 1977,

SrPoreirg Echange Balance of Payments Financial Transactions, published by Social
Accounting Service. In Statitticki Bten, and in K'B QuOarterly Bullets.

* Befnasncrn usually means borrowing at better terms and using the funds to pre-pay
older outstanding loan. Maturities are thus "stretched oat" and Interest payments tend
to be lower



less than 20% of total foreign exchange earnings were allocated to
debt service payments. By 1978, the share rose to 20.7%C, and in 1979
perhaps approached 30%. The increase in debt service in 1980 yields a
further growth m the debt service ratio. Concentrating the examina-
tion on only convertible currency debt service, and relating this to only
convertible currency earnings minus workers' remittances not con-
verted into Dinars, the real debt service burden would actually be
even higher.

8. Foreign Exchange Reserves

The level of "permanent" foreign exchange reserves of Yugoslavia
is determined by annual resolution issued by the Federal Executive
Council. The permanent level is supplemented by reserves used for
current transactions. The NBY attempts to keep these "current"
reserves at a policy-determined level equivalent to a fraction of value
of anticipated foreign exchange expenditures, measured in months
(1.5 months, adol ted for 1979).

The relative stability in the level of reserves implied by official policy
has not been realized in the experience of the last decade. Actually,
policy at times appeared to follow developments. This could have been
predicted to the extent that reserve position is an endogenous variable
in the overall foreign exchange system. The permanent reserve concept
gained importance in the middle of the 70s. After a few years of a
comfortable reserve position. Yugoslavia reduced its reserves from
$1.3 billion in 1973 to $812 million in 1975, concurrently with an 85%
increase in import expenditures. The value of reserves was reduced to
nearly one month of imports. a level generally considered unsatis-
factory. In 1976, Yu)oslavia continued borrowing at a relatively
steady level concurrently with a current account surplus. The large net
capital inflows replenished the official reserves, exceeding the policy
determined permanent level by a comfortable, or according to some
western bank observers, superfluous margin. The high level was
sustained until 1979, when official foreign exchange reserves were
drastically reduced by $1 billion to facilitate the unprecedented cur-
rent account deficit of $3.7 billion.

The original 1979 resolution on a permanent reserve position of ND
23 billion ($1.3 billion) and current reserves of value of one and
one-half months of foreign payments in convertible currencies, was
thus violated: a new resolution reduced the requirement to $1 billion
for 1980 and the NBY policy calls for total official reserves to equal 2
months of imports. The need to replenish reserves is an additional
element in the borrowing requirements of Yugoslavia in 1980.

In order to complete the review of the reserve situation, monetary
p~old and foreign exchange assets of business banks require mention.
Yugoslav authorities hold 1.676 million fine troy ounces of gold (IMF.
end of 1979 position), at current market value of approximately $1
billion. Forpipn exchange holdings of Yugoslav banks averaged 9800
million in 1979. Lest the significance of these admittedly large holdings
be overstated, it is appropriate to note that gold is an unpredictable
and not entirely liquid asset, and that Yugoslav banks held convertible
currency deposits of domestic clients of nearly $9 billion, which require
substantial liquid reserves.



VII. SOXM CONCL-SIONS AND PROSIPCTS 8 MR TlIH FUTURE.

Tie picture of recent Yugoslav economic performance that emerges
from this paper exhibits both positive and negative features. On the
positive side, the 1970s have witnessed a continuation of rapid growth
and structural change at a pace in excess of that achieved in most
middle income and developing countries. Yugoslavia has remained a
front-runner in the development race despite shocks in the interna-
tional economic system that have adversely affected its development
prospects. Yugoslavia's growth performance has continued to reflect
the AL'Ys goals of economic modernization, and diver-ification, comn-
bined with a significant increase in the standard of living. These goals
hale been successfullyy realized to a large extent. On the negative side,
certain economic problems that iwgan to develop in the post-19(65
reform periino have persisted, or in .omle cases have intensified. includ-
ing problems of labor absorption, regional development differentials,
cyclical macroeconomic instability. and the balance of paymuments con-
straint. By the end of the 197lts. Yugo.lav economic performance
presented some troubling signs. particularly in the areas of inflation
and foreign eco;:omic performance. By 1979, the inflation rate was back
up at the 20 percent level, the current account deficit was the worst in
history, external indebtedne.ss hlad increased in real terms vb about
12.5% a year in the preceding 4 years (1974-79). and the debt service
ratio was climbing.

TABLE 7.1.-PINCIPAL TARGETS OF DEVELOPMENT OF THE YUGOSLAV ECONOMY FOR 1981-45

Growth rates Gowth rates

1. Social product-whole economy.--......---- 0-5 Standard ol vn--....................... 5.5-t.
2. Social product-socal sector ..----. ....---- -7.0 (a) Peson con supte....----------. 5.2-5.5
SIndustry............................... -7.0-.S (b) Social standard... .--- a- about 7.
. Arculture............................. about. 5 . Exp t of good and series ............. 5-7.
. Emp me .-........................... about 3.3 1 Im rts ef goods i s rce....-..-------.. -4.5

L Productivity.....----.--.--.--..-..... . 12-17 11. Gros investments r bau c assets...-- .. about 7.
7. Real incomes........................... out. (a) economic ---....................... about &

(b) Housna costrction---------.... 7.5- .

Sowuc: InsMtut Ekonomskah Nauka a Beorad. "Uslovi. Moguasti i Praci Drustveaoe*konomskog RuIvoij Juo-
slavie od 1910. do 1915. Godan o i Glask P evredae Koore Jugoslaaje, J a.21, 190.

Given current trenls in export performance, import delvendence and
foreign indebtedness, it is reasonable to predict that the mnediumn-terni
future will be a period of increasing foreign exchange constraints on
domestic economic growth. This view seems to be reflected in prelim-
inary projections for the 1981-85 period, prepared for the Yugoslav
chamber r of Economy by the Institute of Economic Sciences in
Belgrade. (See Table 7.1.) These projections call for aggregate growth
targets of 6% to 6.5r'. down from the target growth rates of '7 to
7.5% in the 1976-80 and 1971-75 plans. Even these growth targets may
prove to be unachievable since they are based on an implied import
growth rate of 3.5% to 4% and export growth rates at 6.5% to 7.5% a
year, both of which appear very optimistic in view of the standards of
recent economic performance. Yugoslavia's desire for continued high
rates of growth with a reversal of the historical relationship between
economic growth and foreign trade requires comprehensive structural



and systemic adjustments. The general orientation of these adjust-
ments would be to increase the efficiency and competitiveness of Yugo-
slav production by bringing labor costs closer to a level consistent with
the current stage of development and labor supply conditions, by im-
proving capital mobility, and by introducing conditions for productive
investment without tariff protection. Such adjustments cannot be im-
plemented in a short period, and minor palliative adjustments will not
produce the necessary long-tern alteration of the structure of growth.
Therefore, it seems more likely that growth during the next five years
will fall short of even the reduced plan targets and will wi lower than
the growth rate achieved during the last three decades. unless the
country is willing and able to obtain foreign loans of sufficient volume.
and thereby further increase its indebtedness. In addition to covering
a large current account deficit associated with the current structure of
growth, borrowing requirements will include financing of infra:;true-
ture projects, as well as export credit, reserve, and debt service needs.

The real problem of declining growth rates in Yugoslavia ari.es
from the need to provide additional jobs to abs-orb the unemployed
and underemployed workers in the economy. In the past. the growtl of
jobs has been linked to rapid expansion, especially in the industrial
social sector of the economy and in capital-intensive projects, and
fueled by high rates of domestic investment. During the next five years.
balance of payments constraints may require a modification of the
domestic etmploynent strategy. with more emphasis on the develop-
ment of small-scal, labor-intensive projects in the social sector and
with more emphasis on the private sector itself. Such a re-orientation
of growth strategy would be consistent with the continued need to
facilitate the integration of returning migrants into the domestic
economy and to mobilize their savings for productive purposes. It
would also be consistent with the continued need to stimulate private
agriculture to realize domestic consumption needs and to provide for
a growing net agricultural export surplus. Finally, such a re-orienta-
tion appears to be consistent with the need to promote labor-intensive
export sectors in which Yugoslavia might have a comparative ad-
vantage. In the past, capital-intensive import substitution projects
have been overemphasized at the expense of such sectors, with negative
implications for the balance of trade.

Because the next five years are likely to be difficult ones given under-
lying balance of payments constraints, the tasks of medium-term plan-
ning and short-to-medium-term demand management are likely to be-
come even more critical. On this score, there is some reason for optimism
since Yugoslav policy makers have in the past demonstrated pragma-
tism, an open-minded attitude, and an ability to influence the direction
and speed of economic development, albeit in a stop-go pattern. On
the other hand, it appears that the institutional reforms introduced in
the 1970s have not made policy making any easier, and indeed may
have complicated the formation and timely implementation of difficult
policy choices. In the long run, of course, whether the reforms im-
prove economic policy making depends in large part on their implica-
tions for the planning process. It is too early to judge whether the new
system of planning has actually improved coordination in resource
allocation, and the scattered evidence which exists is contradictory.
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Apparently, a reorientation of investment funds to priority sectors has
occurred in keeping with plan targets, although many sectoral growth
tigets haven ot been realized. In swuunary, it appears that to date
nothing in the new institutional system or in the new role of the ICY
guarantees the introduction of effective policies to solve Yugoslavia's
recurring economic problems.

As the analysis at the beginning of this paper suggest, conflicting
goals and a complicated balancing of oftimes antagonistic interest
groups have interfered with the formulation of consistent economic
policies. In many instances, neither the state structure nor the LCY
has been able to fashion a coalition in support of necessary measures,
or when such a coalition has been established in theory it has disinte-
grated in practice. The Yugoslav system, like many politicized sys-
tems allowing for the expression of divergent economic interests,
cannot easily formulate consistent economic policy measures in pur-
suit of the collective interest, when individual group interests are at
stake.

Ironically, the very features of the Yugoslav institutional system
that make policy coordination of economic activity so Jiffiult are fea-
tures that have contributed to the growing degree of stability and
legitimacy that have characterized the LCY regine during the 1970s.
The existence of a broad range of institutions for the expression of
group interests has meant that the Yugoslav system can absorb con-
flicts of interest without such conflicts Iecoming a challenge to the
current political leadership. The Yugoslav situation in this regard
stands in stark contrast to the situation in the regimes of Eastern
Europe where the very notion of divergent interests is unacceptable.
and where the very expression of group interests is best interpreted
as an attack on the political regime.

On balance, given the magnitude of the political and economic con-
straints confronting the Yugoslav leadership, the assessment of Yugo-
slav economic performance suggested by the analysis presented in this
paper is a positive one. The Yugoslavs have made substantial progress
in the modernization of their economy and in the process they have
confronted the usual problems of development. Their policy solutions
to these problems, though not always successful, have resulted in over-
all economic performance that has been at least as good as. and in
some cases better than. the performance achieved in other middle in-
come countries with market systems. Moreover, economic development
has proceeded along with, rather than at the expense of, the system's
legitimacy. The contemporary Yugoslav system is a stable one that
enjoys widespread if begrudging support. Despite some misgivings
about the chaotic and frequently changing features of economic and
political institutions, most Yugoslavs support the principles on which
their system rests. This support will be imIl)rtant during the coming
few years when important economic choices will have to be made in
a more constrained set of economic circumstances.
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BALANCE OF PAYMENTS'

1972 1973 1914 1915 1916 1971 1971

Inflow Outflow Inflow Outflow Inflow Outflow I

A.Goodsandservces............. ... 4,221 3,961 5,635 5,364 7 ,15 .624
1. Eachageeaf Poods (xports-4.o.b.;

imports .f.).... . 2,237 3,233 2,853 4,511 3, 05 7, 20
2. Frei and insurance o d.... 301 11 394 7 5s0 6
3. Other trensortatio............. 132 182 151 215 19 337
4. Towima s...................... 463 244 631 251 700 56
5. Interest ...................... 11 112 49 229 93 291
6. Other (Including workers' rmu1t-

tlanes). . . . ... 1,071 119 1,558 151 1,848 414
Balnc oods ndervices..... +260 ........ +271 1,439

B Transfers (grants)...... ... ........ 192 33 24 34 27711 21
Private (emIgrants' reittance, pen.

sons, tc.).......... .......... 192 32 241 33 277 20
Govrnment ................. ......... .1 .... . ... ... ... . 1 .

Batlnce on current account (A+B). +419 ....... .. +485 ............... -I, 183
C. Flancial trsactions (net chanes)...... 376 .......... 380 ...... .........

7. Ne onetary sectors ........ 278 .... . 546 .... .. 676 .....
Foreign borrowing ........ 943 577 343 724 , 539 887
Foreign lending . 63 105 75 131 85 200
Short-term credits (or trsi

tkonl items)............ 3 49 203 220 402 263 .
8. Monetary sector................. 98 .................. 166 112 .........
9. Allocatin of SOR's ........... 22 ..................... ....

0. Olcial foreign exchange reserves nd
IMF position (ntchange)......... ....... . 30 ........... 620 399 ...

Borrowing from IMF (net) ......... 17 ...... .. ... . 142 .....
Foreign exchange reserves .................... 54 ......... . 545 257 .

rons and lommssons (net) ..... .................. 217 .......... 245 ..... ... 4

nllow Outflow Inflow Outflow Inflow Outflow Inlow Outflow

7, 85 9.098 8,903 9,093

4,072 7,697 4, 878 , 367
64O 9 725 II
2u0 411 181 468
768 66 80o 77
62 331 90 369

2,033 587
-1, 313

308 217

308

718
821

2, 02
90

26
1IO

-1,032

1.0b9
190

. 216 .
S. .. 103 .. . .....

2,219

385

385

+165
751

1.210
2, 30

110

9,741 11.626 11,096 12.670

5, 254 9.634 5,671 9.988
728 18 1.1 0 565
343 4 .....
841 91 1.050 120
123 381 165 455

810 2, 45
-1904 333W

28 34J3
I . .

1, 658
1.,360

930 2, 66b
210 265

1,011
-1.881

30

28
2

-4982

418

3.010 1.547
-1,574

350 32

350 30
2 ,

... -1.256
1,589 .......
1.29 39
3, 150 1, 826

289 394

80 ..... 100 ..... . 128
459 29 . . ............ . 24.. 2 .... ..... .. .....

296 .. 991 ....... 173 ......... 333
20 . ... 187 .. 123 .......... 74

276 ........ .... ... 1 178 .. . .. . .......... 2 9
18 ........ 9 .... . . ..... ...................

SThe table pnr•nts th full vale of transactions with foreign countries rerdless of the time o
reoolpts and payments, usi the national income accountinI approach, rather than the flow of funds
approach. Annual differences between the approach may be significant. White it s possble to ar-
riM at a rMonably precise total value of foreign echane infllows end outflows, individual categories
are subject to estimation and reporting errors and emissions. Traditonal dificuties have been on-
countered in tracing financial gifts and remittances, tourist earnings and expenditures and with the
accuracy of reporting of ntroest receipts and exponditures (see footaote 4 In table 6) and capital

ws. See al footaote t table 6.4 on conrsioe rates.

SPreliminary data.
SSince 1914, outflows exclude foreign exchange wthdrawn frem e taccn aout of citns, which is

recorded in Item 6 "other."
SOutflow quals increase; inflow quals decreao.

Source: The National Bank l Yugoslava.
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In the quarter century following the adoption of workers' self-
managelment, Yugoslavia emerged from the world's economic back-
waters and rose to a position just short of the le!s developed West
European states. Industrialization was at the heart of this transfor-
mation and its history is therefore important in its own right. Per-
haps more significantly, that history reveals how workers' self-man-
agement operated in practice in Yugoslavia, which frequently was at
o:lds with the theoretical performance of this unique system. Inevit-
ably, the analysis turns to the role played by government. Govern-
ment intervention caused important modifications in the performance
of the self-management system. The economic and political charac-
teristics of Yugoslav self-management in the course of industrializa-
tion are important for understanding and interpreting the past per-
formance of self-management and in forecasting future developments
in Yugoslavia.

EcoNOMY AND STATE IN INDUSTRIALIZATION

At first, industrialization in Yugoslavia resembles industrializa-
tion in a number of other countries. For a country at Yugoslavia's
initial lvel of development, the pace of growth was about what might
be expected-perhaps not quite as rapid as Japan or Israel, but in
the same range-when due allowance is made for measurement errors
and methodological differences that inevitably blur international
comparisons. The offici:.l Yugoslav index appears to overstate annual
growth rates by a percentage point or so, at least in comparison with
the indexes commonly used to measure growth in noncommunist coun-
tries, so comparisons based on the official index could mislead the ob-
server about the relative pace of Yugoslav industrialization. According

*Law and Economic Center, University of Miami. This article Is based on my book.
Growth with Self-Management: Yugoslav Industrialization, 1952-1975 (Stanford: Hoover
Institution Press, 1980). I am grateful to the Hoover Institution for permission to use the
materials from the book.
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to sample indexes using conventional methodology, Yugoslav indus-
trialization fits international patterns very well.1

The pace of output growth, measured by standard index numbers,
is only one dimension of industrialization. Growth in output is gen-
erally accompanied by changes in its composition. In ugoslavia,
there was substantial change in the structure of output, but, for the
level of development at which the economy INwgan, the charge in struc-
ture was unremarkable. International comparisons of changes in out-
put composition are difficult, but limited comparisons show that al-
though output structure in Yugoslavia change d more than in such
mature economies as West Germany and the United States, it :-hifted
more or less to the same degree as Japan's.2 A.\ain, following a colm-
mon pattern. Yugoslavia's industrial growth rate declined from early.
higher levels."

Sources of Growth

Published Yugoslav data are not adequate for sophisticated analyses
of the sources of industrial growth.' Much the same sources of growth
as in other countries appear to have Ieen responsible for the expansion
of industrial output, although their relative importance cannot be de-
termined with available data.

For example, the government's industrialization policy emphasized
capital formation. If conceptual problems of measuring capital in a
socialist economy and statistical shortcomings in the capital stock data
available for Yugoslavia are disregarded, the rate of growth of repro-
ducible capital in Yugoslav industry and mining averaged 9.3 percent
per year during the period 1952-71. (The capital stock grew slightly
faster in the Yugoslav economy as a whole than in the industrial sector
alone.) To put this in perspective. during this same period the Japa-
nese capital stock-for the whole econoumy-rose at an average annual
rate of 9.9 percent.5 Denison and Chung attribute about a quarter of
Japanese economic growth from 1953 to 1971 to capital growth,* and
Denison's estimates for the United States and Western Europe for 1950
to 1962 are, in most cases, in the same general range.7 It would be sur-
prising to find the contribution of capital stock growth to Yugoslav
industrial growth much outside this range.'

Second, from 1952 to 1971, labor employment in industry rose 't the
rapid average annual rate of 5.4 Iercent. This largely reflects the shift
from the handicraft and agricultural sectors to the industrial sector
that was a prominent characteristic of the transformation to a modern-

* See John H. Moore. "Industrial Production in Yugoslavia. 1952-75." in U.S.. Joint
Economic Committee. East European Economics Post-Helsinki (Washington, D.C.: Gov-
ernment Printing Office 1977). pp. 497-501.

SSee John H. Moore, Growth with Self-Management: Yugos'ar Industrialiuation. 1952-
1975 (Stanford: Hoover Institution Press, 1980). Ch. 7 and Appendix E.

a See Moore. "Industrial Production." pp. 496-7.
*The following discussion is organized on lines developed by Edward P. Denison in his

work on economic growth. See Denison. Why Growth Rates Differ (Washington. D.C.:
Brookings Institution. 1969): and Denison and William K. Chung. How Japan's Economy
Grew 8o Fast (Washington, D.C.: Brookings Institution. 1976). Denison's work concerns
growth of the economy as a who'e. of course, and not Just the growth of the industrial
sector upon which attention is focused in this study.

* Denison and ChunaL Japan's Economy, p. 33.
*Ihid., p. 4.
* Ibid.. pp. 299-317.
* Denison estimates much lower rates of growth for enterprise structures and equipment

(the great bulk of the Yugoslav series for industrial capital) for the United States and
Western Europe (see Dealson. Why Growth Rates Differ, p. 139).
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ized economy. Because of shortcomings in Yugoslav sources, employ-
ment data cannot be adjusted for changes in hours worked, education
and training of the industrial labor force, and age-sex composition.

Partly because of these difficulties in refining measurements of capi-
tal and labor and partly because the determination of weights for them
is fundamentally arbitrary in the Yugoulav system," reliable estimates
of elements contributing to improved factor productivity cannot be
made. Discussion of technological change, economies of scale, and im-
proved management and organization therefore must be carried out in
qualitative terms. A study by the Yugoslav economist Branko Horvat
attributes about 40 percent of industrial growth between 1955 and 1967
to technological change,'" but his estimates are clearly overstatements
and include economies of scale as well as improved technology. His
estimates probably also subsume the impact of improved management
practices and organization in industry. The importance of scale econ-
omies for industrial growth cannot be evaluated quantitatively, but
analysis of likely bias in Horvat's estimating procedures leaves little
doubt that they were important

For Japan, advances in knowledge and economies of scale accounted
for about 44 percent of growth in the economy as a whole from 1953 to
1961, and about 47 percent f run 1961 to 1971. according to Denison and
Chung; a figure in that range would not be surprising for the Yugo-
slav industrial sector.

The Unique Systen

Both the industrial growth rate and the sources of that growth thus
appear not greatly different from those observed in other countries,
after due allowance is made for the focus in Yugoslavia on the indus-
trial sector alone, the initial level of development, and the extent of
change in the composition of output. What sets Yugoslav experience
apart is the nature of the institutional framework, the only important
system of workers' self-management in the world.

The system formally features decentralization of authority and re-
S sponsibility. Through the system of workers' councils, the workers in

principle control its operations--indeed, are legally responsible for
maintaining the value of its capital. Through the political process, the
workers, again in principle, exercise ultimate control over economic
policy, including the formation of economic plans. The plans, though
not legally binding on any enterprise or individual, define-in princi-
ple--development policy and crucial investment priorities. During the
period covered by this study, reforms that formally advanced decen-
tralization occurred. It is perhaps not an exaggeration to say that the
decentralization of decisionmaking and its locus in the worker-mem-
bers of an enterprise have been the major causes of interest in the Yugo-
slav economic system.u

* Because the unique Yugoslav income distribution system renders meaningless the usual
use of income shares as weights.

" Branko Horvat, "TechniMkl progress u. Jugoslavijl," Ekonomaka analisa 3 (19) :
2'9-57.

"t For details. see Moore. Growth with Self-Management, pp. 126-32."U Denison and Chung, Japan's Economy. p. 48.
" As examples. see Svetozar A. Pejovich, The Market-Planned Economy of Yugoslavia

(Minneapolis: University of Minnesota Press. 1966); Deborah 0. Milenkovitch. Plan and
Market in Yugoslav Economic Thought (New Haven: Yale University Press. 1971) : and
Vinod Duber. Yugoslavia: Development with Decentralization (Baltimore: Johns Hopkins
University Press. 1975). Of course, decentralization has not been the exclusive object of
Western scholars' attention. In particular, much effort has been devoted to analyzing theinpllcations of the system of property rights in the self-management system.
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Yet it is easy to overstate the degree of actual decentralization in the
Yugoslav economy. Despite de jure decentralization, the central gov-
ernment and the communist party have retained control of the econ-
omy, not only through aggregate economic policy, but also through a
variety of channels reaching to the enterprises. As in any one-party
communist state, the Yugoslav League of Communists is an elite party
that maintains full control of the political process; 1 the political tur-
moil of the late sixties was largely (although not entirely) an inter-
necine affair. Given this setting, the political influence of nonparty
workers could not have been strong.

Control of developments in the economy was exercised in a variety
of ways and can be illustrated by a few examples. The government
controlled industrialization policy-which it could not renounce in
view of the tenuous position of Yugoslavia between East and West--
largely by controlling investment volume and allocation. Before the
reforms of the mid-sixties, allocative control was exercised through
centralized investment funds; after that time, it appears that the
banks took over the role previously played by the funds. Nominally
independent, the banks were subject to central influence and contr'"
through the presence of government representatives on the banks' gov-
erning bodies, through the control of the National Bank over the
policies of the commercial banks, and doubtlessly through the govern-
ment's informal power to influence the selection and dismissal of bank
directors. The level of investment was effectively determined by taxa-
tion of enterprise income, which set the level of savings. Taxation
also served as a means of limiting enterprise autonomy because the
actual tax rates often were so high that enterprises had little discre-
tionary income remaining after payment of taxes, obligatory con-
tributions, and mandated payments to various funds.

The depth to which workers' earnings were cut to finance investment
in Yugoslavia can be appreciated by a comparison with correspond-
ing U.S. data, although differences in national income accounting
methods make precise comparisons impossible and peculiarities in
Yugoslav procedures preclude comparisons based on industry alone.
In 1965, disposable personal incomes in the United States were 69.1
percent of GNP.'" For Yugoslavia, something approximating the U.S.
concept of gross national product may be obtained by adding gross
investment to total consumption funds (including personal and "so-
cial" consumption). In 1966, total consumption was 60.8 percent and
personal consumption 52.2 percent of this sum. 1 Direct wage pay-
ments (personal incomes, in Yugoslav parlance) in industry amounted
to just 36.2 percent of national income produced in this sector." Tax
constraints on enterprise wage decisions were effective; when con-
straints were temporarily relaxed after the 1965 reform, wage pay-
ments increased sharply.1'

u Richard F. Staar, The Communist Regimes in Eastern Europe, rev. ed. (Stanford:
Hoover Institution Press. 1971), pp. 200-205.

U.S. Bureau of the Census, Statistical Abstract of the United States, 1974, 95th ed.
(Washington. D.C.: Government Printing Offce, 1974). p. 377.

"M From 8Z8, Privrednl bilanal Jugoalavije 1965-1966 (Belgrade: SZ8, 1968). fig. facing
p. 10.

" 828, Statistltki godlinjak 8FRJ 1970 (Belgrade: 88ZS, 1970). p. 106.
"Between 1965 and 1966. net personal incomes as a percentage of social product in

Industry rose from 27.9 to 32.7 percent (calculated from 87S. Statistiekl godlinaak 8FRJ
1968 (Belgrade: 8Z8, 1968). p. 111). Later nl the decade, when central control was re-
asserted, the percentage declined again.
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Even in Japan, with its high rate of capital formation, it is doubt-
ful that net labor incomes occupied such a small share of national
product. Although labor earnings in Japan were at the low end of
the scale established in the United States and Western Europe, they
were not dramatically different from those in other countries." The
main difference between Japan and Yugoslavia in financing invest-
ment was that in Japan investment was financed nearly equally by
corporate retained earnings and voluntary private savings; 20 about
three-fourths of Yugoslavia's came from taxation of enterprise
income.

Yugoslavia's central government also exercised control over the
economy and its enterprises by intervening in the domestic and for-
eign trade markets. Price and foreign exchange controls played im-
portant roles in the execution of industrialization policy. Ostensibly
designed to foster development by encouraging production of highly
fabricated goods in favored industrial branches, these controls neces-
sarily functioned by conditioning the incentive structures that enter-
prise management faced. In that respect, they constituted a form of
indirect control of the enterprises.

Besides these central controls resulting from conscious government
policy, it is important to note a characteristic of self-management that
gives the central government a natural lever for controlling enter-
prises. Yugoslav industrial enterprises typically are large.' In organi-
zations of such size. the extent of actual influence exercised by rank-
and-file workers is limited by a host of factors familiar from analysis
of bureaucratic behavi-or, including the cost of information, the prob-
ability of affecting decisions in a large group, the costs of monitoring
managerial behaivor, and free rider problems. The costs of obtaining
information about external business conditions and the operations of
all parts of the enterprise are much smaller for an enterprise director
than for anyone else in the organization~. Hie also enjoys advantages
in making positions on enterprise police credible. The director thus
can dominate enterprise decisions, especially those concerning busi-
ness policy-investment, pricing, and product lines. Possibly as a
result of this and possibly because of the more immediate impact on
workers. rank-and-file workers apparently exert relatively more in-
fluence over decisions regarding working conditions and, to a lesser
extent, wage payments than they do over broader business policy
decisions.22 Normally, then, the director of any reasonably good sized
enterprise, aided by his staff, is the dominant figure in key facets of
enterprise decision making.

The director's dominance in these aspects of enterprise policy gives
the central authorities an obvious opportunity. Private alternatives to
employment in the socialized sector of the one-party state are open to
managerial personnel only at substantial opportunity cost. The politi-
cal authorities are therefore in excellent position to control enterprise
directors and, thereby, the activities of the enterprises. The authorities,

* Denison and Chung, Japan's Economy, p. 30.
" Ibid.. p. 68.
n In 1974. for example. 68 percent of Yugoslav industrial workers were employed in en-

terprwise with 500 or more members (SZS, Industrijske organizacije 1974. Statistiki bilten.
no. 955 (Belgrade: SZS. 1975). p. 35)."= See Josip Obradovic. Workers' Participation in Yugoslavia: Theory and Research.
university of South Carolina, Institute of International Studies. Occasional Paper (Co-
lumbia: Institute of International Studies. n.d.).



220

seeking high investment rates, can control the aggregate real wage
level to produce the desired level of savings by manipulating tax rates
These rates may be so high that the director s ability to decide on the
allocation of net income is closely constrained. If so, there is no need
for the central authorities to interfere with relative wages or micro-
economic wage policy in general. The very aspects of enterprise de-
cision making in which directors would tend to have most independ-
ence are those which the central authorities have the strongest interest
in controlling. It would be most surprising if the government failed
to avail itself of these opportunities for control; indeed, it would be
surprising if this aspect of workers' self-management. of all the un-
knowns facing the party in 1950, did not receive careful consideration
before the decision to adopt this revolutionary economic system.

The Yugoslav economic system is, in fact, thoroughly politicized,
a natural occurrence in a communist state with an elite party. The
adoption of self-management was motivated in large measure by po-
litical considerations, especially the ideological claims that could be
made for the system.23 It is reasonable to believe that economic policy
has been more strongly influenced by political factors than in other
countries. Certainly the regional policy was undertaken largely be-
cause of political considerations. Enterprises are more likely to be the
creations of government units. which inevitably retain interest in
them, than they are to be formed by groups of private individuals be-
cause enterprise founders renounce their rights to the initial capital
of the enterprise when it is formed. The politicization of the Yugoslav
economy is also exemplified by the important role played by govern-
ment officials in the execution of bank policy. More examples could be
given, but it should be clear that economic policy from the very outset
of the self-management period-and even before, when one objective
of Yugoslav economic policy was to demonstrate loyalty to Stalin-
was dictated to an important degree by political considerations.

Industrialization and the State

The retention of centralized control and politicization of the econ-
omy strengthen the view that in Yugoslavia, as in other communist
states, industrialization was primarily a creation of the state, not the
result of individual choice. It seems clear that investment rates were
higher than they would have been if freely chosen by Yugoslav citi-
zens, both from the very low share that wages were of national product
and from behavior when controls were briefly relaxed." The pattern

* See Milovan DJilas. The Unperfect Society: Beyond the New Class (New York: Har-
court. Brace & World. 164), pp. 220-23 for an account for the motivations behind the
adoption of self-management.

* Indeed, were It not for the role played by the government. the high Investment rate
would apper paradoxical According to the theory of the self-managed firm, there are
disincentives for reinvesting net income in the enterprise. Workers do not have individual
claims on enterprise capital, but do have rights in personal savings accounts. As a
result, there is a wedge between the interest rate of savings accounts and anticipated re-
turns to investment in the enterprise that implies a higher rate of payout of enterprise net
Income than would be the case if workers retained claims on enterprise capital (Eirik Q.
Furubotn and Svetozar A. Pejovich, "Property Rights and the Behavior of the Firm in
a Socialist State: The Example of Yugoslavia," Zeitaehrift fOr NationalOkonomie 30
[1970 : 431-44). By Itself, this does not imply a lower aggregate rate of savings or La*
vestment since savings banks could loan their deposits to enterprises for investment; the

Srecate investment rate then would depend on the level of voluntary savings and the
beoior socialist banks. The system would tend to be characterised by highly levered
enterprise capital structures, and this would depress investment levels it banks behaved
like risk-average profit maximisers. It is not clear, however, how socialist banks would be-
have In sueh dreumstances.
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of development was probably different than it would have been in the
absence of central control of investment fund allocation, price con-
trols, and foreign exchange intervention.2 Industrial development was
also stimulated, perhaps inadvertently, by the state's policy of limiting
opportunities in agriculture. Specifically. opportunities in private
agriculture were restricted for ideological and political reasons, with
the result that rural dwellers found industrial employment relatively
more attractive than it would have otherwise been.

These factors support the view that the industrialization policy
amounted to a Yugoslav version of forced-draft industrialization. The
coercive nature of investment finance is perhaps the dominant feature
of Yugoslav industrialization, a feature that distinguishes Yugoslav
from Japanese development. In Japan, the savings rate was controlled
by individual choices. High capital formation rates resulted from a
combination of factors: a high growth rate of output with which to
finance savings, falling relative prices of capital goods, and a high
and rising rate of private savings, both individual and corporate."
Indeed, in contrast to the heavy taxation in Yugoslavia that was the
prime source of investment finance, in Japan tax rates were kept low."2
Yugoslav policy did not entail the Draconian labor mobilization meas-
ures familiar in Stalinist forced-draft industrialization, but rapid
mobilization of resources that were believed to be potential contribu-
tors to industrial growth was certainly at its core.

There were, naturally, some distinctly Yugoslav characteristics in
this version of industrialization. It was implemented under the banner
of workers' self-management in the aftermath of the war, and the
authorities were able to use the pioneering nature of the new system
as well as Yugoslavia's precarious international position and postwar
patriotic feelings to justify the sacrifices imposed on the population.
Local decision making, even on matters of lesser import than those
of real interest to economic policy, provided a safety valve for the
pressures generated by forced-draft industrialization.

Furthermore, to a certain extent the tax system masked the real
burden of taxation. Personal income taxes were kept low; just as the
withholding tax makes tax burdens appear lighter than they actually
are, the Yugoslav practice of taxing enterprise income before the wage
determination process begins conceals the real tax burden, at least for
a while.

But none of these factors is durable. Emotions cool, and people
learn to penetrate the tax structure and see the real costs imposed on
them. By the end of the first twenty years of self-management, strains
that presaged difficulties for the future of industrialization in Yugo-
slavia began to appear.

* Although. ironically enough. the policy carried out. In the relative emphasis on the
branches of industry. was not much different from that suggested by the plans laid down
during the war by the gorernment-in-exile (mee Nicholas Mirkovich. ed.. Jugoslav Postwar
Reconstructloq Papers. 4 vols.. mimeographed [New York: Yugoslaria. Oece of Recon-
struction and Economic Affairs. 1942-43]).

"s Deniaon and Chung. Japan's Economy. chap. 7.
" Ibld.. p. 75.
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FuTURB IsrsTarIAL GRowTH

As early as 1962, signs of slackening in the pace of industrial growth
can be pt.eived. Through the middle part of the sixties, with the eco
nomic reforms and the political developments of that period, growth
was erratic, and retardation more marked. This was a time of some
genuine devolution of authority to the enterprises, of greater discre-
tion for decisions about disposal of net income and other aspects of
enterprise operations. By the beginning of the seventies, central au-
thority had been reasserted, and earlier investment levels more or
less reattained. Through the middle of the past decade, growth was
steadier than during the unsettled reform period, but at a lower pace.
But regional development policy was a serious disappointment, and
the experience with gennine decentralization indicated that the rate
of investment desired by the people was lower than that enforced by
the growth-minded government. More serious, perhaps, were the signs
of political unrest manifested in recrudesccnt Croatian nationalism.
the revelation of the existence of splinter communist groups, and the
growing independence of republic governments. The immediate prob-
lem was resolved in the usual communist way, by a purge of dissidents
and independently inclined politicians.

These political difficulties underline the fact that communism per se
has been no more able to unite the peoples of Yugoslavia than any
other government. Tito's charisma and the chauvinism inspired by
the war helped to prevent the country's disintegration for a period
of over thirty years, by Yugoslav standards a long time. But neither
is eternal, and political uncertainties cloud any forecast for
Yugoslavia.

Economic Factors and Future Industrial Growth

Industrial employmert.-The growth rate of industrial employ-
ment began to slow in the sixties. Continuation of the downward trend
must be expected for demographic and other reasons. The pace of
qualitative change in the labor force-the growth rate of human
capital-must be expected to slow, on average, in the future. The im-
plications of these facts transcend the obvious point that the growth
rate of labor input to industry will be lower than during the period
studied here. They further affect the efficacy of continued capital stock
growth as a source of maintaining industrial expansion.

The most reliable estimates of Yugoslav population growth rates
to the end of the century predict substantially slower growth than
that of the quarter century beginning in 1950. During the earlier pe-
riod. the average annual population growth rate was 1.08 per cent:
the U.S. Department of Commerce estimates that the average annual
rate of population growth from 1975 to 2000 will fall between a mini-
mum of 0.58 and a maximum of 1.03 per cent. The Commerce Depart-
ment's so-called medium projection gives an average annual rate of
0.81 per cent, and its estimate based on assuming a constant fertility
rate equal to that of 1974 is 0.80 per cent." The pool from which

o U. Department of Commerce. Projections of the Populations of the Communist
Countries of Easter Eurone. by Age and Sex: 1975 to 2000 (Washington. IQC.: Gov-
ermuent Printig OSe. 1976). pp. 2-29.

- . .. .
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industrial labor will be drawn in the future seems almost certain to
widen more slowly than in the past.

Postwar Yugoslav success in raising schooling levels has diminished
the likelihood of increasing the human capital embodied in the slower
growing population. According to official Yugoslav data. illiteracy,
widespread before the war, was dramatically reduced by the end of
the 197ts." Years of schooling rose rapidly." Opportunities for im-
proved education (especially in the broad sense of the term) still
exist in Yugoslavia, and human capital should continue to grow in
the fu ure. Whether improvement on a mass scale can continue at the
same rate as in the postwar quarter century is conjectural, however.
It may be that the rapid gains are now largely exhausted: if so, one
of the sources of above-average growth in output is also exhausted.

Industrial sector employment grew faster than the population as
a whole during the 30 years after the war. and it could do so again.
There are systemic and circumstantial factors. however. suggesting
that the slower population growth will be reflected in slower indus-
trial employment growth.

Theoretically, there are disincentives to expansion of membership
in a self-managed enterprise even when demand for its product
grows.3 If so. expansion of industrial employment must in large meas-
ure result from the creation of new enterprises. Private incentives to
form new enterprises are blunted by the rules governing their forma-
tion, in particular the fact that founders do not retain individual
rights to the capital that they invest in the enterprise. Government
units, then. should be expected to play a disproportionately important
role in forming new enterprises. Government authorities will make
decisions about forming new enterprises in response to a variety of
political motives, differing from those in a capitalist free market
system. Hence the enterprises created will not be the same in either
line of business or size of operation as privately financed, for-profit
firms formed in a capitalist system confronting the same demand
conditions.

In short. the relative importance of the government in establishing
new enterprises will cause inefficiencies in the number, size, and mix
of enterprises. Thus even if government units formed enterprises at
a rate that maintained earlier growth rates of industrial employment,
the labor involved would be inefficiently employed. Yugoslav history
is replete with examples of this problem. To the extent that govern-
ment intervention offsets private disincentives to employment expan-
sion, the resulting employment growth will be partly illusory because
of these inefficiencies.

"0 In 1931. the illiteracy rate in the population as a whole was 44.6 percent. By 1971
this figure was reduced to 15.1 percent ise" SZS. Statisticki godisnjak FNRJ 1958 (Bel-
grade: SZ8. 19N. 1. p. S0; and idem. Statisticki godisnjak SFRJ 1973 [Belgrade: 8Z.
19731. p. 84.)

- In 1953. 3.'..5 et prnt of the economically active population had either no schooling
(26.6 percent) or had completed less than four years (8.9 percent). In 1971, the cor-
responding total was 168 percent. In 1953. only 3.9 percent of the same group had com-
pleted the I aic seven to eight years of schotding: in 1971. this figure was 13.4 percent.
(Data from 828. Pools stanornistra 1953 IBelarade: Z8,. 1959)0 3: 76-77; and idem,
Popis stanornistra 1971 [Belgrade: SZ8. 19741. 2: 84.)"a This Is a commonplace in the literature about the self-managed enterprise. For a
penetrating analysis. see Eirik 0. Furubotn, *The Long-Run Analysis of the Labor*
Managed Flewm: An Alternative Explanation." American Economic Review 66 (1976).
especially pp. lu-.
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There is a further problem. The agricultural sector is commonly an
important source of growth in the labor force in the course of develop-
ment. In Japan, for example, the agricultural labor force fell by
nearly one half between 1953 and 1971: it constituted 35.6 percent of
total employment in 1953, but only 14.6 percent in 1971." Even so,
Denison and ("hung argue that in Japan the contribution to growth
resulting from the reallocation of labor from inefficiently scaled agri-
cultural operations to other, more efficient, employment was limited
by remaining overallocations to the agricultural sector."

Industrialization in Yugoslavia coincided with a substantial decline
in agricultural employment. but the decline was much less dramatic
than in .Japan."' At the beginning of the self-management period,
agricultural employment (including fishing and forestry) was rela-
tively more important than it was in Japan at the same time. and
occupyig over 5 million people, or nearly two-thirds of all economi-
cally active persons in 1953." In the following eighteen years, there
was a net reduction of about 1.3 million in the number of economically
active persons employed in agriculture, leaving agriculture with about
45 percent of the economically active population. Between 1953 and
1971 Japanese agricultural employment fell at an average annual rate
of about 3.3 percent: for that period the Yugoslav late was 1.2
percent.?

The slower decline in the Yugoslav agricultural sector may partly
reflect slow-dying peasant resistance to change. From an economic
point of view, however, the most significant characteristic of the Yugo-
slav agricultural sector is its structure of property rights. The near
catastrophic attempt at collectivizing agriculture during the late
forties left the government little choice but to sanction private enter-
prise in agriculture. Despite the fact that the social sector of agricul-
ture was the beneficiary of the vast bulk of centralized agricultural
investment, 37 in 1970 more than two-thirds of total farmland was in
the private sector." But ideology and inheritance customs in the
countryside have caused the private holdings to be uneconomically
small; private landholdings are limited by law (in the case of farm-
land) to ten hectares. and the average size in 1970 of private farms was
3.9 hectares. a fact attributed by the World Bank to the tendency of
farms to be divided in intergenerational transfers."'

Agricultural productivity is surely lower than it would be with
larger-scale operations, and it can hardly be doubted that total output
could be higher if there were less employment in agriculture and more
in other sectors of the economy. For industry, however, the pertinent
fact is that the slow and decelerating movement of labor out of agri-
culture restricts employment growth.

The policy options available to the government for ameliorating
this situation do not cause optimism. The earlier experience with collec-
"tivization and internal political problems probably rule out attempts

4 Denison and Chung, Japan's Economy. pp. 23, 85.
- Ibid.. pp. 85-88.
a Se Moore. Growth with Self-Management, pp. 23-25. for additional details.
3 Ibid.. Table 3. p. 25.
SCalculated from IPid.. p. 25. and Denison and Chung. Jalan's Economy. p. 23.
w According to the World Bink studr. "'almost all the Investment on the peasant farms

was from their own savings." (Vinod Dubey. Yugoslavia. p. 154.)
- Ibid.
0 Ibid.



225

to achieve scale economies and more rapid decline of agricultural em-
ployment by authoritarian fiat. The state can establish more labor-
managed agricultural enterprises, but it still must attract peasants to
the collectives from their private holdings. That option has been open
in industry for many years, and the peasants have not responded. Nor
have they moved to existing labor-managed agricultural enterprises.
The latter may be more appealing than industrial enterprises to farm-
bred peasants, but the difference in ownership rights evidently dis-
courages membership in either. It is easy to suggest that removing or
relaxing restrictions on private landholdings would relieve the agri-
cultural problem, but probably incorect. The peasants have continued
to subdivide existing land in private ownership, and it is doubtful
that allowing larger plots would result in important changes in tenure.

The path to improvement may well lie in an entirely different direc-
tion: relaxing restrictions on private enterprise outside the agricul-
tural sector. At present, private enterprise is closely constrained by
rules limiting the number of hired workers that a private enterprise
may employ. Among other things, by restricting private opportunities
in this way the government has lowered the (opportunity) cost to
peasants of remaining on their tiny land holdings. The peasants have
demonstrated that to them the value of the alternatives open in agri-
cultural, industrial, and other self-managed enterprises is lower than
the value they place on returns open in private agriculture. The solu-
tion is to raise the value of the alternatives, and one way to do this is
to make the nonagricultural private sector more attractive. That this
will happen is, of course, highly unlikely; by permitting individuals
to hire any workers at all, the Yugoslavs are already skating on thin
ideological ice.

Capital growth.-As the growth rate of industrial employment de-
clines, continuation of the same growth rate of capital implies an
eventual reduction in productivity if no technological change occurs
and human capital grows no faster than employment."0 In a free
market economy, this would cause a reduction in the rate of invest-
ment and a decline in the rate of growth of output as the growth rate
of the capital stock slowed." In a socialist system, there is no auto-
matic mechanism to cause a slowing in the investment rate since the
central authorities can, within broad limits, determine the rate. Politi-
cal groups dissatisfied with tl'e high level of forced savings might
create pressure to reduce investment rates. But whether they would do
so or would be successful is beyond the scope of economic analysis.

More importantly, in a wide variety of circumstances continuing
capital stock growth at a rate in excess of the labor growth rate-
assuming, still, that technological change and other factors potentially
contributing to increased factor productivity are inactive-will re-
sult in a reduction in the output growth rate.4 It is not known whether

* Technically. this statement is correct If the industrial sector production function
is homothetei and the rate of capital growth exceeds the r*,e of labor growth. assuming
no shiblfts in the production function such as could arise with technological change. See
also Gary S. Becker. Economic Theory (New York: Alfred A. Knopf. 1971). pp. 202-4.

SIhlid.
* Specifca·ly. if the elasticity of substitution between capital and labor is less than

unity. uneunal rates of growth of factors will result in a reduction in the growth rate of
oltnut (see Martin L. Weitaman. "Soviet Postwar Economic Growth and Capital-Labor
Substitution." American Economic Review 60 [1970 : 679).
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the technical conditions that cause this slowing of output growth, given
unequal factor growth rates, exist in the Yugoslav industrial sector; *
hence, no firm conclusion can be reached about the slackening pace of
growth. The anticipated slowing in the growth rate of industrial
labor, however, will have a greater impact quantitatively. The re-
tardation of output growth during the late sixties, when capital was
growing substantially more rapidly than labor, is at least superficially
consistent with this interpretation.

Other factors.-The conclusion so far is that continuing the earlier
performance in creating sheer physical output rests largely on improv-
ing factor productivity through technological change, exploitation of
scale economies, and raising the growth rate of human capital. These
are highly speculative matters, but consideration of them leads to the
conclusion that they are unlikely to cause unusually rapid growth.

Countries with backward economics can for a time reap gains from
technological advances made earlier by industrialized countries. By
adopting production processes, by purchasing or copying capital goods
that embody modern technology, and by utilizing management and
organizational principles proved efficient elsewhere, countries embark-
ing on industrialization can take advantage of knowledge developed
elsewhere to achieve extraordinary output growth.

But this source of growth is necessarily temporary. It is part of a
catching-up process. Once a country has caught up, the opportunities
for unusual growth stemming from this source no longer exist. There-
after, technological advance is limited by the general pace of the
progress of knowledge worldwide and by the capacities and behavior
of the country itself. Yugoslavs are are no less intelligent or inventive
than any other group, and, with the appropriate incentives, a normal
rate of technological progress could be expected. Certainly there has
been innovation and invention in the Yugoslav economy, and the im-
portance placed on them by the government is reflected in the fact that
individuals may, with restrictions, retain property rights in inven-
tions. But the state retains the right of first purchase, which attenuates
incentives to innovate, and, as has been emphasized, the incentives to
form new enterprises to exploit inventions are weak. The definition of
property rights under workers' self-management seems likely to
dampen future indigenous technological development.

The economic system may also retard advances due to adoption of
business practices and management methods found effective elsewhere.
This source of growth has apparently been important in other places,
notably Japan." It is not unavailable to the Yugoslavs, of course, nor
has it been unavailed of; systems analysis, computerization, and the
rest of the apparatus of modern business management are much in
evidence, even to tle casual observer. Yet the application of all of this
must take place within the framework of workers' self-management,
and the system creates obstacles to the most effective use of modern
techniques.

Moreover, the efficiency of the capitalist free market system rests
in large measure on its particular incentive system-most importantly,
in this context, on the incentives facing an owner who has a claim on

*That Is. It is hot known whether the elasticity of substitution is lems than 1.0 because
the necemary statistical estimates have never been made."* See Denison and Chung. Japan's Economy, pp. 51. 78-83.

L_
1
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the residual income of a firm.'" Even in the theoretical self-managed
"system, these incentives are weakened by the system of property rights;
in the actual politicized system of Yugoslavia, they must be weaker
still.

Scale economies are another source of unusually rapid growth in
output. Like technological change, however, this source willprobably
not result in further extraordinary gains in output. Future exploita-
tion of scale economies will rest not on the large investments in
energy production and metallurgical and other heavy industries that
have already been made. but on new opportunities that arise from the
development of new industries and adoption of new technology. In
this respect, scale economies as a source of rapid growth are linked
to and limited by the pace of technological advance.

Here the self-management system, particularly in Yugoslavia, cre-
ates special problems. The incentive structure tends to restrict the
size of enterpri.-es because of the disincentive to accept new members.
This implication of property rights is compounded by the role of
government in forming new enterprises; the system in Yugoslavia
tends to proliferate smaller enterprises. partly because of the im-
portance of political considerations in decisions to found enterprises."
The Yugoslav regional rivalries that seemn an ineradicable feature of
the polity intensify this problem. Potential for a one-time surge in
output may exist in remedying the uneconomical scale of industrial
operations, but would require truly revolutionary change.

Finally. two external factors have been important in Yugoslav in-
dustrialization. For many yvearl. Yugoslavia ran a large and persist-
ent deficit in its balance on current account. This deficit and the prob-
lem of dealing with it were sources of concern to many Yugoslav
economists. but few noticed that it represented an important source
of finance for economic development. In effect, Yugoslavia was able
to borrow abroad through the importation of capital and other goods.
The deficit itself should not have been an object of concern. Reliance
on it over long periods of time, however. would be. If foreigners be-
come less willing to underwrite Yugoslav imports, the burden of
financing development will rise.

Much more attention has been focused on the second external fac-
tor: the phenomenon of the gastarbeiter, or foreign workers. Before
the reforms of the 19S60s, Yugoslavs were effectively cut off from
foreign employment. The reforms brought a relaxation of the bar-
riers against foreign employment, and a movement began that reached
massive proportions by the mid-seventies. By 1971, almost 600,000
Yuglslavs were working abroad. According to the 1971 census, there
were some 4.4 million employees and supervisory personnel in 1971;
hence, the .qasarbeiter represented well over 10 percent of Yugoslavs
falling in this category.-*

The phenomenon of foreign employment had wide-ranging ramifi-
cations. There can be no doubt that the experience of living in Western

S For an excellent exposition. :.ee Armen A. Alchian and Harold Demsetz. "Production.
Information Costs. and Economic Organization." American Economic Review 62 (1972):777-95.

" See Moore. Growth with Self-Management. Chapter 9.
" SZS. Statistifkl godiAnjak SFRJ 1972 (Belgrade: 8ZS. 1972). p. 79. The Yugoslavs

working al road were accompanied by almost 90.000 dependents: so the total number of
Yugoslavr living outside the country was over 660.000.
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Europe has profoundly affected, the social and political attitudes of
hundreds of thousands of Yugoslavs. The implications of those
changes may be the most important effect of gastarbeiter emigration."
Economically, there were important consequences. First, the emigra-
tion eased domestic unemployment problems." Second, remittances
from workers abroad were an important factor in the Yugoslav bal-
ance of payments and contributed to more favorable terms of trade.
thereby augmenting the effect of the balance of payments deficit on
financing industrialization.

But the economic benefits of foreign employment are even more
dubious than those of the balance of payments deficit. Employment
security for most of the workers is practically nil; serious economic
setbacks in Western Europe almost surely would affect the employ-
ment of foreigners first. It is impossible to predict how many Yugoslavs
would lose their foreign jobs in the event of a West European recession
or to know what proportion would return home. But a substantial re-
turn would simultaneously worsen currency problems and exacerbate
the persistent domestic unemployment. The future of industry and the
economy as a whole is haunted by the specter of the hundreds of thou-
sands of workers now abroad.

CONCLUSION

With the reservations appropriate to forecasting in mind, it seems
likely that Yugoslav industrial output will grow at progressively de-
clining rates in the future. Some of the causes-notably demographic-
are not amenable to substantial change by government policy actions.
Others seemingly leave the leadership with only a Hobson's choice as
far as industrial growth is concerned. One alternative is to liberalize
the economic system in important, perhaps fundamental ways. The re-
forms necessary to this course involve strengthening the private sector
and private initiatives in general. Liberalizing the laws governing
ownership of land, the size of private firms. the right of enterprise
founders to capital, and the rights of enterprise members to own pro-
ductive capital all fall under this rubric. Unfortunately, this amounts
to abandoning some of the central tenets of workers' self-management
as it has been practiced in Yugoslavia, a truly revolutionary step, not
to be expected.

A Draconian repression in the system might produce temporary
respite from growth retardation. Eliminating the private sector in
agriculture, substituting some form of state-run agricultural organi-
zation, and directly channeling more labor to the industrial sector
might be undertaken. The history of the collectivization attempt and
internal political problems indicate that this is an unlikely course, at
least without the active support of an outside power. It would consti-
tute a revolution from above, one that would almost certainly provoke
a counter-revolution that would have to be extinguished.

*For a recent discussion. see Dusko Doder, The Yugoalavs (New York: Random House.
197R. especially chap. .•

* Unemployment remained a serious problem throughout the sixties. In 1968, the num-
ber of persons seeking employment reached almost 330.000; in 1971. it was about 290.000
(SZ5. Statistikti xodianjak SFRJ 1972. p. 99). or nearly 5 percent of the economically
active iaonagricultural population (Ibid.. p. 79). These data are based on registrations at
employment bureaus and probably understate the actual levels of unemployment
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If neither of these drastic courses of policy is elected, the future for
industrialization seems likely to contain more deceleration of output
growth and continued tinkering with the system. Even this unsurpris-
ing conclusion must be qualified because ot uncertainties about politi-
cal developments. The jealousies, antagonisms, ethnic differences, and
other sources of discord in Yugoslavia will likely continue. No durable
stabilization has taken place. Prewar Yugoslavia lasted for twenty
years and might have gone on longer except for the intervention of
the war. Tito s Yugoslavia has lasted a decade longer than that; how
long it will survive him is a question that his surprisingly longevity
has made banal, even though it defines the central political issues in
Yugoslavia's future. When the government changes, internal and
external forces will be thrown into a struggle whose outcome could
dramatically change the face of the country.
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L INTrODUCTION

This paper follows the author's paper on Romania in the 1977
Joint Econon ic Committee Papers on East European Economies.
Its narrow purpose is an extension of the analysis of Romania's econ-
omy through three additional years of rapid growth and develop-
ment. But the real difference in this paper is its virtual neglect of
formal organization and policy announcements, in part because they
seem not to have changed in substance. Emphasis is given, instead, to
quantitative description and relationships. Romania in the 1970's
needs to be explained in two ways. First, how did it manage to grow
so rapidly from 1970 to 19781 Second, why has its rate of industrial
growth slowed down in 1978 and 1979, and does this represent a tem-
porary pause or a permanent trend t In order to answer these questions,
the paper is extended in two dimensions. First, an effort is made to
inform the reader about the abundant defects and lacunae of pub-
lished Romanian statistics. They are reviewed in a concentrated dose
at the beginning of the following section and then detailed throughout
the paper, when, as happens so often, they fail to explain a critical
aspect of Romanian development. Both the poor state of Romania's
published statistics and the fact that Romanian economists so rarely
expose to foreign eyes solid empirical analysis of their economy are the
author's principal excuse for the length of the paper. They are also
good reasons for the paper's second extra dimension. One country's
special characteristics tend to get lost in its own detail, the more so
when the details are of poor quality, as in the Romanian case. A cure
for this problem is comparative analysis, especially if the comparison
is between two countries having shared the same general development
processes.

In this paper, Romania is often compared to Bulgaria. They share
many features, past and present. What the present paper does is em-
phasize. but not always explain their differences. From the compari-
son, which draws abundantly from the author's companion paper on
Bulgaria, both acquire an individual character that goes beyond their
too often common fate of being described as the two former agrarian
economies that since 1950, under socialist governments, have led East-
ern Europe in overall economic growth and industrialization, but
which have differed mainly in foreign trade orientation.

To assist the reader who may not wish to read through the whole
text, the following summary highlights major points developed in each
section of the paper.
II. The measurement of economic change in Romania

A. Following a review of recent changes in the availability of pub-
lished Romanian statistics, it is suggested that the record, on balance,
may have become worse since 1965.

B. Growth indices of value added by sectors differ only slightly be-
tween official NMP data and American estimates of Romanian GNP
from 1975 to 1978. The net material product (NMP) index shows
growth slowing from 1971-75 to 1976-79 because it puts a heavy weight
on industry. The GNP index shows growth constant from 1971-75 to
1976-79 because it puts a heavy weight on agriculture.

C. Index number problems in the Romanian NMP index are illus-
trated by comparing growth for the period, 1950 to 1959, in 1955 prices
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with the official indices in 1950 prices. Growth is more rapid with the
latter because: (1) industry receives a higher weight; and (2) its in-
dex grows faster. Measurement problems are difficult to avoid, in any
case, because industry grew over 11 times more than agriculture from
1950 to 1978, while agricultural prices rose nearly five times compared
to industry prices.

D. Bulgarian and Romanian growth patterns differ when measured
by official NMP indices and GNP indices. In the former, Romanian
growth does not fall behind Bulgarian growth from 1950 to 1960 as it
does in the latter. The conflict is shown to be the result of Romania's
use of early year price weights and is resolved when its growth is
measured in 1955 prices, more comparable to Bulgaria's use of 1957
prices.
III. Plan. and performance, 1975 to 1980

A. Romania's recent change from measurements in 1963 prices to
1977 prices has complicated the comparison of plans and perform-
ance.

B. Even though the original plan was revised upward in 1977,
growth obtained by 1979 for most plan indices was below original
plan targets. Performance compared to plan has been especially poor
in the cases of housing and foreign trade.

C. In 1978 and 1979, gross industrial output grew less than 10 per-
cent for the first time since 1956. In 1979 NMP grew more slowly than
it had since 1961. Although Romania's performance iwas good by the
standard of what was happening in other couml: rit. it was poor by
past Romanian standards.

D. A slower growth of all sectors has been projected in preliminary
plans for 1981-85, suggesting that the outlook of Romanian leaders
and planners is for a more or less permanent reduction in growth
compared to the 1970's.
IV. Labor resources in industry and agriculture

A. A major difference in the patterns of Romanian and Bulgarian
growth is that Bulgaria increased its industrial labor much faster
from 1950 to 1960. Bulgaria's advantage was derived from faster
industrial capital growth (although total capital grew at similar rates
in both countries) and slower growth of capital/labor ratios in indus-
try until 1960. From 1960 to 1970. patterns were more similar in both
countries. Then, from 1970 on, Romanian capital and labor in indus-
try grew much faster than in Bulgaria.

B. As a result of very rapid absorption of agricultural labor into
the industrial labor force, Romania is on the edge of exhausting its
reserves. Growth now depends on moving female labor in agriculture
to industry.

C. Growth targets for total employees, female employees and in-
dustrial employees for 1980 will not be met. It is uncertain whether
this indicates a tightening of labor supplies or a slowdown in new
job creation.
V. Consumption standards and incomes policies

A. Romanian consumption standards fell behind those of Bulgaria
from 1950 to 1965 and remained at the 1965 comparative level until
1975 before starting to rise. A similar pattern is shown by the growth



rates of real final incomes (disposable incomes) per capita in the two
countries. However, Romanian wage earners did relatively better,
while Romanian peasants did relatively more poorly.

B. Income for a peasant fully employed in farm work in Romania
in 1965 and 1970 was only about 45 percent of average wages. By
1975 it has increased to 60-65 percent and have not increase since.
Plans for 1985 suggest no further increases. On a real income basis,
the relative improvement has been less.

C. Recent consumer price changes in Romania and Bulgaria have
been of virtually the same dimension and the same pattern among
products.
VI. Investment and capital resources

A. From 1952 to 1970, total investments and total capital increased
only slightly faster in Bulgaria than in Romania, but industrial invest-
ments and capital increased about 50 percent more in Bulgaria. Rela-
tive positions have been reversed since 1970.

B. The available evidence suggests that up to 1970, Bulgaria may
have had a higher rate of net investment (or accumulation) than
Romania, as measured in current prices. But most of its higher rate
seems to have been higher rates of inventory investment, not fixed
capital investments. Caculations of rates of gross investment for both
countries result in virtually the same average rates for 1971-75. Ro-
mania seems to have had a higher rate in 1976-78 because unfinished
investment projects increased very rapidly, reaching in 1978 a figure
of 21 percent of that year's flow of new investments in fixed capital.

C. While investment growth through 1979 was only slightly below
originally planned rates, in 1979 compared to 1978 investments grew
only 5.1 percent, the lowest annual growth since 1957. For reasons
that cannot be explained, investments in industry have been signifi-
cantly below planned levels, while investments in construction have
been far above both annual and five-year plan targets.
VII. Foreign trade and capital

A. By three indicators: (1) Ratio of.XMP growth to real growth
of total trade; (2) share of machinery production exported; and (3)
share of imported machinery in total machinery investments, Ro-
mania shows far less foreign trade dependency than Bulgaria. Its
ratio of trade to NMP in real terms appears to have grown only in
1956-60 and 1966-70. Contrary to plans, the ratios appear not to
have grown in the period 1976-79. The share of machinery exports in
Romanian machinery production has remained constant at 8 percent
since 1965.

B. Although Romania obtains a greater share of total machinery
imports from the West than does Bulgaria, imported machinery is a
much smaller share of total machinery invested. As a result, the ratios
of Western machinery in total machinery stocks probably have been
similar in the two countries.

C. Trade targets of the 1976-80 plan have not been met in real
terms. Also, contrary to the plan, very large deficits occurred in 1978
and 1979.

D. Since 1975, Romania's CMEA trade has tended to shift from
the Soviet Union to other CMEA countries.
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E. Romania planned to reduce its deficit with the Developed Market
countries and did so in 1976 by reducing machinery imports and
diverting exports from CMEA countries. But its deficit increased
again after 1976. Romania has succeeded in covering more than half
of its machinery imports from DMC's with exports of machinery and
consumer manufactures.

F. Romania maintained a large export surplus with the LDC's
until 1978. With OPEC it had a large deficit in 1976 but nearly bal-
anced trade in 1977 and 1978. Its 1978 deficit was with non-OPEC
countries to whom Romania has extended considerable credits. During
the 1970's Romania has succeeded in covering 80-90 percent of its
hard goods imports from LDC's with hard good exports. Recently
it has shifted food exports from the DMC's to the LDC's.

G. From 1970 to 1975, it is estimated that Romania's overall terms
of trade declined by 8 percent. Since 1975 estimates are more haz-
ardous. Probably through 1977, her terms of trade with CMEA de-
clined about 4-6 percent, but were offset by a slightly smaller rise in
terms of trade with the DMC's. Terms of trade with the LDC's
probably declined slightly by 1977. Part of Romania's position has
been defined by very large increases in terms of trade for CTX-2
(fuels, minerals, metals) based on exports of refined petroleum
products.
VIII. Industry's performance and problems

A. The slowdown in Romania's industrial growth has been concen-
trated in chemicals, fuels, and electric power, in that order. Her prob-
lems may have had multiple sources.

B. Among the possibly temporary problems were the earthquake and
poor harvest of 1977. Then. in 1979 there was the need to find substi-
tutes for disrupted Iranian petroleum imports.

C. Romania's energy consumption grew at only half the rate pro-
vided in the 1976-80 plan through 1978. Some of the reduction might
have come from conservation measures, but most was probably forced
by internal problems; the failures of coal and petroleum production
to meet plan targets. By 1978, coal output started to rise rapidly,
indicating that initial investment delays may have been solved. Pe-
troleum production still resists great efforts to raise it including off-
shore drilling in the Black Sea.

D. Although Romanian planners have avoided for a long time prob-
lems of overstrained resources, outside pressures may have been too
great since 1975.

E. Romania's long tern' industrial growth rate will soon have to
adjust to labor supply constraints already evident in Bulgaria.
IX. Agriculture's role in sustaining economic growth

A. Since 1970. labor productivity in Romanian agriculture has
grown faster than in industry, a product of large reductions of labor
combined with a moderate growth in investments. Still. the sector has
not become self-sustaining in the sense of generating its own sources
of investments or incomes high enough to attract adequate qualified
labor.

B. But even though planned levels of fertilizer inputs and land im-
provements failed by large margins, the record of production was rea-
sonably good, not far below targets of the original five-year plan. The
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weakest part of Romanian agriculture is its inability to produce
sufficient animal food crops.

C. It is estimated that production from the personal plots of co-
operative peasants and private farmers provides about a third of
Romania's gross agricultural output. Their share of animal production
is even higher. The contribution does not seem to have changed since
1965, indicating that with far less investment, output has grown as
fast as that from state and collective farms. In part, this is the result
of the Romanian government's positive encouragement of these sectors.

II. TaH MEASUREMENT or Ecoxoxic CHANGE IN RoxANIA

The purpose of this section is to acquaint the non-specialist with the
general quantity and quality of Romanian economic statistics. A com-
parison is made between official data on net material product (NMP)
and estimates of Romanian gross national product (GNP). Some
problems of using Romanian data in comparative studies of growth
will be explained. The section merely introduces these questions. Many
more specific details are covered in the following sections.

A. The Romanian Statistical Record

Romania's available official and unofficial statistics provide a far
from adequate base for understanding its complex process of economic
development Even its published data are so poorly identified that un-
initiated reference to them is likely to be misleading.' Compared to the
Bulgarian record, that of Romania is better, generally, in only one
aspect. Its annual and five year plans are more accessible and detailed.
Also, Romania's five-year planning process has recently provided pre-
liminary FYPs (five-year plans) earlier than other CMEA countries.
Two variants of the 1981-85 plan have already been considered. Bul-
garia's first edition will probably not appear until early next year.
But plans are quite a different matter than performance. Specific prob-
lems of comparing plans and performance in Romania's case are dis-
cussed in the following section. Besides, understanding economic de-
velopment requires more than the plan aggregates. For example,
knowledge of national product, its origin by sector, ad14 its distri-
bution, in both current and constant prices, is essential .r develop-
ment analysis. Romania provides long time series only for: (a) poorly
identified indices, significant usually to one percent, of net material
product (NMP) and its main branches in constant prices; and (b)
the composition (in percentage) of NMP in current prices. Since 1972,
both types of data for the "trade" and "other" sectors have not been
published. Unlike Bulgaria, Romania does not publish NMP in cur-
rent prices except, as discussed below, data for 1977 and 1978 indicated
unclearly as prices as of the first of each year, nor NMP sector shares in
constant prices.

SIn this section anA most of the paper the focus la on Romanian statistical acwregates
expressed in value terms, the so-called "synthetic indicators" In socialist terminology. The
author has not attempted to evaluate statistics on production i physical units.

SAn example Is data on "farm (or agricultural) income per active peasant". which has
recently appeared as a plan indicator and as data in semi-ofcial and unofficial source.
The data refer only to Income from farmin, not to total Income of farmers, which in-
cludes wage and social income (see dicussion on incomes policies).
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Possession of these data would permit computation of deflators or
Price indices (see Tables 7 and 8 of the Bulgarian paper), something

Romania apparently wishes to conceal. Bulgaria publishes data on
the distribution of NMP in constant prices. shares and indices, and
has provided current price data to the U'nited Nations. Romania pro-
vides no official indices or values of NMIP distributed and has pub-
lished only average shares for five-year periods (see Table 15, below).
Bulgaria publishes details of income and expenditures by i'amily cate-
gory and annual data on savings deposits. Roimaniia pidlli:lhes none.
Bulgaria publishes foreign trade statistics in constant as well as cur-
rent prices, and numerous details in a special foreign trade statistical
yearbook. Romania has never officially indicated trade in constant
rices. Its promising foreign trade yearbooks appeared two years,

1973 and 1974, then disappeared. Bulgaria publishes many series quar-
terly, Romania does not. The list could be extended, not to cover the
conllnon shortcomings of socialist statistics from a western lpersl*e-
tive, but just to identify thaelacunne in lRomanian data compared to
C'MEA countries with iore opten statistical records.

It is more troublesome tlat Romania's available statistical record,
combining official, semi-official (the party press) and unofficial (books
and periodicals) data. has in many ways become more poor since Pro-
fessor Montias* thorough anaylsi. of the country's econollic develop-
ment.S A few new series have appeared in the official yearbooks.4 Some
had previously appeared in other semi-official and official sources.5

Several new series recently emerged in a World Bank :-t dy of !4o-
imallian economic developmenti" Otherwise tle data in this volume.
especially compared to other menmwr country stu dies by tlie lank. are
poorly defined and rarely exceed the limits of the Romanian statistical
yearbooks. One might "have assumed that the data series released
would subsequently appear in an enriched official source. It has niot
yet happened. Disappearances from official sources have been as numer-
ous. Finally, since about 1974 the amount of data useful for general
analysis has declined markedly in Romanian books and periodicals.'

SJohn Michael Montlas, Economic Development In Communist Romania (Cambridge,
Mass.: The MIT Press, 1967).

*They include: (a) the absolute values of NMP in "comparable 1963 prices" for 1970.
1975 and 1976. as well as NMP for 1977 and 1978 in prices as of the first of each year
(sectoral distributions are not given) : (1t) five-year average values of the percentage
shares of "accumulation" and "consumption" in NMP used in current prices up to 19*4
and then substituting "comparable prices" in 1975 (it is unclear if comparable prices are
the same as for NMP produced) : (c) services provided by the socialist sector for 1965.
1970. 1975-78: (d) percentages o* budget incomes for employees and peasant families,
In 1978: (e) monthly average wages in lei.

*Examples include: (a) indices of real final income of persons (total and per capita);
(b) current monthly average wages of employees (before taxes until 1977. then after taxes
beginning in 1978).

SAndreas C. Tsantis and Roy Pepper (coordinating authors). Romania. The Industriali-
zation of an Agrarian Economy under Socialist Planning (Washington. D.C.: The World
Bank. 1979). New and significant statihtlcal series released in this volume include: (a)
Foreign trade by convertible and non-convertible areas. 1970-75 (convertible turns out to
include trade designated in convertible currencies in clearing agreements) ; (b) some
limited and partial balance of payments data: (c) currency in circulation and personal
savings balances: (d) hank system resources and other data on investment financing,
including depreciation (It is unclear if depreciation is in constant or current prices; the
authors use It both ways).

'Data disappearing Include: (a) retail trade by urban and rural areas; (b)NMP shares by sectors or origin in constant prices, not published since 1959; (c) details
on agriculture. industry. investment and construction. and labor which had appeared in
special official statistical collections with data up to 1965.

*Although a few useful data have appeared on (a) income from farm work In values
and indices and (b) some years' current values of final income by categories.
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B. Recent Westcrn and Official Estimates of Romanian
National Product

Table 1 compares the growth of Romanian national product and
value-added in industry and agriculture according to official Ro-
manian NMP and estimates of GNP hv Thad P. Alton and his as-
sociates. Differences in methodology in the two sets of data follow
those discussed in papers by Alton and the author (see the Bulgarian
paper) elsewhere in this volume and need no repetition here. It should
be noted, however, that in the Alton paper in this volume growth rates
are calculated by the least squares method and will differ from those
in Table 1.

TABLE L-ROMANIAN GrOWTH INDICATORS OFFICIAL AND ALTON ESTIMATES

lAvwea asuaml IrowltN'

19A-7 11-75 1976-79

Nston• product:
Natolal data (i MP)'............. ....... ...... ....... 7.7 11.3 I 4

SatM asoia (0GNP) .................................. S.0 1.7 _ .

1976-78

Val-added i ind rty:
Nationaldat .......................................... 2.7 » 1L2 9.4
AltM assoca ....................................... 11.4 9.2 7.6

Value-added is agriculture:
Natiotsl dalt ............. .......................... -. 6 5.4
Afto asaoc4at e.. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. -1.1 5.3 .4

i GenAtric rate.
t In "compaable 1963 price" for 1966-70 and 1971-75 and 1977 prices for 1976-79.
a Sinifacaut only to nearest percent
SAgrlcdture and forestry.

Sources: Alton data from ptliAmlnary communications to the author. national dalta tom various volumes of the Roma-
aian statistical yerboos and Scintea, Feb. 7, 190.

A glance at Table 5 of the Bulgarian paper shows that the ratios of
GNP growth to NMP growth are very similar for the two countries in
1966-70 and 1971-75. about 60 percent. In 1976--9 there is a sharp
deviation. The ratio falls to only 32 percent for Bulgaria. but rises to
nearly 80 percent for Romania. Growth rates for agriculture by the
two methods are similar for each country. They are also similar for
industry for Romania, but not for Bulgaria. as was discussed in that
paper. There it was suggested that the GNP index could possibly
understate industry's growth for countries like Bulgaria and Romania
because machinery is less well represented in physical output data,
especially the more rapidly growing categories which are conceptually
difficult to measure in physical units.' The hypothesis now seell less
likely, given the greater correspondence of Romanian indices.10

'The pecial source of weasturemuinit prtIllems in both countries is the appearance of a2
many new products. For example. in tomanian machinery. '"new or modernized" product to
appearing since 1970 counted for 70-75 percent of the volumee of output. In 19bS. it is
planned that new products introduced ýilne 1975 would 1,e 45 percent of gr••-. industrial
output. See. Viata Economica XII :14 (5 April 1974). pp. 8-9.

"In 1975. machine building and metalworking was 24.8 percent of Bu,,arian gross
industrial output and 30:5 percent of Romanian groas industrial output (in 1]L77 prices).
From 1975 to 1978. the branch grew 40 percent in Bulgaria and 48 percent in Romania.
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A second noteworthy feature of the Romanian indices is that growth
slows down from 1971-75 to 1976-79 in the official indices, but remains
constant in the GNP estimates. Table 2 provides the obvious explana-
tion. Sectoral growth rates, except for construction, are virtually iden-
tical. In Table 1, in both estimates, industry's growth is reduced and
agriculture's growth is increa.-ed. What happens to total national
product depends on the relative weights given to the sectors. If a
greater weight had been given to agriculture in the official indices,
as done in the GNP estimates, growth rates would have been lower in
both 1971-75 and 1976-79, but a reduction of growth from one period
to the next would have been avoided.

TABLE 2.-STRUCTURE OF OFFICIAL AND ALTON ESTIMATES OF ROMANIAN NATIONAL PRODUCT

1975 we1its 1975-78 gMowt

Sters OffK l Altos Otffci Altt

Ir;dustry.................................. ...... 57. 39.77 131 126.5
C0cstructoa................ ....................... . 9.8 6.19 134 116.
Agcutture ............. ..... ................... .. 15.7 ...... . .128 ..........
Alricr tuce and forestry . .. .... 1......... ... ......... . 9. .............. 127.
Transporaton and cormramaonst ...... ........ 6.2 7.91 116 113.9
Othem must al m tort s ........................... . '10.8 7.39 132 128.7
S vicak. ............................. .......... ..... ..... 9.41 .............. 108.3

Total.................... ..... .... ...... . . 100.0 iO.0 129. 123.7

Stitmates oased a m 1977 ''cuneat (.ace" series and giowth indKces in paest, o Jan. 1, 1977.
2 (b) Calcuatd as a tesidual.
Sowrc.e. TIme as tate 1 and Anuawil ;rtautic, 1979 pp. 92, 96.

C. Coin.parative Longirun growth Indicators

Table 3 attempts to identify basic information about the construc-
tion of official Romanian indices of net material product. These indices
incorporate at least three different methodologies for assigning the
current values of output to sectors. They are designated A. B and C
in Table 3." Four sets of price weights have also been applied: 19o0
prices for 1950-59, 1955 prices for 1959-65, 1963 prices for 1965-75.
and 1977 prices since 1975.12 It is important to understand that cliang-
vng price weights involved both: (1) changing the tliative .ie ,r
share of each sector: and (2) changing thsizesize or \ig:i., of lproji• tis
within each sector. The latter means iiat tach -vctor's growth i•,t a
given period depends on which set of pi i, Ve , iiglits was tied. FaOr -x-
ample, from 1950 to 1959 value-added in indisti y grew to an intli x of
318 ( 19).,0= 1t)) in 1950 riwc.s. Iut to nai indeitx of 262 (1950= t10D ) in
prices. Changing price weights, hence, influenced the growth of total
new material product in two ways: (1) changing sector growth; and
(2) changing the weight of sectors.

"1 The ehlift froui .\ to R ii \ol\edd. anitilg other thanlget. assignixai the values of l; sen-
ger tratl.,morrtattilon. (,lllnmitail ations for ieronA.s alnd tourist servlcet to respective N IP
Nectors. Th•1e ftrnirly were i.-ut cti.tidercd part of material product The change from
B to C' in ll75' has oit yet tw.n deseribhd in the Romanian statistical yearbook."Xl In the 19798 y.url omk growth in 1976 uas -tiall measured in 1963 price while both
1976 and 1977 were still calculated according to methodology B (see Table 3).
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TABLE 1.-THE STRUCTURE OF ROMANIAN NMP INDICES FOR INDUSTRY AND AGRICULTURE

Industry Agicuttnr

A. OFFICIAL METHOD

Sector w lhlis in costLat price:
1950 (19O ric ............ ....... ......... ..................... ...... 44. 2.
1959 (19W p cwm ........................................................... 5.9 19.6
1959 (195 prce ........................................................... 45.7 32.
16 (196 5 p(ol i .......................................................... 59. 19.3
1965 (1963 p•ic ) .......... .. ....... ..... ........ ................... . NA NA
1970 (1963 p ce-A) ............................................. ...... NA NA
1970 (1963 ic . ..................................................... NA NA
1975 (1 3 rc - -...................................................... NA NA
1975 (1977 r ....................................................... 57.5 15.7
1977 (1977 p ) ................................... .... ........... 57.0 1 .8

Sector growth in constt prices:
19 - (1950 price )........... .............. .......................... ..... 318 16
1955 1955 pric) ........................... ......... .. ... 223 101
196S-70 (1 pri W ) ....................................................... 132 91
1971-75 (1963 pi\c es. ocJ:::::: :::.... 186 138
1975-77 ( i ........ ....... ............. ..... .. i 12

IL ALTERNATIVE METHOD

Sector wetihb in constant Pice:
1950 (195 ces) .......................................................... 37.0 39.4
is% (r0 o n ).. ........................ ................ ..o 45.7 32.8

Sector growth in coastuat pnicS:19S50- (195 prices)...................................... ..................... 426 173

Searce: See tae 4.

Generally the effects of changing price weights have been (1) to
reduce industry's share and increase agriculture's share, and (2) to
reduce industry's growth and to increase agriculture's growth. The
Romanian shift from 1950 to 1955 prices illustrates these characteris-
tics. The effects of shifting to 1963 prices and to 1977 prices are less
certain because, as the table shows, no data has been found for sector
shares in 1963 constant prices in either method A or method B. Also,
no other cases of sectoral growth in two sets of prices has been found.
However, the certainty that this has happened may be easily illustrated
by estimating sector shares in 1975 based on shares in 1959 and growth
for total XMP, industry and agriculture from 1959 to 1975. If indus-
try's share had not been reduced, its constant price share in 1975 (in
1963 prices) would have been 79 percent. Agriculture's share would
have fallen to only 9.5 percent. At this rate, industry would soon pro-
duce all national income and agriculture none.13

Another view of what has been applied in Romanian NMP growth
is presented in Table 4. Here, data from Table 3 are combined with
estimates of total NMP and value-added in industry and agriculture
in order to estimate implicit price deflators. First, one should notice
that how much real growth is attributed to NMP, industry or agricul-
ture is a matter of selection of price weights. Using 1955 price indices
for 1950-59 results in less NMP and industrial errowth and more agri-
cultural growth than is shown by the official indices. Second, as a result
of using both sets of real indices, alternative price deflators are
estimated.

Differences in the two sets of implicit price indices in 1963 and later
are entirely accounted for by differences in 1959. a result which follows

" Even more clearly habsrd examrnes result if sector rrowth from 1950 to 1977 is
applied to 1950 shares. By 1977. industry's share in 1977 NMP in constant prices would
ris to 103 percent, of course impossible.
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having alternative real growth indices for only 1950-59. So far, the
author has found no way to estimate price indices between 1963 and
1977.

The effects of changing from 1963 constant prices to 1977 constant
prices can be easily estimated. The value of gross industrial output for
1975 is about 2.4 percent higher in 1977 prices than in 1963 prices. The
value of gross agricultural output is about 12.1 percent higher in 1977
prices than in 1963 prices."

TABLE 4.-ESTIMATES OF ROMANIAN INDICES OF NMP AND IMPLICIT PRICE DEFLATORS

11950-1001

1950 1959 1963 1977 197 1979

A. Offical indices of net material product:
Total . ------------------..-- ..--............. 100 242 336 1,229 1,320 1.402

adusr --------.... -...........................-.. 100 318 531 2,870 3.141 NA
AtVacuture ...........-.............. 100 161 161 260 270 NA

. InC•ces based on 1955 Pfices from 190 to 9:
Todl .. ..... ...... 100 212 295 1,079 1,159 1,231

Industry .. ............. ...-..-.. ... 100 262 443 2.368 2.591 NA
Agrculture-... ........ ..-. .....--. ..- ..-... 100 175 168 271 282 NA

C. Indces of tnt mate al product in estar.ited current prices:
Total ...............................................-------------------------------------- 100 261 365 1.259 1 354 1.458

Industry. --. ...--- ---. 100 242 389 1.630 1.780 NA
Agricuwture........... . ...............--------- 100 353 390 724 744 A

D. Implat deflators based on A:
Tcta -------------- -- ..----- 100 106 109 102 103 104

Industry .. --- .---.-----------.------------ 100 76 7Z 57 57 NA
Agr ic•itute - -....-.. ........-.-------. ----. I- 0 210 242 278 276 NA

E. Imph••t deflators based on 8.
Total.. ....... ...... .... . ........... 100 123 124 117 117 118

Industry ..... ------- ---------- ---------- 100 92 88 69 69 NA
Agra;ture.---- ..----------- .........-------------- 100 201 232 267 264 NA

Source: Yearbook data and author's calculations based on ndices of gross social product in current prices from Montias,
op. cit. p. 274. and other data froa Ds G·iade~a "Veutia national n a public socaUistl Romaia" (Bauchaest, 1967)
pp. 88. 132.

At the .-amle time, tie portion of industrial production representing
value added was reduced and that for agriculture was increased as
a result of both the new price weights and the change from statistical
methodology B to C. Hence. agriculture's net product could have been
17.5 percent higher; industry's could have turned out about 8.2
percent less. Hence. in tile new 1977 prices, the weight of agriculture
compared to industry in 1975 could have been increased by about 29
percent compared to what they had been in the 1963 weights.1

The new "constant" price system of 1977, like its predecessors, re-
duced the weight of the rapidly growing sector, industry, and in-
creased the weight of the more slowly growing sector, agriculture.
Probably these shifts recognize. in a large measure, changes in the
relative current price structure. Evidence suggests that industry cur-
rent prices changed very little at the branch wholesale level front 1965
to 1974. Prices paid to enterprises were changed beginning in 1969 by
the application'of the so-called "regulating tax" to reduce profit mar-
gins in cases where production costs had fallen greatly with new

'I*Calculations are based on the 1977 plan fulfillment report (Scintela, 5 February
1978) and data in the Romanian statistical yearbook.

"t The word "could'" is used deliberately because gross Industrial output and gross
agricultural output are not used directly in national product omputations. Turnover
taxes are added to each sector's gross output to derive "gross social product" In each
sector. Because turnover taxes are usually collected on industrial products. but not agri-
cultural products, a difference could arise in the national product shares
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technology and economies of scale. Branch or wholesale prices were
changed from 1974 to 1976 in a general price reform preceding the
introduction of the new 1977 constant price system.1 During this time,
prices paid to peasants rose about 30 percent (see Table 13 below). If
between 1965 and 1977, prices paid to peasants reflected the general
movement of agricultural prices and industry prices remained vir-
tually constant, then relative current prices in agriculture compared
to industry would have increassed 30 percent, about the same as appears
in 1963 and 1977 implicit price indices.

At this point, it needs to be emphasized that there is nothing in-
herently suspect about the Romanian data because it exhibits index
number problems. They would arise whenever a country's economic
structure was changed rapidly by one sector growing faster than an-
other sector and, as a result, relative scarcities changed. Two points are
inappropriate about the way Romanians have responded to this situa-
tion. First, they take few pains to explain what they have done. The
resulting confusion only causes outsiders to suspect the data and the
motives behind it. Second, early year price weights (1950 for 1950-59,
1955 for 1959-65, 1963 for 1965-75) give the Romanian indices the
most rapid growth possible. The latter problem can be illustrated by
comparing Romanian and Bulgarian growth.

Data presented in Tables 1 and 2 of the Bulgarian paper illustrate
how greatly Romania and Bulgaria differed in many important as-
pects of economic structure, while sharing similar levels of per capita
GNP. Another view of their differences is seen in Figure 1. They fol-
lowed different time paths since about 1955. To be sure, both grew
rapidly by any measure. But Romania, with a per capita GNP about
18 percent higher than Bulgaria, grew more slowly from 1955 to 1970,
until its per capita GNP fell to Bulgaria's level or below.1"

From 1970 on, Romania and Bulgaria entered a different phase of
comparative growth. In just eight years. Romania recovered all of
the initial advantage in per capita GNP lost by a 15 year period of
slower growth.

" A useful and accessible discussion of the 1974-76 price reform Is Oheorghe Sica. "Ob-
jectifs et methodes do readjustement des prix de production efectue en Koumanie en
1974-1976", Revue Roumalne des Sciences Sociale. Series des Sciences Economiques,
20:2 (Jul -Dcember 1976). pp. 199-206.

- om•l Romanian estimates of 'he dollar value of their national product differ from
those upon which Figure 1 is based. For example. in 1979 the per capita national product
projected for 1990 was $3,000-3 500 or 47.00-50.000 leL. It may be noted that by 1990,
the Romanians expect a so called "commercial" exchange rate of about 15 lei per dollar.
B using the projections of population and growth of national product. which were made
a the same time, a range of the implicit national products in 1975 and 1980 can be derived
as 991-1,.05 In 1975 and $1546-1.724 in 1980. The assumed "commercial" exchange
rates, calculated on the basis of published and estimated national product figures in le.,
turn out to be about 18 let per dollar for 1975. Working with similar projections made
in 1974, the implied 1975 national product per capita turns out to be $8.8-929. with an
exchange rate of about 19 lel per dollar. Estimates are based on sources cited for Table 5.
below.
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FMoum 2.-Relative growth of Bomanian and Bulgarian net material product.
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Notes.-() Romanian index (1950=100) divided by Bulgarian index (1950=100).
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for 1962-71, and in 1971 prices for 1971-79. In ,he solid lines, Romanian net material
product is measured in 1950 prices for 1950-59 in 1955 prices for 1959-65, In 1963 prices
for 1960-75. and in 1977 prices for 1975-79. in the broken line, Romanian net material
product it measured in 1955 prices for 1950-65. while prices for other periods remain
the same.

Figure 2 presents a modified view of the scenario. The solid lines
compare both countries' official NMP indices (Romania's divided by
Bulgaria's). Now they are seen to follow about the same path from
1950 to 1971. Romania does more poorly in per capita terms because its
population grew faster. Each had some good periods and each some
ad ones, comparatively. Romania fell behind from 1955 to 1959 and

from 1965 to 1970. It caught up from 1959 to 1965 and again after 1970.
If history had been repeating itself, it ought to have started to fall be-
hind again in 1974 or 1975. So far, history has not been repeated.

The major disagreement between figures 1 and 2 is whether Romania
fell behind Bulgaria after 1955, or just went ahead of Bulgaria about

I
/Air
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1971. There is a simple explanation for the disagreement. Bulgarian
NIP indices are based on 1957 prices until 1962, then on 1S62 prices
until 1971 and thereafter on 1971 prices. In different prices, Bulgarian
sector weights have followed changes like those already described for
Romania. By using 1957 weights to measure growth from 1950 to 1960,
Bulgarian growth indices were reduced compared to what they would
have been in earlier year prices, say 1950. In short, it is inappropriate
to compare Romania's growth in 1950 prices with Bulgaria s growth
in 1957 prices.

The dotted lines in Figure 2 apply information in Tables 3 and 4 in a
more appropriate comparison of growth. Romanian NMP growth is
measured in 1955 prices from 1950 to 1965 (compared to Bulgaria's
use of 1957 prices from 1950 to 1962). Now Figures 1 and 2 disagree not
on Romania's slipping behind Bulgaria, but whether it did so from
1959 to 1965.

The substantial conclusion of this section is that measurement of Ro-
manian growth is subject to very large index number problems which
are never indicated in official statistics and have not recently been dis-
cussed by Romanian economists in the general and available'literature.
The official Romanian NMP index gives the best possible view by using
1950 price weights to measure growth from 1950 to 1959. Obviously,
to compare this index with growth indices of other countries based on
later year weights is a biased comparison.

On the other hand. pronounced differences in the comparative growth
of Romania and Bulgaria before and after 1970 show up in all methods
of measurement. The differences demand explanation and will be dis-
cussed as a focus for understanding Romania's exceptional economic
performance in the 1970's.

III. PLANS AND PERFORMANCE, 1975 TO 1980

Romania's acceleration of growth after 1970 exceeed most indices of
its FYP for 1971-75. In contrast to Romania's performance before
1970. the author has referred to the 1970's as a "remobilization proc-
Ass"." It continued after 1975 in the form of another ambitious plan
for 1976-80 and a subsequent upward revision of the plan in late 1977
(the 1971-75 plan had also been revised upward in 1972). As seen in
Table 1 what happened to Romania's ePonomv after 1975 depends on
one's choice of indicators. The GNP indicator'shows growth continued
at the same rapid pace as in 1971-75. The official NMP indicators shows
i* slowing down. The latter indicator certainly has been the one to con-
cern Romanian leaders and planners. if for no other reason than its
greater reflection of what happened to industry, the priority sects '
Romanian growth strategy.

The following section will review the general connections between
plans and performances since 1975. It is particularly concerned with
two questions: (1) What has been the relative performance of sectors,
which have been strong and which weak; and (2) when did the econ-
omy by its own preferred indicators start to deviate from planned
performance.

" Jackson. in JEC-1977. pp. 892-900.
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A. Problems of Connecting Plan and Performance

Several problems face analysis of the relationship between plans and
performance of a CPE. First, there is usually a discordance between
targets of a five-year plan and respective annual plans for the five-year
period. Second, in Romania's case there have been two versions of the
last two five-year plans, a version given by the "plan law" and a revised
plan, in each case approved a year or two later and with more ambitious
targets.? Third, most plan targets are given as growth within the plan
period, for example, from 1975 to 1980, but those for investments, for-
eign trade and agricultural output are given as the average growth
from one five-year period to another. In Romania's case the foreign
trade target is doubly difficult to interpret because plan figures are in
constant prices, while performance figures are only available in current
prices. Finally, Romania's plan for 1976-80 presents a special problem.
The original plan was given in "1963 comparable prices". Then, subse-
quently the price base was changed to 1977 prices and the revised plan
was stated in the latter. To make matters more complicated, some per-
formance figures are available in indices combining both price bases.

B. The 1976-80 Plan

Table 5 sets out the main targets of the 1976-80 plan and its revision.
They may be compared with performance figures for 1971-75 and 1976-
79, which for investments, foreign trade and agricultural output are
calculated two ways: (1) Growth during the period; and (2) average
growth during the period compared to the previous five or four years.

International inflation and energy crisis did not dull expectations for
continued rapid growth. Only one target. real income from agriculture
per active peasant, was set below 1971-75 achievements. Its rapid
growth had been a major policy of the first half of the 1970s and was
now brought within range of expected agricultural output growth. The
latter figure, investment and industrial labor productivity were plan-
ned to grow faster than their 1971-75 achievements. The upward re-
vision of the plan, announced in December 1977, was more surprising
since it came after that year's earthquake and reported labor troubles
among coal miners. Perhaps both explain why the real wage target was
revised upward so much. Both investments and agricultural output tar-
gets were also significantly increased. For most other targets the re-
valued original plan figures suggest revisions toward the upper end of
the original plan targets.

"1 Actually, there are four or more published versions of a five-year plan: (1) the
"guidelines." usually approved by a party conference three years before the plan's first
year: (2) the "draft directives" and the "directives". the former circulated several
months before a party congress the year before the plan's first year and the latter ap-
proved by the congress. Then. follow the plan law and possibly its revisions or supplement.
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TABLE S.-ROMANIAN S-YEAR PLANS AND PERFORMANCE (AVERAGE ANNUAL GROWTH)

1976-0 1976-0
1971-75 PIa pln law pln law 1976-79 1981-5

porrm- dinrc- in 1963 in 1977 PIa perfom- guide- Direc-
Indicator ae ties prices price s revisions aece lis tives

Population................ 1.0 .......... . .................. .......... (1.0) 1 ..........
Total tabor force ..-........ .6 0.2 ...... .... .............. .... ----5).......... 2
Eployes................. ---------------- 3-3.5 3-3.6 .................... 34 2-2.7 2-2. 4
Not material p-odu-t........ 11.3 9-10 10-11 10.3 11 & 4 & 6-9.6 6.7-7.4

Labor prolucti ity....... 11.0 6 -9. .............................. ( 6).......... 4.6-5.3
Grossindustrial outut..--..... 12.9 -10 10.2-11.2 10.7 11. 10.2 -9.8 8-9

Labor projctivity ....... t.4 6.7-7.2 3.5-9 &. 9.2 7. 7.4-8 7-7.
Gross agricultural outputs.... 4.7 4.6-4 5.1-7.6 6.5-6 6.9-9 *4.9 4.2-5 4.5-5

Average growth--...----.. 5 -..........-......-......... ........... 6.3 ....................
Toal investments*.......... 11.5 1.5-11.4 12.7 10.3 12.8 11.6 6.5-7.3 5.4-6.2

Average gowth......... 11.5 ........................................ 10.2 ....................
Foreigntrade trnover...... (15.6)11.-12.5 13.7-15 15.6 (1.9) * 16.5 9.6-10.3 .5-9

Average rowth--......... -4 ........................................ 14.8 ....................
Reteiltraie ................ .2 7-7.7 7.7-0.1 .I1 L.7 L65 5.4-4.7 6.4-4.2
Red waes ................. 3.4-3.7 3.7 4.1 5.8 5.5 3.4-3.7 3-1.4
Rel income from agricul-

tar .................... 10. 3.7-4.6 3.7-5.2 5.2 5.4 6. 3.7-4.1 3.7-4.2
Red l al income por capita.. 6. 6.2-. 6.2-7 ------.. --............. 4. 3. 4-3 3.1-3 4
Housin (1000 units per

)-----.................. 102.5 163 .............................. 142.1 260 220

' July 1976.
SDecember 1977.3 November 1979.
41976-71
I Plan and perfornce bosed ao 5-year avraps.
* 1976-791971-74.
SAvrage growth since 1970 or 1975.
* Income from work on cooperatives and personal or private nd pr active peasant
SExcludicn privately built housing.
Source: "Directivete congresuli at si-e al partidului communist Roman cu priver Ia plaul acincial 1976-190 si linlte

director ale dezvltaute economic-sociale a Romanie penu perioadi 1981-90." (Buchaes, 1974); "Scitaia." July 1
1976 Dec. 14, 1977 Nov. 20. 1979. and Feb. 7, 190.

By the end of 1979, the only indicator to exceed or even meet the
revised plan targets was growth of real income from agriculture per
active peasant. Foreign trade in current prices had grown faster than
the plan figure, but, for reasons explained below (see Section VI) its
growth in constant prices probably was significantly below target. In-
vestments and real wages had exceeded the original plan figures. In-
dustrial output and productivity failed them marginally. More serious
failures were reported for net material product, agricultural output,
retail sales and especially housing. A significant shortfall also appears
in the growth of real final income per capita (similar to disposable
personal income). Differences in the growth of this figure and those
for real wages and agricultural incomes suggest a large shortfall in
social incomes (transfer payments and services in kind).

C. Annual Performance and Plans

Comparison of annual performance and plan may be even more
difficult than for five-year plans. Annual plans are made before the re-
sults of the previous year are known. They are necessarily inaccurate
and logically would be adjusted. In addition, only the 1976 plan was
done in "1963 comparable prices"; the following years' plans were
expressed in prices of the first of January of each year. Only a few
performance figures are expressed in these terms. Others are expressed
in combinations of 1963 and 1977 prices, often in percentages signifi-
cant with no decimal point. It is best to treat the "actual vs plan" cal-

6-607 0 - 81 - 17
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culation as significant only if large deviations are involved. Table 6
is more important as giving detail on how performance trends unfolded
compared to the five year plan(s) and how, if any, annual plans were
adjusted to these trends.

TABLE L-ANNUAL PERFORMANCE AND PLAN 1976-79

Amul growth (perceaO Actld UaiaMt plma (percea)
ladicalso 1976 1977 1978 197 1976 1977 1978 1979

Netmatri prod t....................... 1. 9.0 4 6.2 9.6 97.9 97.3 97.6
Labr poducivity -..................... 10.0 .4 .7 NA NA NA NA NA

r dtrid pmdc -....---.....-----....... . 11.7 12.7 .L L .0 101.4 102.0 9S4 96.9
Labr prod•civity....................... 2 . 7.0 6.4 9.7 9. 9.2 9 6.Gross aric out .................... .2) ($.2) (4.) (4.7). ...

topevioyearsi lp.... 17.2 . 2 5.0 101.4 91. 99.7
ori t....................... 23.5 2.5 7.9 MA NA NA NA NATotal ------------........-.....-.......--------- (10.7) (11.0) (11.9) (10.8)-------------....---.........-------........

Compared previous yar as ia l pleas.... .L2 11.7 10 5.1 90.6 95.7 9.3 .
Frnp traderaer.....-....-.. --. (14.5) (14.3) (11.0) (19.3)..-.- -...-.- ..
comd r toa mioM yewr iSomd pla.... 9. s 9 11.9 19.1 93.2 92.6 94.0 i

a trad e ................................ 2 L6 12. 5.8 9.4 l96. 101.9 96.3
wae......... ---.. -----...........-------.. 2 5 3 L.I 9.0 99.2 100.7 95.7

l al f icKmes/cait..................... L 3.6 t2 1.8 100.4 97.6 100.3 9.7
iomfromrmagict .................... 16.2 .1 5.7 3.1 10.1 96.5 101.5 97.1
HobiLusn000u(it) O ....................... 11 2.4 151.7 173. 77.5 65.3 73.6 72.1
Totol oia.......--.....----------...... 136.4 140 166.8 191.1 .-. --...--.........-........-

NA- Nt available.
I Based on levis planed compared to achieved.
* Laber is Io product sectors.
* It-ms is pear lses are anveage rowlb compared to te 1971-75 avrae as in 5-year plants.
SBased O Osigur is corret pncs.
SPer active laLr
* Housing lt biy scilst t orgaztions or witl State ucedtb
Sources: Tae5; Sciate "Dc.21 1975 Nov. 6 1976 Nov. 26 197 and Nov.4 197L

Romania's best year during the period seems to have been 1976, but
interconnected problems in investments and foreign trade might have
occurred. Industry's performance in 1977 was exceptional, given the
earthquake and reported labor troubles. Agricultural output fell
slightly after a very sharp growth in 1976. With it, the growth of
peasant incomes dropped abruptly and pulled down the growth of
final incomes. The next year saw industry's growth fall Ibelow 10 per-
cent for the first time since 1956, according to the official index. Pos-
sibly this was a delayed effect of the earthquake. One might have
expected a surge of housing construction; it grew but far below plan.
But even with net material product pulled down. growth of real final
income, wages and peasant incomes (the latter helped by omne slight
recovery of agricultural output) increased. In 1979. every indicator
except agricultural output showed less growth. Serious problems (in
a Romanian perspective) seem to have developed for industry.

D. The 1981--85 Plan

As shown in Table 5. two versions of the five-year plan have leen
published." Changes to the "directives" version may take place when
the plan law is approved in 1981. Moreover, a party conference in 1982

"* ee, footnote 18; and Jack~oo. Lo JEC-1977. p. 89
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could see the plan law revised, as happened to the plans for 1971-75
and 1976-80. The two published versions of the 1981-85 plan reiiain
useful for indicating expectations of Romanian leaders and planners.

The "guidelines" version of the plan is lower by all indicators than
any version of the 1976-80 plan. Published in late 1977, it nicely
matches performances of 1976-79 and hints that even then, a slow-
down in growth was expected. Unfortunately, a slowdown came
sooner than planned. As the economy s growth decreased from 1977
to 1979, so were expectations for growth in 1981-85. But not all indi-
cators were revised down. The expected growth of agriculture was
increased. Why, is unclear at this point. A reduced growth of indus-
try would imply reduced absorption of labor from agriculture and
reduced demand for new housing. Industry's expected growth could
have been reduced because of supply or demand factors independent
of agriculture, leaving as a residual more agricultural labor resources.
Or. for other reasons, possibly the outlook for export markets, agri-
culture could have been given a higher priority.

IV. LABOR RESOURCES IN INDUSTRY AND AGICULTURE

A major comparative feature of Romania's industrial growth in the
1970's is the reduced extent to which growth was accompanied by in-
creasing labor inputs." Romania's labor productivity growth has not
been less than in other CMEA countries, but the percentage increase
in its labor force has been much greater.

A. Comparative Growth of Labor Resources

Labor dimensions of the comparative Romanian-Bulgarian growth
pattern are presented in Fisure 3. Here. as in Figures 1 and 2. Roma-
nian indices are divided by Bulgarian indices. As long as the lines
remain above 100, the Romanian category has grown faster than its
Bulgarian counterpart. Parts A. D and E add a second (dotted) line
representing alternative American estimations of each country's labor
force. Although the lines based on official data have a base 1952=100
and the dotted lines have a base 1950= 100, there are significant differ-
ences in them only for agricultural labor around 1955, which are
reflected in total labor.

The more important questions for comparative growth patterns con-
cern the figures for industrial and agricultural labor. Romania's indus-
trial labor force grew much slower than Bulgaria's until 1960. Then, in
a rather abrupt change it grew about as fast until 1967 or 1970. In a
second abrupt change, it then grew much more rapidly and by 1980,
made up the ground lost before 1960.

SFor comparative data see. UN/ECE. Economic Survey of Europe in 1976. Part II
(New York. 1977). p. 73. Whereas. in the period 1971-75. fifty percent of Romania's
growth came 'rom increased labor productivity. in Poland and Bulgaria the share was
about 75 percent: in other countries it was even higher.
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Frow &-Comparative growth of Romanian and Bulgarian labor reourneU.s
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in table 9 of the paper on Bulgaria. Dotted linee--Paul F. Myers. "Population and Labor
Force in Eastern Europe: 1950 to 1996." in JEC 1974, pp. 455. 462.

Slower growth of industrial labor in Romania than Bulgaria had
two immediate causes. First, Romania's industrial capital stock grew
more slowly until 1970. Second, its capital: labor ratio m industry grew
faster than in Bulgaria until 1960, more slowly from 1960 to 1965, and
since then at virtually the same rate.

Why the two countries' early industrialization patterns differed is
still unclear. About 1950, as a result of presocialist development,
Romania had both larger shares of its capital stock in industry and
higher industrial capital: output ratios than Bulgaria." Subsequently,
Romania's growth of total capital stock was only slightly slower than
in Bulgaria. Its far slower growth of industrial capital may have

a The comparUsos is based on industry's shares of capital and labor In each country
around 1950.

__
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PIroGm 3.-Comparative growth of Romanian and Bulgarian labor resources-
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reflected larger shares of investments allocated to transportation. Great
resources were wasted in this sector by the first attempt to build a
Danube-Black Sea canal in the early 1950's.2 Also, large shares of
industrial investments were poured into rapidly depreciated capital
petroleum extraction. Romania's slightly faster growth of industrial
capital: labor ratios reflected differences in branch and possibly tech-
nology. Given these circumstances, jobs in Romanian industry were
created at a much slower rate than they were in Bulgaria until after
1960. For Romania to have equaled the growth of Bulgaria's indus-
trial labor, given the actual growth of its capital stocks in industry,
it would have had to have reduced the industrial capital: labor ratio
by 1960 to 96 percent of its 1952 level.

0 Construction of the canal was renewed as a major project Ia the 1976-80 FTP and
is expected to be complete la the early 1980's.

-- -- I
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Even if Romania could have matched Bulgaria's growth of indus-
trial labor, its agricultural labor would have grown faster than in
Bulgaria because its total labor grew faster. As it was, Romanian
agricultural labor force grew absolutely until 1959 and did not fall
below the 1952 level until 1962. Bulgaria was able to reduce its agricul-
tural labor force absolutely from 1952 on, and, compared to Romania,
until 1970. From then until 1977 the two countries reduced agricul-
tural labor at about the same rate, but since 1952 the total Romanian
reduction was only half as much in percentage terms as in Bulgaria.

B. Current and Planned Labor Resources

As shown in Figure 3, Romania's agricultural labor fell sharply
compared to Bulgaria's in 1978. If it should continue to do so at the
same rate, by 1983 it will have reduced agricultural labor in percent-
age terms since 1952 as much as Bulgaria has and probably will face
constraints on growth like those discussed in the Bulgarian paper.
Evidence for potentially tight labor supplies may be seen in the fact
that, while Romanian working-age population grew about 7.2 percent
from 1970 to 1975, the employed labor force grew only 2.3 percent, as
participation rates fell. By contrast, Bulgaria's labor force grew more,
even though its working-age population grew only 2.4 percent. From
1975 to 1990, Romania's working-age population will grow much more
slowly than in the past, at rates of 0.5-0.7 percent per year. Labor
forecasts indicate marginal reductions in participation to 1980, but
then increasing participation to about 1970 levels by 1985.

Romania's industrialization, of course, depends less on total labor
than on labor reserves in agriculture. Here, its apparent advantage
over Bulgaria is not only the much larger share of labor in agricul-
ture, but also that the rural population is still reproducing. In 1978,
1.2 rural births occured for one urban birth.

Yet evidences of local labor shortages in highly industrial regions
like Brasov have appeared. In Table 7, it is clear that the number of
employees occupied in industry and construction planned for 1980 in
1976 will not be met. Possibly the more striking evidence of concern
for the labor supply has been repeated delays in reducing the work-
weeks. In 1970, targets were set for 44 hours by 1975 and 40-42 hours
by 1980. In 1974, the 44 hour goal was pushed back to 1983. Presently,
it is set for 1985 with the immediate goal of 46 hours by this year.2"
The delay added 7 to 10 percent to the labor supply.

Published Romanian data may exaggerate both the quantity and
quality of the remaining labor force in agriculture. Data in Table 8
are illustrative. In 1970, only three-fourths of the members of agricul-
tural cooperatives actually performed cooperative work. Some were
evidently not considered occupied in agriculture. Less than half indi-
cated as occupied were "full-time" cooperative members, i.e. meeting
a minimum number of work-days. The situation was more pronounced
where other work opportunities were available. In Ilfov district, sur-
rounding Bucharest, nearly all of the working-age population were
cooperative members in 1969, but 70 percent of the members worked
less than the minimum norms or not at all on the cooperatives. Many

* Scintela. 1 December 1970: and sources for Table 5.

ý
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were permanent employees; nearly all worked at least as temporary or
seasonal employees.24

TABLE 7.-POPULATION AND LABOR RESOURCES

liA thousands of persons or percentage

1970 1975 1976 1977 1978 1979 1980 1980 1980 s

Total population-............-- - .... 20,253 21,245 21,446 21.658 21, 55 22135--........ 22.270 23, 50
Urban population..-.....-- ... .- -, 251 9.182 9, 403 10 362 10.626 --....--......-- . 11, 0 (4)
Working age population -... -_ ...... Ii, 313 1128 -------------- 12,375 ------....--------.. 12, 552 12.929
Employed population ............. -9.880 10,110 10,189 10.246 10,277 10,320 10,400 10,400 11,400
Employees ...- - - -....... - - .- .... 5, 100 6.301 6,5 6.740 6, 946 7,183 7,420 7,700 8.350

Feales..............-........ 1.544 2,172 2,323 2.401 2,516 2, 658------- 3.042
Other employed-................... 4, 771 3,810 3,630 3,505 3,321 3.137 2,90 2,700 3,050

Nonagrk.ulturl................ 266 368 401 442 418 ...........
Industry and constuctio........... 2.969 3,875 4.026 4, 18 4.313 ..-..--. 4,607 4, 88 5.882
Agriculture........................ 4,945 3.925 3,739 3, 85 3.437 3199 3,026 2.818 2,462
Other productive.................... 951 1,157 1,232 1,296 1,294 ........ 1,622 -..... 1,813
Nonproductive ..................... 1,001 1. 153 1, 192 1.178 1.233 ........ 1145 ........ 1.243

Share of population:
Urban......................... 40.8 43.2 43.8 47.8 4.6 ---.--...--- 50.0 (
Working a..-------..................-- 55. 57.1 ............ 6. ................ 56.4 54.

Shareof working ae: Employed...... 87.3 83.4 ...-....--... 83.0 ---...... ---.. 8-2. 88.2
She o employees: Females........ 30.2 34.5 35.4 35.6 362 37.0 ....--- 3.5
Share of occupied: Empcyees ....-- - 51.7 62.3 64.4 65.1 67.7 61.3 71.3 74.0 73.
Industry and coastructon---....-.--. . 30.1 3. 3 39.5 40. 42.0 ........ 44. 3 47.0 51. 6
Agicltureo......................... 50.1 38. 36.7 35.0 33.4 31.0 29.1 27.1 21.6
Other productve.................. 9.7 11.5 12.2 12.7 12.5 ---... . 156 ..-..-- . 15.
Nonproducti-...................- . 10.2 11.4 11.7 11.5 12.0 -...... 11.0 --..... 10.9

i Expected in 1979.
* Prlmiary or protection.
* The unusually large increase in urban population resulted from the larger number of place defined as rba in the

1977 censs.
SNot available.
S Male 16-5 and leaal 16-54.
SAuthor's mid-yar estimates from averagin official year and data.
SWorkors and employees, including those in non-agricultural cooperatives.
*Setvice, ecluding trade.

Sources: Yearbook data; sources cted for table 5; and Era socialist a UX:11 (June 1979). pp. 7-9.

TABLE L--AGRICULTURAL LABOR RESOURCES

[In thousands of persons]

1965 1970 1975 1976 1977 1978

MID-LEVEL
Total..--......------------- ....--- .....--......-- -- 5,532 4,945 3,925 3,439 3,585 3,437

Employ --- ...------.... ..--..-- ...-- ...-------. 426 440 414 511 521 534
Nonmploy ---.................-.--.-..-- ..- - ----.. 5,106 4,505 3,441 3, 223 3064 2.903

YEAR END
Total ................. ...-...-..-..-...-.......... 5,477 4,849 3,837 3,641 3,530 3,345

Emptoy .......---.......... ..----------------- ...--- ... 315 344 391 414 421 438
State farms ............. --...........-...--....... --- 301 292 252 270 267 262
Other ------------..................... ......------- - -72 -44 1 12 21 3
Nonemploye ------------......------.. ..---- ..-- 5,162 4. ti 3,446 3 3227 3 10 2 907

aoncoopative ..........---------------------------- 548 00 LA. LA A.
Cooperative.......-----------........... ..-- ---.... 4.614 4,005 NA. N.A. N.A. NA.
Who worked...................................... 4,111 3,376 2 813 2756 2604 2,427

Males (percent)---.. .................. 46.9 43.9 .A. N.A. NJA. .A.
Fu time -..-------...........-.-----..---- 2,300 1,728 NA. NA. NA. N.A.
Full tme (ptcnt)..-.........--..-.-- -- ...... 51.0 41.6 N.A. NA NA. N.A.
Wokdays-and,................................. 10.0 6L9 NA. NA NA. .A.

Specialists--.----------..... --.... --...---. 24.1 29. 3 37.5 37.0 3L 6 41.7
HiOr educatao----------..-- ---------------- 11.4 164 21. 0 21.7 21.7 23.7
Se-.......................................... 12.7 12.8 14 5 15.4 16 I 17.9

s( craterest ceneise

(Bucharest, 1972).

m N I U I

Source: Yearbook data and Griore VakaMe (ad.). Aricultur cooperatist
(Buchalest 1937). p. 28.

2 Directis central de statistics. Studill de statstica. Volume II
p. 1660.
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In 1973, two-thirds of all rural families had a wage earner. 2 Many
commuted to work from the villages, sometimes surprisingly long dis-
tances. Others moved without their families. In 1977,40 percent of non-
agricultural workers were reported to have families still living in rural
areas." Some may have been unmarried; most were males. In both
1966 and 1973, the ratio of urban males to urban females in the ages,
25 to 39 was about 1.07.' The rural population is increasingly aged
and female. Both aspects are illustrated by the fact that the absolute
natural increase of population of urban areas exceeded that of rural
areas in 1978, while rural births exceeded urban births by 20 percent.

The "feminization" of Romanian agricultural labor was reported in
1977 to have reached the two-thirds mark." This terminology is meant
to indicate that the bulk of Romania's agricultural labor force is fe-
male. At the same time, females are the remaining reserve for further
extensive industrialization. Females formely employed in agriculture
furnished approxir. tCy 60 percent of the increase in empclyees from
1975 to 1978. Another 8 percent came from new young female workers
and from urban females housekeepers. About the same proportions
are planned to provide the 2.4-2.5 million additional employees
from 1980 to 1990. By that time, the presently planned shares of
urban population and of agricultural labor will approximately equal
those of Czechoslovakia in 1975. Bulgaria, with far greater shares in
1975-78, already experienced problems of labor shortage. It is likely
that Romania will soon share them.

V. CONSUMPTION STANDARDS AND INCOMES PouCIES

If Romania's per capita GNP in 1950 exceeded that of Bulgaria by
15-20 percent, as indicated by Figure 1, Romania's per capita con-
sumption ought to have been higher than Bulgaria's in the absence of
higher investment rates. Afterwards relative consumption in Romania
felL For Romania since 1970 two questions need answers: First, how
has its surge of growth affected consumption and personal income?
Second, what have been the relative differences in personal incomes
that might influence the availability of labor reserves in agriculture

A. Comparative Consumption and Incomes

Romanian and Bulgarian per capita consumption of specific com-
modities from 1950 to 1978 are compared in Table 9. By these indi-
cators, in 1950, Romania could not have been ahead of Bulgaria by
much. By 1965, it fell behind and stayed at about the same compara-
tive level in 1975. Since 1975 Romania has started to catch up.

The relative growth of two income indicators is compared in Figure
4. The relative movement of per capita real final incomes in the two

s Revue roumaine des sciences sociales, serie des sciences economlques. 18:2 (1974).
p. 13&

* Era soealista. LVII :1X (July. 1977). p. 19.
* AnuOrul demografl 1974, pp. 38, 110."- That is. comDared to urban areas. rural areas had both large shares of reproducing

females and of older persons having hbiher death rates.
* ra Sociallsts. LVII :19 (October. 1977). . 18.
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Fioua~ 4.-Relative growth of Romanian and Bulgarian personal income
indicators ' (1955=100).
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countries follows the pattern of relative consumption in Table 9."
Romania fell behind until 1960 and remained in the same relative posi-
tion until 1975. when it started to catch up. Part B of Figure 4 suggests
that Romanian workers and employees fared much better than the
average person. Real wages in Ronania, after falling relative to those
in Bulgaria from 1952 to 1955. grew until 1966. By implication, in-
comes of Romanian peasants must have declined relative to wages in
Romania and to Bulgarian peasant incomes until 1966.

"r The socialist concept of final income is similar to the western one of disposableIncome. They difer in that final income is net of financial transacticas with socialist units.
Therefore, It includes proceeds of loans, but not increases in saving deposits or loan
payments.

#ao

I..

"4 +

14O

o00

I',r I#91W I0970 1

_ __ _ _ _

_ CI _ __ _~II~~

,. . -

-L,



256
TABLt L--fI CAPITA CONSUMPTION-uOMANIA AS A PUCCNTAGE OF BULGASIA

1t4U* 1S65 175 1978

A. ConsmiptiA per capital:
Mea mdk, aI and their plrodcts* O()...... 114 87 911
Tol fats ab&T)..--... .........-......... M M t 106
Cerels. potato and their products i)....... 62 Is 118 107
Sua dit rod ts(b)................... 106 67 77
VeIataMesLY t Ite podts (............. -2 p 125 138
Fruit d fruit oduct (bl).................. 23 20 3 NA
Fabr (m) ............................... (125) :(67) 3(74) NA
Las e fot ar (ts).................. ..... 152 12 NA

L Stocks per co ta:
Tleviso sts............................................. 130 74
Washnl aci .......... ....... ..... NA 3 31
Rasrawt ................................ NA 152 55
Automobmes ................................. NA 21 30 31

ioulag Ovein sace (m2).................... NA 7S NA
Urba.................................. NA s0 NA
uard................................... NA 71 NA 5

Ho ltl Ids................................ NA 101 104 101
O d r.....................................A 73 62 50

i RoIaia 1950; BaUdrs 1952.
I Mik ra iten iad sP have been converted t kloa equivalent by factors (ive n FAO "Productmo Yearbook

1l72" (Rome 172) p. 21.
S8BulariSa inclu•d•a cttoa-t• a m oolw-type Iabtri oly.
SOriigl Romuania data icd• rubber foot wear, coansumptMoe as timated on the basus a production and eaort data

From 1966 to 1973, real wages in Romania grew more slowly than
in Bulgaria, but then began an abrupt rapid increase. Real final
incomes per capita also grew more slowly than those in Bulgaria from
1965 to 1970, then began a slow relative increase until 1975 and a faster
relative increase since.

Comparative Romanian and Bulgarian income patterns, hence, are
marked by three differences: (1) the initial relative decline of
Romanian average incomes; (2) a greater relative disparity between
changes in real wages and peasant incomes in Romania that developed
mostly in the years from 1955 to 1966: and (3) the tendency for real
incomes in Romania since about 1970 to grow faster than those in
Bulgaria, a tendency that was delayed about three years in the case of
real wages.

Tho greater relative disparity of wages and peasant income in
Romania reflects pronounced differences in relative productivity of
labor in industry and agriculture that were observed in Romania as
compared to Bulgaria (shown in Table 2 of the Bulgarian paper).
Romania's relatively lower labor productivity in agriculture is
accounted for by: (1) its slower decrease in agricultural labor because
of slightly more rapid growth of total labor, but mostly because of
slower growth of labor in industry; and (2) an even slower growth of
capital stocks in agriculture compared to Bulgaria.

B. Relative Sonagricultural and Agricultural Incomes

In Romania and Bulgaria basic incomes outside of agriculture are
determined by wages paid to employees of state enterprises. In agri-
culture, basic incomes take the forms of a share of income of agricul-
tural cooperatives and of products produced on personal garden plots
from private farm operations. The bulk of agricultural income from
both sources has been in payments in kind, not money (see Table
10). Wage incomes have been a small proportion of total agricultural
incomes in Romania and have been so, too, in Bulgaria until quite
recently (see table 13).

Available Romanian data on wages and peasant income earned in
agriculture are compared in Table 10. Two qualifications of the latter
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TABLE 10.-AVERAGE WAGES AND INCOMES FROM AGRICULTURAL LABOR IN CURRENT LEI

Avrafp montMy income from africutural Avaroa monthly waJe Ratios of agricultural i
work per acti pesaal of nempole• come to wMa

Before In Ia Atte Belfor After Befor After
takes kind money takes Taxre taes taxm Taxes tea tase Tae

IM3 '.. .......................... .. 1,770 ........ ............ . ............... 62 ........
1MB0 .................... .......... ... 30 .. . .. . 2 67 ................ 60.1 .......
1977 ......... ..... ....... .............. , 195 ................ 1,1. ....... ..... 6 . ....
1975 ............. 1, 011 624 394 990 28 1.113 1.595 218 56.1 62.1 12.
1970 . .......... . 59 322 257 574 15 1.434 1.2 145 41.1 44. 10.3
1965............. 506 30 196 495 11 1.115 1.028 87 45.4 48.2 12.

iPltsotd.
*Expectd
Sources: Romana statistical yeerbooks, vnous issues. and source cited for tables 5 ad 6.

are important. First, not all peasant income .ources are identified, a
point to be discussed shortly. Second, it remains unclear how average
income per active peasant is calculated. The data could represent
income earned by those working a normative amount of time in
agriculture. something equivalent to a "full-time" worker. On the other
hand. the data could represent the division of total peasant income
from farming by the nunmlxr of "active" pea-ants without regard to
how much any peas-ant was active. Significant differences in figures
calculated in the two ways would be expected because of the large
proportions of peasants who are active in farming only part-time. This
includes those who work off the farm, cooperative o- private, and those
who are otherwise occupied in housework or in education.

It is assumed that the peasant income figures refer to what could
have been earned by someone, more or less, fully occupied in farming.
With this interpretation. Table 10 shows that the current income ob-
tained in peasant agriculture (cooperati.e and private) in 1965 was
only half of current average wage income. Relative income possibilities
did not change until after 1970 (which was a very poor year in farm-
ing). Then the Romanian government undertook a number of meas-
ures (including granting of minimum incomes for some kinds of
peasant work) which significantly improved relative potential incomes
from peasant farming to 60-65 percent of wage incomes in current
prices.31 Further relative improvement appears to have not been
planned for 1985. A similar pattern of change in relative incomes is
shown by the indices of real income in Table 11. However, there is a

TABLE II.-INLICES OF REAL FINAL INCOMES. WAGES AND INCOMES FROM AGRICULTURE

Incomes from
Final income Walrt W agriculture pr Ratio aricultur

Year pr capits employee acti peasant income to wag

19 15 .............. ................................ 16 262 141
1980 .......................................... .. 158 217 137
17 ............................... 172 150 215 143
1978........................ ..... 161 147 208 141
1977 ............................. 156 136 19i 146
1976............................... 151 129 192 149
1975.............................. 139 121 173 143
1971............................... 112 103 128 124
1970............................... -100 100 100 100
1965-........................ ..... 1 8 93 111

S'Paaed.

Source: Romanan statistical yearbook, various iusse and source cited for tabls 5 and .

a A 4iscuslson of agricultural income pollcles ti found In Jackson. JEC. 1977. pp. 933-4.
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smaller relative improvement in real incomes from peasant farming.
Prices of commodities purchased by peasants evidently rose faster
than prices of products purchased by Romanian wage earners, a result
that might reflect different budget compositions."

With the aid of calculations in fable 12, recent changes in potential
peasant income in current prices can be divided approximately into
sources from productivity and from price increases. From 1965 to 1970.
more than half of increased money incomes appear to have resulted
from increased agricultural prices. Since 1970 most of the increase in
peasant money incomes has come as a result of increases in labor pro-
ductivity in agriculture. Romanian government policies with respect
to peasant agricultural incomes after 1970, mentioned above, may be
viewed as having only recognized the rising productivity of agricul-
tural labor. In 1977, for example, relative real income from agriculture
and relative labor productivity had both increased about 45 percent
over 1970 levels.

TABIE I.--NICES OF AGICULTUkAL PRICES AND POOUCTIVITY PARITY

IleS I% 17S n1 19t75 1 77

A. Pricm

L Pri f arictual mprdectuso by ---t-............. 8 . 10 -- -1 ........ 9 11 7
.Pices of Iae ril pdct surclsed by peeats.......... 9 ........ 100 ........ 104.2 10.1

lrtr of (1) (...-.....-.......................... . . 4 10-0 1 .------ 101.6 102.

a Labr productivity

L a gires ooutput:
aul to w---- -- --- 2----- 14.! 101.4 100 125.4 17L.1 2%34

Ia8,,.. - 1&. 9 106 103.5 134.7 155.8
Ughri~.---------,,,,,,n.I O,0----------- 101 120.8 125.5 140.2

2. Jl nla i•:Ag:cu ........................----............-- . I. 10. 100 13L8. 164.3 21.4
ladutr-- --- -- -„ --------- 665 91.0 10 .9 13s.2 15. 0

---i - ----------- 13311 11L7 100 1X1 120.6 144.6

Source: "Era r.ualita." LV 12 Oune 1975). p.11: "Itev roumamie des ae c ales. SerI e des rm , coaoi
us," 23:1 O(auay-Jam, 1979) p. 42; ad calculates fro the Roei ma fi artiuca yMerbo, wvaou .i.

It is not surprising that wage incomes exceed those available from
peasant agriculture in Romania. Today, the difference mostly reflects
real differences in labor productivity and not price discrimination
against agriculture. Differences in productivity arise from several
sources. Agricultural labor is more poorly educated. It works with a
smaller capital stock per worker. For example, in 1978 capital stock
per person occupied in agriculture was 54.473 lei; in industry it was
198,176 lei. or 3.8 times more. But this calculation exaggerates the dif-
ferences in industry's favor. Differences in capital per full-time equiv-
alent worker are much less. perhaps on the order of two times. A third
factor is that even a full-time worker in Romanian agriculture would
be occupied only 200 days per year. By contrast, an industrial worker
averages 290 days per year." Even if daily productivity were the same
in the two sectors, an industrial worker in one year would produce 45
percent more output.

"*The first official comparison of peasant and employee budgets. 1978 data by percent-
age. appeared In the 1979 Romanian statistical yearbook. p. 101.

Era sociallsta. LVI:18 (September 1976). p. 16.
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C. Urban and Rural Income Differences

Wage and agricultural incomes in Table 10 do not reflect differences
in per capita or per family incomes of urban and rural dwellers in
Romania. There are several reasons why this is so. First, dependency
rates or the number of persons occupied per family differ. In the 1966
census, presently the latest available data, urban families averaged
1.39 active members; rural families averaged 2.04." Second, there is
a difference in the extent of activity. Urban active persons are more
fully occupied than are those in rural areas by some unknown margin.
Finally, there is the important point that both groups receive income
from more sources than indicated in Table 10. For comparison, income
sources of an average Bulgarian cooperative farm family are presented
in Table 13.

TABLE 1.--4NCOME STRUCTURE OF COORUATIVE FARMEUS IN SULGARIA

rlcam from farmnu Other iamor (poCt f inom kot fair na)

Cooperti Persna Tot Tota WMa Tranwers

A. Bulgare:
1977............ 21.9 1 1 100 200.0 104.4 .L
97I............ 35.3 64.7 100 122.2 682 54.

175............ 49.4 50.s 6 t0 1.2 43.8 37.4
1974............ .------------ 4 43 6 100 6L S 37.2 31.3
1973............ 6-2.4 37.6 100 53.1 Z7.6 25.
1S ............ S61.4 3.6 100t 51 30.1 26.5
171............ . 4- 40. 6 100 49.6 25.4 24.2
t197 -............ 57.3 4. 7 100 51.6 2. 6 2S.

1---.....-------. 60.9 3.1 100 32. I L 14.
III............ 58.1 41.9 100 29.6 17.1 12. S

I Famul pgrd ploL
* Only mwsy trserw payment.

Sourcs: BularuiM stutica yarbook, varos a s.

Even as early as 1962, a Bulgarian cooperative farm family received
23 percent of its total income (excluding social services in kind) from
sources outside the cooperative or the personal garden plot. With the
virtual elimination of agricultural cooperatives recently in Bulgaria.
the outside share jumped up to two-thirds, with the dominant share
from wage income. Only scattered references to the equivalent Ro-
manian situation have been found. Even as early as 1965, 30.6 percent
of money income of Romanian peasant families came from wages. By
1970, the share was about one third, not greatly increased."' The wage
share, of course, was lower in total peasant incomes-which includes
in kind income--an estimated 20-22 percent. The figure is surprisingly
high, over the 18 percent share of wages in Bulgarian cooperative
family incomes.3"

D. Recent Corurner Price Policy

All avai'able indicators of recent consumer price movements in
Romania are presented in Table 14. Romanian retail prices have in-
creased in approximately the same way as those in Bulgaria (shown in
Table 8 of that paper). Food prices in the Romanian cost of living in-

"* "Anua-ul democrafe 1974." pp. 11-29.
*Banca Nano\l.a. "Studil. probleme. commentary bancare" (Bucharest, 1972), p. 131.
* Revue roumain- de sciences sociales. seri des sciences economques. 18:2. p. 138.



crease only slightly compared to retail food prices. It may be that
prices of food purchased in peasant markets are adequately repre-
sented. Romanians publish no data in peasant markets, but im-
pressions from buying in them since 1970 are that prices have increased
more than in retail food stores. That fuels and lighting have led the
cost of living upward is no surprise. Their increases, in any case, are
tiny compared to the crst to Romania of imported fuels. One incon-
gruity in the Romanian data may be noted. The price deflator for
incomes from agriculture moves up more from 1965 to 1970 than
prices of industrial goods purchased by peasants, shown in Table 12.
In addition, both indices move higher than either the total cost of
living index or the retail price index. Probably, the differences are
accounted for by the relatively larger share of food in peasant family
budgets. Even though not all of the food was purchased, it is prob-
ably priced in index calculations at retail values.

TABLE -II.NDICATORS OF CONSUMER PRICES

[1170-1001

Rtdl pice (excluding punt
Coat lof lving markt) DefltMr

in Fud come$
a and from

foo.- li. t- CaterW Noe Final ag ue-
Ywr Tot Food wer ing Re Total Food ing food income Wame tmre

11719...... 10 ...-----------.... ---......... .--...--........-... ---... -- ...-.---- ........
197...... 1 4 10.1 100.1 122.0 114. 9 103 106 106 101 104 106 ........
1977..... 10 107.1 100. 12 13 11L 2 103 105 106 101 103 104 105
17 ...... 10.3 1 1 10 120.8 111.1 102 10 10 100........ 103........
1975...... 102. 10S 100. 110. 10 3 102 104 104 100 i01 102 101
1974..... 192.4 10 1 9&. 6 100.2 100.0 101 103 103 100...................
1173...... 10L 1013 .8 100 2 100. 0 101 102 102 9 ..-.....-- ..-...--- ...
972. ..... 1 . 102.1 9. 100.0 100.0 100 101 102 12 .--......... .......

1171...... 100.6 101.5 9.1 100.0 100.0 100 101 101 3 .....................
1170..... 100. 100.0 100.0 100.0 1000 100 100 100 100 100 100 106
195.....--- NA NA NA A MA 10( 101 96 111 93 95 91

Soerce: Data sad ca•c•lataion frl om asxam lstatjal yttooks d source cited or ta•lesw and &

VI. INVESTMENT AND CAPITAL REiSOURCE

From 1960 to 1978 investments grew faster in Romania than in any
other European CMEA country. However, the more remarkable Ro-
manian accomplishment was the sustaining of consistently high invest-
ment growth. over 11 percent annual average growth in each five-year
sub-period. One or more of the other countries exceeded Romania's
growth in one five-year period (Bulgaria and Hungary in 1966-70,
Poland in 1971-75), but typically they did not or could not succes-
sively repeat the performance as Romania did."

Romania's investment growth in 1979 dropped to only 5.1 percent,
hardly a low growth by standards of most other countries. But. given
Romania's previous record, significant problems were suggested. This
growth rate was, in fact, the lowest recorded since 1957 when invest-
ments actually declined.

A. Comparative Growth of Investments and Capital

The growth of investments and capital in Romania and Bulgaria
during successive five-year periods is set out in Table 14a. Missing

" See. CMEA Yearbook 1979, p. 172.
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Bulgarian capital stock estimates before 1952 prevented an extension
of the comparison to the first years of socialist government. In any
case, during these years reconstruction was still underway in Romania,
making comparisons more difficult. From 1952 to 1970, Bulgaria's total
investment growth and total capital growth exceeded Romania's by
nearly identical margins of only 7-8 percent. The countries are not
to be differentiated either in terms of their abilities to make invest-
ments grow or their abilities to turn investments into capital. Both
tend to show the same characteristics. Whenever investment growth
increased, the resulting ratio of investment growth to capital stock
growth fell.

TABLE 14L--COMPARATIVE GROWTH OF ROMANIAN ANDO ULGARIAN INVESTMENTS AND CAPITALS

194-52 193-55 1-t44 1961-45 196-70 1971-75 1976-78

A. Totl:
Bulfir:

Invest nsat............... 14 123 226 14i 1M 151 116
Cptt 1.............................. 116 13 145 153 14 126

ato........................... 106 1 4 101 111 103 92

Inveitmatl.. .............. 227 12 184 170 171 172 141
Celptal................. ........ .. 115 129 139 141 IS 131

R ................. .... . ... Ill 1 122 113 100 100
L. Industry:

Buirse:
lavesto -............... 166 132 206 192 182 134 111
C astl .............................. 162 163 190 190 15 (1)

RMe........................... 81 126 9 96 97
Romanua:

Iavesttm-............... 131 121 154 1i 16 17 152)
C al.............................. 129 146 15 116 185 * 131)

Rat.o-.. ....... ............... 90 105 119 97 110

Slndex of Ote aw end ear ch period omnpaed to the pa ending the prmous period.
* IndUtry and constrUion

Thp significant difference between the two countries, and one still
needing explanation, is the much faster growth of investments and
capital in industry in Bulgaria. From 1952 to 1970, Bulgarian indus-
trial investments grew over 50 percent more and industrial capital
over 75 percent more than in Romania.

B. Rates of Ir nvstment and Investment Efort

That Romania's total investments grew marginally slower than
those in Bulgaria from 1952 to 1970 does not necessarily indicate a
lower rate of investment in Romania. In fact, Romania's lower growth
of national product through 1960 could suggest a possibly higher in-
vestment rate during these early years.

One set of evidences of Romania's investment rate are the figures
in Table 15 showing the division of net material product used into its
components of accumulation (or net investment in fixed capital and
inventories) and material consumption. As explained in more detail
in the Bulgarian paper, the defects of these data are that they give
no indication of investment financed by depreciation and give no
explicit recognition of net foreign investments. Romania provides no
further consistent information about these statistics, no values and no
growth indices.
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TASt IL -S-TRUCTUI OF NATIONAL INCOME USED

CA-mb- e ed ACCmgtm feeI i

Perw Ttd Tol ladirtiel Sieal Totai Faud cap lIa nrm

A. CpsWM ues:o
5M ............ 100 0.4 .................... . 7. ........................

i - 1 .-........... 100 7I ...................... 1 o1 .......................
19614-1............ 10t 71 ........................ 2C4 ............ ........
1 6-70........... 100 .i . ...................... a. ......................

Ir 71- 7............ 10 4 . ........................ 34• ................... ...
l7-- (ip« l. . 100 it S ........................ U11 ........................
1M1-6 Z ... S 7 1 ........................ .......................

a. Cwrem rwi:
1951- ............ 10 71t ............. 1...... . 2. . . ........ ...........

............ . ........................ I .....................
61 1 ............ 10 745 ....................... 2. ... .....................

19 7- ............ 10M 75 ........................ 2 . .....................
171-74 ............ 10 t ........................ 33.1 ........................
Il -7 s ........... 10 * I ................. ........ 33L 9 .......................

C. Aanwa *.Wen-d

l551- 5 6 ........... 100 7. 4 7 0.3 1 206 12.8 7.
1 5 S............ 10 I.t 713.7 & 17.4 12.5 4.9
1 1-i ............ 106 74.3 5. .4 2S.7 11 1 7.6
19W7 ....... . ..... . O L 1 61.1 .6 3.1 2 .5 7.
iWl-l0 ........... 10 68.3 S.I 14 31.1 25.6 6.2

Sacumu ati - ragea itcherds et (ratwe wi hig mW m g sa ds al hdds or "penwas s aid amuma l r ahma)

SeWM: (A) EJcai ptae "Ir *at e static 197,". 7an airn frow a Irce cated am tWae 5; () 1m51-74
hWa "Awer b " igr .57a ; o 7f-J fra u CMuA-7in. B4, (oC Maras Measn ar tritD lei detaira
pr li wr tMaub ale moims ase r " (Sciheras"( t 17 ) p4-4

The Romanian indicators in Table 15 may be compared to counter-
part Bulgarian statistics in Table lOa of that paper. The better data
for indicating investment rates are those in current prices. Bulgaria's
accumulation rate (or net investment rate) was higher in 1956-a0 and
then declined relative to Romania's until after 1970 when Romania
had the higher rate of accumulation. But, for reasons that can not yet
be explained, Bulgaia's higher accumulation rate was the result
of larger shares of inventory accumulation. The two countries' shares
of net investment in fixed capital were virtually the same in the early
years. The statistics in constant prices are subject to misinterpretation
because of the index number problems clearly shown in Bulgaria's
case. There are only two periods when the Romanian and Bulgarian
constant price data are based on approximately the same year prices,
1961-65 when Bulgaria used 1957 prices and Romania used 1955 prices,
and 1966-70 when Bulgaria used 1962 prices and Romania 1963 prices.
Both would suggest a higher accumulation rate in Bulgaria.

A different and probably more informative picture of Romania's
investment effort in the 1970's is found in Table 16. It may be com-
pared to Table 11 of the Bulgarian paper, with the following quali-
fications: (1) Romanian inventory investments are incomplete, in-
cluding only unfinished investment projects; (2) the estimates of
groes material product fail to consider a proportionately larger service
sector in Bulgaria; and (3) the Romanian estimates are in "constant"
prices, while the Bulgarian estimates are in "current" prices. The
qualifications will be considered, in turn.

The estimated rates of investment in fixed capital (inventory accu-
mulation excluded) for the two countries during the years from 1971
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to 1976 using Romanian data in 1963 prices, average less thar one
percentage point difference. The counter appear to have had iden-
tical rates of investment in fixed capital from 1971 to 1976. For the
first three years of the present five-year plans, 1976 to 1978 (using
Romanian data in 1977 prices), Romania invested at a rate averaging
2.3 percentage points (or less than a one percent) higher than
Bulgaria.

Romanian inventory investments are understated. In order to com-
pare them wit.l Bulgarian figures, an additional sum of 50 percent of
the figures for unfinished investment projects is added." With this
correction, during 1971-75, the Romanian total investment rate
averaged 2.3 percentage points less than the Bulgarian figure. In
the current five-year plan period, 1976-78, the Romania figure aver-
aged 3.9 percentage points more than that for Bulgaria.

* By this correction. the official figures for investment la fixed capital for 1971-75 are
about 88 percent of the result (not including capital repairs) A Romanian economist
stated that the actual figures averaged S3-b percent during lI65-75. See. Revista eco-
nomica. 197 :31 (6 August). p. 2.

686-07 0 - 81 - 18



TABLE 16.-ESTIMATED INVESTMENT RATE IN GOSS MATERIAL PUQOUCT

Ndr in-
Total es- Chas• vetmen Griss

vastaet Chaige inoo IN auld NMOt met a tere t>d >teld Wat m eAt
Capital listed In In. mshed IM. Tetal in- DOpe. capital rial d redct

Invstment r"spaI upltal wathmrs vesmits 3 v tmat cidm (1)-(7) 1-ec* (+(7), (U3)10 (W10

(1) (2) (3) (4) (5) (6) (7) (8) (I) (10) (11) (1U)

o 11963 pres:
1970.......... ...... .. .
1971 ................ .... ..
1972.............................
1973 ............................
1974................... .. ....
1975......................... .
1976 ................ . ..

to 1177 pricM:
1975 ................... ........ .
1976 ............. ...............
1977......................... ...

S1978 .............................
1979..............................

60.0
88.4
97.5

105.7
111.7
137.7
148.0

139.7
151.6
169 .3
196.3
206.3

8.3
7.9
8.7

10.1
11.8
11.8
13.2

8.3
96.3

106.2
115.8
131.5
149.5
162.2

11.5 151.2
12.0 163.6
15.1 194.4
17.3 213.6

NA NA

NA
NA
NA
NA
NA
NA
NA

NA
NA
NA
NA
NA

f.0
9.6

15.3
14.5
5.7
53

17.2

94.3
105.9
121.5
130.3
137.2
154.8
171.4

NA NA
15.1 178 7
23.4 207.8
40.5 254.1

NA NA

23.6
26.5
28.7
31.9
6.4

408
44.7

65.2
61.9
68.8
73.8
83.3
969

101.3

40.8 M.9
44.7 106.9
38.3 131.0
42.3 154.0

NA NA

212.1
240.0
265. 0
293.0
329.0
361.9
400.0

235.7
266.5
297.3
324.9
365.4
402.7
444.7

37.5
36.1
36.2
35.6
36.0
37.1
36.5

357.0 397.8 38.0
396.0 440.7 37.1
431.7 470.0 39.2
464.0 506.3 42.2

NA NA NA

NA-Net available.

I Estimated as the value of ross industry output in machine building tor repairs (according to
the "Dictionar statistic cmnomnec" (Bucharet, 1969), p. 202 capitall repairs of equipmnentcosttuts
work with in Industrial character and, as a result. nclued in the Industry branch.

SEstimated as the differace in (1) and the value of commsioned investants.

* From author's estimates and World Bank data.
* 1971-74 in 1963 pnrs and 1975-7i and 1978-79 to 1177 pWes peelctimes I puMMished IMGe

Seece: 0cal data; aid t and Popper (Wd Bak) p. cit. p. p61.

40.0
39.7
41.4
40.4
37.3
38.4
40.3

NA
405
44.2
10.2
NA
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The second correction requires an adjustment for services missing in
material product. Such an adjustment would make the estimated in-
vestment rates approximate those for gross national product. For the
year 1977, it is estimated that services were 11.6 percent of Romania's
net material product and 15.3 percent of Bulgaria's." For 1977, the
adjustment moves Romania's total gross investment rate down 4.6
percentage points and Bulgaria's rate down 5.1 percentage points. The
results show Romania investing 42.2 percent (adjusted for inventory
understatement) and Bulgaria investing 40.6 percent of their approxi-
mate gross national product. Both rates are lowered, but their relative
position is barely influenced.

A final qualification to the comparison is that using constant price
data in Romania's case since 1970 understates its investment rate dur-
ing the earlier years of the comparison. The understatement results
from the near certainty that prices of Romanian investment goods re-
mained more or less constant, but prices of other items in NMP rose,
especially those in agriculture. The understatement probably is not
great in any case.

In conclusion, the much faster growth of national product in
Romania compared to Bulgaria since 1970 does not appear to result
from a higher rate of Romanian investment. One is rather inclined
to explain the difference in terms similar to those used to explain
Bulgaria's faster growth from 1950 to 1960, that is, in terms of relative
ability to transfer labor from low to higher productivity sectors.

C. Investment Plans and Performance

Romanian investments during a five-year plan period tend to follow
a plan cycle, that is, they grow more quickly in the first years of the
plan as new projects are approved and initiated and then grow more
slowly as projects are completed. Given their behavior, it makes good
sense that investments are planned as the average growth from one
five-year period to another. But it makes a discussion of the relation-
ship between plan and performance more difficult. For this reason,
Table 17 shows investment growth in terms of the growth of any given
year over the level of investments five years earlier.

As seen in Part B of Table 17, levels of investment in the first four
years of the 1976-80 plan were below those required to fulfill the
original plan targets. They failed even more to match the supplemen-
tary investments added in the revised plan of 1977, most of which was
scheduled for industry. Still, compared to most other indices, invest-
ment was relatively close to the planned levels.

*The estimates are based on 1975 figures for Romania and 1974 figures for Bulgaria
and include adjustment for ~weivices in NMP. See Thad P. Alton et al. Expenditure on
Gross Domestle Product in .East European Countries. 1975. Occasional Papers of the
Research Project on National Income in East Central Europe, (New York, 1977) pp. 9, 37.
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TAIEL I1.-NVoSTMENT GOWTN ANDJTtUCTUR ON A S-YIAI ASIS

Perubross l

Sr 1911-751 1976 116 l 7 U178s I Nr 1iw* IoS-ns

A. DirdItbset......................... 10L 1..I I IM O 1I 101 106. l I 10l I0.

d4 ty...................... .. S.5 47.5 4&8 47.7 57. ........ S 1
Co n i..................... 4 I & S ........ 14
Aariao t................. it 11 . 1 1 i ........ 11.6F•o vry........................ .4 .4 .4 .4 .4 ..........................
Transportsflead mamuiax e

t i......................... 1. I 1. 1.1 It4 It 9 ........ .5
Rs r ad di p ........ .7 .7 . .7 .6 .7 ........ .8
Tr ........................ 3.5s 3.8 13. . 2. 2. ........ 2.
Edwui, hbeth. and cuOtN..... L . 7 .6 23. 1.8 L I ........

IlServi ................ z.3 3. .S 3.6 € 2.6 & ........ i|
' ..... .................. 9.3 . 11 9.7 . 7 ........

r........................ LO LI 1.2 1.1 1................. 1.

L GrI ........................... 11t7 117 .7 11.8 1l. '(10.8) 12-13 1.7

ladetry...................... 11 ......... . 14 1 4 12.3 ................ IL
Coatr'eSaO................... 1 ......... 23.7 22 1. 3 ................ L.7
Aric•ire .................... . L ........ 9.6 1 .3 1 5 ............... .I
ForM r...................... L0 ........ 11.6 .3 1. ......................
Tnrmsrtsil ad mcammuu;a

Ue ............. ... . ...... I 4 ........ 1. II. 12.2 ............... II.
IeMsu b and dedlpmeMt........ 117 ........ .6 1L.4 1 . ................ 1.2
T e. ....................... ....... I3 31.1 . 9 6 ....--..................- L
Edmutio., Mll . ad culune..... 6 3 ........ 12.3 9. L 5 ................ 7.8
M Aicie wrvice............... 12 . ....... 21.9 117 17.1 ................ 9.3

.................. ........ . 7. 9.7 .......... ..... 1i 1
"O ........................ 2. ........ 1 1 13.7 11.1 ................ It.

' I 1977 prics.
* Pertrnmw.
Semas: Cutiedi In uA Mie statistical yearbmks various sams ad from sors cited is tabes 5 ad 6

Annual plan targets for investment growth on the basis of the past
year, shown in Table 18, were higher each year than growth rates
required to fulfill the five-year plan. This incongruity, which is ob-
served in other plan indices, was even greater at the sector investment
level. Only one annual investment plan was substantially met. The
least fulfilled annual plan was that for 1976, even though 1979 saw
the lowest growth of investments.

The distribution of investments as planned for 1976-80, shown in
Table 17, provided for a not unexpected shift towards industry. The
trade sector's investment share was greatly reduced. Otherwise, the
plan saw essentially the same distribution as had taken place in 1971-
75. Worth emphasizing, is that a larger share of investments in
industry did not preclude a significant growth of investments in
agriculture. In fact, given the planned shifts in labor, the growth of
investments per occupied person was higher in agriculture than in
industry by a margin of 15-20 percent.

By 1979, the distribution of investments had deviated significantly
from that planned. Investments in industry were far below the plan,
while those in construction were far above the plan. Oddly, annual
plans for investment in construction called for investments to de-
crease, but instead investments grew faster thnn in any other sector.
Very large investment growth in industry was planned every year.
but from 1977 targets were seriously under filled.

S . m MN WI
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TABLE 1.-ANNUAL INVESTMENT GROWTH; LANS AND PERFORMANCE

IAu 6 1 p1rc7utr7 1r7t

197 197 177 19781 19790 190

FINwe growt*:
Ywr -tyewr........................... 194 ..........
5-year rlier r a ramae aualM bsis... 15.I .........

Industry.......... ................ ....... 10.3 ..........
Cotruio................................ 4.1 ..........
Africurte.................... ............. -44 .......
Fr etry.... ........................ ................. .......
Trisprti ad com icato •........... ..........
Reartch ad dwetopmoeat................... O ..........
Trade .......................... ........... -12. ..........
Educatb. heath, Mad culti ............... 57.1 ..........
lMaicipal servic......................... -4. ..........
Hosi............................ ........... -. 8.........
0ther..................... ....................

Actul Irowrth................................... 1t. 1 .
Industy ................................... 4.3 4.t
Coaetructio ......................... ....... 33. 44.
Agricutre..... ........ ................... I It1
Forestry.................................. 1.5 13.3
Transportatiom ad comm icatioms........... 10.2 .5
Research ad deelopmat................... 9. 10.3
Trade..................................... 15. 14. 2
Education. healt. ad acultre ............... -5. -6.2
Muicipi servic......................... 32. 6 35. 3"HNousg................................... 7.1 .1
Othr..................................... -10.3 -5.

1. 7 16 8 t.1 12-13
11.1 (25.) (1.7) 22
31.1 (4S.5) (3.7) ..........

-45. (- . (-3.4).........

L (11. (.).........S............. ii.. .... .. .............
21.3 (3. (33.3).........

-IL5. (L.) (7.4)..........
100. (60.6 (10.0)..........

L.5 (10. (-1 )..........
1C.8 (21) (1 .6)..........

II. ....... .... ... ...............1L . 16.0 5 ...........
1i. 20.4 ..................
16. 1s ....................
12.3 11.3 ...................
2. 17.2 ...... .............

18.7 1. ...................
21.2 3.3 ...................

-9.9 . 7 ....................

' 7.9 -11.8 ....................
1.6 10 ............ .......
2.3 17. ....... ...........
6.5 1.3 ..............

I Figure is parestthe bawd om 1978 prices.
* Figre basd on 1979 prices
Soaurc: So tMb 17.

A possible explanation of the differences in plan and performance
between industry and construction is that some unfinished construc-
tion on industrial projects was charged to the construction sector. No
other explanation has been found in the Romanian literature.

The most serious problem for Romanian investment since 1976
shows up in Table 16. Considering the data on unfinished construction
or investments for 1971-75, one observes a probable normal cycle.
However, in 1976 the volume of unfinished investments tripled over
the level of 1975. By 1978, they amounted to about 21 percent of that
year's new fixed capital investments. Yearbook data show that the
problem was worse in industry than in any other sector. This build up
may indicate that Romanian planners were finally starting to lose
their ability to manage rapid investment growth in ways that have
typically forced other CMEA countries to subsequently reduce the
growth of investments and, with them, the overall growth of national
product.

VII. FOREIGN TRADE AND CAPITAL

Romania's foreign trade and international economic policies have
drawn world attention to the country. Yet surprisingly many facets
of its foreign trade behavior are unknown or misunderstood, a result
by in large, of Romania's refusal to publish foreign trade prices and
real trade indices. Romanian economists rarely seem to remember this
point. Often, with no caveat, they compare growth of the country's
trade in current prices with growth of its national product in constant
prices, emphasizing the not so surprising fact of the former's more
rapid growth than the latter, as if it indicated Romania's increasing
participation in the "international division of labor" (Le. foreign
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trade dependence). Of course, it does not. as probably they
understand."0

A second important misinterpretation of lionmnia is the extent to
which it has depended on liachinery imixports from the West since
about 1960. The share of western machinery in its total machinery im-
ports has been higher since that time than it has in the cases of other
CMEA countries. Besides, there is no doubt that the western option
has been a very important determinant of Romanian policy. Still, there
remains an important point: How much has Romania depended on
machinery imports of any source as compared to its use of the home-
built variety ?

A. A Comparative Perspectice on Foreign Economkic I peendence

To compare Romania's foreign trade independence with that of
Bulgaria may easily distort it. Bulgaria depends on foreign trade far
more than other members of the CMEA group. partly because of its
small size and lack of mineral resources. Still, the estimates in Table
19 show differences that must reflect differences in development
strategy and policy. Romania's apparently low dependency by all
three measures estimated in the table surprised even the author. Its
total trade increased faster than national production in only two
periods, 1955-1960 and 1965-70. The portion of its machinery produc-
tion exported seems not to have grown from 1960 to 1975 (although
some lines of machinery are very export oriented). As a complement
to the small fraction of production that is exported, the share of im-
ported machinery and equipment invested has remained low, generally
half the fraction for Bulgaria.

Romania's very low propensity to import machinery from any
source places its western machinery imports as relati-ely small frac-
tions of total machinery used. Bulgaria would appear to have nearly
as large western machinery shares in total capital stocks as Romania.
The important differences between the two is that Romania has
very large shares of domestically-produced equipment while Bulgaria
has very large shares of equipment imported from CMEA countries,
especially the Soviet Union.

Some qualification of the indicators found in Table 19 is called for.
Estimates of Romania's real trade would not have been possible with-
out estimated foreign trade prices for the period 1960 to 1975, pro-
vided by Professor Jan Vanous. For the period from 1950 to 1960 the
author applied Bulgarian foreign trade prices to Romania's trade (in
nine ETN categories), except for prices of Romania's petroleum ex-
ports which were separately estimated. The unknown distortions in
this method could be clarified, most welcomely by Romanian econo-
mists. The shares of imported equipment in investments could be dis-

* The near future may ring increaslnr information abo-'t Romanian trade. The IMF will
begin to publish some version of Romania's balance of payments. In addition, as part of the
measures initiated to revise enterprise profits and finance, the devisa ,le is to be scrapped.
Foreign trade will be recorded in the snme unit as internal accounts and a single exchange
rate. the "commercial rate"-15 let ner dollar will be used.

That Romania desires to simplify its exchange relations is indicated that it pushed
Greece to accept the conversion of their payments to a convertible basis, beginning
81 December 1980. See Scintela, 15 November 1978; and Suppliment la "Revista Economics.
1980:10." p. 1.
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TABLE 19.--COMPARATIVE ROMANIAN AND BULGARIAN FOREIGN TRADE DEPENDENCE

1950 1955 1960 1965 1970 1975

A. Ratio of real total trade growth to real NMP growth.
Romania .... 1. 00 84 131 101 125 121
Romania ...--- -...... ............... .. ... 0 .. . . 115 115 142 132
Buliaria ... ....... ................ 100 90 153 218 243 245

8. Percentage of machinery exports to domestc ma-
chinery production:

Roman ra:..--............................................... . 11 3 8. 8. 7 8.
Bugaria .-------............-- . ......-......----. --- -18 .5 27. 31.3 41.4

C. Percentage of imported equipment n in investments
Romana ... .................................. 23 29.9 29 8 253
Bulga ar............ .. ......................... . ... - - 54.2 64.0 52 5 56.60. Percentage of western imported equipment in in.est-

most:
(1) Without adjustment for relative CMEA,West

p.ces:
omania--..--.......-- ..- ..-.... ..... ......-... ........ 6.4 10.9 11.8 9.3

Bulgaria... --------....................- -.. ....... . 3.7 11.3 7.8 10.4
(2) With adjustment:

Romanci.........---- - .............................. 6.9 11.5 12.5 9.9
Bulga a............................................ . 4.0 12.2 8.5 11.3

1 Using the official index based on 1950 prices for 1950 to 1959.
2 Using an unoffical index based on 1955 prices for 1950 to 1959.

NOTE AND SOURCES
A. Real Romanian trade growth for 1950 to 1960 is estimated by apply, ng Bularian unit value indices at the narrow CMEA

commodity classfKiction. except for petroleum exports for which a separate export p ice inJex is calculated. For 1960
to 1975. real Romanian trade growth is estimated using foreign tade p:ice indices suppled by Jan vanous. *here prices for
CMEA were applied to Romania's socialist trade. Bulga'ian official trade volume inaices are used.

B. Export shares given by Montias (Economic Development In Communist Rumania, p. 155) are projected for ward using
oftcial indices of gross output of machinery and metalworking and devisa machinery and equipment exports deflated by
unit export p ices explained above.

C. Based on official data, whe a Bulgalran shares are estimated in real terms.
D. Share of machinery and equipment from the West (non-Socialist) are estimated in real terms, base 1960. and applied

treo imported shares in C. In the adjustment for CMLA. Aest relations prices. CMEA prices in 1960 were assumed to be 10
cent higher than western machinery prices.

torted by unknown differences in the import pricing practices of the
two countries. Finally, the particular yars chosen tend to .-oinewhat
understate Romania's relative western shares. Bulgaria's shares were
larger than Romania's in 19(6 and 1967. but .Cveral percentage points
smaller than most other years."

The Romlaniani-Bulgarian comparison de.-erves one further refer-
ence to suggest their relative dependence on foreign capital. It is less
surprising that Table 20 shows Romania benefiting from less Soviet
aid, especially 19(1-65. than the evident fact that it has had slightly
less recourse to western debt to finance western imports.'" As with trade
dependency. differences between the two countries reveal what has
surely been determined more by policy than by other circumstances.
Romania might well have received more Soviet aid if her leaders would
have accepted conditions for it. And, up to the present, Romania prob-
ably could have borrowed more hard currency to finance even more
western equipment.I From a far longer perspective. one cannot avoid historical parallels.
Before Romania and Bulgaria became socialist countries, between the

"a Romania'r 1979 statlntical yearbook Pays that the value of imports In domestic prices
was estnbllihedl by applyinci "coeffcients" to foreign values. The coefficients are probably
the Fo-called "Commrercial" exchange rate (from 1973 to 1978. 20 lel ler U.S. dollar:
then 1 let I•.r .S. dollar). Values from 1975 to 1978 (in 1977 prices) have included
alo Romaninri eis'stiom duties. Annual statistic 1979. p. 368.

4 For hRckeround on Romanian-Soviet relations around 1960, see Montias, oP. cit..
pp. 193. 199f-260. For useful comparative dnta. see: Paul Marer. "Soviet Economic Policy
in Eastern Europe". in JEC-1974 pp. 1135-63: Edward A. Hewett. Foreign Trade Prices
In The Coincil for Mutual Economcl Assistance. (London and New York: Cambridge
also Romanian customs duties. Anuarul statistic 1979. p. 368.
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two world wars, both were similarly different in their international
orientation. Bulgaria borrowed more and traded more (and concen-
trated her ties on one strong partner). Romania. then as now. tried to
avoid foreign debt and to limit lier dependence on trade, especially on
trade with a single partner. 3 How well that strategy has served her
economic development during the pr'.-'ent now needs to 1e considered
in more detail.

TABLE 20.-C.)MPARATIV ROMANIAN AND BULGARIAN FOREIGN CAPITAL DEPENDENCE

195660 1961 65 1966-70 1971 75

A. Change in hard currency net debt balance compared to imports from the
West (percent).

Bulgaria........................... ............... 21.9 20 0 24.4 22.9
Romana ... ..... ... ............ ......... ... . ............ 15.9 22.1 20.4

8. Estimated Soviet aid deliveres compared to imports from the Soiet
Union (percent):
Bularr................. ............................ . 16.8 NA NA
Roman ................. .. .. ...................... 7.2 6.6 NA NA

C. Hard currency debt per capital (U.S. dollars):

1960 1965 1970 1975 19'»

Bulgapr ..................... ............ ........ 12 31 75 259 436
Romani..... ......... ............................ .. '2 50 115 305

D. Soviet ad deliveries per capits (U.S. dollars :

1955-~0 1961-65

Bulria........................ ........................ 14 51
Roma ina................. . ......... ... .... .. ......-... 5 7

Note: (a) The creasess in net debt from he beginning to the end of each period as a percent of total imports during
the period. Western imports are from counties identited as "more developed countries" in Vanous' article on trade
is JEC-East European Economic Assessment Values in SDR's are adjusted to U.S. dollar's. (b) Net debts are from Zoeter
and Smell, with Smell figures for earlier years adjusted by their relation to loeter data in 1971.

Source: Jan Vanous, "Project CMEA-FORTRAM Dati Bank of Foreign Trade Flows and Balances of CMEA Countries"
(Vancouver. B.C.. 1977): Marshall I. Goldman. "Sovet Foreign Aid (New York) p. 28: Edwin E. Sneil. Eastern Europe's
Trade and Payments with the Industrial West", in JEC-1974. pp. 693. 718. communication of data estimated by Joan
Zoeter (see her contribution to East European Economic Assessment).

B. Plan, and Performance. 1976-80

As with other indicators, comparing performance and plan for
Romanian foreign trade is not easy. There is, first, the difference in
price systems where FYP targets are in constant prices and perform-
ance reported in current prices.

Annual plan targets are given either way."4 In addition, FYP tar-
gets are given as the average growth between succeeding five-year
periods. In the following discussion, the FYP target rates are con-
verted into rates of growth measured from year to succeeding year.

Romania's FYP for 1971-75 called for a real trade volume increase
of 10-11.5 percent per year and about the same growth of NMP (10-
11 percent).'4 By 1975. NMP averaged a growth of 11.3 percent and

SThe Interwar orientations of the two countries are described in John R. Lampe and
Marvin R. Jackson. Balkan Economic Develooment. 1.50 to 1950 (Bloomington. Ind.: Indi-
ana Inlversity Press. forthcoming 1981). Part III.

S*Examples are: 1976 In current prices: 1977 in "plan" prices; 1978 not definitely
indicated but probably prices of January 1, 1978; aLd 1979 probably in prices of January 1.
19, ).

d That Romania's FYP's do give trade in constant prices was confirmed in a (rare)
statement by a Romanian during the 1975 meetings of the Romanian-U.S. Economic
Council See. Chamber of Commerce of the United States. Papers of the Second Plenum.
Romanian-U.8. Economic Council (Washington. D.C.. 1975), p. 53.
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total foreign trade in current prices a growth of 15.6 percent per year.
Trade in constant prices, using data calculated for Table 19. increased
about 10.7 percent a year. The 1976-80 plan expected average growth
rates for real NMP and total trade of 10-11 and 14-15 percent, re-
spectively. Thus, by their plan, Romanian leaders and planners have
indicated a policy of increasing overall trade dependence. By 1978.
total trade in current prices had averaged a growth of 13.4 percent;
it increased a very large 19.3 percent in 1979. It remains to guess if
the current price increases were large enough to carry the planned
rate of real growth. In the absence of Romanian foreign trade prices,
a rough estimate can be made using Yugoslav export and import unit
values (on grounds of an approximately similar trade structure by
commodities and regions)." The results suggest the following per-
centage increases (exports. imports) : 1P76 (10. 11), 1977 (1, 1), and
1978 (-3, 11). With world inflation continuing. Romania would have
done well to have had a real trade growth in 1979 about half the cur-
rent price increase. Thus, it may be presumed that foreign trade de-
pendency has decreased, contrary to policy.

Table 21 presents evidence of the second Romanian foreign trade
plan failure. Romania intended during the FYP to generate an ex-
port surplus and, in particular, to reduce its convertible currency
deficit. It succeeded in 1976, even with a 67 percent increase in petro-
leum imports and again in 1977. despite a disruptive earthquake.

But, then in 1978, the plan failed. The ratio of imports to exports
rose to the highest level since 1967. and rose again with a 1979 deficit
of 5.3 billion devisa h'i. Source of both deficits can be tracedA to the
small 5.5 percent increase in exports (current prices) in 1978. With
this shortfall. exlxorts would have had to increase nearly 33 percent
in 1979 for a balanced'trade. One may believe that Romanian planners
had the option to reduce imports in 1978 and 1979. In 1977. it is cer-
tain that they had done so in real terms, but in 1978 real imports
increased about as much as in 1976." Increased debt must have been
the preferred alternative to disrupting import supplies to industry
and investment projects.

"* United Nations. Monthly Bulletin of Statistics (December. 1979). p. 136." It is assumed that planners have more control over the physical volume of Imports
than the price of imports.



TABLE 21.-FOREIGN TRADE SNARES AND BALANCES BY COUNTRY GROUP

1970 1971 1972 1913 1174 195 1716 1177 19•

1. Exort shares (per t):
Soviet Union ...................................
Oter CMEA......................................

Total CMEA..................................
Other Socialist ....................................
"Developed Mrket ............. ................
Less devloe d................................

28.6
22.4

51.0
7.1

29.6
12.3

27.0 26.9
21.4 21.0

41 4
8.3

31.7
11.6

47.9
3.0

31.6
12.5

22.1
23.6

45.5
6.2

322
16.1

16.9 19.9
19.6 18.9

36.5
6.8

39.0
17.6

31.1
7.2

31.0
23.0

18.2 19.2 11.6
20.2 22.6 24.3

35.5
7.4

30.8
23.3

41.1
6.4

27 6
24.2

41.9
7.4

30.0
20.1

Toal .................... a................... 100.0 100.0 100 0 100 0 100.0 100.0 100.0 100.0 100.0

2. Import sha (peret):
Soviet Union....... ...... ......... .........
Other CMEA......................................

Total CMEA..................... ... .........
Othf Socialist........................... ....

mevelpd markt...........................
OLer o-dit..................... ...........
L-d===================

25.5 23.1 22.1
23.5 23.7 23.0

49.0
5.0

38.6
7.5

46.8
7.0

31.7
7.5

45.1
6.4

40.0
5.5

19.8 14 7 17.2
11.6 1I.2 20.0

37.4
9.9

41.4
11.3

32.9
6.3

47.4
13.5

37.2
6.4

40.5
15.9

17.5 19.1 16.1
22.6 22.9 21.6

40.1 420 37.7
53 55 66

34.7 322 33 5
19.8 20.3 22.2

Totai......................... ...........

SBalances (million devisu li):
Soviet Union........................... ........
Other CMEA....................................

Totl CMEA.................................
Other Socialist....................... ........
Developed market...............................
Les devlopd..................................

tl.........................................
4. Trade (million devise ei):

Exports........ .................. ...........
Imports................................. .........

100.0 100.0 100.0 100.0 100.0 100.0 10.0 100.0 100.0
-- - - - ---- --- r~- =- - - -~- - --- -

168
-257

-89
199

-1,250
414

-656

491
-289

202
164

-81
512

665
-311

354
198

-1,219
575

672 329
739 119

1,411
-46

-1,232
1,025

448
50

-2,653
811

-2,
1,

-10 -92 1, 15 -1,331

11.105 12.606
11, 61 12,616

14.373
14.465

700 254 32 -52
275 -672 -84 167

425 -418 -52 115
230 643 302 44
537 -1.110 -1,593 -2,561
881 1.095 1,362 -1,395

-2 211 1 -3,

18.576 24,226 26.547 30.504
11,418 25.563 26,54 30,244

34, 94
34.879

36.821
40.619

Soure: Ocal data ad calculations from the Romaan statistical yearbook.

--

- ----------- -~

-- ---

--
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The recent development of Romania's trade by commodities is pre-
sented in Table. 22. Its export side may be compared to a few plan
figures. An early version of the 1976-80 plan called for the share of
machinery in exports to rise to 31.8 percent and that for chemicals
to rise to 16.0 percent by 1980.'" By 1978, machinery exports would
have had to increase faster to meet the plan by 19s0. They may well
have, or possibly their share was pushed up by a relative decline in
other exports. A recent Romanian article said the share was expected
to reach 40 percent in 1980." The shortfall of chemical exports was
far more serious and may well have been a principal source of the
lack of growth in 1977 and 1978 of total exports. A problem for this
industry could have been the lack of growth of petroleum imports
in 1977 and below plan domestic production (discussed in the follow-
ing section). However, in 1978 petroleum import volume rose 46 per-
cent over the previous year, a major source of deficit. Still, with ap-
parently more raw materials, chemical export shares did not grow.
They might have grown in 1979 because the same recent article, cited
above, indicated that the expected export share was 14 percent.

The commodity balances in Part C of the table show three note-
worthy features. The negative balance in machinery was reduced
sharply in 1976, a year which saw the largest shortfall of investments
compared to annual plans of the 1976-79 period. A more important
feature of the balances is that since 1975 Romania has covered its
machinery deficits with growing export surpluses of consumer manu-
factures. In this light, the major problem in the balances is that ex-
port surpluses of chemicals and agricultural goods are not large
enough to cover the rapidly growing deficit of LTN2-fuels. minerals
and metals.

" Era sociallita, LV :12 (June 1975). pp. 6-7.
*Revista economic 1980:13 (29 March), p. 9.



TABLE 22.-COMMODITY TRADE SNARES AND ALANCES

A. Epr wt(pect ):

1170 1171 1172 1173 1174 17s 11176 1111 110 171

A . a tp ch y....s.................. 22. 23.1 24. 24.4 20.6 25.3 25. 26.4 24 ..............
2. Fls, mne metls ........... 22.7 20.2 16.5 17.3 21.1 22.3 24.1 207 22. ..............
3. Chmlce ....................... 7.0 .2 8.2 7.3 11.2 10. I.3 I 19.2 ..............
4. Costructio materials .......... 2.6 2.6 2.1 3.3 3.0 2.9 3.0 3.5 2.6 .............
L Other nonfood mateals .......... 10.2 1.6 8.. I 7.2 6.3 6.5 5. 5.7 ............
SFood mterial................... 4.5 4. 7.5 7.2 5.1 5.7 6.3 5 4. ..............
7. Proceed foods ................. 12.1 13.1 12.5 13.6 15.2 10.6 .7 12. . .............
L Conmwme m a"Ud ctweu ........ 11 1.4 18. 1.l 15.8 16.1 16.4 16.6 17.4 ..............

L. Imports (percent):
1. Machlry.................... . 40. 3 42.2 46.1 42. 2 34.0 34.7 31.0 36.7 37.1 .............
2. Fuds, mineaIs, m.tl......... 30.4 30.2 26.6 27.7 32.1 3.2 4.0 3.4 31.7 .............
3. Chemicals ...................... 6.7 5.4 5.6 6.4 10.1 6.5 6.2 6.7 .............
4. Construction materals............... 1.5 1.2 1.1 1. 1.0 1. 1 2 1.1 1.2 .............
5. Other nonfood materals.......... 10.1 .7 10.4 12. 10.5 8.4 7. 7.5 6 5 ............
6 Food materials .................. 2.5 3.6 2.4 3.5 6.1 5.1 6.5 5.1 5.0 ...............
7. Procsed foods ................. 3.0 3.7 2.7 2.3 2.3 2.2 2.0 2.1 2.1 .............
LConsumer maufacer............... 5.5 5.0 5.1 4.7 3,1 3. 3.4 31 3.7............

C. BileceU (miNMi d"lsit tel):
1. Machiny.......................... -2,205.0 -2.403.5 -3.094.8 -2,7. -3,713. -2.41.3 -1,7. -3,477.1 -4,6221 ..............
2. Fus, minerals, mtal........... -1,066.0 -125.1 -1.475.0 -1,610.6 -2.101.5 -4.241.3 -5.065. -5,13.1 -7,0.4 ........... ..
3. Chemicls...................... -10.0 +351.8 +375. 2 +233.0 +127. +1.135. +458.6 +17.6 4472.4..............
4. Construrtion materials .......... 104.0 +180.0 +255. 2 +427. +48.7 +475.6 +575.6 +642 6 +458.1 .............
5. Other nonfood mterials........ -57.0 4+106.7 -268.0 -613.2 -52.1 -55 7 -242.5 -671. -568. ............
6. Food materials ................. 221.0 +147.0 +742.0 +720.8 -307.5 +113.5 -22. +309 1 -315 ..............
7. Prcessed foods ................. 1 0 +1,183.0 +1,3988 +2.116.8 +3,085 4 +2.226.4 +2,346.3 +3, 12 3 +2,726 ..............
L Coumme manuactures.......... 1, 3680 +1 5. +13 +,14.4 +2, 3. I +2, 3. 5 +3 27L 3 +3,155.5 +4,434. +4 91.1 ...........

Total........................... -65.0 -10.1 -92.2 +1,151 2 -1,337.6 +1.6 +210. 1 14. +317.6 .............

Source: toman statistical yarbook.
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C. Terms of Trade

The movements of Romania's terms of trade, especially after 1975.
may be approximated incompletely and with hazard.," From 1970 to
1975, her overall terms of trade declined about 8 percent. Bulgaria's
lower decline, 4 percent, in the same period reflected the two coun-
tries' different exposures to world and CMEA prices, especially for
imported petroleum. However, given Romania's much lower trade de-
Ipndence, her real welfare losses were probably no larger than those
for Bulgaria.

During this period (1970-75) Romania's CMEA terms of trade
declined about 6 percent. They showed no change in 1975 when the first
CMEA price revisions took place. That year ler terms cf trade de-
clined 2.8 percent with the Soviet Union, suggesting about a 3 percent
improvement with other CMEA countries and less of an improve-
ment than is estimated for Bulgaria (about 10 percent-see Bulgarian
paper). In 1976 and 1977, Ronania's terms of trade with the
Soviet 'nion fell again by 3.1 percent and 2.4 percent. Her trade
balances with other CMEA countries would have had to have im-
proved by slightly smaller percentages to prevent an overall decline.
Bulgaria s terms of trade with other CMIEA countries declined 4 per-
cent in 1976 and then increased 5 percent in 1977. If Romania followed
this pattern, then her overall terms of trade with CMEA would have
been down by about 4 percent in 1977 compared to 1975.

Romania's terms of trade with non-socialist countries declined a
large 19-20 percent from 1970-1975. According to World Bank esti
mates, Romania's terms of trade declined 40 percent with the LDC's
during this period. Given the two-thirds of non-socialist trade with
the developed market countries, Romania's terms of trade probably
would have increased with them by 5-7 percent from 1970 to 1975.
They may have improved another 3-5 percent by 1977.

Such an Improvement would have come close to neutralizing the de-
cline in Romania's terms of trade with CMEA countries. Thus,
whether Romania's overall terms of trade declined or rose from 1975
to 1977 depended on what happened in trade with LII's. Romania
would have had to balance a 17 percent increase in the price of im-
ported petroleum with prices of machinery and agriculture exports.
World machinery prices were up about 12 percent (over 1975) while
prices of foods had not increased and those for agricultural non-foods
rose 24 percent. 51

This would suggest a decline of Romania's terms of trade with
LDC's whose effect on overall terms would be diminished to about
20 percent, reflecting the LDC share of Romanian trade. One suspects
that Romania did not suffer overall large declines. Other less devel-
oped European countries except Bulgaria managed small improve-
ments (see Table 13 of the Bulgarian paper).

- Data for the following discussion include: calculations b) the author based on
foreign trade prices estimated by Jan Vanous (for total terms of trade. CMEA prices
serve as proxies for all socialist trades) and Vanous additional communication to the
author of the movement of Romania's terms of trade with developed market countries
to 1977; Tsantis and Pepper iWorld Bank). op. cit.. p. 123: Raimund Diets. Price
Changes In Soviet Trade With CMEA and the Rest of the World Since 1975." in Joint
Economle Committee Print. Soviet Economy in a Time of Change. VoL I (Washington,
D.C.. 1979). p. 284.

b United Nations. Monthly Bulletin of Statistics (February. 1980) pp. xxx and 1960.
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The only additional evidence that can be offered are estimates of
Romania's unit value indices for fuels, minerals and metals (ETN-2).
The index of export prices rose to 227 in 1975 (1970= 100) ; the import
index rose only to 132. By 1978. the export index rose to 127 (1975=
100); the import index rose to 111. With exports about 73 percent of
imports in 1975 and 70 percent in 1978. it is evident that cn balance,
Romania's trade in this category contributed to an improvement in
terms of trade. The principle source of improvement was Romania's
continued large exports of petroleum products."2

D. Directions of Trade

Shifts in shares of Romania's trade by country groups, shown in
Table 21, are probably even more confusing than for other CMEA
countries because of Romania's relatively large shares with non-
socialist countries and her oil imports from OPEC rather than
Soviet sources. The evident decline in CMEA trade shares from
1970 to 1974 may be attributed mostly to lower relative CMEA price
levels and much less a shift of real trade. By 1975. when part of
CMEA shares were recovered by rising prices, Romania's real export
shares to all socialist countries declined to about 50 percent, compared
to 53 percent in 1970. The decline in real import shares was greater
from about 57 percent to 49 percent. The lack of estimated foreign
trade prie'ts since 1975 permits no easy summary of shifts through
1978 Each country group is more easily considered separately.

1. CMEA COUNTRIES

Romania's trade. since 1974, has evolved differently with the Soviet
Union than with other CMEA countries. The intial'round of CMEA
price increases aw Ronmania's exports to the Soviet Union rise in value
29 percent and imports rise 22 percent. Since then import values have
risen faster than export values. In 1978. even though both sides of
trade were reduced slightly, Romania's long standing export surplus
with the Soviet Union turned into a small deficit.

Price changes were possibly responsible for changing Romania's
1974 export surplus with other CMEA countries into succe.nively
larger deficits in 1975 and 1976. In contrast to the Soviet case. Ro-
mania's exports then rose more rapidly than imports. And both in-
creased in 1978. The combined real and price changes since 1974 have
tended to shift Romania's trade from the Soviet Union to other CMEA
countries.

Table 23 offers a different view of Romania's CMEA trade balances.
There, "hard goods coverage" is measured as the ratio of Romanian
exports to imports (in current prices) of all commodity categories
except machinery and consumer manufactures. "Machinery coverage"
measures the extent to which Romanian machinery imports are cov-
ered by machinery exports and the balance of trade in consumer
manufactures.

" Calculations are based on 1973 unit values and physical import and export series.
Included exports were 87.5 percent of total ETN 2 exports; included imports were 71.4
percent of total imports in the category.
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TABLE 23.--COMMODITY IMPORT COVERAGE BY COUNTRY GROUP

Hard goods I MacdMey

A. CMEA
1970 ............. ........................ ........................ 101 95
1971 .............. .. ....................... ......... ... .... .. ..... 10 99
1972 ........ 1... ..... ............... .. .. ........................ 118 9
1973 ................... .. ....................... ................. 97 123
1974 ..................... ........... ....... ................... 105 110
1975 .... ........ ...... ......................................... .... 101 107
1976 ................................. ................. . 106
1977 ........ ................................ ....................... 104 9

. Developed market counties:
1970 ................................ ........................... ..... 111 26
1971 ................ .............. ............. ..................... 130 3
1972 ........ .. ........................................................ 133 3
1973 ................................................................... 126 60
1974 ......................................... ...................... 101 43
1975 ....... ............................................................ 94 52
1976 ................................................................. 9 90
1977 ............................ ....................................... 9 60

C. LOC
1970 ........... ....... . ........ . .......................... ........... 85 ..............
1971 .................................................................... . ..............
1972 ................. .................. ........................... 84 ..............
1973................. ....................... ..................................... 83 . .........
1974 .................................................................. ...........
1975 ...................................................... 8 ..............
:976 .................................................. ............ 5 ..............
1977 .... ................................................... ..... ..... ...........

t Ratio of exports to imports of ETN catagores 2 through .
Ratio of the balance in consumer goods trade and machinery exports to machinery imports.

Source: Cacuiated hIom official data.

Except in 1973. when Romanian exports may have been diverted by
world price changes. her exports to CMEA of "hard goods" have
typically exceeded her imports. That behavior did not change through
1977. The .-aime world price changes in 1973 raised Romania s coverage
of CMEA machinery imports with exports of machinery and (excess)

S exports of consumer itanufactures. Since then coverage has been re-
duced gradually except in 1976. As shown by the figures for developed
market economies. what seems to have happended was a diversion of
Romanian machinery and consumer Imanufactures from CMEA to de-
velolwd market countries. As seen in Table 21, 1976 was also a year
with a large Romanian trade deficit wi.h other CMEA countries, but
a much lower deficit with developed market countries.

"2. DEVEIAPED MARKET COUNTRIES

In 1976. Romania succeeded in a significant reduction of its deficit
with developed market countries. One side of the reduction, as noted,
was probably a diversion of exports, chiefly consumer manufactures,
from CMEA. The other side was a drop in machinery imports fr-'
developed market countries of about 22 percent in current prices.
There was very little change in Romania's hard goods balances with
developed market countries through 1977. In 1977, a larger deficit
resulted from a 62 percent increase in machinery imports from this
group of countries.

The most significant aspect of Romania's trade with the developed
market countries, as shown in Table 23, has been the general rise in
the coverage of its machinery imports with exports of consumer manu-
factures, and surprisingly, machinery exports (whose percentage of
imports rose from 8 in 1970 to a high of 18 in 1976, but fell to 12 in
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1977). One has no idea of what the real costs of Romanian market
penetration might have been. But Romanian marketing or foreign
trade organizations have succeeded in linking domestic production to
hard goods markets where competition is great. t. Romanian experi-
ence in this area may prove to be more valuable to her economic devel-
opment than imports of western machinery or technology. Here,
Romanian strategy significantly departs from that of Bulgaria which,
in tying exports of machinery and consumer goods to CMEA special-
ization agreements, has acquired little capacity to market in the West.

3. LDC MARKETS

Romania's increasing trade shares with LDC's have been a major
goal of policy since the early 1970's. It is backed up today with 15,000
Romanian specialists (according to recent reports) and over 26 joint
production companies in those countries. Through 1977, Romania en-
hanced this trade with export surpluses represented by large propor-
tions of credit deliveries of equipment and construction services. At
the same time, however, Romania has received increasing proportions
of her imports of non-agricultural materials including all of her
very greatly increased petroleum imports. It should not be overlooked.
as Table 23 shows, that Romanian imports of "hard goods" from the
LDC's have been covered by her own exports in these catagories. In
this case, exports have been increasingly represented by agricultural
products. The LDC share of total Romanian exports of agricultural
products rose from only 6 percent in 1970 to about 30 percent in 1977.
The diversion was entirely from exports to the developed market
countries.

The growth of Romania's trade share with LDC's and of its export
surplus, coming as it did in the face of a 40 percent decline in terms
of trade, necessarily imposed high real current costs on Romania's
policy (her real export surplus grew much faster than her nominal
surplus). What has happened since 1975 is less clear. The fall of the
export surplus in 1976 clearly resulted from a very large, temporary
deficit with the OPEC group. By 1978. it turned into a small export
surplus." Therefore, the very large shift in Romania's LDC balance
(see Table £1). which alone accounted for about 75 percent of her
1978 deficit, was entirely with non-OPEC countries. What happened
this year is unclear. As noted above, Romania's real total exports may
have declined in 1978. In any case, exports to LDC's declined in cur-
rent prices by 11 percent. Did the decline represent Romanian delivery
failures, or could Romania now have been drawing upon its previous
credit extensions

VIII. INwsrsM's PERFORMANCE AND PROBLEMS

Rapid industrialization, constrained by considerations of national
independence, has been the kevstone of Romanian economic policy since
1948. There is no doubt about the rapid growth of industrial output,
whatever measure is chosen. Yet. before 1960 Bnliraria achieved a
faster frrowth of output and even faster growth of industrial employ-
ment. Bulgaria's performance was partly a function of its initially

"S See. Directions of Internatgonal Trade. 1979. p. 232.
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lower level of industrialization. Still, this provides no logical reason
for the slower growth of Romania's industrial capital. Romania does
appear to have started with a more capital intensive industry than
Bulgaria. But, again, this ought not to have required Romania to
increase capital: labor ratios relative to Bulgaria's until 1960. But
Romania did and, in con.,,luence, absorbed less of its more rapidly
growing labor force into industry.

Since 1960 Romania's industrial growth has outpaced even Bul-
garia's rapid growth. Its relative improvement was connected with
both increasing capital growth and decreasing capital labor ratios
(the latter only until 1965) compared to Bulgaria. Oddly enough, the
shift took place at a time when Romania appears to have benefited
from less foreign capital and foreign trade independence, compared
to Bulgaria.

It was not until after 1970 that Romania's more rapid industrial
growth Iwgan to show noticeable effects on raising its growth of na-
tional product compared to Bulgaria. From 1970 to 1978 Romanian
industry's share in NMP grew 27 percent more than Bulgaria's coun-
terpart; its share in GNP grew 43 percent more.

Only with this background can the reduction of Romania's growth
rate of industrial output in 1978 and 191 9 be considered a "problem".
As noted, it was the first time since 1956 that the official index of gross
industrial output fell below 10 percent. Worth mentioning is the fact
that "net industrial output", newly incorporated as a plan and per-
formance indicator in 1979 did grow 9.1 percent that year. faster than
the 8.0 percent recorded for gross industrial output. But the margin
of its growth over the gross indicator was le.-s when compared to
1975."5

A. Plan and Performance, 1976-80

The original plan targets for 1976-80 envisaged a pattern of growth
similar to that achieved in 1971-75. A slightly faster pace was set for
fuels and food. Other branches were to repeat their perform-
ances, except electric power and machinery. But the latter kept its
leading role in growth, along with chemicals, and its most rapidly
growing product groups, electronics and machine tools, were expected
to more than double their output from 1975 to 1980.

By 1979 only one branch, construction materials, was above rates set
Iby the plan. It began to exceed the plan in 1976, which coincides with
the previously noted over fulfillment of investment in'construction.
Oddly enough, the two physical product series in the industry for
which FYP targets are available were below plan. In fact, none of the
physical series given in the yearbook show much growth.

Branches below plan were more numerous-electric power, fuels and
chemicals, with the latter showing the greatest shortfall. Numerous
products or product groups were below plan including: steel, alumi-
num, cellulose, cement, fiberboard, fabrics, footwear, sugar and edible
oils. Every product group for which targets were available (as listed
in Table 24) were behind plan except industrial equipment and house-
hold appliances. Especially large shortfalls were recorded by trans-
portation equipment, radios and televisions.

" See Selnteia, 7 February 1980. No earlier data on "net industrial output" has been
released. It differs from industry's contribution to NMP by turnover taxes included nl
the latter.

"6-607 0 - 81 - 19
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Of course, there remains one year of the plan to finish. Perhaps the
downward trend of 1978 and 1979 will be reversed. The latter year
showed all branches except food with lower growth than the 1976-78
averages. Chemicals and electric power grew only 2 percent and fuels
less than 1 percent. But in only a few cases was 1979 critical for the
below plan rates since 1975. In fact. for coal output, the worst years
were 1976 and 1977. For the chemical industry, 1979 was critical, but
all of its product e-ries in Table 24 were doing poorly in earlier years.

TABLE 24.-INDUSTRY PLAN AND PERFORMANCE

reacd or product

Performance

1971-75 1976 1977 1978 1979 1976-79 Plan 1976-0

electric power and hut.............. 9.8
Electricity..................... 8.9

Fuels........................... .. 5.3
Co, net, ...................... 5.7
Peoeum .....-----------.. ------ 1.8
Natural gas.................... 6.2

11.3
Metallurgy.......---..-.--..-..-- .. 10.0

Iron ore .......-----.......--- -. 9
Pig iron ...... .................. 9.4
Steel.......................... 7.9
Rolled ferrous............... .. 8.6
Aluminum .................... 15.1

Machine buildinlg................ I- 18
Electric motor .............. 18.1
Automatson/calcuklaton devices. .. 35. ?
Metacutting equipment.......... 31.8
Industrial equipment ......... 12 9
Tractons.... .................. 11.2
Trucks...................... . 5
Offroad vehicles.............. 11.2
U ty a... .............. 13.0
Main line locomotbvesn.... ...... 4.7
Maine vessels............... 37. 1
Rados...........- ............. 9. 4
Tetvissoasr................... 12.8
Household applances........... 21.8

Refrgerators............ .. 19.7
Chemicls ................. ... 15. f

Fefilzers ......-..--.. -- 14.1
Macromoleculer material ........ 11.0
SyntUtic rubber............... 10. 1
Atal and syathetic fiber...... 15 7
Tires ......................... 5 6

Constuction matrils .............. 10. 0
Cement....................... 8.6
Particle and iber bord .......... 14. 1

Woodwoa king and p ..........................
Furniture ......... .... ..... 12. 4
Cellulose ................ . 5.3
Paper ad cardboard ........... 4.7

Light industry..................-- .....
Tu........----.............----------- 12.1

Fabrics -................... 7.3
Clothin ....................... . 17.1

Kaitwer .................. 7.8
ReMdy des-............... 17.6

Leather ....................---. 9.1
Footwmar........ ......... 5.7

Food industry ................. 7.4
Mot and mat products........ 15.
Fdible oils ..................... 3.2
Suer ...................... 6.5
Coasrvd vegta•l and fruit... 9.7

9.2
8.5
7.1

-4.6
.8

10.5
11.3
7.6

-7.5
12.3
12.4
7.3
1.5

12.2
-3.9
18.3
18.8
10.5
7.8

-5.8
-16.6

6.0
-26.0

26.0
11.1
7.0

i0 1
13 3
15.8
8.1

340
-3.8
12 8
12 3
14 2

"8. 3
6.1
6.8

13.1 ..
116. 0)
14.1

(II)
20.6
10.8

(10.0)
10.2
9.8

13.6
0
8.7

22.2

4.2
2.7
5.1
3.6

-. 3
-3.6
16.2
5.4

-13.0
5.0
6.7

14.9
.1

15.2
22 5

-29.0
16.8
21. 1
10 0
2.5

-9 7
24 2
25 9
50.3

-7.7
-13.1

3.1
10.1
14 2

. 0
17.0
43.0
2.3
4.2

17.0
6.0
4.9

... . ......
3.7
1.5
8.7

:'i::)

6.5
-20.9

(11.0)
3.2

11.2
6.2

14.0
4.9
2.0

6.4
7.4
4.9
9.3

-6.3
.8

8.7
5.9
1.8
4.8
2.8
6.7
1.9

14.3
12.1
44.7
14. 3
10 7
10.8

-2.4
-9 4

-,4. 2
-20.6
-44.5
-9.0

8.4
15 8
8.9
9.9

24.2
1.5
8.3
7.4
1.5

16.2
5.9
7.5

1.8
1.0
.6

12.0
-10.2
-6.2

8.0
3.7
NA
NA
9.6
NA
1.9

11.7
8.3

29. 3
27.7
18.0

-4.9
0
NA
NA
4.4

61.4
14.0
11.2
13. 7
10 7
1.0
2.5

-6.5
.9

-. 6
1.0

12.8
6.2
1.5
44

5.3
4.8
4.4
4.9

-4.1
.2

11.0
5.6
NA
NA
7.8
NA
1.6

13.4
9.4
11.9
18.9
15.0
4.6

-1.5
NA
NA

-3.8
14. 1
1.5
2.9

16.3
12.3
10.1
9.9

10.4
10.7
5.5
5.8

15. 1
6.7
5.5
6.5

6.7-7.7
6.94.0
6.8-8.3

14.4-15.7
1.2
-. 1

11.6-12.6
NA
NA

11.7-12.6
NA

4.6-5.0
11.8-12.6
11.0-13.0
20.1-23.9
20.6-23.7
13.5-14.7

7.0-9.9
4.6-6.8
7.6-9.9

14.&-17.0
1.8-2.9

31.4-34.5
9.1-10.6
6.5-7.4

11.7-13.4
9.0-10.7

15.2-16.5
18.5-19. 1
23.6-25.0
24.0-26.3
14. 3-17. 1
10.6-11.7
9.0-10.0
9.6-10.8
7.8-8.6
4.6-5.7

"7.6 8.6 7.0 7.6-9.2
-. 8 1.6 2.1 4.9-6.8
5.4 3.1 6.0 6.8-7.2

....... 8 1 10.0 0-8.7
(9. 0)2. 0...... ....... ...
(7) ...............................
10.7 10.7 12.00 NA
7.6 7.3 7.9 6.0-7.2

(7.0) .........................-----
S.8 4.9 4.7 9.2-9.8

.6 7.7 7 7.2 7.7-9.2

.5 17.1 9.1 8.1-10.3
-7.1 10.0 4.0 13.5-14.2

-22.2 -5.6 .4 14.1-14.8
-1.9 -1.6 5.2 2.7

Total.----.........- ..--....
"A" group.............."r' group...............

12.9
13.7
11.1

11.7
11.3
11.7

12.3
13.9
9.5

9.1 8.0 10.2 10.2-11.2
10.2 ............ ..... .........
S.9 ....-...-...-....--.....-------

Sources: See tabes 5 ad 6.

-----------
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Annual industrial growth plans. as noted in other cases. did not have
targets always consistent with the FYP. In some cases, the differences
clearly suggest a change in plans. Aluminum is the most obvious case;
its annual plans were fulfilled each year. Motor vehicles, excluding
tractors, ate anotherr one. And one imay add the construction materials
branch as a whole, but not c(nent which failed annual plans each year.
Annual plan fuflllenlt in ITable 2~;5 suggests that annual plans were
generally Imore ambitious than the FYP because in each year more
product plans were underfilled than fulfilled.

B. Sources of Problenum in Industry

Why Romanian industrial growth was reduced in 1978 and 1979
cannot be answered with any certainty. The events are too recent.
with much data lacking for 1979, and systematic analysis such as
computation of production functions, etc. is missing. It would be
especially useful. to have some idea if a downward trend in growth
had begun or if Romania had suffered a temporary dislocation,

Evidence of a possible downward trend is found in the plans for
1981-85 (see Table 5). As early as Decembler, 1977. before performance
had declined, the plan guidelines projected a lower average rate of
growth for industry (9.0-9.8 percent). Then after performance de-
clined, the plan directives, approved in November 1979, reduced the
growth rate to 8.0-9.0 percent, a r:n.ge matching the economy's 1978
and 1979 performanc.-. IP-nce. Rlmanian planners and leaders appear
to believe that the ca'ires of the recent reduction are relatively per-
manent. But the problem of relying on this evidence is that past
guidelines and directives have understated growth rates in the final
plan. At the "directive" s•, ige the 1976-SO( plan set industrial output
growth at 9-10 percent a year, but they ended up 11.5 percent a year in
the revised plan of 1977.

TABLE 25.--ANNUAL PLAN FULFILLMENT FOR INDUSTRIAL PRODUCTS

Number of products I

Percentage fulfillment 1976 1977 1978 1979

Over 101.9 ......................................... 4 4 3
98 to 101....9 .. ................................. 7 8 6 3
90to 97........................................... 10 7 6 8
80 to F9.9 ......................................... 5 3 5 6
70to79.9 ------------------------------------------ 0 1 2 4
60to69.9 ------------------------------------ ------ 1 3 1 4
50 to 9.9 .....-----------------------.........- -----------------.. 0 0 1 0

Total........................................ 28 2 28 28

SProducts or product groups for which plan and performance figures re available.
Sources: See table 6.

The possible sources of Romania's reduced industrial growth are
numerous. Possibly both permanent and temporary factors were at
work. The evidence for them ought to be reviewed.

A likely permanent factor was reviewed in the section on labor
resources. Table 7 shows that labor in industry and construction will
reach only 94 percent and possibly less of levels planned in 1976 for
1980. By 1979, feniale labor, now 38.9 percent of industrial employees
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(up from 30.6 percent in 1970 and 35.8 percent in 1975), had reached
only 87 percent of levels planned for 1980. Future labor reserves are
predominantly rural females. Even though they, like males before
them, are likely to be attracted by higher incomes from industrial em-
ployment, they are less likely to be either long-distance commuters or
to move from villages as single persons. The single most important
factor governing their movement to urban areas will probably be the
rate of urban family-type housing construction. Romania's failure to
meet housing construction plans may be a cause of the labor plan
shortfall.

A "labor shortage" explanation requires at least two qualifications.
First, it is difficult to ascertain whether labor growth causes indus-
trial growth or, as long as agricultural reserves are available, whether
industrial growth causes labor growth. Simply put. the labor shortfall
in industry may reflect a shortfall in job creation because capacity
expansion has been behind schedule. Second, in any case, industrial
growth results from two factors, labor growth and labor productivity
growth. Data on both are presented in Table 26.

TABLE 26.-GROWTH OF LABOR AND LABOR PRODUCTIVITY BY BRANCH OF INDUSTRY'

[in percent)

Growth Share of growth Labor productivity *

Branch 1971-75, 1976 1977 1978 1976-78' 1971-75 1976-78 1971-75S 1976-783

Electric power and heaL..... 1.4 2.1 0.9 -1.4 0.6 0.4 0.2 8.3 6.5
Fuels...................... .9 2.4 2.9 2.7 2.7 .6 2.7 4.3 3.5

Coal................... .7 1.6 3.5 2.3 2.5 .3 1.4 4.7 2.3
Petroleum......- ... . 7 3.7 8 3.6 2.7 .2 1.0 3.4 3.7

Ferrous metallurvg.......... 3.8 6.0 5.7 4.1 5.2 2.2 5.2 8 9.8
Non-ferrous metallurgy..... 3.8 6.8 .9 2.9 1.5 1.7 1.1 5.9 5.2
Machinery andmetalworkin. 10.8 5.7 5.0 5.6 5.4 49.7 51.3 7.4 9.0
Chemicals..--.. - ........ 7.3 3.7 4.1 5.6 4.4 7.7 8.7 7.7 11.5
Minrals................... 4.9 4.0 1.5 -2.3 1.0 .4 .1 12.4 9.2
Constructio materals....... 2.1 .3 7. 8 1.6 3.2 .2 3.8 6.4 9.8
Wood processing........... 1.3 -. 3 .6 -. 1 .1 2.7 .3 4.8 7.2
Pap ..................... 4.0 4.3 1.9 0 2.0 .8 .7 5.1 7.4
Glass and porcelain.......... 1.4 3.5 4.5 -. 2.4 .2 1.0 5.8 8.2
Textiles...-............ 7.3 5.9 4.9 2.1 4.3 12.8 13.9 4.6 8.1
Clothing..-..--.--.-..- .... .6 4.2 1.8 .3 2.1 8.2 3.8 8. 5.8
Leather....-.--.....----- ... 4.0 3.7 3.6 1.5 2.9 2.5 3.0 5.2 6.7
Food...................... .1 27 5.3 -2.7 1.7 5.3 3.7 3.2 5.2
Othr................... 4. -. 9 4.5 -2.2 .4 1.3 .2 ...------------

Total.........---- -.. 6.3 3.8 4.1 2.6 2.1 100.0 100.0 6.4 8.0

SExcluding temporary employes and private artisans." Republican" Industry.
SAnnua average, eomatric rate.

Source: Romanian statistical yearbook, various issues.

Labor productivity did increase faster from 1976 to 1978 than in
the previous five years, but not enough to make up for the even greater
reduction in the growth of labor. To have done this would have
required an average increase of 10.8 percent. In 1979, productivity
(in republican' industry, excluding local and cooperative industry)
grew only 6.4 percent. The rate called for in the plan for 1976-80 was
8.5-9.0 percent, then revised to 9.2 percent. The "directives" version of
the 1981-85 plan calls for an industrial labor growth of less than one
percent a year, with productivity growth of 7.0-7.5 percent a year.
Romanian planners must hope that the 1979 performance slowdown
resulted from temporary causes.
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Recent patterns of investment in industry are shown in Table 27.
As would be expected in a still relatively small economy, annual in-
vestments at the branch level fluctuate in a confusing pattern, mostly
reflecting the initiation of new projects. However, the structure of
investments for 1976-78 hardly deviates from the 1971-75 pattern.
The annual growth of total investments shows a pattern following a
normally expected five-year plan cycle. It differs from the pattern in
the previous five-year period (shown as the bottom line of Table 27)
by a much slower start and, then, a much faster build up in 1977 and
1978. Why investment was slow to get under way in 1976 is unclear.
Domestic machinery and construction materials industries that supply
most investment goods grew that year, respectively, 12.2 and 14.2 per-
cent. A possible source of problems was noted in the section on foreign
trade. Under evident pressure to prevent a balance of trade deficit,
imported machinery and equipment increased only 4.6 percent in cur-
rent prices. Given a world price increase of 3 percent and CMEA price
increases of 9-20 percent, real machinery imports would appear to
have decreased." " T Yet, Romanian data on imported equipment in
investment shows an increase in 1976 from 1975 of 14 percent in 1963
prices or 24 percent in 1977 prices."

TABLE 27.-INVESTMENTS OF BRANCH OF INDUSTRY

ll percent

Growth Structure

Brascb 1971-758 1976 1977 1978 1976-7 1971-75 1976-78

ectric pow rand beet............... 10.6 5.2 -0.4 7.5 4.1 13.7 12.
Fes ........--....................... 12. 2 .0 1. 1.9 9. 4 12.6 1.2

Cod ............................. 17.4 10. 34.0 .&3 1.9 3.3 4.1
Coke............................. 23.5 6L9 -35.3 -11.7 -3.1 .7 .5
Pioleum ....................... 12.5 7.7 -11.2 29.0 7.2 7.2 7.2
Natural s....................... -4.2 -13.8 -17.1 28.4 -2.9 1.4 .7

Frmouws mt y .................... 17.6 .1 9.4 34.9 13.4 8 10 7
Noatowrou metaull ................. IL 9 21.9 6.0 10.8 15.1 3.7 13
MaciaMry Md metadworkinW.......... 12.0 14.2 35.2 23.8 24.1 20.2 2 4
Cieicals............................ 1 -88 40.7 24 5 169 15.8 15.0
Mirs............................. -2.1 -13.7 5.8 757 17.1 .5 .5
Coastrctio materilb................. 7.1 7.3 -8.0 44.5 12.6 52 4.2
Wood processng...................... 60 0 8. 3 1. 3.1 4
P r................................ 1 0 -51.5 5. 5 9 .5 110 1.7 LI
Glass ad rclai-................... -17.3 14.9 90.4 11.1 34.5 .6 .7
Textiles.............................. 11.5 5.2 29.2 15.0 161 4.1 .6
Clothin............................. 13.4 -21.7 30.5 20.9 4.0 .6 .4
Leathr.............................. 14.9 -3.9 25. 45.3 20.7 .4 .4
F .ood-............................. 12.8 L8 1.4 .6 3.5 2 5.9
Other................................ 1.- 17.6 1 1 -L5 10.4 L.4 2.6

Total.-..-......--....-- ..--- . 12 3 14. 9 13 20.4 1 7 10. 0 100. 0
"A" grop........................... 12. 5 4.0 17.8 22.1 14.3 83.4 85.6
""oup --------...........................-- 11.5 1.1 5 11.0 10.2 15.7 14.4

1966-70 1971 1972 1973 1971-73

Tot ................................ 10. 6 1 8 I 0 1 8 139

i Sdcit sectOW.
I AneUt edelK, Weomtrr ron.
Source: RomaI s stticl yearbook, various issues.

tMT* Price data are from United Nations. Monthly Bulletin of statistics, (February,
1980) p. xrx: and Diets. op. cit. p. 279

M The different results are presumed to show the influence of custom duties included la
the 1977 prices. See. Anuarul statIstie 1977, p. 333. and 1979. p. 375.

_ _ __ _ ____ __ __



Investments, in any case, do not instantly create new job or produc-
tion capabilities. A major problem in the Romanian economy, as dis-
cussed in the section on investments, was the very rapid increase in
inventories of unfinished investment projects the great bulk of which
were in industry. This was not just because investments in industry
were greater than in any sector, but because the ratio of investments
commissioned or put into operation to investment outlays was lower.
Table 28 presents the ratios by branch of industry for 1976-78 and
a comparable period, 1971-73. The table also compares 1971-73 with
the whole five-year period, 1971-75 to show the expected cycle; that
is, the commissioning ratio is low during early years as new projects
are started and then rises as they are completed. A high level of un-
commissioned projects in 1976-78 compared to 1971-73 appears in
several branches: coal, ferrous metallurgy, machinery and metalwork-
ing and several branches of light industry. As a result, commissioned
investments actually declined 8.3 percent in 1976, rose less than one
percent above the 1975 level in 1977 and were still only 3.1 percent
above 1975 in 1978.

The question is, what was causing the problem In the case of fer-
rous metallurgy, a possible explanation was the large investment flows
into Romania's third major integrated steel complex at Calarasi on
the Danube River."

The coal industry's problems have been attributed to a failure of
equipment deliveries from local producers. In any case, its problem
appeared to be solved, as evidenced by the significant growth of out-
put in 1979 (see Table 29). While import restrictions may have been a
problem in 1976, they did not continue in 1977 and 1978. Imported
equipment rose 20 percent and then another 40 percent (in 1977 prices).
In Romania's import statistics, machinery took nearly 70 percent of

TABLE 2L--PERCENTAGE OF INVESTMENTS PUT INTO OPERATION COMPARED TO INVESTMENTS'

BMrn 17-75 1971n-7 197-78

Ekect r w n d b t. ........................................... 77.2 11.2 87.4
F ls ............................................................ 6 3 6.1 6.

Cal.o....................................................... S S0.4 81.4
Cek........................................................ 7L9 71. .3
P tralo-.................................................. • 55 52. 3 S.2
Ntral•rd ................................................... 7 3 66.7 7 9.

U.S S7 6 0..3a 2Fr me il ......... 1.... ..... ......................... . 7t .1 7.Ne e m alwu ........... .0.....................3 1........ 1 7. 6.2

CAs•. ----------------------------------------------- 34 3.7 a

M y ..... t... ri.. ... ............... . .......... 9 5 7.7 Mt2
TCetmie......................................................... 2s2 . , tS,

2&3.1 L4 87.1

Co- i - ri........ .... ............ .... ....... .4 .2 L.Tld p .......................................................... S7. t.L7 M .

Si ....... .......... ....... ..... 9 .I 3.7 837.ohi . .................... ............ ". . ........ 9": " 92.4 87. .

"*SI* seep................................................. 92.9 7 g7.8

Sewn: bmMlesM tatitial yleek, ma iMs.

* Its Arft stage i to be completed during the 1981-85 period with a 8 million tonetapacty. It fira output, from an electric furnace was announced by Ceauseau at the
1fth Party Cfonre"s. lentta. 20 November 1979.



285

the increase in imports in 1977 and nearly 40 percent in 1978." What
happened in 1979 is not yet known.

Two temporary influences on Romania's industrial production de-
serve note. Both might be placed in the "acts of god" category. The
first is the earthquake of March 4, 1977. Some 763 industrial, con-
struction and transportation units were damaged, but two weeks later
only 17 had not been put back into full capacity." Serious damage
is known to have occurred at important facilities in electronics and
chemical fertilizers, as a result of which their 1977 annual targets
were fulfilled only by 60-65 percent. Industrial electronics were quick
to recover, but not production of radios and televisions. Fertilizer
production managed only a small 2.8 percent growth in 1977, then
7.4 percent in 1978, only to fall by nearly 1 percent in 1979 from
other causes. All other areas fared better as attested by the overall in-
creased growth of industrial output in 1977 compared to 1976.

A second temporary problem was the small (0.6 percent) decline in
agricultural output in 1977. But its effects were delayed to 1978 when
output of the food industry rose only 0.6 percent (compared to 11.2
percent in 1977). As in Bulgaria. another agricultural problem, the
limited growth of animal feed which kept herds below planned levels,
temporarily retarded meat output in the food industry.

C. Energy and Material Balances

With the three most disrupted branches of Romanian industry-
chemicals, fuels and electric power, the major users and producers of
energy--a further consideration of problems arising in Romania's
energy and materials balance is unavoidable. Two points need evalua-
tion< First, to what extent have outside events beyond the control of

nRoniania's leaders and planners caused problems, and in what way
may Romania's policy of lesser dependence on Soviet sources of energy
and materials have posed special problems? Second, to what extent
have problems resulted more from the way Romania has reacted to the
energy crisis in efforts to increase the efficiency of energy and materials
use, to otherwise reduce their use and to develop internal resources?

Romania rivals Poland as the most energy sufficient country
in Eastern Europe. In part, Romania's advantage results from
lower per capita consumption, reflecting her relatively lower levels of
industrial development and personal consumption. However, at the
same time, Romania, like Poland, tended to develop industrial branches
and product assortments that were energy and material intensive.
Whereas Poland's relative development has been based on coal re-
sources, Romania's has been more oriented to use of her petroleum
and natural gas.

A pre-existing refinery industry was expanded beginning immedi-
ately after the war. Chemicals based on hydrocarbons started to de-

* In the Import statistics. machinery imports grew 38 percent in 1977 and 18 percent
in 78. in current prices. World prices rose 9 percent and then 15 percent. CMEA prices
rose 3-15 percent In 197T. A rough deflation of the Imnort statistics, would result in a
figure corresponding to the Imports in Investment statistics for 1977, and a much smallerone in 1978.

SScintela. 18 March 1977. At that time total material damages were reported tohave been 9 to 10 billion let (about $500 million at the existi commercial exchange
rate). or 2-3 percent of the NMP and about 6 percent of the Investment of 1977. Subse.uetly, a much higher ngure of $2 billion of material damages was reported by President
Ceausse.cu (Scintela. 20 November 1979).



velop more rapidly in the 1960'. Finally, lacking resources of even
medium quality coal, Romania's thermoelectric capacity was fueled
mostly by hydrocarbons. Before 1970, these combined demands, in-
cluding exports, exceeded domestic production of petroleum. After
1970 (see Table 29) the surge in industrial growth, with chemicals as a
leading industry and the maintenance of relatively constant levels of
petroleum product exports, forced crude petroleum imports up so fast
that in 1978 they exceeded domestic production. During this time new
refining and chemical capacities, the most spectacular example of which
is the huge Navrodi complex, were increasingly located on the Black
Sea coast or at major lower Danube River ports.

The other part of Romania's energy and material situation has been
her effort, common to all the East European socialist countries and
many others to develop an iron and steel industry on the base of inade-
quate domestic natural resources. Both the Galti complex intiated in
the early 1960's and now the new one at Calarasi are located for con-
venient access to imports of raw materials. Coke imports (see Table 29)
exceed domestic production." In addition, iron ore imports exceeded
domestic production by 1965, by the time new Galati steel production
came on line. Domestic iron ore production barely grew through 1970,
and then declined.

TABLE 2a-PROUCTION. IMPOiTS AND EXPORTS OF SELECTED FUELS. ENERGY AND MATERIALS

197 197 1976 1977 1976 17

A. Pmdedin:
C d ..... .. 13377 14,490 14700 14650 13,720 12.323
Prluoduc.- ---- ----- 14 403 18,2 21.151 21,236 23793
Natal p..t------- ------- .1.971 27,001 21835 28,75 28,973 27,18

SyEled rim. i .......d...-- 8 53 721 45266 5,5 642
STotl ........ 21......531 27. 1 297 29263 31 1 764
"Wed cokiL cl_.......--...... ... 3 1 9 2 154 1547 1

3. Imports:

Mtlllargicaok ks..-- -- -- --. 1,07 2.227 1472 3, 1406 03.....

MlrB r.......- ........ 3,206 3,8065 26 2. 467 35113

Chicr I ......------.....-------.- 896 2 729 G 11, 60 129401 461 2. 522

i lastia ad Mipailcs......-- 206 347 465 54 52 516
=tL mrlsb.em--. ....--..... 61 519 95 713 147 14.

P rii ....hT ---... - -- 77 M 117 128 197 196
Cnt d7 eAL --h --.- 5,3 291 6.076 78476 6,844 12 , 93 .......L-M

44lw1 ic 716 2225 22 66783 -

Eletricly .-.... ... 28 502 684 1,736 344 ..
Srswe......--2--------------- 68 106 1 ,740 1402 13843
Plostilnd -lrial....... .....---- 22 52 47 96 83..
Stuit cocTt.------------------ 317 516 686 779 87 -5-- -

S-Ym i-i.---... .. .... 44 5 143 174 184 ..--.
3 rbbwr... . - .-. -. 25 36 41 52 G6o -..

Sy M rl-...... ......... . 5 24 47 27 44 .......

SAN ais 1s 1,00 to exc electricity i 1,000)000 kWh and m aturl s i 1.000000 M .
SFetimw pr doclo l 100-pent actie sabstatce; fetiti e xpcts are uqunist.
Souce: Romaniem stathticd yearbook ad "SciuIt," Fek 7. 1986.

"* Through 1974, Romania's main sources of hard coal and coke were the Soviet Union.
Czechoslovakla and Poland (Comertul exterior al R. 8. Romania. 1974, pp. 120-1). A
strong desire to diversify sources may bave led to the surprising joint-venture with
Occidental Petroleum to mine West Virginia hardcoal with shipments beginning in 1980.
A second North American cooking coal source has since been developed In a 20 year agree-
meat with eTnion Mines of Canada, with deliveries of 1.4 million toa a year to begia
Ia 1982 nrBB "Romanla Situation Report/2l" (27 December 1979): and Newsweek
(9 July 1979).
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Other important a nects of Romania's energy and materials situation
are brought into focus by Table 30. By 1970, Romania became a net
importer of energy and non-food materials, excluding their finished
products (machinery and non-food consumer manufactures). How-
ever. until then the other source of materials, Romania's agriculture,
provided sufficient exports, including processed values, to provide a
small overall export surplus of energy and materials. By 1975, when
petroleum imports matched petroleum products exports (see Table 29),
the export surplus turned into a deficit, one that expanded over 5 times
by 1978 and may have been even larger by 1979.

In terms of international trade, which should be emphasized as a
small (see Table 19). but necessary part of her economy, Romania has
become an industrialized country trading growing exports of machin-
ery and consumer goods, with a constant margin of food products
thrown in. for imports of raw materials and other kinds of machinery.
The benefit of trade to her is now largely defined by the comparative
efficiency with which raw material imports are combined into machin-
ery and consumer manufactures.

TIhis point, however, needs two qualifications. It may be observed
that Romania's present demand for petroleum imports is in excess of
domestic requirements. Processed petroleum is exported as refined
products, chemical and even consumer manufactures (synthetic tex-
tiles). These exports are the results, partly, of capacity built before the
energy crisis and some more added before the Iranian crisis and the
latest OPEC price rises. But, at least, through 1978, Romania enjoyed
sharply rising terms of trade in the exchange of refined petroleum
products for crude oil (see Section VI, terms of trade). It is more
doubtful, given the fall in world prices of chemical fertilizers, if Ro-
mania's chemical exports have been as beneficial. Still, as late as
1979, output of the chemical and oil processing industry was projected
to grow 9.0-9.8 percent a year from 1981 to 1985, fast enough, it would
appear, to provide export margins.

D. Recent Developments in Energy Supplies

The question of whether the energy crisis played a part in Romania's
reduced industrial growth still has not been answered. In the search
for answers, consideration may be given first to some general aspects
of Romanian energy consumption.

Back at the 10th Party Congress in 1969, Romanian energy consump-
tion during the period 1976-80, was forecast to grow an average of
4.2 percent a year. At that time Romanian per capita energy consump-
tion was the lowest in the Euronean CMEA group, but about double
that of its Balkan neighbors, Greece and Yugoslavia." After 1969,
both planned and actual growth exceeded the 1969 directives and. with
more growth, energy consumption increased at 6.2-7.0 percent a year
from 1970 to 1975. By then. per capita consumption exceeded that in
Hungary, but still remained low by CMEA standards. The FYP for
1976-80 provided an average annual energy consumption growth of
6.8 percent. Evidently. Romanian leaders and planners, as in Bulgaria.
saw no reason in the first stages of the energy crisis to change their

* United Nations. World Energy Supplies, various issues, and sources cited in Tables
5 and &



TABLE 3-FOREIGN TRADE BALANCES OF MATERIAL AND IENEAGY GtOUPS'

IMCU dleie Wl

Cmmdilty mp 1960 1965 1976 175S 1978

1. Fe,,e .ra"s, metals:
mports.................................

1,591 1.659 2.513 5,912 1.227
1,332 2.032 3.579 10.153 15.2S3

Balame...............................

2. Chmical and rubbr:
Exprt...................................
I portl......... .........................

Baml, ...................... ,.......
3. Coastrlcio and mateiab:

Exprt.... ..............................
Imports...............................

Balace.................................
4. OtIr noaeod matrias:

Export..... ......... ... ..... ..........
Ilports..................................

Baiac...............................

S. Food raw material:
Exp mrtors .s.....- - - --.. ..... .. . . -- --- --
Imports.................................

Bal ace ................ ............

L Food roducb,
Eplrt.. .................................
lmwport..0.................................

Balace...............................

7. Combied balaces:
Itb 4..................................
5t16 ..................................

259 (373) (1 066) (4 241) (7.066)Sr
94

280

(195)

42S
407

18

778
788

"(10)

2.857 3371
L.72 2.699

1.136 672

108 225 215 772 963
41 92 181 296 505

67 133 104 476 45

631 910 1,131 1.665 2 082
520 7071 1. 187 2.224 2.651

111 203 (56) (559) (569)

403

305

511
55

456

506
285

221

1, 517 1,714
1,344 2.030

173 (316)

508 919 1,345 2 822 3,581
99 155 358 595 854

409 764 987 2.227 2.727

- 242 (19) (1.028) (3,88) (6,505)
714 1.220 1,208 2400 2.411

Total..... ............. ....... ......

8. Total loreip trade balace....................

956 1.201

415 147 (657)

180 (788) (4, 094)

(2) (3, )

I Parethn indicate a native balance (i. a exports).
Source: Romaniam statistical yearbook.

pattern of growth. But contrary to plans, from 1976 to 1978 (as shown
in Table 31), energy consumption grew only 3.1 percent a year, about
half the growth planned."

Questions may now be asked: How was the reduction brought about ?
Was it the result of reducing energy consumption in non-essential
uses There is little doubt that progress in this direction has been
brought about by rationing, price increases and even requirements for
tourists from other socialist countries to pay for gasoline in hard
currencies. But no matter how effective, the fact that only 13.3 percent
of total Romanian energy consumption in 1975 took place in trans-
portation, communication, heating (outside of industrial processes),
homes or offices, meant little energy could be saved by such measures.
Industry consumed 83.3 percent of all energy and only 14.0 percent as
raw materials. Thermal-power stations alone used 24.5 percent, chemi-
cals 15 percent and metallurgy 12 percent." Any substantial energy

SAt the 12th Party Contres in November 1979. Ceauseece announced that of-shore
drilling had tapped ol, but indiated that the extent of deposits were unknown. cintela.
20 November 1979.

* For primary energy ronsumption by uses nl 1970 and 197, as well as planned ues
Is 18MA.wse acksono, Iso Jc-t7 .208.
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TABLE 31.-PROUCTION AND CONSUMPTION OF PRIMARY ENEVI•t

Sham (pett) Gnrow 1970- 100 Avera

1970 1975 1978 1975 1978 1971-75 1976-78

1 Sources:
Production..................... 100.0 100.0 100.0 120.2 128.1 4.8 0.5

Coalad lijite ........-.. 17.5 17.4 17.1 125.1 124.8 4.6 -. 1
Petroleum ............. 30 27.1 27.5 0. 10. 10.1 1.9 .1
Natural a........ .... . 53.4 54.0 135.2 138.8 0.2 .
Hydro and near po.... .6 1.3 1.4 308.6 315.6 25.3 .8

Imord (ercet of production).. 9.9 15. 24.6 196.8 31L0. 14.5 10.0
Ep rt(pert ooducion)... 12.8 11.9 13.0 117.7 130.2 3.3 3.4
Couumpto................... 100.0 100.0 100.0 135.2 14. 3 .2 3.

Sold fuels---...---....-- 23.6 23.3 21.7 133.6 136.4 0.0 .7
Liquid fuads....... ....... 23.5 22.8 26.0 134.2 137.0 .1t .7
Nature ................ -------------- 2. 52. 51.0 135.5 141.4 0.3 1.9
Hydro and nuclear power.... .1 .9 1.3 1,50.6 2.333.3 73. 13.7

2. Pr capital consumption........................................... 12. 138. 5.2 2. 4
SProductio-coas.mption ratios:

Total.. ... ................ 106.7 9 2.2 ....-............... 9- ................-
Solid fuds................. 79.2 74.2 72.5 ....--...............................--
Liquid fuels........-....- . 145.3 121. 97.6 ..............-- .....-.....-............
Natural gas-.............. 100. 100.6 97.6 ..................--.....-............-
Hyd and auck.r power.... 722.9 140.4 97.8 ..--...--.-- ....---......--. --

4. Value of production per 100 unit of
nergy consumd:

NnPr(lei)...-...-.--..-..-,. 3.580.0 4,528.0 5,366.0 126.0 150.0 4.7 L.0
Nrt industrial product (ei)...... NA NA NA 130.0 153.0 54 5.6
GNP(U.S.doMars)..-....... .. 57L4 584.2 658.7 102.2 15.3 .4 4.1
Value added in idustry (U.S.

dollars) ...--.........-- ... 201.4 230.8 266.4 114.6 132.3 2.8 4.9

SBad on data ia coal equivalent.
Source: United Nation "World aergy Suppli " various issues; and data cited i table 1.

saving, then, had to be accomplished in industry, especially power,
chemicals or metallurgy. A program of energy and material conserva-
tion in industry had been decreed in 1973 and was subsequently en-
larged by numerous measures, including the expansion of the system
of centrally approved norms to 8,200 by 1980."* The effectiveness of
these measures is unclear. Whereas the originally planned ratio of
NMP growth to energy consumption growth was 1.035, the ratio real-
ized through 1978 was a higher 1.058. In these general terms and those
indicated in Table 30, Part 4, Romania managed to improve her overall
energy efficiency. If the task had been done as planned, Romania'.
planning and management system would have accomplished a remark-
able performance. However, the evidence is clear that this was not the
case.

The problem, as in Bulgaria's case, began with failures in domestic
production and, as in Bulgaria, was a failure to expand coal produc-
tion for thermopower generation (see Table 24). As a result, the share
of electric power generated from coal, instead of rising from 25 percent
in 1975 towards a plan goal of 44 percent in 1980, fell in 1978 to only 23
percent. At the same time, planned commissioning of new hydropower
capacity was behind schedule. It was planned to provide 18.4 percent
of total power by 1980, but actually provided only 16.5 percent in
1978 and in 1979 was expected to reach only 17.6 percent in 1980. In
1977. shortfalls from both sources were allowed to impact on power
generation plans which were not met by the growth of only 2.2 percent.

"* Brft ocilaista. 1980:5 (5 March), p. 29.



A far larger reduction would have resulted if unplanned uses of hydro-
carbon fuels had not been undertaken. The share of power generated
by these fuels, 54 percent in 1975 was planned (in 1976) to fall to 33
percent by 1980. Instead, the 1978 share rose to 56 percent. During
this times the share from natural gas fell; that from petroleum rose
from an significant 4 percent in 1975 to nearly 16 percent in 1978.",
A final problem was the failure of domestic petroleum production to
meet even the modest growth of 1.2 percent a year set in the 1976-80
plan, an even smaller growth than achieved in 1971-75. Instead, out-
put declined by over 15 percent by 1979, creating an approximate
shortfall below planned sources of about 3 million tons (see Table 24).

The remaining aspects of Romania's energy crisis are unclear. There
is no evident way of knowing how petroleum supplies were divided
among uses in 1975, so one cannot estimate the unplanned diversion
from chemicals and refining to power generation. At the same time, no
data has been found to indicate petroleum import plans for 1976
through 1980.

A remaining blank spot is what happened to Romanian petroleum
imports in 1979 during the Iranian crisis. Estimates place Romanian
pre-crisis imports at 4.8-5.0 million tons, or 38-39 percent of total
unports. Re-establishment of imports at this level with the new
Iranian government did not occur until April, 1980." How much of
the shortfall was made up from other sources and at what cost is not
yet known by the author, although in January 1979, Romania was
reported to have asked Saudi Arabia for 3 million tons to compensate
for its Iranian shortfall. If the shortfall remained even half, then
surely Romania's problem in 1979 must be put in the temporary
category-so to speak, another act of God along with the 1977 earth-
quake and that year's poor harvest.

IX. AoaRCUTURE'S ROLE IN SUSTAINING EcoNoMIc GRowTn

Following the collectivization of Romanian agriculture in 1962, the
sector performed poorly through the end of the decade. Labor produc-
tivity failed to respond to the movement of labor out and of invest-
ments into the sector. Personal incomes improved only when wage jobs
were in commuting range of a village. Substantial progress began after
1970. From then until 1975, labor productivity increased faster than
in industry, although a wide absolute gap still remained. Producer
prices were raised and personal incomes from farm work improved
compared to wages. Still, it may be said that Romanian agriculture
has yet to become a self-sustaining operation. Relative real incomes
and other conditions of life in the villages remain low enough so that

S most young persons would leave if jobs and housing were available in
urban areas. Generally, agricultural labor remains relatively un-
productive, if for no other reason than it fails to provide enough work-
ing days in a year. Most agricultural coo-eratives have not been
financially self-sustaining and were recently forgiven debts of 13
billion lei, a sum equaling nearly 60 percent of their long-term debt

* lectrie power generated by sources is given tn the Romanian statistical yearbook.
Other references are from: Revista economics 1979:45 (9 November). p. 11. 1980:4
(25 January). p. 6: Scintela. 24 July 1979* and sources cited in Tables 5 and &

* BER. Romanian Situation Report S1 (9 February 1979): and New York Times.
U April 1980
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and more than 30 percent of total debt. It is still unclear how high
agricultural delivery prices might have to be raised in order to make
them able to show profits sufficient for investment needs.

In spite of these conditions, Romanian agriculture has performed
well since 1975. As seen in the GNP calculations, its improvement over
1971-75 provided enough compensation so that declining industrial
growth did not lower the overall growth rate of GNP from one period
to the other.

A. Plan and Performance, 1976-80

Agricultural targets in the FYP, it murt be remembered, are one of
the three given as the average expected during one plan period com-
pared to the average obtained in the preceding one, calculated as a
growth over five years. Table 32, which summarizes the output side of
the plan and performance, has been calculated this way. The figure of
7 percent for gross agricultural output in 1976, for example, means that
the level of output that year represents a 7 percent average annual
growth compared to the average obtained in 1971-75 (and calculated
from the mid-year 1973). In this way the figure given for each year
can be compared to the plan figure in order to see if growth is at plan
or not. The growth rates from one year to the next are quite different
(1976-17.2; 1977-minus 0.6; 1978-2.2; and 1979-5.0, see Table 5).
A comparison with annual plans has not been made, but except for
1976, most indicators failed most annual targets.

A second complication in comparing performance and plan is that
the original plan targets (in the table) were first given in 1963 prices.
Subsequently, in 1977 they were restated in 1977 prices es 6.5-8.6 per-
cent, an increase reflecting the larger weight of animal production in
the new prices. Then, at the same time the targets were revised upward
to 6.9-9.0 percent. By contrast, annual performance was measured in
1963 prices in 1976, but 1977 prices thereafter. Plan and performance
comparisons, hence, are somewhat inaccurate.

By 1979, performance in four years was sufficiently high over the
average of five years earlier to nearly fall within the range of the
original plan targets. But only 1976 met the revised plan targets. That
year saw the level of output rise enough so that the small annual
decline in 1977 and the modest growth in 1978 and 1979 were enough
to fulfill the plan. The planned share of animal production was not
met in 1976 because of the especially good crops that year. The
planned shares were more than met in the next two years even with
adjustment for price chances, but in 1979 the plan fulfillment report
stated that, "an insignificant growth of animal production was
obtained". It suggests growth was significantly behind the plan.
. A glance at Table 33 shows that animal herds were far behind
planned f.rowth targets. except for poultry flocks. The relatively high
growth in meat production then could show the effects of higher than
planned slaughter rates. Problems of animal feed supplies show in the
plan failure for sova and declining production of green corn fodder.
Barley and corn. the main feed grains did much better. In fact, the
corn harveq4 in 1979 would appear to have been a Romanian record."

* Romanian corn statistics leave a great amount of uncertainty, however, because they
are not reported by standard moisture content.
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The strength of the Romanian crop sector, compared to plan targets,
was in the major carbohydrate foods, grains and potatoes, which (as
shown in Table 9) were already consumed in relative abundance. As
noted in the discussion of industry, the below plan levels of sunflower
seeds and sugar beets were reflected in low figures for output in the
food industry. The high growth of flax production still below the even
higher plan targets, reflects a Romanian emphasis on supplying
domestic natural fibers for the textile industry. Romania has made
renewed efforts to grow cotton, but no production figures are reported,
indicating a lack of success. Vegetables, fruits and grapes were pro-
duced at significantly higher levels than in 1971-75, but did not match
the ambitious plans set for them.

The input side of agriculture, in Table 33, shows that total invest-
ments, including a significant content of structures (animal shelters,
greenhouses, etc.), and machinery targets were substantially met by
1978. All other inputs did more poorly. Major land improvements
(irrigation, draining, erosion control) were all behind schedule. Total
fertilizer deliveries through 1978 were only 4.1 million tons, just over
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35 percent of the total 11.0-11.5 million tons called for in the plan.
Here was a major impact of the energy crisis. Fertilizers are said to
represent 50 percent of total energy consumed in Romanian crop
production." How tight fuel supplies may have affected agriculture is
not known, although fuels consumed per hectare were reported to be up
aýout 13 percent over 1975.

Aside from the quality of agricultural labor, the main restrictions on
Romanian agriculture are becoming less the simple quantitative input
flows than the way inputs are applied. Sufficient crop specialization is
not practiced. For example, corn, the traditional peasant food source,
is still too often planted in areas where the soil is acid or the growing
season too short. The assortment of tractors and other machinery is
said to need changing, more than a simpl? numerical increase, and still
suffers from spare parts shortage and inadequate maintenance. The
numerous instances cited of poor use of irrigation systems may be one
reason why their extension has moved slowly. Fertilizer application is
managed poorly. Too much is used on acid soils and too much nitrogen
is used on chernozem soils. In general, too much phosphate and too
little potash is found in the general proportions of fertilizers delivered.
The problem may arise because Romania does not produce the latter."

TABLE 33.-ELECTED AGRICULTURAL INPUTS PERFORMANCE AND PLAN
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B. Agricultural Organization

By far the more important changes in the organization of Romanian
agriculture have come from its rapid industrialization which has im-
proved man: land ratios and machine: man ration. That is, the basic
problem of too many people and too little investment has been reme-
died. Since 1970, the problem in agriculture has become more one of
stimulating the productivity of resources now in the sector. To that
end, the most important changes were taken in the early 1970's to raise
relative agricultural prices and to provide higher and more certain
incomes for farm work (see Section V). An important aspect of
Romanian policy has been to provide incentives for farming on per-
sonal plots and private land, as well as within the agricultural coopera-
tives. As a result, average incomes from farm work per active person
were roughly the same for cooperative peasants and private farmers.
The latter have been included in provisions for pensions, credits and
other measures. The Romanian attitude seems to recognize the impor-
tant role of private farming and, at least within its present dimension
to stimulate it.7'

Still the major problems remain those of more productive organiza-
tion, which will generate sufficient productivity, given relative prices,
to provide income to keep capable persons in the sector and to generate
investable profits for farm organizations. Since 1974, the direction of
Romanian policy has been to encourage joint operations among agri-
cultural cooperatives and state units for the establishment of animal
breeding and fattening facilities and for units to process agricultural
products. Progress in this direction has not been smooth. One receives
the impression that the new organizations have been rather better at
acquirng credit for investments than in the organization of produc-
tive operations. These problems, as well as those enumerated above
concerning operation of irrigation systems, fertilizer rse, crop patterns,
etc, have brought about a series of possibly fundamental reorganiza-
tions since early 1979. Then a new form o, agricultural organization
was created, called a "unified state and cooperative agro-industrial
council". Some 709 were created, each centering upon a state machine-
tractor station. Henceforth, the unified council will become the re-
sponsible planning unit [titular de plan] for all agricultural activities
in a given area (averaging 15,000 hectares of agricultured land), in-
cluding private agriculture. The attached machine-tractor station will
control all technological means, including equipment, irrigation facili-
ties, fertilizers, etc, while agricultural cooperatives, state farms and
other subordinate units will control land and labor.

More recently, the Ministry of Agriculture and Food Industry has
been reorganized. Its most important change has been the creation of
district general directorates for Bucharest and the 39 districts (judeti).
Each district directorate will be responsible for all planned farm pro-
duction (state, cooperative and private) in its districts. It appears that
Romania has taken the first steps towards organization of agro-in-
dustrial complexes (see the paper on Bulgaria) that will eventually
do away with the agricultural cooperative. In fact, it has been stated

SA very useful review of the situation of private tfrming l found in RIBR. "Romanlan
situation Report 19" (18 May 1979).
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that the present division of agricultural into state and cooperative
sectors no longer corresponds to the technical base. However, for the
time being, it has been stressed that change will be slow because the
capabilities of the unified councils are limited."

From 1965 up to the present there have been remarkably few changes
in the structure of agricultural inputs or outputs by organizational
units. State units have increased slightly their shares of labor because
the exodus from agriculture comes from cooperative and private farm-
ers. State units have made larger relative increases in the share of ani-
mal products because most facilities for modern poultry and egg pro-
duction and pig fattening have been invested in them. Cooperative
farms have made their gains in dairy farming and cattle raising.

TABLE 34.-AGRICULTURAL INPUTS BY ORGANIZATIONAL UNIT

1970 1975 1976 1977 1978 1979 19800 1985
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"Romanian Situation Report" 18V (March 18. 1980).

"68-607 0 - 81 - 20



296

Personal and private farmers continue to account for very large
shares of animal products, which accounted for 63.7 percent of their
gross agricultural output in 1971-73.74 With only 44 percent of the
cows, they produced 54 percent of the milk; with 27 percent of the
pigs and 37 percent of cattle, other than cows, they produced 45 per-
cent of the meat. As might be expected, their crop production is not
concentrated in grains which lends itself to large-field, mechanized
operations. But with only 15 percent of the agricultural land, they
still provide 15 percent of cereals, but their productivity in other crops
is remarkable: 55 percent of potatoes, 43 percent of vegetables, 57
percent -f fruit and 41 percent of grapes. The only areas where their
contribi. .ons are small are grains, forage and fodder, and technical
crops (sugar beets, fibers and oil seeds).

TABLE 35.-AGRICULTURE PRODUCTION BY ORGANIZATIONAL UNIT

Indicator 1965 1970 1975 197 1977 1978

Gross aicultural outp............ 67.0 73.0
State farms..................... 57.6 73.0
Cooperative fars.............. 74.0 74.0

Gross crop production............... 74.0 76.0
Stat farms................... 74.0 83.
Coopertiv farm............... 80.0 77.0

Gross animal production............. 57.0 70.0
State farms ................... 3 39.0 62.0
Cooperative farms............... 54.0 65.0

Share physical production centnt:
Carsals:

State units............. .. 24.7 ............
Cooperative farms ........... 6.6 64.4
Personal plots*-- ......... l. .-.........
Private farms............... 2- .....-....

Potatoes:
State units................. L5 -.........
Coopeative farms.......... 44.2 .........
Personal plots ............. 35. I ..--.......
Private farms............... 14.0 ..........

Vegetables:
State units..........-..... 10.6 .........
Cooperative farms.......... 53 ............
Persal lot -............ 27.7 ............
Private farms............... 6.3 ............

Fruit.......................................................
Stateunits................. 2 13.0
Coopwativ larms.......... 16 1. 4
Peroal po ............ 45 2 40.3
Private fms............ 30.1 27.3

Grpes:
State units.....--........ 24. 2 26.1
Coopative farms.......... 43.0 42.6
Peson plots '............ 30.1 28.1
Private farms---------------.............. 2.7 3.I

Mat:
State its................. 22.4 2L.4
Cooperative farms.......... 23. 22. 5
Pefsoealpl .......... 43.1 3.S
Private farms.......... .. 11.4 12.7

Milk (al animals):
State usits.......-......... 16. 9 ............
Cooprative farm..... . 2 $ ...-.........
Pr,nal pt ....-----------. 40.3 ...........
Private fams......... .. 16.0 -.........

State unita .. ........... 11.7 .........
Cooperaive farms.. . 4.0 ------
Pers : opleos............ ............
Private falr....... 22.L3 .....-3

100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0

119.0
115.0
121.0
125.0
110.0
124.0
112.0
119.0
109.0

118.0
111.0
114.0
111.0
105.0
113.0
118.0
117.0
117.0

23.3 ................--.

-- ........-..............-
2.6 -.------

7.2
40.7
35.7
IL64

17. ....................---....
39.4........... ......
36.1------
67 ................----...

250 26.4 26.7
1L.7 19.7 20.2
312 32. 308
20.1 21.7 22.3

24.
39.4
33.8
2.8

30.5
24. 5
32.4
12.5

2196
42.1
29.6
1.4

2L.1
25.0
33.3
12.6

14.9
27.8
37.7
19.6

9.0
48.5
116

24.4
36.0
36.3
3.2

29.7
26.4
31.6
12. 3

122.0
113.1
116.0
119.0
107.0
114.0
125.6
120.0
121.0

24.0

L6
64.1

2.9

L.4
38.4
35.7
19.5

16. 9
46.2
34.2
L.6

10.0
24.0
147
34.9
22.4

24.9
38.3

X I

37.6

L3.1
26.6
25.5
32.1
12.6

435

16.4
1L6
43.4
156
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Sorce: Caklclate fr Romassan stitical yerbooks, various issues.

" JuUlan Vacarel, Plnatele d cerlatele deavoltarul agricultural (Bucharet 1976) p. 164.
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No precise Romanian data has been published since 1965 on sources
of total agricultural production by farm category. Then, personal and
private farmers provided about 25 percent of the value of crops and
64 percent of animal products. Their share of the total ui 1965, then,
works out to about 38 percent.'" In 1975, peasant incomes from their
own production, i.e. personal plots and private farms was estimated at
35 billion lei." That year, gross agricultural output in 1963 prices was
93.8 billion lei in 1977 prices, more resembling current prices it was
about 107 billion lei.7 The sums suggest that perhaps a third of
Romania's agricultural production was produced privately in 1975,
hardly reduced from 1965. 7*

"r Constantin Barbacloru. Venitul national (Craiova. 1978). pp. 209-11: calculation
of the total Is based on yearbook share of crops and animal products in 1955 prices.

" Era socialist. LVI :18 (September 1976). p. 12.t Estimated from Anuarul statistic 1979. pp. 360-1.
"The calculation may be distorted b; pricing gross agricultural output is measured

in producer prices while peasant incomes are measured In consumer prices. The C3RA
yearbook indicates that the "socialist" sector produced about 91 percent of Komania's
gross agricultural output. But the figure includes production from personal plots.
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1. INTRODUCTION

The transition from one to the next medium-term (five-year) plan
does not in most cases constitute a genuine break in the economic de-
velopment of the GDR, even if the priority of targets is shifted.
Rather, the characteristic stages of development cut across the
medium-term plans. In light of this fact, a new phase started as early
as the middle of the 1971-75 five-year plan with the rapid increase
of world market prices in 1973/74-the period of foreign trade
difficulties.1

After the re-centralization and the change in economic leadership
from Ulbricht to Honecker, a pro-consumer policy was at first initiated
at the 8th Party Congress of the SED in 1971. Rapid economic growth
facilitated this target. The range of goods for sale increased and the
standard of living improved visibly. However, the world-wide increase

*German Institute for Economic Research (DJW). Berlin.
'The preceding period may be decided into three major periods according to the moat

important problems of development: 1945-53. reparations payments: 1954-61. mass
emigration: and 1962-70. reform.

(299)
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in raw material and energy prices only too quickly put an end to this
period of undisturbed economic development. In the CMEA area, price
adjustments were delayed until 1975. Since then the GDR with its
sparse raw material resources has been confronted with exceptional
raw material price increases, while prices for its export goods have
not risen accordingly. Since then exports have, therefore, become the
most essential target for planning and development. They will also
continue to have top priority in the long run.

The sharp deterioration in the quality of economic statistics and
commercial data available from official GDR sources is a serious handi-
cap to our analysis. As a result of this limitation, we have had to rely
extensively on qualitative assessments and on partial statistical report-
ing. "he weekly publication of our institute in Berlin often discusses
this kind of information. Frequent reference is made to weekly reports
as sources in lieu of official GDR reports. As difficult as any economic
analysis is with reasonable data from primary sources, we do feel that
the evidence available is sufficiently reliable to support our major
conclusions.

2. BASES OF DEVELoPMENT FROM 1976 TO 1980

The Main Goals of the Plan

Two extensive new planning methods have been developed as a basis
for the planning process during the five-year plan period 1976-1980:
the "Ordinance on the Planning System for the Economy from 1976 to
1980" [planning system ' as well as the "Ordinance on the guidelines
for the annual planning of the enterprises and combines of industry
and the building trade" [guidelines].8 The aim of both ordinances was
to make planning more clearly understood and better organized. More-
over, the efficiency and cost-consciousness of the enterprises was to be
improved by introducing new indicators.

The planning system provides for the first time equal planning
methods for the whole five-year plan period. The importance of the
five-year plan was upgraded and the often emphasized principle that
annual economic plans are predetermined parts of the five-year plan
period was codified. Long-term goals (e.g. rationalization, research
and investment development) are to be safeguarded by balances and
calculations.

The guideline regulates annual planning. For this purpose, the en-
terprises are given Stare planning targets for the five-year plan. As a
new feature, detailed rules to determine efficiency and labor productiv-
ity have been set out. The introduction of the indicator "own perform-
ance" in calculating labor productivity represents progress. More-
over, many new indicators, most of which are qualitative, have been
introduced.

The draft directive on the five-year plan 1976-1980 was published in
January 1976. It was submitted to the 9th Party Congress of the SED
in May and adopted with few amendments. In December, the "Volks-

a necial issue of the "Gewetzblatt der DDR," (Ofetal Gasette of the GDR). No 77
a/1074.

SSpelal issue of the "Gepetablatt der DDL" (Omcial Gazette of the GDR). No. 780/
1975.
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kammer" ratified the five-year plan as law.' The final wording was
somewhat more cautious than the draft. The directive set ranges for
growth in the individual aggregates; in the law the precise growth
rates were almost all in the lower end of the ranges.

As for the list of the most important tasks, the 1976-1980 five-vear
plan does not differ at first glance from the previous plan: strengthen-
ing of the raw material base, increasing the supply of consumer goods
and increasing exports. The priorities and emphasis have somewhat
shifted, however. At the top of the list were raw material problems
and the tasks of increasing exports and making maximum use of
domestic raw material and fuel deposits as well as secondary raw
materials. "Continuity" and "stability" were emphasized with regard
to the supply of consumer goods.

Economic growth was planned only slightly below the levels
achieved in previous years (average annual growth in percent) :

Achieve Pla
1971-75 1976-0

GDP --------------------------------------------------------....................................................................... 5.4 5.1
ladhstrial •ds podf tion.................................................. -6. 6. I

R tt badetu rnovr........................................................ S.1I 4.0

A slight shift in the ranking of industries was planned. The machine
tools and processing machines sector. which is of special importance
for exports. was moved to the top. followed by the electro-technical
industry/electronics/equipment sector. The planned growth in the
production of industrial consumer goods was considerably higher than
that of domestic consumption, which indicated that the export of con-
sumer goods was also to be greatly increased.

Moreover, in order to raise productive capacity investments were
also to be increased to a greater extent. At the beginning of the 1970s
a restrictive phase could be noted in this field. A considerable portion
of the increase was earmarked for the development of domestic raw
material and fuel stocks.

With regard to the allocation of GNP. the growth of exports was
given the highest priority. Although published planning figures in this
sector were very scarce, it may be concluded from various indications
that exports were to grow more rapidly than imports during this plan-
ning period.

The remaining item in the use of the GNP was private consump-
tion. It was to increase by only about 4 percent per year-based on
retail trade turnover. A reduced growth was planned especially for
manufactured goods. In this sector growth was 7 percent per year dur-
ng the period 1971-1975; it was now to be only 4 to 5 percent

Increasing expenditures by the State for maintaining stable con-
sumer prices as well as for social and cultural purposes was referred
to as an element of an increased standard of living.

4 Law on the Fve-Year Plan for the Development of the Economy of the ODR 1976-
1980, December 15. 1976 Ofcial Gazette of the GDR Part 1. 1976, No. 48. December 17.
1978. page 520.
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The Social Policy Program of 1976

When planning for the years 1)76 to 1980 the economic leadership
of the GDR was confronted with a dilemma: In spite of foreign trade
difficulties, the 8th Party Congress line that the "main task" was rais-
ing the standard of living could not, in principle, be departed from.
The population expected, after all, that growing productivity would
be rewarded. A presumable consequence of this fact was the social pol-
icy program published a few days after the 9th Party Congress.' Such
decisions, comprising a number of social policy measures, have been
taken almost regularly at intervals of four years since 1960. However,
this program was particularly extensive. With its remarkable reduc-
tion of working hours and pension increases it had considerable impact
on production and the distribution of income. The reduction of the
weekly working hours of part-time workers and working mothers and
the increase in annual leave for the regular work force (effective in
1977) was a further remarkable step in this field after theimprove-
ments of 1967 and 1972. The title of the decision read: Measures for
the further introduction of the 40 hour week.

Workers in the three-shifts system (28 percent of all production
workers in the GDR) and all mothers with two children will have a
40 hour week beginning in May 1977. Moreover, annual leave was in-
creased from the beginning of 1979; 6.6 million working people will
receive three additional days of leave. 0.94 million as many as four to
six additional days. The basic leave for adults will be 21 working days.
These new arrangements for working hours and leave with full pay
are probably part of the distribution policy strategy of the whole five-
year plan period: Wages and domestic supply of consumer goods could
only be increased relatively little within the. overall plan. and in com-
pensation working hours were reduced.

The increase in pensions and social benefits begun on December 1.
1976 led to 12.5 percent higher pensions during the whole year of 1977.
which considerably increased the expenditure of the State budget dur-
ing the entire plan period.

A remarkable feature in the social policy program was the improve-
ment of the situation of working mothers by introducing the "baby
year." This new arrangement was the latest and so far the most suc-
cessful measure to encourage a rise in birth rates. Women are entitled
to stop working after the birth of the second and any further children
until the child is one year old. They receive full pay during the first
26 weeks of the pregnancy and birth leave and sick-allowance after
the 26 weeks. This immediately and decisively changed the demo-
graphic trend in the GDR: Exactly nine months after the announce-
ment and coming into force of the social policy measures in March
1977 the birth rate rose by 14 percent compared with the same month
in the year before. The rate of growth during the following months
were even higher. The number of first children rose by 7 percent in
1977, but that of second and following children by 23.5 percent.

SJoint decision bt the Central Committee of the SED. the Executive of the FDGB
(trade union) and the Ministerial Council of the GDR regarding further planned improve-
ments of working and living conditions of the working ropulation during the period
1976-1980. May 27. 1976 Neues Deutschland. May 29-30, 1976. page 1.
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SELECTED SOCIAL POUCY MEASURES FOR THE PEK0O0 i76-

"Mesre Before Na Elective free-

lacrese ia matairit leave .................. 8 we-eks. ... . 26 wks.............. May 27177.
Increase of lower incomes for fltime workers

W employees:
Minimum gross was ................... 350 marks per menth.... 400 marks pe north.... Oct. 1. 176
Diffleretiated icrease of income between

400 d 500 marks by 15 t 40 marks.
lacrear M old ae Msrions and social bends:

Minimum eid op md disability poies... 200 to 240 marks per 230/300 marks pr Dec. 1976.
moeat, moeth

Muiimum poinsi fr acideat victim..... 240 marks per mob .... 300 marks per moth....
Peniio fr veteran s............-.......-......do-....--.. . ....-.. de.- .............
Additional amount for hsbaad/wie ....... 75 marks per moth..... 100 marks per month....
Social benebt for sin ................ 175 marks pr month.... 200 marks pr month....
Social boents for couple................ 250 marks per mnoh.... 300 marks po mth....

Reduction of working hours tor shift workers:
In th 3 stht r uiaaterrupted shift sy•r 42 per w ek......... 40 p week..........

Sthe 2-shift syst.................... 43 k par p weo........ 42 h r po week.........
For ful-tim working mothors......... 40 hr pr wk (or 40 hr por wak (or aN

mothers with 3 or mothers with

mo*e(rs with 2
children wokin8 ia
the 2-shift system).

3 das additional leaw-ve................................. ..-...................... Ja- . 1. 1979.

Source: Dori Cormisoa, "The economic situaties i the Grmas Demecratie Republc i mid-1976."
Wel oeaport of the rDW, N. 33. 1976. p. 303.

Live births per 1,000 persons: 1975, 181.8; 1976, 195.5; 1977, 223.2;
1978, 232.2; and 1979, 235.2. Source: Statistical Year-Book of the
GDR 1979, page 351, Neues Deutschland, January 1, 1980, page 4.

There can be no doubt that this development is primarily due to the
baby year.* It appears likely that the birth rate will now remain at this
higher level. Whether this development will continue cannot be fore-
cast, however.

Apart from these measures of 1976, the very "core of the social pol-
icy program" in the GDR is the housing program. The comprehensive
census of dwellings and buildings in the GDR in 1971 disclosed the
alarming state of dwellings and buildings. This probably led to the
extensive house- building program which was prepared at the 9th and
10th meetings of the Central Committee of the SEP and was ex-
plained in detail by the responsible minister.'

At the 6th building conference of the Central Committee of the
SED in April 1975 the program was again confirmed * and it has not
yet been called into question despite the change in overall economic
priorities. The program provides for "the solving of the housing ques-
tion until 1990." For this purpose, about 2.8 to 3.0 million dwellings
are to be built or renovated from 1976 to 1990, thus substantially im-
proving housing conditions for 10 of the 17 million inhabitants of the
GDR. The cost of the entire project (including local utility works)
was estimated to be 200,000 million marks. Thus, the share of house-
building in overall state expenditure and also in available building
capacities is considerable.

SSee Heins Vortmann. "Birth rate Increase in the GDR-result of the baby year:
Derelop-sdt of births and family promotion In the GDR." Quarterly Review on Economic
Research of the DIW No. 3/1978. p. 210 ft and "Continuously high birth figures in the

DR " Weekly Review of the DIW. No. 30/1979. p. 315 ft.
"Neues Deutachland," October 4. 1973. page 5 et seq.

* Neues Deutschland. April 24. 1975. page 3 et eq.



In sum, the following social policy measures during the five year
plan period 1976-1980 have had a major impact on the production, dis-
tribution, and utilization of GNP:

The reduction of working hours and the additional leave reduced
the available labour volume;

The pension increases placed a burden on the State budget and in-
creased private demand;

The stimuli to increase the birth rate also reduced the number of
working women and increased the demand for equipment and
places in nurseries; and

The house-building program required a major part of the capacity
of the building industry.

3. BASIC LINES or Ecoxoxic DEVELOPME.r Ix 1976-80

The Development of the Labor Force

Due to the age structure the working age population rose tangibly
during the second half of the 1970s, increasing by more than 500,000.
If one takes only the number of employable persons according to age
and sex, one arrives at a possible increase in the working force of about
300,000.

A similar calculation had been made in the GDR: as a result, the
following increase in employment in the producing sectors was
planned for the five-year plan period:

Industry, +130,000; building trade. +36,000; and trannoort,
+23,000.

The additional workers are to be employed in the educational sector
and for the supply and welfare of the population.

Thus, the work force in the three producing sectors could increase
by about 4 percent, the increase being highest in the building sector
with 6.5 percent.

To assess the development of the labor pool, however, it is necessary
to take the working hour reductions into consideration. About 1.5
million people, almost 20 percent of the work force, profited from the
reduction of weekly working hours for shift workers and working
mothers, and even the remaining work force will receive additional
leave. The subsequent change in average working time in industry re-
sulting from working time reductions and the share of the persons
enjoying these reductions in the entire industrial work force has been
calculated (changes in percent compared with the year before) :

Weekly working hours: 1977, -1.5; and 1978, -0.5.
Not included in this calculation are the consequences of the pro-

longed pregnancy and birth leave and the "baby year," measures which
are enjoyed now by almost all the women eligible. The increase in
annual leave from the beginning of 1979 is estimated--according to
official data "-at 1.45 percent of work time. At least in industry
the increase in the labor force has been eost completely offset.

SDirective of the 9th Party Congres of the 88D on the Five-vear Plan for the Develop-
ment of the Economy In the ODR dariln the years of 197-l1980 (Draft), page 28.

nWolfrexn Bayrenther: "Prom 1 Jnnuary 1979 more leave for more than 7.5 million
workers." Work ma Woerkn L•w, 10/1978, pag 437.
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However, it has become known that in some sectors-transportation,
for instance-the working hour reductions were offset by additional
overtime. Moreover, in view of the under-utilization of working time.
it appears likely that the reduction in working hours has not affected
production in other sectors at all. In considering the level of produc-
tivity, not only the slowly growing work force but also the working
time reduction should be taken into account.

Production

A breakdown by years had been made in the five-year plan for the
main indicators for GDP or "produced GNP" and "industrial pro-
duction". There was to be a slight acceleration in growth during the
planning period. A comparison between the Plan and actual perform-
ance 1 shows a different picture (growth compared with the year be-
fore in percent):

1976 1977 1978 1979 190 19W076

Produced GNP (GOP)..-................... .3 4. 5.0 .1 5.0 127.9
InAdutril • od piodcioi................. 6.0 & 3 6.2 6L1 66 134.0

btud Performance:
Produd GNP (OP ...................... 5 5.2 3.8 4.0 r4.8 '123.4
lad pstrial pods prodto.................. 5 4.6 5.0 4.8 4.7 *127.6

a Fr 19 : pleased.
Source: Lw o the 5-yr pla for the development of th economy i the Gema Democratic Rublic op. cit. p. 520.

Actual performance: Statistical Yer-Book of the German D.aocratic Republi 1971 and information from the Central
Sate Administratio for Stattisti reardian the fMlflment of the economic plans in Neues DeutacMand, Jan. 22-2. 1977.
Jan. 12, 1978. Jan. 1 1979 and Jan. 17 1980 For 190: Law on the economic pol 1980, Ofkial Gatte of the Germa
DemoMaticl Repic p I, hr 45, Dec. 1979 p. 457."-i

It is evident that the targets of the five-year plan can no longer be
met even in case of considerable over-fulfillment in 1980. Moreover,
growth has not accelerated during the five-year plan period. On the
contrary, it has slowed down.

Fluctuations in agricultural performance had a great impact on
produced GNP. Especially in 1976, agricultural production was con-
siderably affected by the extreme drought of the summer; agricul-
tural net product decreased by about 10 percent. These losses influenced
the year of 1977 as well, especially with regard to the production
of meat and milk. However, compared with the bad year of 1976,
there was a high growth in net product in 1977. Thus, favorable and
unfavorable agricultural results over the two-year period significantly
affected produced GNP.

In 1978 and 1979 medium yields were obtained. In 1979 animal pro-
duction lagged behind expectations because of the long winter.

If the agricultural sector is eliminated from produced GNP, the
general trend becomes more evident (growth of produced GNP with-
out agriculture, in percent) : 1976, 5.4; 1977, 4.5; 1978, 4.4; and 1979,
4.2.

This slightly leveling trend is apparent in almost all economic sec-
tors, including the important industrial sector. Because of the GDR's
very restrictive publication practices which industrial branches have

n la 1977 the price basis of 1975 was re-Instated for statistical reporting on the GNPand the Individual aggreate. The actual perormane has to be based on the reliedflsam.



TALE L-ORIGIN OF GERMAN DEMOCRATIC RItUJC NATIONAL INCOME

SAW mudm ssae

1975 1976 W177 1978 19791 1975 1971

i dstr .... 0.............................. .5 a0.5 94.5 .9 10.6 59.1 61.0
Co ruti ....................... ............. 1•.7 11. 11.8 12.2 2.4 7.4 7.3
Agriculm ad forestr.............................. -16. 14.2 15.9 15.7 1 8 11.1 9.3
Traesportstts,a b. MUi................ 7.3 7.6 7.8 IL. I.3 Le 4.9
Dom trae ..................................... 21.2 21.9 23.0 23. 24.7 14.6 14.
Remaniasproducibnbracw.... ................ 4.1 4.4 4.6 4.9 1 2 3.0

Nt product••..........-......-.-....--...-- . 144.7 14.9 157.6 163.7 6l.t IoL0 100
Pric s imes bd................. 2. 2.4 2.4 2.6 27 .......-...-..-

Produced s iom...................... --------------- 142.4 147.5 155.2 161.1 16.2 ...............
ca aci pere (housands)----------........-...... , 956 ,020 9,075 , 135 20 ................---

* DW provisiol states.
* lacudig maoufacturl esterpriusa without building trades.
Source: Germas De•acatic Republc Statnsticl Yearbook 1971, p. 74; "Noues Deutschland" Jan.. 17.19, p. 3;

DlW calcuilabt.

not performed in line with the Plan cannot be accurately deter-
mined." The following rough picture can be drawn:

The plan data shown in detail for the various industrial minis-
tries ranged from an increase of 5 percent (enterprises of the Minis-
try for Coal and Energy) to 9 percent (machine tools and processing
machines); the average was 6.5 percent. The realized rates up to
1978 amounted to 5 percent (for the entire economy); the lowest
rate was 4 percent (textile industry), the highest rate 8 percent
(electro-technical industry).

Especially important deviLtions from the Plan have probably oc-
cured in the chemical and engineering sectors. They probably
amounted to between one and two percent. Export backlogs in the
engineering industry have already been mentioned.

There have probably also been backlogs in the consumer goods
industries.

The electro-technical industry probably even exceeded its plan-
ning targets.
These trends are also apparent when the planning targets of the

five-year plan are compared with those of annual plans. It is appar-
ent-as the principles of the planning system provide-that the annual
plans cannot be taken as "slices" of the five-year plan. The originally
planned growth targets were revised downward in some sectors, in-
cluding the chemical industry, machine-tool industry and light in-
dustry. This option is also envisaged in the guideline: An approved
option for amending the annual plan sectors of the five-year plan is

3 Production of Industrial goods (about 75 percent of economle production) is planned
once in the aggregate and once according to the various ministries. In the plan fulfillment
reports industrial oods production is shown in total and as a sum of the ministries. In
the U8tattical Year-Book of the ODR figures for indistrinl rov's prminctinn were pub-
lished by mislstry. for the last time for 1976 (in the Year-Book for 1977). but they were
not comparable with those published for previous years. Publication of monthly statistics
on production of industrial goods by Industrial sectors not ministries-was abandoned
in the summer of 1979 with the appearance of figures for the first quarter of 1979. The
Statistletl Year-Book contains-for the last time in 1978--differently defined data. .e.
"sros industrial production." according to industrial sectors and groups of products
not ministrie. The breakdown n sectors does not correspond to that of the ministries.
as It Is partly more specife and partly more general.

SOp. cit. page 10.
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TABLE L-PIANNING TARGETS IN THE INDUSTRIAL SECTOR 1976-4

Growth rat
1960/75 Annual plans -rowth rft

Indutria ministry Total Annual 1976 1977 1978 1979 1960

CoJad Npow.e....-.............................. 28.4 5. 4.9 3. 4.8 4.9 4.4
Ore mining metalurly and mpot ............... 27.3 .0 4.9 4.0 3.4 2.9 4.3
Chmmcal industry................................... 44.5 7.6 7.4 6.2 6.7 S8 .7

ectricl i ern electron s..................... 45.7 7.8 7.7 7.0 t.7 I .7 7.3
Hemvy eiiarinl ndplantconstructio.............. 3.6 7. 6.2 6.4 6.7 6.2 .0
Machn tool and procssinn machine construction ..... 56.0 9.3 1.1 7.6 10 7.5 7.8
General technical enianering agricultural machinery

and vehicle buddnng............................... 42.0 7.3 L.6 7.2 6.7 7. 7.1
Lit industry .................................... 40.0 7.0 7.4 52 5.9 3.9 2.4
Gla nd camics induby.......................... -- 44. 7.6 5 7.2 6. 50 6.
Arme managed industie and food processing industry.. 33.5 6.0 6.7 6.1 5.9 55 4.4

Total ....................................... 7. 6.S6 L7 6.0 6. &.8 .4

n Five-yr plan 1976-0 (Gesetzblatt de DOR pt. 1.976 No. 46 p. 524).
SGesatzblatt dr DDR pt. : 1975 No. 4 p. 740; 1976 No. 4 p. 553; 1977 No. 37

1979 No 45 p. 451.
* Ministy for Iolof included.

Source: Planning targets and OIW calculations.

p. 415; 1978 No. 42 p. 45 and

the "inclusion of the development achieved during the expired plan-
ning years."

Investments

With the changed targets in the five-year plan 1976-1980 a phase
of restricting investments came to an end. Accoriing to the Plan,
investments were to rise by the (ame extent as overall economic
activity. The total volume of investments price basis of 19,7) was to
be 242,000 million Mi end of these 8.000 million M3 were earmarked for
joint investment projects in the USSR and the other socialist coun-
tries, especially for joint development and exploitation of raw mate-
rial deposits. Prorated over the plan period, the growth in domestic
investments corresponded to an average annual rate of 5.2%.

TABLE 3.-GROSS CAPITAL INVESTMENT IN THE GERMAN DEMOCRATIC REPUBLIC BY SECT3OR

Billion mark at 1975 pr•as Percntrap shar

1975 1976 1977 1978 19793 1975 1979s

Industry ------....................... 2 9 22.72 24.3 25 86 211 49. 53.4
Coastrucbon .......-.-..-.-..-..-. . 1.41 1. 7 1.7 7 r 1. I. 3.3 i
Agricultua ad forestry.. ............ 4.9 5.09 5. 1. 9 11.8 9.
Transport, pos and telecommunications. 4.43 4.68 4.1 4.04 4.1 10.5
Trade................................ 1.56 1.60 2.04 2.12 1.8 3.7 3
Other producing branches............. .42 .53 .61 .55 . 1.0 1.
Cutlral and social institutes ......... 2.00 1.92 2.11 23 24 4. 4.
Extesion of housmn stock............. . 48 3.84 4.00 4.40 5.0 I0 1.
Other nonproducing branches........... 2.79 3.0 3. 44 3.10 3.2 67 64

Total...................... ... 42. 0 45.15 47.69 49.10 50.2 100.0 180.
lvestmt n CMEA projects...........--- .63 1. 18 1. 6 L70 1. --...................

Total nvestment............... -42. 6 4. 25 4. 36 50. I 52.0 ...........--.......

SProvisiono.
3* IW provisions estuatM.
SLeading economic bodies and institutes of al product branches. project-plaming a.- computing enterprises.

publishing hous., teir combines and d.yc7luag.
* Except cIw aa eerch.

Soarc: Germa Demourca Republic Stabstical Yearbook 17. p. 74; "Mne Dnetshind " Jan. 17. 190 p. 3;
DIW clculatios.



However, such even growth did not occur. Investment activity rose
sharply at the start of the five-year plan period, but then diminished.
It should be stressed that the planning of investments in the GDR
'has not reduced fluctuations in investments. Although it is not easy to
find consistent trends for the various years and the various sectors, the
following basic trends are apparent:

The industrial sector was provided with investment funds in a rela-
tively consistent manner. The share of industry in total investment,
which had been declining slightly during the preceding five-year pe-
riod, rose slightly.

Investment within industrial sectors is no longer published; the last
information (for the year 1976) was published in 1977 in the Statis-
tical Yearbook. The planned figures show, however, that priority is
clearly given to the production of basic materials and especially to
the supply of energy and fuel

DOSTRIBUTIOI OF INDUSTRIAL INVESTMENTS

Spcanmll

---- ,------------ 50n.
1960-6S 1 96-70 1971-75 1»I-«I

Baic mReIts -roduct1 ...........---------..----... 52. 55.0 6
W y. -- ------------...... ........................... I . 4. 4
Inmesmarmt se-ds industry........................... I- 241 22.3 19
Consm-r ma ..................................... It lD.*4 17. I1

Source: "Deovopmet ag structure in mvestments ms t GA to 19W." Wekia koWt of D1M, No. 4ý1•6, p. 41.

It would be odd if tie investmenuct goods industries, which are so
important for the export ,actor, had lost in importance.

Enterprises are increasingly called upon to set up their own con-
struction departments and to produce more frum their own resources.
As early as the previous five-year period (1971-1975) invest•wuts
were carried out in this way. In 1979, i. of all industrial invest mVatts
were produced by individual enterprises (3,300 million M of ,0,9kA)
million M).

Invetuments in the transport sector were again deferred. Ui.til 1975
considerable investments were made in this sector in order to replace
old stock. This sector's performance is still not satisfactory and it
frequently is a bottleneck in overall development. Nevertheless, it has
lost its priority in the allocation of investment funds La the current
five year period.

The extensive housing program requires a further concentration of
funds in this sector. Its share in investment has risen.

Numerous speeches and administrative measures indicate that in-
vestment has only partially coincided with planned concepts. For in-
stance. ;ntensification. i.e.. thle vore rational use anm labour-savinr.
modernization of existing facilities, was to have precedence over ex-
tensive development. However, more jobs are created than saved by
investments." To avoid this, rules for investment were tightened.
With the two new investment ordinances s concerning the preparation

* 8 discusalons between Erich Honecker and local first secretaries in Neues Deutuch-
land. Irsruary 13-19. p. 5.

"OWmNasmaiw on the preparation of laveasaents. See Ofrlal Gazette of the GDR. Part
I. /le u•/1I p. 251f and Ordinance on the planning. preparation and Implementation of
flUew-we lawasmette. Oecial Gasette of the ODB, Part I. no. 23/1978. p, 25 f.



of projects, which detail the State requirements that are to be met,
additional costs may be avoided and efficiency be generally increased.

Control over investment activities has evidently been insufficient.
On the one hand, despite minute planning regulations, investments of
"thousands of millions" were made outside the plan. 1' On the other
hand, due to the spreading of investments over too many projects,
especially in the building sector, numerous investment projects re-
main unfinished. A special decision on investments issued in November
1979 " again detailed the faults of the investment process and an-
1nou0ced that potential projects would he classified and ranked ac-
cording to economic considerations. In the annual plan for 1980 the
number of previously planned investment projects in industry was
reduced from 450 to 250. Projects outside the plan are to be strictly
avoided and the number of uncompleted investments is to be reduced.
A new ordinance to cover incomplete investments was also issued.1*

Income and Private Consumption

The slower growth in the amount of consumer goods supplied to
the domestic n.arket was accompanied by careful planning of net in-
comes. So far the GDR has been relatively successful in balancing
supply and demand. However. hdring the plan period 1976-1980 this
careful equilibrium was somewhat disturbed.

A tangible rise in net income was caused by the increase in pensions
and social benefits of the social program. In "normal years" there is
only a minimal rise in pensions because the new pensions are, on av-
erage, only slightly higher than existing pensions. whereas pensions
were increased by 12.5 percent in 1977. From the mid-1970s to the
1990s this effect will still be slightly attenuated because the number
of i)enioners declines slightly due to the age structure.

There were only three "normal years" in this five-year period. A
second increase in actual pensions. nonetheless. was announced at the
end of 1979. Thus. pensions were increased as of December 1. 1979--
after three years instead of the usual four. In 1980 the economic lead-
ership expects additional expenditures of 1,500 million M for pensions
or an increase of 10 percent.

The increase in net wages and salaries was not as low as planned in
the five-year plane and in the annual plans. Presumably, it Droved im-
possible to limit increases in wages in view of the social program,
whose working-hours and holiday arrangements provided for full
wage adistment. This goal has nrobablv also been thwarted by over-
time work. The rise in wages only slowed-down in 1979. It is remark-
able that in two of the four years wages have risen more quickly than
GNP-a new development in the GDR. where the increase in niA,.i
and salaries has always been lower than the increase in GNP.

The overall development of net monetary incomes was therefore
not in line with medium-term planning.

An aggravating factor was the remarkable discrepancy between
domestic supply and demand. In 1977 incomes rose by 5.4 percent,

Gs Ofnter Mittag, Contribution to the dia6cslsion at the 8th Congress of the BED
Central Commlttee. Neues Deutschland. Mar 27-28. 1978. p. 3

"nJoint decision of the Polltbureau of the 8ED Central Committee and the Ministerial
Council to Increase the effertlrvness of Investments In order to further Increase the ece-
noml capability of the ODR. Neues Dentachlan. November 10-11. 1979. p. x.

SOmfcial Gasette of the ODR. Part I. 1979. No. 42. p. 398 f.
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IABLE 4.--aLtLtEL DATA ON GERMAN DEMOCRATIC REPUBLIC PRIVATE HOUSEHOLD INCOMES AND THEIR USE

Annual growth
rate (perent)

BilUo mark
1975$ 1979]

1970 1975 1976 1977 197 197 1970 1975

Netmoneyincomes --...-------- 79.3 99.8 104.0 109,7 113,5 116,6 4.7 4,0

Of which:
Net waes and salaries...... 50.2 63.9 67 0 69.9 73 0 75,6 4,9 4.3
M per working employn..... (6 760) (8 020) (83 310) (8 590) (8 880) (9 150) 3.5 3.3
Social income.....---....--....------- 9,0 12.5 12.7 '..4 14,3 14,5 6., 3.8
Other receipts,.. - .. 20.1 23.4 24,3 25.5 26,2 26.5 3.1 3.2

Savings........................ 4. 5, *9 5 9 6, 0-. -- 4.4 5,4
Retail trade turnover, tota....... 64.1 81,9 85.7 894 92.5 95.5 5, 3.9

Of which:
Food d fine foodstuffs ..... 58 42,5 44 0 45.7 47,3 48,6 3.5 3 4
Industrial goods.......- 283 39,4 41 7 43.7 45,2 46 9 6.9 4.4

SProvisional.
s Except contributions to the voluntary supplementary pension funds.

Source: German Democrat c Republic Statistical Yearbook 19)1, pp. 218.254; Neues Deutschland, Jan. 17 1980 p. 3;
DIW calculations and estimates.

trade turnover, however, by only 4.3 percent. The difference, which
amounted to more than 1,000 million M1. was partly caused by in-
creased savings. It was known from earl lir pension increases (in 1971-
72) that households of pensioners add t0 their savings after an in-
crease in their incomes." As increases in deposits in savings banks
demonstrated. this pattern was repeated in 1977. but there was also a
lack of supplies so that quickly rising demand could not always be
met.

In all. the whole five-year period was marked by shortages on the
domestic market. The improvement in the supply of manufactured
goods, which had been successfully carried out during the 1971-1975
period was gradually reduced (annual growth in percent) :

1971-75 1976 1977 1978 1979

Retail trade turnover, total..------------- 5.0 4.6 4.4 3. 3.2
Food and fin* oodstuffs..----------- 3.5 3.5 4.0 3.4 3.2
Manufactured goods.----- --------.. -- 6. 8 .8 4.8 3.4 3.7

Source: For 1971-78: Statistical Yearbook 1979, p. 21. For 1979: "Neues Deutschland," Jan.17, 1980, p.4.

In addition there are complaints about insufficient supply of many
consumer goods. In 1979, the 30th anniversary of the GDR, of all years,
serious shortages occurred. Some goods disappeared completely from
the market and many goods were offered in smaller quantities than
demanded. Hoarding purchases aggravated the critical shortages. The
establishment of "Exquisit-" and "Delikat"-shops, in which import
goods and high-quality domestic goods are sold at considerably higher
prices, was probably a reaction to these shortfalls. The expansion of
these shops was announced in the autumn of 1977.2* At the end of 1978

- Hans Juireha Kerstan, "First results of the effects of the pension measures of 197t1
on the general structure of expenditure In pensioners' households," Markforschung. VoL
3/1978. p. 31 et sq.

i Erich Honecker when opening the Party study year 1977/78 in Dresden. See Neues
Deutachland, September 17. 1977.. . 4 f.
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it was announced that these shops had achieved a turnover of 1,485
million M, which represented at that time 1.5 percent of the overall
retail trade turnover.21 In connection with the new price policy (see
below) it was presumably planned to expand supply still further.

TABLE .- PER CAPITA CONSUMPTION OF SELECTED FOODSTUFFS AND PRODUCTS OF THE DRINK AND TOBACCO
INDUSTRY

fla kilogramst

1960 1970 1975 1978

Meat nd me atproduct............................. ----- 6L0 7.0 I.
Of which:

Pork....................................... 33.0 39.0 4.0 53.0
Potry ...................................- 4.0 5.0 80 9.0

Eg and eu products. ..........-.....-...... 197.0 239. 269.0 284. 0
Butter............................................. 14.0 15.0 15.0 15.0
Marsarie-....-....--..-............-............. 10.0 11. 11.0 11.0
Flour. whet...---.----.. -------------...--..--- 46.0 52.0 54.0 57.0
Flour. rye.......................................... 50.0 40.0 35.0 320
Potatoes for huma consumpon....--------.... ......... 174.0 154. 142. 0 139.
Fresh veetables-....--.....-.........-----........ 48.0 61.0 61.0 65.0
Fresh fruit ...................................................... 34.0 32.0 29.0
Souther fruits....--..------------------.................... 7. 12.0 19.0 200
Suar and sugar products.........--....---...--.... 2.0 34.0 37.0 39.0
Cofle beans, roasted..---....-...--.---..-- ..---.. -1 2. 2. 4 2.7
To (rrams) -....................................... . 91.0 101.0 124.0
Ci;rettes (piece)----........--.--.......... ..---- 1, 069.0 1,257.0 1,451.0 1, 683.
Spiritit ters)..---....... -----. ...- ...-- ...----.-- 3.5 & L 1 10.3

Source: German Democratic Republic Statstical Yearbook 1979. p. 275.

TABLE -- STOCKS OF SELECTED DURABLE CONSUMER GOODS

Ihumber per 100 households

1960 19702 19758 1978 1979 190 *

Private cas ................................. 3.2 15. 22 341 3 .........
Radio receivers ----.........--.--.. --.-- 9. 9L9 96.3 9.2 ...................
TV receivers...------........................... 17 69.1 81.6 85 90 97
Electric domestic refnrmeraton---- .----------- 6.1 5 4 s 47 9 .6 91 100
Elecric domestic washing machines................ 6.2 53.6 73.0 711. 80 M

3Q0L

SSiAce 1975. the ures refer to the year end.
SPlanned wtaet.
* Excluding vehicles used predominately for business journeys.
* Licensed receivers.
Semre G60 Statistital Yarbook 1979. p. 276. Nues Deutachlad dated Jan. 17 1980. G6I. 00D 1/1976.

Nr. 4" p. 529.

It should not be forgotten that the improvement in the standard of
living of the population continued in this five-year plan period, al-
though at a slower pace. Per capita consumption of important food-
stuffs is almost the same as in the Federal Republic of Germany, and
the equipping of households with durable consumer goods has gradu-
ally improved.

Foreign Trade Development

Since 1975 only foreign trade turnover data (exports plus imports)
have been published. The regional sub-division, separated by imports
and exports, is no longer published. A picture of foreign trade develop-

a Joachim Herrmann In the report of the Politbureau to the 9th Congress of the 8ND
Central Committee. See Neues Deutschlanl. December 14. 1978. p. 3.

68-607 0 81 - 21
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ment can be obtained only by fitting the data of partner countries and
other CMEA countries into existing GDR statistics." The foreign trade
turnover of the GDR amounted to almost 110 million Valutamark
(VM)" in 1979. The average annual growth of turnover since 1975 has
been 10 percent with considerable fluctuations in imports and exports.
Taking ito consideration all individual values within the period of re-
porting, imports and exports grew by an average of 10 percent. The
trade deficit, which amounted to 4,200 million VM in 1975, reached its
highest level in 1977 with 8,000 million VM. The cumulative trade
deficit since 1974, when price increases became effective, amounts to
more than 30,000 million VM. This corresponds to more than 60 percent
of 1979 exports.

Within these overall data there are clear regional differences. GDR
exports to Western industrialized countries"4 are hampered by the
lack of competitiveness on Western markets and ongoing delivery com-
mitments to the other socialist countries. In the case of imports, fluctua-

TABLE 7-GRMAN DEMOCRATIC REPUBLIC FOREIGN TRADE BY GROUPS OF COUNTRIES

'hoa -m --- uBaionM vta-l-marik Pcentaep dabe AMIal

1975 1976 117 1978 1979' 1975 1979 rt

I-m-ort, ttl ............ 9 4 45. L 0.8 5.L71 57. 3 10r.0 10 10.7
scliat mmamsles. .--- ..- 29.11 34.21 3s54 37.3 0 6 651 10.

Of which:
CMEAcmutris*....-....... 24.94 27.3 32.70 .S03 35.7 63.5 S. 3 IL.

E3 It 3.L 54 41. 84 4617 51 3 100 I0 O t .

OwbrcI:AJ.-: „-.--._ (12.45) (12.5) (14.73) (1631) (L.1) (5 ) ( A)Of vich: CM.A coMtries. 4..5 24.32 71 29.5 3. 0 3 L 22.4 .7L2 1 46Wetm isdwMrhd 7.8r6 L 9. 9. 2L

DevSeopintemtr.---- ..----- LT L 2.Ln &0 4.4 8 17.

Blme 1916-79

" atWoo-4A1 -.-4X35 -8.04 -A454 -4.0 -24 .9
SIat=cssitu -. 47 -.85 -2.6 -1L.6 +L2? -. 79
Owic: CMEAcou.ris- ......-.. -.62 -1. 22 -16 -L 45 L -03

Of vri: U.S.S.R_ .. A-(-L64X-2. 03X-2. 37)(-. (-1)73)

Dw.opia ri,, -,............. -.1 6 -. 52 +.31 -. 7 -L37

* CMEA cnLs asord--g -1cia -St -co-umns.

SVY-Ve^ te-m i a mistsLu ait ad • a i•i GO1t6R iMetrade nmr•; i te ^i Io st Vi t

.* Aibal lt•a Cb, Cash~klekIa N Mp. ti Pod Rumania U.S.S.t Vta (dittod is 197).
Souwe: Genma DOemMst Repuic Statistd Yearbooks DIW calculadio and atimals batd Statibca Yw-

book a Polit, a CMEA StWaticb d Yerbuk, d torMn trade status th OL ECD csnies

s See also articles in the Weekly Reports of the DIW, especially No. 4T/1977, 6/1980,
T/1980.

SA statistical accounting unit which the GDR has been using i its foreign trade
slace the ld-1900s. Its rate of exchange results from a certain relation to the transer
ruble. Up to now this relaion has been constant: 1 transfer ruble- 4 .667 Valutamar
The rate of exchange with Western currencies fuctuates with the parity changes between,
trouble and conertible currencies. Value in 1978: 0.684 DM==I Valutamark.

SThe statistical situation for trade with the West is crlticsL The OR statistics are
contradictory and do not agree with those of the partner countries There • e grav
deviations in trade balance defcits. See Horst Lambrecht, "Trade of the GD with the
West." Weekly Report of the DIW. No. 39/197. See also Maria Haendcke-Hoppe, The
ODR's foreign trade statistics and their Informative value." in FS-Analysen -lTI.
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tions have been enormous (changes compared with the previous year
in percent): 1975, -0.4; 1976, +28.1; 1977, -10.0; 1978, -2.0; and
1979, +34.9.

Thus the basic problem of trade with the West-almost unlimited
requirements for Western products but only small possibilities of
financing them by exports-is revealed. Actual or latent imbalances
between exports and imports can obviously not be eliminated by ex-
panding exports but only by denying import requests. Any relaxation
will lead to a steep rise in imports again.

The commodity structure of trade with the West has remained al-
most unchanged for years. GDR imports consist mainly of investment
goods (e.g. machines, equipment, means of transport). Imports of raw
materials, pre-products and semi-finished products are astonishingly
high. The same applies to agricultural goods and foodstuffs which ac-
count for about one-fifth of all imports. On the export side, investment
goods are of lesser importance than in the case of imports. Consumer
goods with a share of 14, however, are of a greater importance. The
most important buyer of consumer goods is the Federal Republic of
Germany.

Growing at about 10 percent annually, trade with the CMEA coun-
tries has developed more strongly and more evenly than trade with
the West since 1975. It is evident, however, that the GDR's import
policy with respect to inter-CMEA trade became more careful. The
reason for this is probably the trade deficit, which developed after
years of surpluses in the course of price adjustments. The deficit prob-
ably also induced the GDR to make great export efforts in recent years.
Trade with CMEA had a slight surplus again in 1979.

Half of GDR imports from CMEA countries consist of raw ma-
terials. More than 75 percent of its exports are finished products--
notably investment goods and industrial consumer goods. Trade with
the smaller CMEA countries as, for instance, the CSSR, Hungary and

TABLE L--COMMODITY STRUCTURE OF GERMAN DEMOCRATIC REPUBLIC FOREIGN TRADE PERCENTAGE
SHARES

AM country Socialist couatrie industrial coutrie

1973 1975 1978 1973 1975 1978 1173 1975 1978

sports:
"MachiUs equipmat mem od

tl . .................. 24 31 30 29 34 35 1 20 1
Ot eriadustrial raw materis.... 11 11 11 7 8 8 19 16 16
Apicutun raw materials ad

foodshtul .....-......... 16 13 12 If 7 19 20 22
Chemical produc.............. 5 3 3 2 13 16 13
Industrial coaum- r oods....... 8 6 5 7 6 5 12 5 5

Exports:

tranesort ..- ----- 51 51 55 61 S6 64 16 14 17
Fuels iMerl raw materials

ms----------........---.. 11 12 1 8 7 21 27 22
Other idustil r ma rials.... 6 6 6 5 5 5 11 9 *
Ariculturl raw materials a

foodstuls ....m...... d 6 5 4 1 2 1 19 1i 14
Chami cprodects.......... 9 s 9 9 9 9 10 11 11
ladustrialceasumer ds..... 17 16 15 s 14 13 23 24 25

Somee: German Democratic Republc Satistic Yearbooks. DIW clculatins and esaties.
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Poland, however, has been of a substitutive nature in recent years.
Trade in finished products could be extended.

Trade with the Soviet Union plays a special role " and has never
lost its complementary character. In the exports of the GDR engineer-
ing products play a dominant role (70 percent in 1978). Soviet deli-
veries include a large raw material portion. Due to price increases this
portion has even increased in recent years, according to quantities sup-
plied it should have decreased instead. Imports of oil, for instance, in-
creased by about 20 percent between 1975 and 1978 whereas their value
doubled.

The importance of the price changes is also shown by the fact that
in 1970 the GDR could finance its oil imports with only 7 percent of
its exports to the Soviet Union, but that this figure will rise to 25
percent by 1980, assuming that trade with the Soviet Union is in
balance. In spite of the delay in the full impact of price changes, this
markedly high percentage of oil-related trade did occur. The delayed
adjustment of price increases on the world market, which is applied
in CMEA trade, diminished the foreign economic burden.

However, the difficulties that the Soviet Union is having in increas-
ing its raw material production will also have an effect on the GDR
in the next five-year plan period. For the first time in the history of
trade with the GDR the USSR will no longer increase deliveries of
important energy materials. Trade volume planned for the years 1981-
1975 " averages out to an annual increase of only 2.2 percent.

Summary

In all, the five year plan 1976-1980 did not work out as expected.
There has been no acceleration in growth, and the overall growth
planned for the whole period cannot be achieved. The average rate of
growth of GNP will probably be less than 4.5 percent. At the same
time considerable progress has been achieved in foreign trade. Nomi-
nal increases in exports remained only a little behind the rate of
imports. Export and import price data published until 1976 show that
the GDR was able to obtain some price increases for its exports. Im-
port prices have been higher, though, and the almost parallel develop-
ment of exports and imports since 1975 means that exports have risen
more than imports in real terms. Thus, the rate of growth of the na-
tional output utilized was smaller than that of production-a fact
which is also in line with the pattern of growth rates in the five-year
plan.

Consumption and investments remained generally within the scope
of the plan. Reduced growth has thus primarily affected the planning
estimates for foreign trade, in which stronger improvement had prob-
ably blii envisaged. Consequently, the trade deficit has been er
over the whole period than planned. The reduction of the overall de-
ficit, which developed in the meantime, will still require a long period
of intensive efforts.

* Joche Bethkekhagen and Horst Lambrecht. "Trade GD--USSR under the Indies-
tions o reduced growth " Weekly Report 7/80 p. 0 ft.

* Se Neae Deuatchland, December 14, i.



315

Fm-ur 1.-Planning and Implementation of Main GDB Economic Indicators,
1976 to 1980
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4. REFORMS "
The politico-economic task of the eighties will be to accelerate or

consolidate growth, to slow-down the increase in imports and to
strengthen exports. These tasks place even more importance on the
as yet incomplete process of "intensification" in planning and devel-
opment. The productivi v of labour and capital is lower than in West-
ern countries; consumption of energy and material is generally too
high. It will be necessary to organize production, planning, account-
ing and prices in such a way that available reserves will be freed up.
The reforms already implemented and those expected can be seen n
this context. They include changes in economic organization, improve-
ments in performance assessment and revisions in the price policy.

Changing Economic Organization by Forming Combines

DEVELOPMENT AND AIMS OF COMBINE-FORMING

Until recently the system for steering industry consisted in principle
of three levels. Between the top managerial level (Ministerial Coun-
cil, State Plancing Commission, and industrial ministries), and the
enterprises (combine, people-owned enterprise (VEB)) there was an
intermediate level consisting of the Associations of People-owned En--
terprises (VVB), which managed, coordinated and controlled the en-
terprises placed under them. This tripartite structure was recently
changed. Most of tie VVBs were dissolved and large combines were
formed at the level of enterprises." In early 1980 there were 129 com-
bines in industry and construction. About 90 percent of the industrial
work force and of the scientific-technical resources was concentrated
in 110 combines.' The combines consist, as a rule, of 20 to 40 enter-
prises, whose work force ranges from 5,000 to 70,000. The average
work force is about 25,000. The three-level principle-Ministry, VVB,
Enterprise-and the two-level system-Ministry, Enterprise-have al-
ternated previously in the GDR. Combines have also been formed be-
fore, especially at the end of the 1960s within the framework of
"structure-defining planning." However, at that time some sectors of
industry remained almost unaffected while the recent forming of com-

SSummary of a contribution for the NATO Colloquium In Brusels tn April 1980." Manfred Melser, Ange'a Schersinger, Cord Schwartau. "Will the economic system ot
the GDR become more elcient by increased forming of combines?" In Vierteljacehefte
sur Wirtschaftaforachung des DIW (Quarterly Review of Economic Research), No. 4/1979.

- G(inter Mittag, "Socialit Planning Economy to the benefit of the People and to
strengthen our Republic," "Einheit" (Unity), No. 9/10, 1979, pages 931 L
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bines covers all industrial sectors. The evolution of economic organi-
zation between 1973 and 1979 has been as follows:

Number of cobines and WI

Until 1973 Until 1979

Industrial combines....--..--.......... ------------------------ - ---- ------ 37
Construction combines-.......--.......------.... ---------------------------------- 12 i

Total of combines-..............---------------------------... .- ------ 49 8

WB:
In industry----..............----.......................................-------------........... 53 13In the budin trade........................................... ........... 4 ..............

Totrl ot WB».,,-- ,---. --------------------------------Total of VVBs .....--------------------------..........................................----.......... ---------------- 57 13

Combined and WB..............--- ...------- ----------------------------- 106 122

I About 50 percent of these were formed as "structure-definin" combines in 19681/70
2 About 50 percent of these were formed in 1971-79 With a few exceptions the VV8 were dissolved simultaneously.
* Early 1980: 129 combines.

Source: Mantred Meize, Angela Scherziner. and Cord Schwartau. "Wll the economic system of the GDR become more
efficient through increased forming of combines?" In "Vierteljaheshelte zur Wirtschaftsforschun. No. 4, 1979, p. 368.

According to Honecker. the forming of combines is "at present the
most significant step in perfecting management and planning" 30 be-
cause "in the combine the decisive phases of the reproduction process--
from research and development, construction of means of rationaliza-
tion to the production proper, including the supply of quality-deter-
mining material and the sale of products on the domestic and foreign
markets, are economically comprised." 3

The following results are generally expected of the combines:
Growth of productivity through better coordination; a better solution
of supply problems, especially by the affiliation of the enterprises in
question: acceleration of scientific-technical progress by incorporating
research facilities; more efficient investment through better adapabil-
ity; and increased exports through reorientation of foreign trade
administration.

At the same time, by reducing the number of levels in the managing
system of the national economy, the efficiency of transmitting and
processing information is to be increased. Bureaucracy and super-
fluous reporting are to be reduced and the central authority is to be
freed to concentrate on essential questions.

IMPLICATIONS FOR THE ORGANIZATION OF PRODUCTION

The combines have considerably reduced the number of supply rela-
tions between sectors. Supplying firms have been affiliated or newly
established. Individual enterprises have been amalgamated into larger
production units. General engineering and tool-making combines, for
instance, have their own foundries, while shoe industry combines have
their own leather production.

Producers of Diesel engines have been affiliated with agricultural
machinery and shipbuilding combines, mining machinery firms have

SFrom the report by the Politbureau to the sth meeting of the Central Committee of
the BED. Neues Deutschland, May 25. t78, p. 4.

a Giinter Mittag, ":To exploit the advantage of Socialism for Higher Effectivity,"
Neues Deutachland August 2-27, 1978, p. 8.
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been affiliated to the potash industry and arc-welding equipment firms
to the copper mining industry. In the metalworking industry whole
power plants have been affiliated.* The constant difficulties with sup-
plies, which have almost become a characteristic bottleneck in the GDR
are to be at least reduced in this way.

The forming of combines is expected to accelerate technical progress
in industry. Experiments to include the dynamic element of "technical
progress" efficiently in planning have been made for many years. The
insufficient number of development projects; terms of reference and
especially the difficulties in putting research results in to production
were constantly criticized. A great number of the joint research fa-
cilities of the enterprises (especially the VVBs) have now been in-
corporated in the combines. At the beginning of the 1970s two-thirds
of industry's research and development capability was available at the
enterprise level; 3 now 90 percent is.

It is emphasized that the combines have the special capability of
being able to plan the research process in a comprehensive manner be-
cause research and development and its practical application in pro-
duction is in one place and is closely connected with production. Great
improvement is expected, especially during the phase of application,
e.g. by providing development capacities, supplies and equipment.

The recent forming of combines was accompanied by efforts to im-
prove the efficiency of foreign trade organization and to bring the
combines into closer contact with the world market. To this end, the
division between production and sales-by the foreign trade enter-
prises. which are mostly specialized by branch-is to be modified to a
certain extent. A small number of combines has been given wide-rang-
ing foreign trade functions which are executed by a foreign trade
enterprise, which has the status of a combine enterprise, as a rule.
A large number of combines is to be authorized to do "independent
business" in the export sector, i.e. they are entitled to conclude foreign
trade contracts on their behalf and their own account, and this not
only-as before-for spare parts but also for finished products."
However, they are still not given any share in their foreign currency
earnings.

TIE COMBINE WITHIN THE ECONOMIC MANAGEMENT SYSTEM

Following the dissolution of the VVBs, the combines and their
managing bodies have been given a considerable part of the decision-
making privileges of the former middle management level for the time
being.3" The greater economic potential and the greater authority of
the combine directors to assert their will in their relations with the

- See details In Melser, Schersinger and Schwartau, op. cit. p. 369.
* Angela Scherzinger. "Planning, Organisation and Control of Research and Develop*

ment In the ODR-Aspects of Scientific-Technical Progress," Special Review of the German
Institute for Economic Research (Sonderheft des DIW) No. 116/1977. page 148.

" Cf. First Implementing Instruction on the ordinance regarding the control and
implementation of foreign trade-Enterprises' Independent Businee--dated 17 November
1978. Official GDR Gaette, Part 1/1978. paces 448 f. as well as Hermann Engler and
Dietrich Maskow. "The Realisatlon of the Foreign Trade Monopoly and Simultaneous
Implementation of Foreign Trade Tasks by the Combines," Wirtschattarecht (Economic
Law). No. 1/1979, page 21 t.

SDirective on People-owned Combines, Combine Enterprises and People-owned Enter-
prises, November 8, 1979, Oicial ODB Gazette, Part I, No. 38, November 13. 1979.
p. 83



319

subordinated enterprises also give the combines more power vis-a-vis
the industrial ministries. However, the formulations about the so-
called "grown margin of decision-making" of the combines in the
GDR are very flexible. For instance, the statement that the ministers
should now concentrate on the "main problem" allows many interpre-
tations. The content of the decisions 3 on the related changes in the
work of the ministries and the State Planning Commission is unknown.

The GDR's economic leadership expects that the combines will pro-
vide for a "visible improvement of rationalization." In principle, the
re-organization will create favorable conditions for rationalization.
Tight and uniform control of the entire production process can reduce
the discontinuities in the production process which restrain produc-
tivity and the continuous supply bottlenecks. In certain cases it can
permit better diffusion of innovations. However, success cannot be ex-
pected automatically. To achieve this, the combine directors and other
senior executives must show a willingness to innovate. Such willingness
does not automatically flow from the forming of combines.

Moreover, the speed and scope of combine-forming in 1978-79 shows
that the reorganization was not preceded by thorough calculations of
the optimal enterprise size. This is particularly apparent in the many
cases in which VVBs were merely converted into combines of the same
name. Independent VEBs, regardless of whether they are small or
large, frequently continue to exist, and genuine mergers between enter-
prises within a combine are rare. There are however, exceptions, espe-
cially in the microelectronics sector (e.g. the combines of Robotron,
Micro-electronics). Moreover, the disadvantages of a high degree of
concentration should not be overlooked: There is no compulsion to
utilize the results of research and development for improving proce-
dures and innovating products. Furthermore. the monopoly position
of many combines as well as of individual combines' enterprises makes
efficiency comparisons between enterprises impossible, thus limiting
the possibilities for director generals to obtain information on the
optimum capabilities of production.

Considerations on Performance Assessment

In connection with the targets for saving material, increasing qual-
ity and improving production according to requirements, assessment
of performance in planning and accounting becomes the "key prob-
lem," as Honecker asserted."

As long as performance is primarily assessed on the basis of gross
production, the enterprises are inclined to fulfill the plan by using
larger quantities of material and relying on material-intensive sup-
plies. Hence the demands to reverse the trend of increasing material
intensiveness. So-called "ineffective cooperation within and outside
the combines" has also been pointed out. A further criticism is that
the premium fund depends on overfulfilling the indicator "goods
production" which gives the collective enterprises a material interest
in increasing quantity produced to the neglect of quality and meeting

" Erich Honecker "The next task of the Party Ina aplementing the decisions of the
9th Party Conress of the BED," (East) Berlin 1980, page 42."w Ibid. p. 41.



of requirements. The priority given to meeting planned goals in the
indicator "industrial goods production" also leads to contract backlogs
and stocks in excess of plans

Although it is regularly stated that "industrial goods production"
will continue to be one of the decisive index numbers of socialist plan-
ning, there apparently have been experiments with additional indica-
tors and discussions about their use.

Following a Ministerial Council decision, the usefulness of the in-
dicator "final product" is being tested in planning and accounting.*
Since January 1,1979 the combines directly subordinate to the indus-
trial ministries have been planning and calculating final product index
for their production. In simple terms, final product is the industrial
goods production of a combine less consumption of materials. The use
of this indicator as a criterion for performance assessment is supposed
to prevent the inflation of goods production by turnovers within the
combine.

However, since it is limited to relations within the combine, the in-
dicator "final product" reflects only partially the efforts to reduce
material consumption. The Ministerial Council has therefore decided
starting from March 1980, to use the indicators "net production" and
"basic material costs per 100 M production of goods" for the purpose
of management, planning, accounting and for the measurement of
output.* This is intended to effect a reduction of total costs, i.e. not
only within the sphere of the combine. The USSR's new planning and
innovation policies are, of course, discussed in the GDR.4 Guided by
the Soviet experience in particular, the introduction of the indicators
"production according to contract" as an essential yardstick for assess-
ing performance has been proposed. The trend seems to be the use of
a whole system of indicators to assess performance. No doubt this is
the right thing to do in view of the different elements of efficiency,
but this system is complex and clumsy when the priorities for individ-
ual and overall economic targets have to be established.

Price Policy Measures

CHANGES IN INDUSTRY PRICES ACCORDING TO THE PLAN

Since 1973-74 the GDR has had to decide whether to shield its econ-
omy from the effects of the price increases for raw material imports
as well as domestic raw materials by paying subsidies. A decision in
favor of price increases has been taken with the declared objective of
thereby inducing enterprises to economize in their consumption of
raw materials The processing industry was not allowed to pass on
the higher prices for production material to consumers. Higher prices
for inputs were to be offset by savings and-where this was not pos-

* See Mantred Melser and Angela Schersinxer. "Re-organizntion of the economic system
of the ODR The Neonomle leadership tolerates more discunMona," Viertelahrahette su
Wlrtchafttorchnnt des DIW, No. 4/1978. paxes 879 f." Peter Hos "What l the final prodct-How Is it planan"ed "Die Wirtachat" (The
Economy). Na 1/1979, page 18.

* Die Wlrtschaft. No. 8/1980, p. 1.
*a 8& Han-Joachia Beyer and Hilmar Sebmidt, "Intenslfcation under changed conde

tions." *'•te Wirtscaft" No. 2/1980.
"* See Fred Matho, "The development of industrial prices furthers intensiflcatlel"

"Blnbelt," N. 9/1975, pages 1012 L.
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sible--were to be balanced by reducing profit payments to the state
budget ,or even by subsidies.

If one looks at the resolution on price increases according to plan in
industry. it is apparent they have been made in a logical sequence:

Industrial pricf increascs according to plan in the GDR

January 1. 1976-Raw materials and raw material-intensive products: Oil,
electric energy, gas, solid fuel, building material, metallurgical products, dead-
moild casting products, potassium products, leather products, raw material for
the zlass and ceramics industries.

Janua.- 1. 1977-Semifinished products and spare parts: Metallurgical products,
chemical products, wood, building material, wool, cotton, glass ceramics, en-
giueerig products, projecting works.

January 1, 1978--Special chemical products, machines and equipment, spare
parts, i.e. pharmaceutical products, paints, fibres, tissues, leather products,
plastic products, machines and equipment.

January 1, 1979-Construction and assembly works, finished products, i.e. build-
ing material, construction works, products of the textile and clothing industry,
artificial leather and leather products, furs, ceramics.

January 1. 19~---Raw materials and raw material-intensive products: Oil, elec-
tric energy, gas, thermal energy, solid fuel, products of primary oil processing,
synthetic coal processing, iron and steel metallurgy.

Source: Doris Cornelsen. "Burden of foreign trade reduces the chances of growth: On
the condition of the GDR's Economy at the end of the years 1970/1980," The Weekly
Report of the German Institute for Economic Research, No. 6/80.

In 1976 price increases were limited to raw materials and raw
material-intensive products, followed a year later by semi-finished
products of the first stage of processing. By the beginning of 1979 the
wave of industrial price increases had reached finished products.

Throughout these years, the changes in industrial prices according
to plan applied only to certain consumer goods sectors as a result of
the principle of constant consumer prices. Detailed directives pre-
cluded price increases affecting the population.

The extent of the price increases is not known. However, the wave
of increases was reflected in the accounting results of the state budget."
In 1976, the first year of the price changes by plan, net profit transfers
by the enterprises decreased. At the same time a price balancing
mechanism in the form of a new expenditure item was created for
those enterprises which were unable to offset their cost increases by
saving material or by reducing their profit transfers. Moreover, con-
sumer subsidies were increased in 1976 and the 1979 budget plan.

The most recent directives on industrial price changes according to
plan show that a further price round has already begun. Higher prices
for raw materials and raw material-intensive products became effec-
tive on January 1, 1980. Almost the same group of goods as those which
led the first price round in 1976 were affected. A continuation of price
increases is probable with no foreseeable end. It is likely that the raw
material prices established in 1979 for the period beginning January 1,
1980 are no longer in line with world market prices.

For the production sector, the switch to price increases according
to plan is in keeping with the urgent necessity of adapting the distorted
cost structure of the GDR's economy to conditions of shortage. How-
ever, the likelihood of reduced material consumption is limited by

"* Budget calculations until 1978 in the ADpendlces to the Parliamentary (Volkskammer)
publications of the GDR. See also Maria Elisabeth Ruban and Hein V rtnann, "Reduced
expansion of the state budget of the GDR." Weekly Review of the DI, No. 6/1979,
p. 58 .
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the alternative possibility of reduced profit transfers or of subsidies
which exists for at least some products.

PRICE POLICE AT THE CONSUMER LEVEL

Until recently the principle of constant consumer prices was pre-
dominant." In what seems to have been the most important economic
policy decision for a long time this principle was modified in 1979.

In the autumn of 1979 prices for some manufactured goods-
especially textile and clothing industry products--were abruptly and,
in some cases, substantially increased. Some extremely high price in-
creases were rapidly cancelled, however. A new pricing policy for basic
consumer goods was announced at the 11th meeting of the Central
Committee of the SED in December 1979:" Prices for basic consumer
goods would remain stable; however, prices for new products with a
higher consumption value will be established in relation to costs. Even
in the past, when a policy of constant consumer prices was pursued,
price changes for consumer goods were made. However, they were
justified by product changes and changes in the range of goods. Now,
the extent of price increases justified in this way will probably grow.

The change in pricing policy was presumably the result of the
planned price increases at the enterprise level. In 1979 the wave of
price increases reached finished products. To balance this, higher sub-
sidies were required and some of the products no longer yielded the
tax income formerly received from their sale. Therefore, the ensuing
discussion about a long-term price policy came as no surprise. More-
over, the price changes were almost certainly connected with the prob-
lem of final use, which will confront the GDR in the long run: In
view of the necessity of using production increases primarily for
increasing exports, price increases siphon off purchasing power.

The effects of these decisions on the consumer price level are still
uncertain. Up to now necessities were not only sold at constant but
also at low subsidized prices. To this category of goods and services
belonged basic foodstuffs (bread, potatoes, meat), solid fuel, children's
clothes and basic services (rents, transport fees, laundry services).
Sophisticated goods, on the other hand, have always been relatively
expensive (especially television sets, care, washing machines, refrigera-
tors and luxury foodstuffs)." Most consumer goods and fine foods are
subject to a differentiated consumer tax, the "product-bound tax".
From the revenue of the state and the related retail trade turnover it
can be concluded that the tax is high-on average more than 100 per-
cent of factory prices."

In view of the high price level, it is doubtful whether further price
"increases can be applied without seriously annoying the population.
It seems that the special high price shops ("Delikat" for foodstuffs

"* SFo Walter Halbritter "The price policy of the socialist state to realize the policy of
the 9th Party Congress of the SED," "Sosialistiache Flnanswirtschaft," No. 9/1979, pages
10 t.

s Erich Honecker. Report by the Polltbure to the llth meeting of the Central Committee
of the SED. Nenee Deutschland. December 14,1979, p. 5.

*See also Charlotte Otto-Arnold. '"he Relation of the Purrhasing Power between
D-Mark and Mark (GD1). A recalculation." Bonderhefte des DIW. No. 129/1979.

* See. Maria Elisabeth Ruhan and Heins Vortmann. "Tre state budget of the GDR
under forelga trade stresa" Weekly Report by the DIW, No. 5/1978, pages 58 f.
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and "Exquisit" for manufactured consumer goods) are to be extended,
thus generally maintaining a dual price system. Some figures show
that the share of these special shops m retail trade went up
considerably.

5. PERSPEwCrVES Fou TrHE 1980's

At the 11th meeting of the Central Committee of the SED in
December 1979 the Secretary General of the SED, Erich Honecker,
stated in the Politbureau's report ". .. We are not only facing a fur-
ther aggravation of an already complex situation. We are confronted
with a new situation." His statement was motivated by the increases
in world market prices in 1979 and by the realization that price in-
creases would probably continue. Therefore, increasing exports and
reducing the increase in imports remain necessities.

To estimate long-term growth and GNP use strategy under these
conditions, assumptions about the foreign component must be made
first. It has been estimated that the sudden price increases in 1973/74
imposed an annual burden of between one and two percent on the
GDR.* Under these conditions, GNP would have to grow 1.5 percent
faster than the domestic use of GNP in the 1980s.

The only method of estimating potential economic growth is to ex-
trapolate from present trends. In this regard, it should be noted that
economic growth during the 1980s can be achieved to a smaller degree
than before by an increased work force. During the coming decade
the increase in the work force is likely to slow down markedly due to
the adverse age structure of the population:

Expected increase in the work force per 1,000 people
Numbw

1976 to 1980------------------------------------------- 310
1981 to 1985 ..-------- --.----.------------. ----- ---- -235
1986 to 1990 ------------------------------- ------------ 65

Source: Heins Vortman. "Presumable development of the population and the
work force in the GDR until 1990," Weekly Review of the DIW, No. 28/76, page
228

Thus the decisive ingredient in economic growth continues to be pro-
ductivity gains. However, forecasts in this field meet with consider-
able difficulties. In the past, the GDR's labor productivity developed
unevenly. Years of disturbances and bottlenecks as well as difficulties
due to weather conditions alternated with years of relatively undis-
turbed growth. Assessment of the current five-year plan is difficult
because reductions in working time have shortened the working
volume to an unascertainable extent. Worker productivity increased
by only 4 percent; but when taking the reduced working time fully
into account (without considering special shifts and overtime) pro-
ductivity increased by 4.5 percent.

Contributions to growth from increased quality and quantity of
capital are uncertain on the basis of available GDR data. Capital
stocks increased by an average of 5.5 percent from 1976 to 1978, so
capital intensity increased by 5 percent. Thus, capital intensity in-
creased more than did productivity because the capital coefficient (the

S.Tochen Bethkenhaa•n and Helnrich Machowaki. "Conenouencea of the new foreign
trade prices in CMEA." Weekly Review of the DIW, No. 17/1975, p. 131 .
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relation between capital and output) increased due to structural rea-
sons (high investments in the basic products sector).

In general ;he current five-year plan has been characterized by fall-
ing growth rates. On the optimistic assumption that improvements
in economic organization will put an end to the trend of falling growth
rates and assuming no further reductions in working time, future pro-
ductivity increases can be estimated at 4 percent and GDP growth at
4.5 percent. But this would require an increase in gross investment
of 5 percent in order to sufficiently boost capital stocks.

After deducting for the foreign trade burden, an annual increase of
3 percent is left for domestic uses. Thus, the increase in private and
public consumption has to fall to about 2.5 percent. A conservative
incomes policy will be necessary. Therefore, costly social-policy pro-
grams are hardly probable. Perhaps supplies will be shifted to the
"Exquisit" and 'Delikat" shops with their considerably higher price
levels in an attempt to absorb some purchasing power.

The economic leadership of the GDR is, in fact, confronted with a
very complicated situation. In view of the necessary increase in pro-
ductivity, it is very doubtful whether the real standard of living can
be limited to such an extent. It is more probably that the GDR will
have to accept an even higher foreign trade indebtedness.



GDR TRAIE WITI THE INDUSTRIAL WEST SINCE
1975: PERFORMANCE AND PROSPECTS

By Ronald G. Oechsler*

CONTENTS

Page
I. Introduction ----------------- --_. ---------. ------------- 325

II. Analysis of GDR Trade With the Industrialized West, 1970-79.---. 327
A. Overview ------ ------------------------------- 327
B. Analysis by Major Commodity Sectors--------- ----- 328

HIl. Conclusions-- ..... - _ -------------------------------- 337

I. INTRODc-c'ON

Trade between the German Democratic Republic and the West ex-
'anded rapidly during the first half of the 1970s, prompted by a series

of political and economic factors. These included:
Long awaited recognition of the GDR by most Western govern-

ments in 1973-74, leading to a broadening of economic, com-
mercial, and scientific-technical contacts;

A heightened emphasis in the 1971-1975 GDR Five Year Plan
(FYP) on upgrading consumer living standards--especially
meat and dairy supplies-thereby necessitating stepped-up
agricultural imports from the West;

More extensive use of foreign trade as an instrument of economic
growth in the Plan, chiefly through increased imports of ad-
vanced Western capital equipment; and

Stagnating Soviet fuel and raw material deliveries to the GDR,
requiring the GDR to develop alternative sources of supply
lest economic growth grind to a halt.

As a result, GDR trade turnover with the Wesc rose from $2.5 bil-
lion in 1970 to $6.3 billion in 1975 (see table 1). However, since
imports grew considerably faster than exports, by the mid-1970s the
GDR suffered a growing trade imbalance with the West-reaching
nearly $1.1 billion in 1975--requiring heavy borrowing on Western
financial markets.1

*Offce of East-West Policy and Planning. U.S. Department of Commerce.
I As of end-year 1975. th" GDR net hard currency debt had risen to $3.5 billion, nearly

three times as large as in 1970.

(325)
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TABLE L-G0R TRADE WITH THE WEST.' 197W-79

PMiNiuo U.S. delar•

Yew Twrovr Imports Ex.i Balce

1 ............................................... 45 1378 1078 -300
................................ 600 1,455 153 -302

172................................ .............. 3395 1.970 1425 -54
1................................. 4.726 2.776 1.950 -s82
1974 -- -------------............................................... 207 3,54 2,65 -
19 ............................................ 335 3,704 2631 -1 7
1976............................................... 7796 4.626 3,170 -1.45S
19 ............................................... 37 4.365 3,007 -135
197. -------------------------------------- 8 006 4.622 3.386 -1.230
197.-..--....-.....................--.-..- 412 6.167 4.245 -t1o2

* Deosa by GOR s "industrialiad caitast conetri."
Source: GOR Stastical Handbook and CMEA Statisticl Yearbook. Data on FAG-GDR trade wre ceavertd to doMars

using DM•US doll eczdang ras.

Alongside mounting trade deficits with the West, the GDR also
faced a deterioration n its trading position with the USSR, owing to
sharp prices rises in intra-CMEA trade beginning in 1975. These
drastically raised the cost of imported fuels and raw materials from
the USSR. and increased pressures to divert additional quantities of
capital goods and machinery for export to the Soviet Union.

The combination of these factors forced the GDR to adopt a big"
priority campaign to trim the growth in imports from the West, while
spurring exports to Western markets. These steps led to a modest
decrease in the deficit in 1976-78, as the value of imports fell slightly
while exports expanded 7 percent. However, sharp increases in the
value of fuel, grain, steel, and machinery imports of 1979--up 33 per-
cent from 1978-once again pushed the deficit to a record $1.9 billion,
despite an impressive 25 percent rise in exports to the West.

This paper analyzes GDR trade performance with the West since
1975 in order to ascertain the underlying causes for the persisting
GDR deficits and also to assess the prospects for an improvement in
the GDR trading position vis-a-vis the West over the next several
years. Owing to the absence of comprehensive GDR statistics, the
paper relies almost exclusively on data published by fifteen leading
Industrialized Western (I.W.) countries, which together have ac-
counted for 80-85 percent of GDR trade with the West during the
past decade.2 Despite the inevitable statistical problems involved in
using partner country data-which in this case show a considerably
lower trade deficit than indicated by GDR statistics -- these data pro-
vide the best available means of identifying trends in GDR import
needs and export capabilities, and assessing future growth prospects
for GDR-Western trade.

SAustria, Belgium-Luxembourg. Canada, Denmark, Federal Republic of Germany (FRG),
France. Italy, Japan, Netherlands, Norway. Sweden, Switzerland, United Kingdom (U.K.),
and Tnited States.

$ Between 1970 and 1974. the last year for which the GDR published import and export
data, GDR statistics show a deficit of $2.1 billion with the fifteen I.W. countries, compared
with $1.3 billion as indicated by partner country data. The largest discrepancy was in
GDR imports, where GDR fleures show imports of $1.1 billion more than reported by
the partner countries. In GDR exports, the discrepancy was $342 billion In 1970-1974.
The most convincing explanation for this discrepancy is provided by Marer. who stresses
the role of middleman trade. This involves purchases of goods from third countrie--
xenerally LDC'u--through a Western agent or "middleman." The CPE reports these as
imports from the Western country, whereas they are generally not treated as exports
hb the WNetern side. See. Paul Marer. "Toward a Solution of the Mirror Statistcs Puzzle
in East-West Commerce," in F. Levick, ed., Internationale Wirtachft, Vergletch und
Interdepwendes, 1978.
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Given the paucity of data on invisibles (i.et '1arance, interest, trans-
fer payments, etc.) the paper will focus entirely upon merchandise
trade. However, the GDR is generally considered to have an overall
balance with the West in these other items of the current account.4
Thus, an examination of the merchandise trade balance should provide
an adequate indication of the overall state of GDR commercial rela-
tions with the West.

The bulk of the analysis is contained in Section II. Following a
brief overview of recent GDR-I.W. trade. GDR import needs and ex-
port capabilities are examined in each of the six major trading sectors:
Food and Live Animals, Mineral Fuels, Chemicals, Basic Industrial
Goods, Machinery and Transport Equipment, and Miscellaneous Man-
ufactures. The analysis is based on disaggregated data for the fifteen
I.W. countries, arranged- according to one-digit and two-digit SITC
categories. The tabulations provided herein were derived by converting
FRG statistics on inner-German trade (reported according to a domes-
tic "Industrie Statistik' to an SITC format, and combining these
with U.N. data covering trade between the GDR and the remaining
fourteen I.W. countries. This permits a unified assessment of recent
GDR trade performance with the I.W. on a sector-by-sector basis. Sec-
tion III summarizes the major findings of the paper and discusses
implications for the future.

II. Ah sLYL or GDR TRADE WITH THE INDUSTRIALIZED WET, 1970-79

A. Overview

The development of GDR trade with the fifteen I.W. countries is
shown in table 2. From under $2 billion in 1970, two-way trade rose to
more than $5 billion by 1975, with average increases of nearly 30 per-
cent per year registered in 1972-74. This was twice as fast as the growth
in overall GDR foreign trade during this period. Although world
market price rises were responsible for some of the growth, the real
volume of trade also rose substantially, reflecting sharply higher GDR
purchases of food, industrial goods and capital equipment from the
West.

TABLE 2.-408 TRADE WITH THE INDUSTRIAL WEST.* 1970-79

IMillons of U.S. dollars

Year Turnover Imports Exports Balance

1970-....---.--....--.....-.......--------... 1,951.5 1 04 2. 909. 0 -133.5
1971....--.---..-.--..-................. ...------- 2213.5 1,8 1 0454 -122. 7
1972.................. ....-....--...- . 2729.2 1517.7 1,211.5 -306 2
1973.................................... 491 .9 19111 1,585.8 -327.
1974...------------.....- -.. -............... 4,626.5 2.51 3 2, 10L2 -4101
1975-----------. . ...---....-----............... 516. 1 2920.7 2 248.4 -627.3
1976.......--........-....-------------- ......... 5 697. 6 321& 5 2.481.1 ,735 4
1977............................................... 5811 7 3.1151 2,696.6 --411 5
1978..-..........- ....--........... .... 79L 9 3.657.7 3139.2 -518.5
1979...............................--- ..--.--..........-----------.. 8,736.0 4,805.9 3.930.1 -875.8

I Austria Belgium-Luxembourg. Canada, Denmark. Federal Republic of Germany. France, Italy, Japan, Netherlands
Norway. Sweden, Switzerland. United Kingdom. and United States.

Source: U.N. trade data, magnetic tapes; Federal Republic of Germany statistical ofce, "Waru•verkehr mit der 00R."
Reihe 6.

4 This reflects a substantial surplus with the FRO, owing to large FRO transfer payments
for road, post. rail. water and sewer service, and a large GDR deficit in invisible with
the other Western countries (principally Interest, insurance, and freight charges).

6807 0 - 81 - 22
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During this period the GDR was willing to tolerate sizable
trade deficits with the I.W., in the expectation that these could be made
up for by future export growth, especially after new industrial facil-
ities purchased from the West came on stream. However, these expecta-
tions suffered a major blow in 1975, when exports-hit hard by the
Western recession-expanded by just 7 percent, less than half the rise
in imports, and much slower than the 30 percent average growth
achieved the preceding two years. Consequently, the GDR deficit with
the I.W. jumped to over $625 million-50 percent higher than in 1974.

Coinciding with a sharp deterioration in trade with the USSR. this
prompted the GDR to take measures to reduce its growing imbalance
in trade with the I.W. These efforts, however, achieved only a short-
term improvement. Thus, from 1975 through 1977 imports grew only a
third as fast as exports (7 percent versus 20 percent), thereby narrow-
ing the deficit to roughly its level prior to 1975. Subsequently, however,
imports have accelerated, while exports have barely kept pace.* As a
result, by 1979 the deficit had jumped to $0.9 billion, significantly
above the previous peak in 1975-1976.

The following sections examine recent GDR trade with the I.W. in
six major commodity categories, accounting for over 90 percent of the
trade. After describing the principal products in each category, anal-
ysis focuses upon the effects of recent import restraints and export
expansion efforts, and examines prospects for the future.

B. Analysis by Major Commodity Sectors

1. FOOD AND LIVE ANIMALS (SITC 0)

Since the early 1970s, the GDR leadership has placed major empha-
sis on expanding meat supplies to the population as a cornerstone of its
consumer welfare policy. This has entailed heavy investments in do-
mestic agricultural production and also sizable imports of grain and
livestock feed. Throughout the seventies, the GDR imported an
average of about 3.0-3.5 million metric tons (MT) of grain and
another 0.7-1.0 million MT of oilseed cake and meal annually. These
imports---over half of which have come from the I.W.-have been
instrumental in raising per capita meat consumption to 84 kg in 1977,
the highest in Eastern Europe.

Since 1975, GDR imports of food products from the I.W. have
ranged from $100-$700 million annually, while food exports have held
steady at $300-$350 million per year (see table 3). This has resulted in
a net GDR deficit in this category of roughly $150-$300 million, com-
pared with a small positive balance which had existed in 1971.

Cereals (corn, wheat, and barley) have been by far the largest food
imports from the I.W. since 1975, followed by livestock feed (chiefly

SBeginning in 1975, GDR trade with the USSR swung sharply into deficit after years
of positive GDR balances. In 1975-1977. the GDR deficit totalled 1.4 million rubles, 7.5

percent of total GDR-USSR trade turnover. See Martin Kohn. "Soviet-Eastern European
Economic Relations. 1975-78." in soviet Economy in a Time of Change, Joint Economic
Committee (Washington: 1979). pp. 246-262.

*During 1978 and 1979, imports grew 54 percent, compared with a 46 percent rise in
exports to the I.W.
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TABLE 3-FOOD AND UVE ANIMALS CSITC 0)

lilies So U.S. doUl

1S11 Iu7 1976 11• 1978 197

Totl, GO0 imports fmiW. 13. 4 48L I 12. 405.8 524.2 M. 2
Meat Sd mi• part .... ... . 3 IL 9 17.6 21. s 23.3
Crel----------. 24.5 2M.I 432.L 1G. 28. 372.

Cr.s-,,,,p,.6 ..Ot............ 1.s 172.1 2 .1S 7.2 2s
Uwb(CkI teitiutul............... 61.1 3S.4 .4 143.1 124 13.:2
Oher........ ............-- .. 22.IL I. 3. 1 . 37.6 42 L.ZL r,2 211 2L 6 ILI V. 11. 1

ivUes -- 4.1 112.6 13.7L 10iO In.I IL I
MmN"aMetrpreparsisMn..-... 25.7 72.7 I.S 47.1 a. Z6.2
SUwm awp'sdun----------------- 21.6 26.1 25 31. 5 A.I 52.8

.................. 2.0 -13L 1 -24.5 -11.9 -16 9 -327.WM-t-.-- . 4 '-20.S --13LI -241L -IILl -Mi» -- 2.I

Smea: U.N. treIs dIta magn-e taped M Federwl RwpuMc I Grmy, "WarMssvmkr lit der D0R", Aese I
cmvetd ts SITC.

soybean meal). Cereals imports reached an all-time high of $430 mil-
lion in 1976 13 percent of total GDR imports from the I.W. This was
the result of a severe drought in 1975 and 1976, which sharply reduced
production of wheat, potatoes, and corn silage. In order to maintain
livestock feed supplies, the GDR was forced to make massive grain
purchases of Western-chiefly U.S.-grains. Imports of livestock
feeds, meanwhile, have climbed to $190 million in 1979; substituting
to some extent for more costly corn and wheat imports.

In addition to cereals and livestock feed, and GDR also imports
some $50-$6 million of meat, coffee, tea, and sugar products. These
imports have generally remained stable since 1975.

The principal GDR food exports have been live animals, meat, and
cereals. The FRG and France are the main consumers of GDR live
animals and meat, with the FRG taking nearly all the GDR's cereals
exports. Italy had been an important food market for the GDR prior
to 1976, but by 1978 exports to Italy had fallen off sharply, apparently
due to competition from other suppliers as well as increasingly strin-
gent Italian import controls.

Given the GDR's heavy reliance on imported cereals and feedgrains
as a means of boosting meat production, imports of food products from
the I.W. are likely to remain substantial for the foreseeable future.
The GDR has long pursued the goal of self-sufficiency in food, but has
made slow progress towards this end. It is also unlikely that its other
CMEA suppliers-the USSR, Poland, and Hungary-could boost
food shipments to the GDR sufficiently to permit a decline in imports
from the I.W.'

' GDR Imorts of gralns from the USSR have declined dramatically since 1970. In 1966-
1970. the USSR provided 64 percent of ODR grain imports. This percentage tell to 83
percent In 1971-1975. and to only 4 percent in 1970. See Jo-ben Bethl-enhawen and Horst

Lmbrecht. "ODR-USSR Trade Under Shaddow of Slackened Growth," DIW Wockenberich4,
VoL 47. No. 7 February 14. 1980 (translated in JPRS, 75377. March 26. 1980).
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Likewise, a major expansion of GDR food-particularly meat-
exports to the I.W. can probably be ruled out, given tight domestic
supplies, and the small number of markets in which GDR food prod-
ucts have found acceptance. The outlook for the future, then, is for
continued sizable GDR deficits in food and live animals, with the
actual size of the deficit in any given year mainly a reflection of
domestic agricultural conditions and availability of supplies from
other-principally CMEA-sources.

2. MINERAL FUELS (sITO 8)

As one of the two sectors in which the GDR has a positive trade
balance with the I.W., mineral fuels have been extremely important in
helping to pay for recent GDR imports of food, industrial goods, and
machinery. This is principally a result of highly profitable exchanges
of crude oil and oil products between the GDR and the FRG. In addi-
tion, the GDR purchases hard coal and coke from the FRG in ex-
change for deliveries of brown coal briquettes.

From 1975 throug' 1979, GDR imports of crude oil from the FRG
averaged 1.0-1.25 million MT per year (20-25,000 b/d), while exports
of gasoline, diesel fuel, and heating oil-mainly to West Berlin-
averaged 1.7-2.1 million MT per year (34-42,000 b/d). From $150-
$200 million previously, the value of fuel imports rose to $360 million
in 1979, due to sharply high r crude oil prices and a $100 million
increase in coal imports from tilh FRG. Escalating western prices also
resulted in a sharp rise in earnings from petroleum product exports to
the FRG and other I.W. markets, widening the GDR's surplus in
mineral fuels with the I.W. to $440 million in 1979, 3.5 times higher
than in 1975.

TABLE 4.-MINERAL FUELS (SITC 3)

IMilions of U.S. dollars

1971 1975 1976 1977 1978 1979

Total, GO imports from the IW... 51.6 148.7 193.2 211.3 194.4 363.5

Coke, coal, ad briquettes ..--..--..... 13.4 51.6 52.2 53.0 58.8 15. 5
Crude ptroeu--.. --........ -.....-- 31.8 90.7 130.2 149. 121.8 190.3
Petrolem products....-.....-- ..----. 4.5 6.4 10.8 .5 13.7 14.7
Oth .............................. 1.9 0 0 0 .1

Total, GO exports to th IW..... 67.0 273.9 339.8 371.7 430.6 799.1

Coke. coal and briquettes.............. 29.8 44.5 51.7 589 61.8 55
Gasoliediesel ful ad hatini oil..... 37.0 228.2 283.6 302.0 359.1 730.1
Other...--.--.. --......--- ...-- ...... .2 1.2 4.3 10.8 9.7 13.3

Balance.................--..... +1.4 +125. 2 +146. 6 +160.5 +236.2 +435.6

Source: U.N. trade data, maetic tapes; and Federal Republic o Germany Statistical Offic "Wareaverker mit de
ODD", RIbe 6. converted t SITC.

In the future, trade in oil and oil products will continue to pro-
vide appreciable net earnings for the GDR, as indicated by the recent
bilateral energy agreement with the FRG.* According to this aeree-
ment, covering 1980-1985, the GDR is to receive 1.0-1.1 million MT of
crude oil from the FRG in return for deliveries of 1.8-2.2 million MT

SFinancial Time, September 5, 1978.
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of refined oil products to West Germany. In addition the GDR is to
import DM 250 million (about $140 million) of hard coal from the
FRG each year. Assuming a 10 percent annual rise in crude oil prices,
and a somewhat faster rise in prices for petroleum products, the GDR
trade surplus with the I.W. in this category could reach $700 million
or more by 1985. This will help pay for a considerable share of
machinery and industrial goods imports and help reduce indebtedness.
On the down side, oil earnings could evaporate quickly if the GDR is
forced to import larger quantities of crude from the FRG and else-
where to make up for stagnating Soviet deliveries. Given its disastrous
impact on the trade balance, this step is likely to be taken only as a last
resort.

a. CHEMICALS (SITC 5)

The GDR is East Europe's largest chemicals producer, with output
currently growing at a substantial pace as a result of an ambitious on-
going development program. Since the mid-1960s the raw materials
base of the industry has been largely shifted from domestic lignite to
petroleum and natural gas from the USSR. The GDR also unports
significant quantities of feedstocks and advanced chemicals products
from the West, while exports of basic and intermediate chemicals to
the West have provided a major source of hard currency earnings
in recent years. On balance, however, GDR chemicals trade with the
I.W. has consistently been in deficit, with imports generally amount-
ing to more than twice the value of exports to the I.W. (see table 5).

TABLE L-CHEMICALS (SITC 5)

IMiloM of U.. dolla

1971 117 1976 1977 1978 1979

Total. GO ipo from ; lW.... 149.3 501.8 471.0 475.9 600.0 743.
Ckemical ealntsadcompo ed...... 54.2 247.5 257.8 267.5 315.6 425.1Organicchemicals................. 34.0 (174.4 (195.6) (18.3 199.7 296.

Organ|icd chmical-b--------------(19.31 (66.9 (57.4) (72) (103.6) (24)
DOyw d bingpreduch-----.---.---21.0 51.6 55.7 47.6 7.2 70.9
Medical dpharmacical prduc.... 7.4 26.0 25. 24.5 33.4 49.7
Ois d perfm--------------------............... 4.6 14.4 15.7 14 29.1 28.6
FortelMraufactured........ . 60.0 24.9 21.2 25.7 326
Plasticatrials................-- - 30.6 72.7 70.8 70.5 97.0 1254
Or.............................. 2 2 1.1 25.2 2.0 12.6

Totl, GO zporttotb W...... 87. 228.4 233.6 25.5 298.2 38.5

Chmical elet ad compounds...... 43.0 120.5 124.0 124.7 135.9 181.7
Orgmicchemcalo----------------(20.3) (56.3) (584) (6 (10821

ra cica---------------............... (11.5) (54.7) (50.3) 47.9 (
Dys d taningl products ............ 1.6 4.7 7 7 12 4Fti aufactmd ............. 19.3 43.7 43.7 512 68.4 9 S
Plasic mtrls --....-................ 12.8 22.6 31.4 40. 51.3 64.7
Ol r...................... 11.1 30.9 27.8 34.1 31.4 34.0

BalaMc..---.-..--.-.... -61.5 -273.4 -237.4 -216.4 -301. -353.6

Source: U.N. trade data. matc tapes; and Fedeal Republic d Germany Statistical OMke, "Wrnrkhr uit der
DD1", Beie 6 converted to SI

As part of the GDR's recent program to trim its trade deficit with
the West, imports of chemicals from the I.W. were cut 15 percent
between 1975 and 1977, while exports were boosted 14 percent. This
brought about a $60 million reduction in the chemicals deficit with the
I.W. by 1977. However, satisfaction of pent up industrial demand
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pushed imports up nearly 60 percent to $740 million in 1979, sur-
passing a healthy 50 percent export growth.

As shown by table 5, the principal imports from the I.W. have been
organic chemicals (hydrocarbons, alcohols, organic acids), and in-
organic chemicals (metallic oxides, salts. and carbides). Imports of
dyes and tanning materials and plastics have also been appreciable in
recent years. The major chemicals exports to the I.W. were organic
chemicals, fertilizers (chiefly potassium chloride), and plastics (PVC,
polyethylene). Since 1976, exports of inorganic chemical to the I.W.
have fallen sharply, reflecting a decline in ammonia exports from $30
million in 1975 to under $5 million in 1978. This was apparently due
to slumping ammonia demand in the major importing countries, as
well as expanded fertilizer production in the GDR.*

Over the next five-year plan the GDR is likely to continue to seek
above-average growth rates in chemicals production (targeted to
grow 5.7 percent in 1980). Despite intensive efforts to exploit domestic
carbide-chemical resources, however, the industry's raw material situa-
tion will become increasingly tight, particularly in view of the ex-
pected leveling off of Soviet oil and gas deliveries in 1981-85. This
will almost certainly require stepped-up chemicals imports from the
I.W., with growth in value terms likely to average 10-15 percent per
year through 1985. In view of the importance of these imports for
production of a whole range of finished goods (including textiles
clothing, paints, etc.) sustained import cut backs in this sector would
be highly damaging to production and export growth, and therefore
unlikely.

On the export side, growth prospects are fairly good, especially in
view of recent compensation arrangements concluded with Western
suppliers of chemical plants and equipment to the GDR. Included in
these deals are exports of polyvinyl chloride from a Hoechst (FRG)-
built facility at Schkopau, and large shipments of benzene, butadiene,
and butylene, produced at the huge Schw-edt aromatic complex, under
construction by Mitsui (Japan). A large, multi-year exchange agree-
ment with Dow Chemical, concluded in 1978, also provides for sub-
stantial shipments of propylene in exchange for polypropylene. These
shipments, plus anticipated increases in exports of fertilizers, dyes,
and other plastic products should boost chemicals exports to the I.W.
appreciably over the medium-term. However, given the GDR's heavy
export commitments to CMEA-which accounts for over 70 percent of
total GDR chemicals exports-export growth is not likely to exceed
growth in imports from the I.W., and there the outlook is for a con-
tinued large trade deficit with the I.W. in this sector.

4. BASIC INDUSTRIAL GOODS (8ITC 6) 1
o

Products in this category-including iron and steel, non-ferrous
metals, textiles, glassware, porcelain. rubber, and paper-have
accounted for over a fourth of GDR-I.W. trade, more than any other
one-digit SITC category. Rapid growth in imports of these products

* Ammonia imports fhy Denmark. Sweden. France. and the FRG-the major importers
of ammonia from the GDR in 1974-1975--fell sharply in 1976 and were still significantly
below their 1975 break as of 1979.

* Manufactured Goods Classified by Chief Material



333

from the I.W. was a key factor enabling the GDR to compensate for
stagnating deliveries of industrial goods from the USSR. traditionally
its major foreign supplier." Through the 1970s, the GDR consistently
ran a deficit with the I.W. in SITC 6, although the magnitude of the
deficit ($100-$300 million) was small compared with the large value
of GDR imports--$1.2 billion in 1979. This is a reflection of the
GI)R's traditional export strength to the West in intermediate
manufactured goods.

As with chemicals, imports of basic industrial goods were scaled
back in 1975-77, but grew sharply (40 percent) in the last 2 years,
showing their importance to meeting plan targets in a range of key
industries. Since 1977 exports have expanded by 25 percent.

The major share of GDR trade with the I.W. in SITC 6 is accounted
for by three products-iron and steel, non-ferrous metals, and textile
yarn and fabrics.

TABLE .- MANUFACTURED GOODS CLASSIFIED BY CHIEF MATERIAL (SITC 6)
IMdions f U.S. dollr

191 1975 176 19 1971 1979

Total, GDR imports from th IW.... 317.7 49.3 814.1 855.3 1011.9 1,194.2

Rubber anuactres................. L4 3. 7 32.4 32.1 43.0 44.
Papr, board. aa paper prodvct....... 10.9 37.8 24.1 37.4 44.7 61.3
Teutile hes. yar, fabrics.............. 50.2 174.6 182.8 187.7 203.1 249.4
Neoaetllic minral manufactures...... 5 29.6 27. 35.0 40.2 SL.
Iro and s --....................... 101.0 329.3 297.3 277.0 334.0 36L2
Nonfmerrus m s-.................... 8. 9 137.6 10. 9 152.2 173.4 202.1
Mebl m muactures NES.............. 20.1 46.5 58.2 51 3 103.4 13 2
Othw ....-......................... 16.7 26.5 82.4 64.6 70.2 3.5

Totl GD export to t W...... 263.3 555.5 639.7 751.9 824.1 946.1

Rubber maufactur.--.------........ 0 14.3 14 8 19.8 22. 24.1
Paper. board, aMd pap products.... 14.2 3.1 40.2 42.1 410 55.
Texie bbrs, yara,fabrics...--......... 62.7 166.6 196.4 202.3 235.3 177.5
Nonnetlic mierl manufactur...... 43.0 76.9 9 2.7 9 3 113.1 134.3
Irome and st-....................... 63.8 162.5 16 2 182.1 207.1 285.2
Nolerrous metals ................. 45.5 417 55.0 103.3 115.9 18.8
Mtal manufactu, NES.............. 17.0 32.1 32.5 38.8 47.9 59.4
Otfw ...- - ........................ 91 29.3 52.9 68.2 34.0 29.2

Balance........................ -54. 4 -292. 3 -172. -96. 2 -179.6 -24 1

Source: U.N. trade dta magnetic tapes; aad Fedeal Rpublic Germay Statisical Of. "Wureavlrr mit der
DOR," UiWS 6. covedi IT C.

In iron and steel, the largest of these, GDR imports from the I.W.
totalled $300-$350 million per year since 1975, while exports amounted
to $150-$250 million per year. Over two-thirds of this trade reflects
shipments between the GDR and the FRG. By and large, the GDR is
an importer of high quality products such as steel pipe and coils, alloy
and high carbon steel sheets and plates, and an exporter of basic iron
and steel ingots, bars, and plates.

Over the next several years, substantial new steel-making capacity-
much of it supplied by Western firms--will come on stream in the

Import slowdowns from the USSR have been especially pronounced in ferrou and
non-ferrous metallurgy. For example, GDR Imports of the following products have an
shown volume cutbacks over the pabt decade: structure steel (down 10 percent nl 1971-
1975) ; steel plate (down 15 percent) steel bar (down 13 percent in 1976-1978); rolled
non-ferrous metals (no growth in 1971-1975): and aluminum sheets (down 2 percent In
1971-1975). These cutbacks have had a major impact on the GDR metalworking industry,
which accounts for about two-thirds of its non-farm exports.
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GDR." Thus, import needs should moderate somewhat, while ship-
ments of steel under recent compensation deals should looxt exports to
the I.W. appreciably. This should enable the GDR to trim its deficit
with the I.W. further, thereby reducing pressure on limited hard
currency reserves. Barring substantially larger deliveries from the
USSR, however, the GDR is unlikely to become a net exporter of iron
and steel to the I.W.

Non-ferrous metals-chiefly copper, aluminum, and silver-is
another category whele imports from the I.W. have eased GI)R
material supplies in the face of slumping deliveries from the Soviet
Union. However, this has imposed a heavy financial burden on the
GDR, due to large import volume increases and escalating world
market prices. These caused the GDR non-ferrous metals deficit with
the I.W. to top $100 million in 1975, versus only $40 million in 1971.
Since then the GDR has coped reasonably well with this situation,
largely due to sharply higher exports of silver to the U.K., which
jumped from $9 million in 1975 to $75 million in 1979. These have
more than offset further growth in imports of aluminum, copper,
zinc from the FRG. It is uncertain however, whether the GDR can
continue to boost exports by the same pace over the medium-term
future. The GDR is not known to possess sizable reserves of silver or
other non-ferrous metal ores. Moreover, the GDR itself consumes
sizable quantities of these metals for production of electronics goods
and other products. Therefore, future earning prospects will largely
depend on price movements in Western markets rather than volume
increases.

Prior to 1979, the GDR ran a trade surplus with the I.W. in textile
fibers, yarn and fabrics. However, a sharp drop in fabrics exports to
the FRG in 1979-probably reflecting increased competition from
Third World suppliers-and a surge in GDR textile imports from the
I.W., opened up a $70 million GDR deficit in the category. The FRG
is by far the largest export market for the GDR-taking over 75
percent of exports to the I.W.

Given further expansion of synthetic fibers output, plus improve-
ments in quality and product mix. the GDR may be able to recapture
its earlier market share in the FRG over the next few years. However,
import controls may limit further earnings potential in the FRG.
requiring penetration of other I.W. markets to provide the bulk of
future export growth.

A final product worth noting is non-metallic mineral manufactures.
Unlike other categories, this is a net hard currency earner for the
GDR. with exports generally twice the value of GDR imports from the
I.W. in recent years. In i979. this yielded an $83 million surplus for the
GDR. GDR imlmorts of mineral manufactures consist mainly of build-
ing and construction materials (refractory brick, ceramic tiles, insula-
tion, etc.), while exports are dominated by glassware and porcelain
ware. Western demand for these high quality GDR products has been
fairly strong. sullresting additional export potential if supplies can be
increased at a sufficient rate.

" These purchases include: a $90 million rolling mill for the Brandenburc steel works:
a $135 million steel plant at Ilsenburg; and a $175 million reconstruction project at the
Marx Huette steel plant.
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5. MACHINERY AND TRANSPORT EQUIPMENT (SITC 7)

The GDR has made large purchases of Western machinery, equip-
ment, and complete industrial plants in recent years in an effort to
boost output and improve efficiency in a wide range of industrial sec-
tors. These imports-totalling $1.3 billion in 19I9--were relatively
unaffected by the slowdown in imports elsewhere, indicating the high
priority devoted to this task. GDR machinery imports, however, have
exceeded exports to the I.W. by a wide margin, resulting in the largest
deficit of any trading sector-reaching $860 million in 1979 (see
table 7).

TABLE 7.-MACHINEiRY ANt TRANSPORT EQUIPMENT (SITC 7)

IMiauomas US. doMrs)

1171 191/ 197 1977 1971 1979

Total, GUA imports hrom the W.. 358. 641.8 7911 786.9 908.8 1,286.5

Nonelectic mach y................. ------- 272.4 426 511. 571.2 6786 855.
Electric mac ry................. ... 8 1 S. 121.2 129.8 19 2
Tr spet equipment .................. . 129.2 191.1 6. 100.5 234

Totl, GOR exports to te IR .... 176. 264.0 311.2 340.5 415.0 432.

Nonelctric machnery................ 85 9 11. 115.2 13L 6 153.4 191 1
Electrc machinery.. . .......... 42.8 103.9 121.5 144.0 163.0 186.9
Transport equipment--....... ........ 47.5 41. 4 57.5 652 9 6 47.8

Baance...... --................ - 2.3 -337.8 -47. 9 -446.4 -493.8 -857.3

Source: U.N. trade data. malgne tapes; Federal Ropuolic o Germany Statistical Ofice, "Waenverkehr mitdw D00,"
Rath 6, convuted to SITC

Non-electric machinery has consistently been the largest and most
rapidly growing segment of GDR machinery imports, doubling since
1975. Included 'here are large turnkey plants for the chemical, metal-
lurgical, and automotive industries," as well as large quantities of
pumps, compressors, machine tools, and other machinery. These im-
ports have been only partially offset by GDR exports of non-electric
machinery, totalling $200 million in 1979.14 Export performance over
the past few years, moreover, has been sluggish, reflecting the gener-
ally greater difficulty which the GDR has encountered in marketing-
it products to countries other than the FRG. (West Germany accounts
for under 40 percent of GDR non-electric machinery exports to the
I.W.)

Electric machinery imports (power equipment, telecommunications
gear, computers, electronic controls, medical equipment) have also out-
paced exports to I.W. markets since 1975, reflecting lags in GDR tech-
nology and heavy export commitments to CMEA. Imports of trans-
port equipment, on the other hand, have fluctuated widely due to large
orders of railway freight cars from France, which topped $165 million
in 1979 after slumping in 1977-78. Exports of locomotive parts and
subassemblies to France have also been sizable in recent years. These

1 The largest of these contracts were: the $350 million Schwedt aromatic complex: a
$300 million fertilizer plant for Rostock; and a $340 million plant for a front wheel drive
axles at Zwickau.

" These include machine tools, printing and textile machinery, ofce machines, lifting
and loading equipment, etc.
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exports appear tied to GDR imports of freight cars from France, indi-
cating a potentially fruitful form of industrial cooperation. The GDR
has also made large sales of ships and boats to Norway. France, and
Sweden, totalling $70 million in 1978.

Over 'he medium-term future, machinery and transport equipment
will likely remain the largest deficit sector for the GDR. The leader-
ship appear-, to have accepted that imports of advanced Western plants
and equipment must continue if output and productivity goals are to
be met. This all but rules out a sizable slowdown or cutback in machin-
ery imports over at least the next 3--. years. This, unless exports pick
up, the deficit is likely to increase further. Given the relatively sluggish
performance of non-electric machinery exports in recent years, how-
ever, as well as the heavy commitments to CMEA, an abrupt improve-
ment in exports appears unlikely.

G. MISCEI.ANEOUS MANUFACTURED GOODS (SITC 8)

Miscellaneous manufactured goods have been a bright spot in recent
GDR trade with the I.W. This reflects strong export performance in
consumer goods--clothing, furniture, toys, musical instruments, etc.-
which provided the GDR with a trade surplus of over one-half billion
dollars with the I.W. in 1979.

TABLE L-MISCELLANEOUS MANUFACTURED GOODS (SITC 8)

IMilions of U.S. dollars

1971 1975 1976 1977 1978 1979

Total GDR imports from e IW... 42.3 109.2 107. 125.5 173.7 196.

Clothin -----..........-- ...-- .. ... . 9.7 31.0 21.3 24.5 48.9 44.9
Prof. se . instruments photooptical

goods, watches and docks............ -9.4 25.1 22.4 24.5 34.2 53.2
Miscellaneous manufactured aticles..... 12.4 48.1 46.5 53.6 66.1 70.6
Other ....------............-----.... 10.8 5.0 17.6 22.9 24.5 27.9

Total GOR exports to the 1W.... 222.5 453.7 465.9 510. 650.7 772 7

Furniturne-...................- .. 40.8 96. 8 93.5 11 9 154.7 188. 2
Clothlng...... -- - -- - - .....- ........ 87.6 192.6 19895 221.8 260.9 311.6
Prof.,scs. instruments photo/optical

oods, watches and clocks...-....... 22.1 38.2 486 45.8 53.8 58. 4
Miscelaneous manufactured articles..... 50.0 109.2 114. 124.6 153.2 170.6
Other-----................................ 22.0 16.9 9.1 0.0 28.1 43.9

balance-..----.....-...-..-- .. +180. 2 +344.5 +35 1 +384. 6 +482.6 +576.1

Source: U.N. trade data magnetic tape; Federal Republic of Germany Statistical Office, "Warenverkehr mit der DDR,"
Rihe 6, converted to SITC.

Clothing has been the most successful GDR consuIrer goods export
to the I.W. Since 1975, clothing exports have risen 60 percent to
$311 million seven times the value of GDR clothing imports from the
I.W."1 Ninety percent of these exports have gone to the FRG. although
sales to other I.W. countries have risen steadily over the past few years.
Underlying the recent export growth has been a shift in GDR clothing

1 Clothing was thus the second largest two-digit GDR export to the I.W. In 1978 (behind
refined petroleum products).
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exports from the Soviet Union to Western market." Given a continua-
tion of this trend, as well as further improvements in style and quality,
GDR clothing sales could show further strong gains in the future.

GDR export performance to the I.W. has also been impressive in
furniture and miscellaneous manufactured articles (ie. musical in-
struments, sporting goods, toys, etc.) In both categories exports topped
$170 million in 1979, resulting in sizable net hard currency gains.
(GDR furniture imports from the I.W. were negligible, while imports
of miscellaneous manufacture-probably destined for sale in hard cur
rency shops-totalled $71 million in 1979). These high quality exports
products have also found ready markets outside the FBP , ad thus
should post further gains in the future.

Also important were a variety of precision manufactured goods
used for science and industry, including instrumentation, photographic
and optical goods, and watches and clocks. These products have bees
the focus of a major promotional campaign, stressing the advanced
technical capabilities of GDR firms such as Carl Zeiss Jena and
Jenoptik. Although the GDB has achieved some headway in boosting
exports of precision goods to the I.W., these products have not yet
become a significant net hard currency earner. This apparently reflects
the difficulty of breaking into highly competitive Western markets, as
well as uncertainty over service and spare parts. Another factor is
the heavy GDR export commitnwitts to CMEA, which account for 80
percent of exports by Carl 4iss Jena, for instance." Sales to the I.W.
however, have far from exhausted their potential, and thus given fur-
ther patient market development efforts these exports could pick up
noticeably in yet, a to come.

Bab.d on the foregoing, the GDH appears almost certain to retain
a lai p positive balance in miscellaneous manufactured goods over the
medium-terma future. Imports aplpar to be generally under control,
despite an acceleration since 1977, while export prospects look very
good in each of the three consumer goods categories. In addition, in-
struments, optics and other precision products must be regarded as
potentially iiiptortant future hard currency earners which may further
stre•ithen the GDR's position in this trading category.

III. CONCLUSIONS

Analysis of recent GDR trade with fifteen leading Industrialized
Western (I.W.) countries I" shows that the GDR has consistently ac-
cumulated large deficits with the I.W. in:

Food and live animals-$329 million in 1979.
Chemicals-$354 million.
Basic industrial goods-$248 million.
Machinery and transport equipment-$860 million.

u The share of ODR clothing exports going to the USSR fell from 90 percent ia 1970 to
67 percent in 1978: over the same period the FRO share of -everal important export prod-
ucts rose significantly. In men's outwear, for instance. the FRO market share went from
9 to 2 riercent.

" "Zeiss Under the Magnifying Glas," Financial Times, April 15, 1980.
"" Identified In footnote 2.



On the other hand, the GDR has achieved a substantial positive trale
balance in:

Mineral fuels--$436 million in 1979.
Miscellaneous manufactured goods-$-576 million.

On a more disaggregated basis, the GDR is shown to be a heavy net
importer of machinery, grain, steel, textiles, and organic chemicals
from the I.W., and a net exporter to the I.W. of refined petroleum
products and consumer goods-especially clothing, furniture, musical
instruments, sporting goods, etc. However, GDR exports to the I.W.
have been sufficient to cover only 75-85 percent of recent import needs,
necessitating sizable borrowings from Western financial institutions--
chiefly commercial banks and official export credit agencies-to help
finance maj r equipment and agricultural commodity purchases from
the West.

The analysis also shows that steps taken since 1975 to reduce the size
of the deficit have only been partially successful. Through a combina-
tion of import cutbacks in grain and industrial goods, and stepped up
exports of oil products and manufactured consumer goods the GDR
did manage to trim its deficit by about $200 million between 1975 and
1977. (Significantly, machinery and equipment imports were rela-
tively unaffected by these import restraints). During this period, im-
ports grew only one-third as rapidly as exports to the I.W. (i.e. 6.6
percent versus 19.9 percent). However, the GDR was apparently un-
able to maintain these lower levels of imports beyond 1977, for fear
of choking off economic growth. In order to relieve pent-up industrial
demand, imports of iron and steel, chemicals, textiles, non-ferrous
metals and a range of other products all accelerated sharply in 1978
and 1979. This widened the 1979 GDR deficit to $875 million, well
above the previous record of $735 million in 1976.

Given continued slowdown in Soviet raw materials deliveries to the
GDR-particularly oil shipments-the GDR will likely become even
more reliant on the West for imports of raw materials and intermedi-
ate goods in the future. Grain and livestock feed requirements will also
remain high, while large purchases of Western machinery and capital
goods willbe needed in order to achieve targeted output and efficiency
goals. Over the medium-term future, therefore, import growth prom-
ises to remain strong, with little likelihood of a prolonged period of
import restraint.

Barring major efficiency-inducing reforms,1' export growth, on the
other hand, will probably barely keep pace with rising imports. Ex-
ports to the West may even decelerate if the GDR is forced to divert
additional resources for export to the U.S.S.R.-or perhaps OPEC-
in order to obtain needed oil supplies.20

" The on-going reorganization of most industrial enterprises into large-scatl, vertically
oriented kombinate Is a step in the right direction, although it is too early to gauge its
impact on export performance. The kombnate combine production, supply, research and
development, and in most cases foreign trade operations in one organization. The directors-
general of these kombinate enjoy expanded powers over subordinate enterprises. which
is expected to help improve product quality and delivery schedules to foreign and
domestic customers.

"- A recent analysis by the DIW, for instance, projects that by 1985 the GDR will have
to use one-third of its exports to the Soviet Union to pay for crude oil imports, even if
these level off at the present 19 million MT per year. See Japhen BethkLnha-en and Horst
Lambrecht, "GDR-USS Trade Under Shadow of Slackened Growth," DIW Wochenberfoht,
Vol. 47, No. 7, February 14, 1980 (translated In JPRS, 75377. March 26, 1980).

For a discussion of East European-OPEC trade see the article by Ronald Oechsler and
John Martens in the companion volume.
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We conclude, therefore, that the GDR will continue to suffer sizable
imbalances (probably $600-$1,000 million or more) in its trade with
the I.W. over the next 3-5 years. It should be noted, moreover, that in
addition to its direct merchandise imports from the I.W., the GDR
apparently purchases large amounts of raw materials from third
world countries through Western European middlemen, with payment
to the Western agent in hard currency. These imports do not appear
in our tabulations based on Western data.' when these are added to
direct imports from the I.W., the GDR deficit balloons even further,
requiring additional hard currency borrowings. Over time, the pres-
sures arising from this situation may be a compelling factor arguing
for further structural reforms in the economy. For this and other
reasons, developments in GDR trade with the West bear close scrutiny
in years ahead.

AA partial discoasio of thai question Is provided Ia footnote .
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SUMMaBT

FRG-GDR economic relations are a significant case of East-
West interactions which have been particularly effected by political
considerations. As a result of the FRG's constant position that trade
with GDR is not "foreign" commerce, and because it has sought to
utilize this trade relationship in the promotion of its Ostpolitik, spe-
cial arrangements have been developed and special advantages have
been offered which have usually been accepted by the East Berlin
regime. At the same time, GDR-FRG economic ties are essentially
similar in character to those typically obtaining between Centrally
Planned and Market economies.

In economic terms, FRG-GDR trade is an important component
part of the East-West trade ties of each partner. It is also important
to the GDR in terms of its total foreign trade. Trade levels have
grown at an uneven though substantial rate to a 1979 total of over
9 billion West marks. Trade has also been unbalanced, with a cumu-
lative GDR net trade deficit at this writing of nearly 4 billion West
marks. This is so despite a continuing, significant GDR trade sur-
plus with the city of West Berlin. The structure of FRG-GDR trade
has diversified and stabilized, with a very significant flow of raw ma-
terials and semi-finished products taking place in both directions.
Additionally, consumer goods and agricultural products comprise im-

*Department of Government. Southern Illinois University. The author wishes to thank
the Southern Illinois University Graduate School. the American Philosophical So.
city. Der Deutscher Akademischer Austauschdienst (Bonn). the U.S. National Academy
of Sciences. and. Die Akademie der Wissenschaften der DDR for their generous support for
this and related research. Of course, views expressed are those of the author.
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portant shares of all GDR deliveries, while on the other hand, FRG
deliveries of investment goods have been particularly significant.

In political terms, Bonn has consistently linked its trade policy
toward the "other Germany" to broader strategic objectives. Initially
this resulted in an FRG posture of trade denial or at least severe re-
strictions on trade, as Bonn sought to hinder the consolidation of
East Berlin's political position and the reconstruction of its economy.
Perpetuation of the GDR's weaknesses was seen as supportive of
West German hopes for political reunification. With the passage of
time, this policy was modified as GDR consolidation proceeded in any
case, and concerns about increasing people-to-people contact came to
the fore. By the late 1960s, the FRG had extended very substantial
economic advantages to the GDR which contributed to dramatic in-
creases in FRG-GDR trade. Nevertheless, trade promotion did not
result in broader political successes vis-a-vis the GDR, and following
tl.e 1969 formation of the Brandt Government, the FRG sought and
obmamed the normalization of its relations with the GDR by conced-
ing most of the essential political demands of the East Berlin Gov-
ernment. In this departure, trade policy played an important but
subordinate role.

The special characteristics of "Inter German Trade" (as charac-
terized by the FRG) have impacted upon Bonn's ties to the Common
Market. When the EEC was established, the FRG obtained an excep-
tion which placed its trade with "the German territory not under
FRG control" outside EEC jurisdiction. Subsequently, Bonn also
argued successfully in Common Market forums that the GDR was
not a "third country," a move designed to restrict East Berlin's con-
tact with the EEC and EEC members. Though this latter contention
has since been dropped, concern still is often expressed that the GDR
has improper and potentially dangerous access to the Common Mar-
ket through its special economic ties to the FRG. While the advan-
tages are clear, it appears that the concerns are excessive, and that
GDR penetration of the Conunon Market through the FRG will con-
tinue only at roughly present levels.

Indications as to future developments are mixed. Trade expansion
has been limited since the mid-1970s, and constraints on the GDR
economy appear to preclude much change in the foreseeable future.
On the other hand, knowledgeable observers on both sides profess
some optimism about the years ahead. The post Afghanistan East-
West political climate further complicates attempts at prediction.

I. INTRODUCTION

If trade between the Federal Republic of Germany (FRG) and the
German Democratic Republic (GDR) were a perfectly "normal" ex-
ample of East-West economic relations, the volume involved alone
would make it worthy of note. FRG statistics for 1978 show the GDR
to be its second most significant trading partner among the Centrally
Planned Economies (CPEs), with a total value of 8.82 billion West
German Marks (U.S. $4.4 billicen), below its trade with the USSR
($5.8 billion), but well above third place Poland ($2.4 billion). 1 By

'Der Bundesminister fuer Wirtachaft. "Berecht ueber den innerdeutsahea Handel und
den Ausenhandl der DDR," (13. Berict), Bonn, November 28, 1979.
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comparison, 1978 U.S. trade with the USSR, its leading CPE partner,
was $2.8 billion; British trade with the USSR was $2.2 billion;
French trade with the same country amounted in 1978 to $2.7 billion.
and, Japanese trade for that year with China was $5.1 billion and
$1.0 billion with the USSR.'

However, FRG-GDR economic relations have not been entirely
"normaL" They have been heavily politicized, even by the usual
standards of East-West trade.* In one form or another, they have con-
sistently been linked by the several successive Bonn Governments to
the questions of German reunification and the right of access to West
Berlin. Additionally, FRG spokesmen have regularly claimed respon-
sibility for the welfare of Germans living in the East, and have at-
tempted to devise trade policies toward the "Soviet Occupation Zone"/
GDR which would improve living standards in the Eastern part of
their "divided" country.

The leadership of the GDR, to be sure, has had sharply different
views on all these questions. It has opposed German reunification, at
least as envisaged by the West and without qualification for the past
two decades. It has similarly objected to FRG claiins that it alone
legitimately speaks for all Germans, and that Bonn has responsibility
for the welfare of the GDR population. Finally, it has to accept the
legitimacy of linking trade to broader political considerations. Never-
theless, East Berlin has been forced to view its economic ties with the
FRG in the broader political context, both because of Bonn's approach
to the "Inter-German" relationship, and also because the FRG has
been its fundamental external problem.

This is not to say that FRG-GDR economic relations do not share
many of the characteristics of East-West trade. After all, the GDR is a
rather good example of a CPE, while the FRG clearly has a market
economy. Moreover, the legal context of that trade as the administra-
tive procedures by which goods and services are exchanged between
them are quite similar to those governing, says, FRG-USSR or French-
Romanian economic relations.

In the pages below, both the unique features of FRG-GDR eco-
nomic relations (stemming largely from the intense political context in
which they have taLkn place), as well as their more usual aspects will
be outlined. First, the economic dimensions will be surveyed, after
which the political context and resulting trade policies it has spawned
will be examined. Next, the interplay between the FRG's Common

' All dollar figures in the above paragraph, except for FRG-GDR trade, are from IMF1,
Direction of Trade Yearbook, 1979.

SThe highly charged political atmosphere in FRG-GDR relations even extends to con-
flict over the terminology to be used in describing matters of joint interest. Thus, the FRO
consider its economic relations with the GDR as "domestic" commerce and describes the
flow of goods in each direction as "deliveries to" and "supplies from." rather than as
"exports" anm "imports". For the GDR, its FRO trade is "foreign" commerce, and it there-
fore uses the latter terms. The GDR also objects to the phrase "Inter German Trade,"
which is the standard FRG designation for its GDR commertlal tie.

The author has no interest in offending the sensitivities of either party. Yet clarity in
presentation is also highly desirable, particularly when these differences are likely to be
confusing to the uninitiated reader. GDR-FRG trade will be treated as foreign commerce,
since, apart from political considerations, that is what it clearly is. Otherwise, the divided
parts of the city of Berlin will be referred to as either East or West Berlin. despite the
GDR's preference for "West Berlin" and "Berlin." And. contrary to the usage of either
party, references to Deutsche Mark and Mark will be given as West German and East
German Marks respectively. In several tables drawing from GDR sources, the term Valuta
Mark is used as given. This is the unit of reckoning used in GDR foreign trade, where
prices have no necessary relationship to those set for domestic commerce.
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Market tie with its special relationship and with the GDR will be
considered, followed by a final section in which current problems and
future prospects will be the focus.

II. Ecoxoxlc DIMENSIONS OF FRG-GDR TRADE

a. General Observations and Characteristics

As geographically small, industrialized states with extensive raw ma-
terial needs, both Germanys are significantly dependent upon foreign
trade. Each exports over 20% of its produced national income, and
each is critically dependent upon key raw materials from foreign
sources.4

Some dependencies materialized only with the division of Germany
following World War II, for traditionally the country was composed
of highly interdependent regions. Thus, in 1936, the territory presently
comprising the GDR delivered 49% of its produced goods to the other
parts of the Reich, and obtained 55% of its needs from those same
areas in return.5 In 1938, what is now GDR territory produced only
6% of Germany's iron ore, 1.3% of its pig iron and 6.6% of its crude
steel.' Mitteldeutschland relied heavily upon the regions presently
comprising the FRG for these and other basic industrial goods, and
supplied lighter goods and products in exchange

Though present FRG-GDR trade levels are 'elatively high as East-
West commercial relations go, interdependence between the two Ger-
man states is much less than it was in pre-war days, and is really quite
marginal for the FRG. Tables I and II show FRG-GDR trade in the
context of their East-West and total trade.

SAccording to the calculations of the FRO Bundesminister fuer innerdeutsche Beale-
hungen. the 1975 figures for the part of total "Social product" exported by each was 21.5
percent (FRO). and 24.0 percent (GDR). In: Zablenspievel. Bonn. 1978. p. 27.

SBruno Gleitze. Die Industrie der Sowjetsone unter dem gescheiterten Siebenjahrplan,
Berlin (West). 1964; cited in: Siegfried Kupper. "Politische Aspecte des innerdeutschen
Handels," in: C. D. Ehlermann et al.. Handelspartner DDR-Innerdeutsche Wirtschaft-
abeziehungen (Baden-Baden: Nomos Verlagsgesellschaft, 1975) pp. 18-19.

*Figures cited in: Horst Lambrecht, "Entwicklung der Wirtschaftsbelzlehungen zur
Bundesrepublik Deutschland" In: iians-Adolf Jacobsen et al.. Drel Jahrsehnte Aussen-
politik der DDR (Munich : R. Oldenbourg Verlag. 1979) pp. 453-472.

a-607 0 - 81 - 23



TABLE I.-FEDERAL REPUBLIC OF GERMANY TOTAL TRADE, TRADE WITH EUROPEAN CMEA MEMBERS AND WITH THE GERMAN DEMOCRATIC REPUBLIC

(in million West marks and permt

155 1960 1965 1970 1971 1972 1973 1974 1975 1976 1977 1978

Fdel Republic of Gerany total trade ........................ 1340 2751 144,566 239294 26048 23075 329,465 41234 413068 46.961 517,5 537,038
Federal Republic of GmanyTrade. ............. .......... 2,140 5283 38 1234 13 16470 20403 27078 2,727 34.009 34,272 33,574
Federal Republc of GermanyGerman DemocratcRepuic trade.... 151 2102 2467 4412 4,818 308 ,652 6923 7,266 8,146 8,293 8424
Federal Republic of Gemany/CMEA trade as percent of Federal

Republic of Gmny otal trade s. ......................... 4.2 .7 4.7 5 2 .3 L 8 8.2 6.5 6.9 7.0 6.6 6.
Federal Republic of Germany/Grman Democratic Republic trade as

percent of Federal Republic of Gerny/CMEA trd.......... 53.8 39.4 36.1 35.7 35.0 32.2 27.7 25.6 25.3 24.0 24.2 25.1
Federal Republic of Germany/Grman oemocrtic Repulidc trade a

Percet of Federl Rnepulic of GwDm y total trade.............. .2 2.2 1.7 1.8 1.8 1.9 1.7 7 1.8 1.7 1.6 1.6

SInclude Fderal Republic of Grmany/German Democatic Republic trade. Federal RpW ic of Soure: "Statistlchs Bundeampt " Facheele F (1976-78 Fch ); Fh ) Fachaeri "St-.
wmany statistics show Federal Republic of Germany/Gman Dmocratic Republic trade as 'Inter tIhties Jahrbuch mw die Bunderpublik Dutchiand " (varts yarsn).

German " rather than foreign trade.
*Only European mnbers of CMEA: Bulgaria, Cmchorsi ak. QwGerm Democratic Republic

HNagar, Poland, Rmania, and tn U.S.S.R.

TABLE II.-GERMAN DEMOCRATIC REPUBLIC TOTAL TRADE, TRADE WITH "CAPITAUST COUNTRIES" AND WITH FEDERAL REPUBLIC OF GERMANY

IIn 1,000 valuta arks and percent

1955 160 165 1970 1971 197 1973 1974 1975 1976 1977 1978

GermanDemocratic epublictotal tade............ ......... 10,389 1,487 24,693 .597 42,241 46.782 53.502 64,013 74,394 85456 91,726 96,870
German D ocratic Reubic trade with' capitalist" countries...... 2592 3,879 5346 9656 10, 268 12,049 14,904 19,791 19,295 24208 21758 22005
German Democratic Republic-Fdrl Reubic of Germanytrade... 132 1,911 ,432 4,050 4, 2 4,828 4 935 7 6475 7,360 7751 7973
German Dmocratic Republic "apitalist' trade as a percent of total

trad, ................................. .............................. 25.0 21.1 21.7 24.4 24.3 25.8 27.9 39 259 28.3 23.7 22.7
German Det•a.tc public-Fedeal Republic of Grmny trade

apececof "capitalist" trade ......................... .. 43.7 4.3 41.5 41.9 41.8 40.1 33.1 0.36 .6 0.4 35.6 36.2
German Democratic Republic-Federal Republic of Gemay trade as a

percent of Geran democratic Republic total trade ........... 10. 1. 5 10.2 10.2 10.3 9.2 1.4 8.7 8.6 8.5 8.2

Soew: '"StktirHdm Jahrbuch der DOR." 1978, 1979.S(Incldes trdoe with West Berti, which Germia Deocratic Opiub c It separaly.
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As can be seen from the above tables, FRG-GDR trade has been
and is relatively much more important for the smaller East German
economy (approximately 10% of GDR total trade as against about
2% for the FRG). In fact, the FRG has been the third or fourth
most important GDR trading partner overall (in terms of total value),
well behind the USSR, but about on a par with Czechoslovakia and
Poland. The trend in the German trade, however, has been for each to
have a reduced percentage of the other's total turnover.

The tables also show, not surprisingly, that each has held a very
significant share of the other's total East-West trade. Until the 1970's,
the FRG share of total GDR "Capitalist" trade was consistently above
40%. Then, following the GDR's general acceptance into the interna-
tional political community, the FRG percentage dropped to just above
30%. However, it has again risen to approximately 35%. On the other
side, the GDR's percentage of FRG trade with European CMEA mem-
bers• has dropped in recent years from its initial highs in the 1950s
and 1960s (when it was consistently above 35%). Even so, the share
has remained relatively constant at about 25% since the mid 1970s.

If we look at the pattern of growth in FRG-GDR trade over time,
we get the following picture (table III):



TABLE III.-GROWTH RATE IN FEDERAL REPUBLIC OF GERMANY-GERMAN DEMOCRATIC REPUBLIC TRADE

(Percnt chae front previos yrl

1965 1956 1957 19 195 160 1961 196 1963 1064 1965 1966

Federi Replleic of Germany port............................
Germn Domocratic Republic ort...........................
Co obidi....................................................

Federal Repulic of Germany export .........................
German Democratic epuldic uexrt ............................
Co od e....................................................

23.8 24.3
30.7 11.2
27.2 17.6

21.0 -5.4 34.8 -11.0 -90 -2.3 .8
25.1 5.0 3.9 26.2 -16.2 -2. 11.8
23.0 -. 3 11.8 5.5 -12.9 -2.6 6.5

33.9
.5

15.8

4.8 34.8
22.7 6.7
13.2 20.4

1967 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978

-8.8 -3.4 58.6 6.3 3.4
-6.1 13.9 15.1 20.5 16.2
-7.5 4.5 36. 12.3 10.4

17.2
2.7

10.2

2.4 22.4 6.8
11.7 22.3 2.8
6.6 22.4 5.0

1.9
16.2
12.1

1.7
2.0
1.8

4.2
-1.5

1.4

Note: These lgure er based upon current pric, and therefore do not take te inflation of prices
into account. According to the "Deutsche Institut fur Wirtachaftsforchan,." the adjusted annual
incree In Federal Republic of Germany-Grman Democratic Repuic trade for the years 170-75
was o iproxiately 3 percent (DIW-Wochnbericht October 10 1976.) According to the same ource,
he edsted increeee for 176 was about 7 percent (DIW-Wochenbercht, September 10, 1977.)

Shortly ofter this mauscript was completed (Fobrary 1980) the OIW pblde its calculatios for

1979: though in current price Federal Repobic of ermany exports to the Germa- democratic
Repulic roee by 4.1 percent end Oermn Democratic Repubc experts to the Federl Repa lic of
Germany rome by 4.5 pemrcot-othr n increase of U percent-n adjusted prices delivaiee In
each direction dend by ebt 5 prent. (DIW-Wahenbericht Septembw-ctbe 190).

Seuroe: Compiled frh data in "Stattidches SdeaMpt" Facheerie F (6).

a
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Overall, the growth rates have been substantial, but hardly constant.
For example, growth rates in FRG exports for the years 1963-1965
rose from .8% for 1963 to 33.9% for 1964 and then dropped back down
to 4.8% in 1965. During the years 1968-1970, the rates of increase
were: -3.4%, 58.6% and 6.3Co, while for 1973-1975, the swing was
from 2.4% to 22.4% to 6.8%.

The figures for GDR exports also show considerable though smaller
fluctuations. Thus, for the years 1959-1961, the rates of increase were
3.9%, 26.2% and -16.2%. For 1964-1966, they were .5%, 22.7% and
6.7%, and for 1975-1977, the figures were 2.8%, 16.0% and 3.2%.

If we average annual rates of growth for five year periods, we see
a still considerable variation from one term to the next (see table IV).

TABLE IV.-AVERAGE ANNUAL CHANGE IN FEDERAL REPUBLIC OF GERMANY-GERMAN DEMOCRATIC REPUBLIC
TRADE FOR 5-YR PERIODS

IIn percent

1956-40 196165 1966-70 1971-75 1976-78

Federal Republic of Germany exports: Annual per-
cent chane.................................. 12.7 5.6 17.5 10.4 4.9

German Democratic Republic exports: Annual per
cent change -.................................. 14.3 3.2 10.0 11.1 5. 6

Co bined...................................... 12.9 4.0 13.3 10.9 5.1

Note: Calculated rom previous table.

High average annual rates of growth for 1956-1960 (12.7% for
FRG exports and 14.3% for those of the GDR) are followed by much
more modest figures for 1961-1965 (FRG Exports--5.6%; GDR Ex-
ports-3.2%). For 1966-1970, when politically inspired FRG trade
restrictions were replaced by trade supporting policies, annual growth
rates jumped to an annual average of 17.5% (FRG Exports) and
10.0% (GDR Exports), followed by "average" growth for 1971-1975.
Finally, the last years for which figures are available show a tendency
toward stagnation.

Beginning in the 1970s, dramatic increases in East-West trade have
often occurred despite comparatively weak CPE export expansion.
Trade growth in those cases has been driven by the extension of West-
ern credit, and trade figures have then typically shown significant
imbalances. FRG-GDR trade has been consistent with this typical
pattern, and as shown in table V, it in fact has not been in balance
since the mid 1960s.T

T For the first six months of 1979. the GDR showed a slight surplus in its FRG trade.
Shortly thereafter, its purchases expanded more rapidly thin its sales so that as of this
writing, it showed a deficit for the year. (Mimeographed statistics obtained from the FRU
Economics Ministry.)
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TABLE V.-CUMULATIVE FEDERAL REPUBLIC OF GERMANY SURPLUS

lin mUlion VEWet markL

1960 1961 1962 196 1964 1965 1966 1967 1968 190

Federal Republic of Germany
exports.................. 1,030 911 901 907 1.193 1225 1.681 1,491 1,456 2,0 7

Federal Republic of Grmany
imports.................. 1007 917 n 99 1,029 1.111 1.249 1324 1.256 1,451 1,656

Fedwal Republic of Germany
surplus................. 23 -6 2 -122 82 -24 357 236 8 422

Accumulated Federal Repub-
ie of Germany toss ur-
plsi .................. 23 17 19 -103 -21 -45 312 548 55 978

Accumulated Fed•al Repub
lic of Germany t surplus. 103 123 164 47 121 92 382 553 492 1,043

1970 1971 1972 1973 1974 1975 1976 1977 1978

Federal Republic of Germany
exports.....-......... 2, 44 2652 2,96 2,938 3,662 4,028 4,470 4.595 4.754

Federal Republic of Germany
imports .....------ - 2.064 2, 52 2,39 2,68 3.256 3 391 3.931 4.071 4.066

Fedwal Republic of Germany
surplus........... ...... 420 70 565 25 406 637 532 524 688

Accumulated Fed4 rl Re*
public Germany iroe sr-
plus .................... 1.39 1,468 2.033 2,2 21 .60 3 326 3,15 4.382 5.070

Accrmulated Foderal Rweub-
li of German nt sutpl . 1, 352 1.202 1.731 1.747 1,9 4 2,391 2. 58 2,960 3,681

a Fiures detwrmind by aglgreging the annual Federal Rpubtic of Germany surplus.
* Fiures provided in the cted report. The difference between net and gross is primarily the result of German Democratic

Republic hard currency payments on the special cash account
Source: Bundesminister fuer-Wirtachaft, "Bericht ueber den innerdoutsche Handel und den Aussenhandel der DDR"

(No. 13) Nov. 2, 1979. The figures her (as calculated by the Fedeal Republic of Germany Economics Ministry) are slightly
dierent from those calculated by th Statisiches Buadesamt and used in earlier tables

The two sets of figures show both the raw accumulated trade im-
balance and the net, which largely reflects the subtraction of GDB
payments in hard currency on a special cash account. Though the
figures should not be taken as a measure of GDR debt, they do show
that East German export performance is and will continue to be a
key and limiting factor in further GDR-FRG trade expansion.

The political importance of West Berlin to the entire "German
Question" is well known, and as will be shown, this importance has
at times spilled over into the trade policies of each German state
toward the other. In economic terms, West Berlin has also been of
some significance in FRG-GDR commercial relations. Depending on
whose statistics one uses, West Berlin's part in FRG-GIR trade has
ranged around 15% of total turnover (according to West German
calculations), or between 14% and nearly 27% (using GDR statistics).

TABLE VI.-WEST BERLIN IN FEDERAL REPUBLIC OF GERMANY-GERMAN DEMOCRATIC REPUBLIC TRADE: FEDERAL
REPUBLIC OF GERMANY SOURCES

(In million West mtrks)

1966-70t 1971-75' 1975 1976

Federal Republic of Germany-ermas Democratic
Republic trade (includin Wt Brlia)............... 3 384.2 5,994.2 7,263.9 8,145.4

Wet Berlin-German Democratic Republic 4trad5. 45 882.2 , 15L 2 1 386. 5

Wes Berlin percent of totl........................ 13.5 14.7 15.8 17.0

' Averse annual trade turnover for the periods 1966-70 and 1971-7L

Source: Calculated fro tale in "lanerdeutacher Handl weiterhin ad Expansionskturs?" DIW Wochabericht (West
Berl) Mar. 10 1977.
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TABLE VII.-WEST BERLIN IN GERMAN DEMOCRATIC REPUBLIC-FEDERAL REPUBLIC Of .L,-rttrf TRADE :
GERMAN DEMOCRATIC REPUBLIC SOURCES

Iln million Valuta marks

1960 1965 1970 1971 1972 1973 1974 1975 1976 1977 1978

German Democratic
Republic-Federal
Republic of
Germany trade
(without West
Berlin).....------..... 1585.9 1,781.1 3,428.6 3,707.7 4,142.5 4,017.6 4,909.9 4,-89.5 5,44L5 6,16 .7 6,329.5

erman Democratic
Republic-West
Berln trade ..- . 325.5 560.6 621.4 586.9 685.2 917. 6 1,087.4 1, 485.1 1. .89.5 !, 584.3 1,643.2

Total ...---. 1,911.4 2,341.7 4,050.0 4,294.6 4,827.7 4,935.2 5, 97.3 6, 44.6 7,431.0 7,751.0 7,9-2. 7

West Berlin percent
of total.......... 17.0 23.9 15.3 13.7 14.2 18.6 18.1 22.9 26.1 20.4 25.9

Source: Statistsches Jahrbuch der DDR, 1978, 1979.

Both sets of figures show West Berlin's percentage as increasing.
When the figures for West Berlin are broken down into export and

import categories, a significant imbalance is shown in the form of al8
export surplus for the GDR.

TABLE VIII.-TRADE BALANCE IN WEST BERLIN-GERMAN DEMOCRATIC REPudLIC TRADE

IIn million West marks and percent)

1966 7-0 1971-761 1976 1971

West Berlin imports -....---.-----------.. . ------------..--.. 333.6 674.1 863.7 1,038.3
Percent of total Federal Republic of Germany Imports from German

Democratic Republic......------..-----.. -----...--.----- (21.7) (24. 4) (25 8)
West Berlin exports---------.........---.--.-......-- ..-... 124.5 206.1 287. 31
Percent of total Federal Republic of Germany exports to German

Democratic Republ.ic-. -------.-------....- (6.8) (6. 5) (7.3 ) ( 2)
German Democratik Republic surplus in its West Berlin trade....... 209. 466.0 572 690.

I Figures for 1966-70 and 1971-75 are annual averages.

Source: "Innerdeutscher Handel weittrhin aur Expansionkurs?" D01 Wochenbenrcht (West Berlin), Mar. 10, 117.

Without that surplus, which for the 11-year period 1966-1976
amounted to slightly more than 4 billion (West) German Marks, the
GDR negative trade balance would be roughly twice as great as it in
fact has been. Thus, the West Berlin has been an important market for
GDR products, and therefore a stimulus to the expansion of the GDR-
FRG trade that has heretofore taken place.

While West Berlin has played an important role in FRG-GDR
economic relations, it is also noteworthy that the city is essentially
integrated into the West German (and Western) economic system(s).
Only about 5% of West Berlin's foodstuffs are obtained from the
GDR, and the percentages are even lower for other types of goods.
Only in the cases of certain specific products does the city depend
heavily upen GDR deliveries. For example, almost all of its coal, about
half of its sugar and a third of its pork are obtained from the sur-
rounding countryside.8

* See: Horst Lambrecht, "Innerdeutsche Handel-Entwicklung, Warenstruktur, Wirt-
schaftliche Bedeutung," In: Ehlermann op. cit., pp. 117, 122.
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b. Composition of FRG--GDR Trade

During the 1950s, the level and composition of the German trade
were much influenced by politics, particularly the policies of the
West. West German trade with "the Zone," as it was derisively called,
was subject to the limitations of the Western strategic embargo. Be-
yontd that, trade was permitted only under conditions of rather strict
matching 4,f product tvyjxs. and with equal values flowing in each
direction. Also. FRG administrative regulations devised for l/rerzsoe-
hainel (Inter Zone Trade) were so 'complpex as to discourage all but
the Illmost persistent prospective traders. Whatever the GDR's com-
initment to and need for expandicd commercial ties with the FRO, it
too was sometimes responsible for tladle limitation; it was not always
able to mrake prompt deliveries.

Given these irstrictive circuinstances and conditions, trade between
the two Germanys could only be modest in ittiount limited in product
range, and simple commodity exchange in form. The most important
products exchanged for the years 1950, 1955 and 1960 are shown in
table IX.

TABLE IX.-MAJOR PRODUCTS IN FEDERAL REPUBLIC OF GERMANY-GERMAN DEMOCRATIC REPUtLJ TRADE II
THE 1950'S

(Percent of total value

GERMAN DEMOCRATIC REPUBUC EXPORTS

1950 1955 1960

Textiles.......-----------. 15. 6 Coal ..--- .--------....... 28.0 Coal----...--..---.--.... 23.4
Minal oil and coal......... 14.2 Tetiles.........-- .---.-- 15.4 Foodstuffs...-.---... ...-- 16. I
Machinery.................. 11.0 Chemicals....----..----. . 12.3 Gasolin and diesel fuel..... 15.8
Chemicals...---..---- - . 7.6 Mineral oils....--... ..- 10. 4 Texti ................... 13.1
Glass and ceramic products.. 5.3 Machinery................. 9.9 Chemicals---.....---..... . 6.
Oth ..................... 46.3 Oth-..................... 24.0 Other..................... 24.7

Total--....-..-..--- . 100.0 Total................ 100.0 Total-.--- ..-- 100.0

FEDERAL REPUBLIC OF GERMANY EXPORTS

Iron and steel............... 25.8 Plant and animal products... 17.7 Iron and st ...- --...----... 16.
Iron and steel products-. . 23.2 Iron and steel products.... 15.5 Machinery and vehicles.. 14.
Chemicals............-..- . 1 3 Chemicals--..... . ..-.. 14.7 Chemicals ........-..... 14.2
Foodstuffs ---..---....... . 6.8 Iron and steel- ........ . 14.7 Steel tubin cable, et..-- 11.2
Textiles,............-.. 4.8 Foodstuffs-...----..--... . 11 1 Foodstuffs............-- 11.2
Othwe------..... ...-- .---- 21.1 Other--....--..----------- 26.3 Other ................ 32.1

Total..----------- 100.0 Total. .......... 100.0 Total-....----..... 100.0

Source: Statistisches Jahrbuch fuer die Bundesrepublik Deutschland (various years).

As can be seen, by 1955 there was a rough equivalence in value be-
tween GDR energy producing goods (coal and gasoline) and FRO
steel, steel products and machinery. The remaining trade showed simi-
larities in the flow each way, with chemical products, foodstuffs and
textiles being the most important components.

The table also gives some indication of the effect of the strategic
embargo: 1950 FRG exports of steel and steel products reflect both
GDR needs and pre-embarro trade opportunities. Thereafter, both
the relative and actual value importance of these goods showed a
sharp decline. GDR 1950 and 1955 exports also show an interesting
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ominsion-agricultural products and foodstuffs-which became im-
portant elements in its deliveries from 1960 on.

The decade of the 1960s began with the last major politically in-
duced trade disruption, and ended with a series of significant trade
liberalization., which were initiated in 1967 by the Kiesinger/Brandt
Government. These had the effect of promoting trade expansion gen-
erally, and specifically of making the sale of FRG complete plant and
i.machinery f.easible. They also opened the FRG market considerably
to GDR goods. The composition of trade for this period is shown in
tables X and XI.

TABLE X.-FEDERAL REPUBLIC OF GERMANY DELIVERIES TO THE GERMAN DEMOCRATIC REPUBLIC IN THE 1960's

(In percent of total vale deivered

1969 1962 1964 1966 1968 1970

Plant and animal product foodstuffs.......................... ------------ 12. 1 16.2 111 19. 5 13.1 12.0
Coking coat and coke - ......---------..... ---.-------------- 3.5 4.6 6.8 1.6 1.1 2.5
Iron and steel products. ....-----....-- -----... ---.----------. 19.9 30.5 15.3 15.1 8.9 10.5
NoHerrous products: Metals and semifanshed ioods............ 2.8 3.5 3.1 2.8 9.0 11.7
Mactunery and land vhicles........-- ...--------------....................... 14. 7.7 13.6 14.1 13.4 20.8
Electotechnical and fne machiney.--....---------.. -------.. - 9.2 4.3 3.8 2. 4.7 3.6
Chmicals and rtiz............--------------------------------. 14.2 8.4 17.9 20. 23. 15.
Otr ...----.---.-------------.------------------- ---------- 1.4 2L4 17.5 1IL6 2.60 17.7

Source: "Statistische Jahrbuch rfr die Buedesepuik Deutschland" (various yeers).

TABLE XI.-GERMAN DEMOCRATIC REPUBLIC DELIVERIES TO THE FEDERAL REPUBLIC OF GERMANY IN TlE 1960's
[In percent of total value ddivered

Yer------..........................------------- -----..... 1960 1962 1964 1966 1961 1970

P product
Foodstuff...-..-----....... . --. - ------ ....--- . .----- 16.1 11.4 14.7 22.7 15.1 15.
Brown coal -----... .....----.--..--------------- -- 23.4 26.1 24.1 12.1 7.5 5.2

Gasolne and dmluel --...------------------------------- l15.8 19.2 4.1 3.6 -------- 2.1
ChBmicas ..--------.---.--------------------- 6.9 5.7 7.4 6.2 6.6 5.5
Light machinery and electiotechnical products------------........... 7.1 6. 7.7 6.9 7.6 9.1
Textdmle-----------.----------------------- 13.1 11.3 17.6 18.2 20.1 17.4
Other..--- ------------------------------ 17.6 20.3 24.4 30.3 43.7 46. 0

Totl---------................----------...--- 100 100 100 10 100 100

Source: "StUstirches Jahrbuch fur die Bundesrepublik Deutschland" (various years).

The striking features of FRG exports to the GDR for this period
were: (a) deliveries of agricultural products and foodstuffs as well
as coking coal and coke were expanded significantly during the mid
1960s, but they then dropped in importance to earlier and lower (per-
centage) levels by the end of the decade; (b) non-ferrous products and
machinery becan'e increasingly important toward the end of the dec-
ade; and (c) chemical products and fertilizers fluctuated up and down
throughout the period.

The figures for GDR deliveries show that: a. foodstuffs, chemicals
and light machinery held important and consistent shares of total
GDR exports; b. low grade coal suffered a steep drop in relative im-
portance, while the export of gasoline and diesel fuel was virtually
halted; c. textile shipments expanded, and d. new product areas in-
creased markedly as FRG quota restrictions were reduced. This last
development is shown in the great increase in the residual category.
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As can be seen from tables XII and XI1I, during the most recent
decade, trade between the two Germanys became so substantial and
diverse as to require reporting of transactions by sector.

TABLE XII.-FEDERAL REPUBLIC OF GERMANY EXPORTS TO THE GERMAN DEMOCRATIC REPUOUC BY SECTOR

(la percetages of tl al ue eport4i

19 1971 1972 1973 1974 1975 1976 1977 1978

Plant and Aimal products: Foodtuff. 12.I 14.8 15 12.2 9.9 &.5 .9 9.9 10.4
Minig products ad eergy......... 3. 4.1 5.9 4.0 31 9.4 11.2 11.2 .2

aw•aterials aad producers oos... 47.4 43.9 42.9 41.2 531. 48.9 40.7 3.5 3.9
Iavestmeet ood--..--......--.... 2. 6 21. 29.3 22. 1 23.3 2. 3 0.7 31.
CosaMer oods--..--.......... ..... .4 9. 13.313 1 1.3 &0.6 6 .4 0.7

er............................ 1.1 1. 1.3 1. .9 L1. .3 1.3 1.2

Total........................ 10 0 100.0 100. 0 100.0 100.0 100.0 100.0 10 0.

Source: StatistiKaes Jakrbuch fear die Bundeepublik Deutscbland (various years).

The most important categories of FRG exports have been: (a) raw
materials and producers' (semifinished) goods; and (b) investment
(finished) products, which comprised about 40-50% and 25% of total
FRG sales respectively. Agricultural products and foodstuffs, and con-
sumer goods each comprised roughly 10% of the total value delivered,
while mineral products were the least important (but expanding)
category.

Trends in each sector have included: (a) a significant drop in the
relative importance of raw materials and producers' goods (from
47.7% to 39.9%), but with a high point of approximately 50% for the
years 1974-1975; (b) fluctuations between 20-30% in investment goods,
before they finished the period with three stable years at around 30%;
(e) a modest decline in agricultural products and foodstuffs (from
12.8% to 10.4%), though with higher shares in 1971 and 1972; and (d)
a constant share for consumer goods (8.7% to 8.4%), with a temporary
rise to above 11% for the years 1972-1974.

The most important single product areas in FRG exports were ma-
chine construction equipment (15-22% of total sales), chemical prod-
ucts (15-21%), iron and steel (6-12%), non-ferrous and semi-finshed
metals (4-12%), and textiles and clothing (4-8%). Together, they
typically comprised roughly 60% of total FRO Sales, a concentration
no doubt reflecting the GDR's centrally determined import preferences.

TABLE XIII.-GERMAN DEMOCRATIC REPUBLIC EXPORTS TO THE FEDERAL REPUBLIC OF GERMANY BY SECTOR

n percentars of total value ported

1970 1971 1972 1973 1974 1975 197 1977 1978

Plantand animalproducts: Foodstus.. 22.3 19.5 21.5 22.7 17.0 17.9 17.1 16.3 14.8
Mining products and ner...-- 5. 3. 4.1 3. 3.5 2.7 3.0 3.3 2.9
Rawmaterialsand producersods.... 24.0 2L06 2 .0 33.7 30.4 3.4 3 5 M35 3 4
lavestment goods...--......----. . 17.2 12 9 11. 10.0 9. 10. 2 10.9 114 IL
Coasuumer iodst....---.... . 2 32.5 33.9 29.7 2 6 32.2 300 2 9 32.0
Other------------------.............................. . 8 .7 .7 .8 .6 .6 .5 .6 .9

Toal ..- -------............... 100.0 100. 1000 0.0 100.0 100.0 1o e 100.0

Source: Sttisihe Jabrbuch fur die Bundespublik DeatscMand variouss year).
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Turning to GDR exports, we see that for the 1970s: (a) raw mate-
rials and producers goods were the most important sector, with a range
of about 25-40% of total value delivered; (b) consumer goods com-
prised a second very significant sector (approximately 30% of total
sales); (c) agricultural products and foodstuffs maintained about a
20% share; (d) investment goods averaged slightly better than 10%;
and (e) mining products were a relatively insignificant 5% or less.

As to trends in the several sectors: (a) raw materials and producers'
goods expanded very substantially from just under 25% mi 1970 to
more than 39% in 1974, and then held relatively constant; (b) con-
sumer goods remained consistently around the 30% figure; (c) agri-
cultural products and foodstuffs held rather constant at .,round 21%
from 1970-1973 and then fell to around 17% thereafter; (d) invest-
ment goods and machinery dropped significantly from just over 17%
in 1970 to approximately 10% in 1974 and then increased slightly to
11+ % by 1977; and (e) mining products, which started the decade at
slightly better than 5% of total value delivered, dropped to about 3%
by the end of the period.

The most important products exported by the GDR were: textiles
and clothing (17-20% of total value), mineral oil products (4-15%),
chemical products (4-9%), and iron and steel (5-8%). If one compares
the importance of these products with those most important for FRG
deliveries, it is clear that GDR sales have been considerably less concen-
trated in a few product areas. This is partially a reflection of the fact
that while GDR purchases have been in comparatively large units
(whether for complete plant, Volkswagens or Salamander shoes), their
sales have typically been for smaller amounts, and often to small and
medium sized firms or businesses. More than 6,000 FRG businesses are
involved in purchases of GDR goods in any gven year, and most of the
50,000 annually concluded contracts covering FRG-GDR trade are
for GDR exports.

If we compare the relative importance of the several sectors as shown
in tables XII and XIII, we find elements of both complementary and
substitutional types of trade (see figure I).

__ _
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The greatest disparities between the deliveries of the two sides is
shown to be in the consumer goods area, where GDR sales have aver-
aged about three times those of the FRG (again as a percentage of
total value delivered). Significant, too, is the much greater flow of
FRG investment goods over those from the GDR, a difference which
increased over the period shown both because of expanded deliveries
from the FRG and also due to reduced shipments from the GDR. Food-
stuffs is a third sector of unmatched exchange. though the trend has
been toward equalization. Raw materials, the most significant category
of trade in both directions, has moved toward virtually equal per-
centages of the total value each partner delivered, while mining prod-
ucts have also, at least until recently, been exchanged in about equal
value. Thus, substitution trade has been most pronounced in the raw
materials and foodstuffs categories, where imbalances have been at
least greatly reduced. On the other hand, GDR consumer products sur-
pluses have "complemented" those from the FRG investment goods
area.

Summarizing the above, it is clear that FRG-GDR trade, though
sharply down from the prewar levels of exchange when they were
politically united, is relatively significant when compared with other
instances of East-West commerce. Even in absolute terms, the FRG is
an important GDR trading partner. Second, though the trading rela-
tionship has become somewhat less significant for each partner as a
percentage of its total trade, trade levels have expanded at significant
if uneven rates, at least until recently. Third, trade expansion has not
been equal on both sides, but rather has followed the rather typical pat-
tern in East-West commerce, i.e., there have been persistent Western
export surpluses, funded in part with medium and long term credit.
Fourth, this trade imbalance would have been considerably more were
it not for the relatively heavy import surpluses of West Berlin.

As to trade composition. we find that there has been a considerable
expansion in the range of products exchanged and an increasing sta-
bility and continuity in the flow of goods in each direction. The basic
foundation of GDR deliveries has become products for consumers
(whether foodstuffs or clothing and textiles) as well as raw materials
and producers' goods. Most disappointing for the GDR has been its
inability to expand its sales of finished goods to the FRG, and a re-
versal of this pattern is generally seen as necessary if a further expan-
sion of FRG-GDR trade is to take place. On the other hand, FRG
deliveries have always most importantly included the elements re-
quired for the construction of basic industrial capacity, from coke and
steel to complete plant and machinery. GDR demand for these goods
anpears to be limited primarily by its own export capability and by
FRG willingness to license and provide credit for such sales. The
availability of competing products from other sources has also played
some role. Future prospects for trade expansion will be considered in
the concluding section of this paper.
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III. Tar PoLmrrca or FRG-GDR TaM

a The Feaibility of "Linkage"

When assessing the nature and significance of political factors in
FRG-GDR economic relations, it is important to note that the eco-
nomic advantages for each partner in that relationship have not been
symmetrical. The GDR has had much to gain from trade, but, par-
ticularly in the first years after its creation, it has had relatively little
to offer for the benefits it would like to obtain. Initially, the gap be-
tween GDR import needs and export capabilities was especially great,
since its own capacity in basic industrial goods was practically nil, its
agricultural production hardly matched its needs, and its manufacture
of products to exchange for those needed was hampered by very sig-
nificant reparations obligations to the USSR.

After Stalin's death, thanks in part to changes in Soviet reparations
policy, the GDR economy entered a period of sustained economic
growth. Even so, its economic integration into the relatively less ad-
vanced Socialist bloc (in technological terms) has meant that some
of its needs could (and can) be met only through purchases from the
West.

On the other hand, by the early 1950s the FRG had no particular
economic incentive to promote its GDR trade. By then, it had been
integrated into the Western/world economy and it shortly embarked
on a period of remarkable economic growth. While initially criticism
had been voiced over the shift away from its traditional economic ties
to Eastern markets, almost no one by the mid-1950s asserted that the
FRG's economic well-being required ties to the Socialist world. More
recently, FRG economic benefits from its GDR trade have assumed
some reAl importance. Perhaps 100,000 jobs are derived from produc-
tion for export to the GDR, while West German purchases of goods
produced in East Germany are often at very advantageous prices.
However, in general it is still fair to say that the FRG is less in need
of "Inter German Trade" than is its partner.

Given these basic considerations, the FRG would seem to have been
and to be in a better position to place trade with the GDR in the
service of political objectives, while the GDR on the other hand
"should" have been and should be interested in promoting trade with-
out regard to political differences with the FRG. Also, the same con-
siderations which -. ould seem to encourage the GDR to seek trade with
the FRG would also tend to make it vulnerable to West German trade
policy manipulation.

But if economic conditions have been favorable for the use of trade
by the FRG to achieve political obiectives vis-a-uis the GDR, the
translation of that advantage into political successes has not been easy
or automatic. For one thing the "German Question" has ,ot been an
isolated problem in which only the Bonn and East Berlin Govern-
ments have had a "ital interest. Rather, it has been at the heart of
East-West controversy, at least until recently, and therefore subject
to super power decisions and priorities. As a result, FRG attempts to
use trade leverage against the GDR could only succeed to tne extent
that its Western allies were supportive, and only in-so-far as the GDR
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was free to respond as desired and unable to activate counter-leverage
from Moscow. It has also been true, at least since the early or mid-
1950s, that economic leverage could achieve only limited results at
best. That is, trade denial could and cannot bring about the collapse
of the East German regime, since it has had the capacity as a member
of the Socialist bloc to sustain itself and even to develop. Similarly,
trade promotion or trade advantages have not been and are not so
urgently needed as to force East German leaders into making what-
ever concessions are asked for.

A problem surfaces, moreover, as soon as one attempts to determine
if trade leverage is sufficient-by itself or as part of a package--to
achieve a certain end. Thus, though the threat of trade denial could
hardly force the GDR into an unwanted reunification, whether such
a ploy would be sufficient to preserve access to West Berlin has typi-
cally not been clear, at least prior to its being tried. The result has
been that a continuous debate has gone on in the FRG over the utility
of one trade move or another in obtaining political concessions from
the GIR (or indeed from any of the other Socialist states).

A third barrier to effective FRG use of its economic position to
secure political objectives vis-a-vis the GDR has been its own vulner-
'ility on one very important matter. The presence of West Berlin

well inside GDR territory has made access to the city dependent upon
at least a modicum of GDR (and Soviet) good will, a point made
particularly clear to West Germans by the 1948-1949 Berlin Blockade
and by the 1958 Khrushchev ultimatum. Trade denial coul bring
about the at least partial or temporary isolation of West Berlin in
retaliation.

Finally, effective use of economic leverage has at times been thwarted
by internal inconsistencies in the FRG political objectives themselves.
On the one hand, Bonn has opposed the very existence of the GDR,
and has in some ways pursued trade policies designed to impede its
stabilization. On the other hand, the FRG Government has also been
committed to helping the German people living in the East. How it
would be possible to aid the population without also contributing to
GDR regime stability has not always been clear, nor has it been ob-
vious that opposition to the GDR Government would have no adverse
effect on the population subject to its control.

All of these considerations suggest that Bonn's use of economic
leverage, would require sophisticated judgments and would not likely
lead to easy successes. The historical record would seem to bear out
that expectation.

b. The Initial Years: Negative Linkage

The present system of FRG-4DR trade--"Inter-German Trade"
is the terminology used by the FRG-has its roots in the Potsdam
Agreement of July, 1945, when the Allied Powers decided that the
zones of occupation, pending reunification, were to constitute a single
economic area. Though that decision was in fact never fully realized,
it was consistent with the interests of all German political leaders at
the time. Initially, the traditional inter-dependence of the several
zones implied that the exchange of goods between them was necessary

__ _ __ __ II _ _I
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for reconstruction. Later, when the Western zones were united and
began to show signs of revitalization, the by then fiction of economic
union was seen in the West as an important reality which contributed
to keeping the idea of reunification alive. The same consideration no
doubt was also important in the East, but there continued economic
need also dictated a policy of seeking the maintenance of existing ties
with the Western zones.

The fact that the several occupied areas were formally integrated
economically never resulted in the free and unimpeded fow of goods
across zonal boundaries. Exchanges of goods were to take place only
with the approval of the appropriate occupational authorities, though
illegal trade no doubt was substantial." However, from the Potsdam
Agreement was born the idea that trade within Germany was internal,
and therefore not subject to the regulations controlling the country's
foreign trade. Later after the formation of the FRG, Bonn continued
(and continues) to treat its trade with the GDR (earlier the Soviet
Occupation Zone) as internal commerce, and it has devised a separate
set of regulations, procedures and institutions solely for that relation-
ship. The GDR, on the other hand, has long considered its economic
relations with the FRG as "foreign," though it has not refused to
accept all advantages which flow from the FRG conception.

The logic of the Western viewpoint (that FRG trade with the GDh
is domestic commerce) would seem to imply that the flow of goods
between East and West German regions should generally be permitted
if not promoted. However, as the "Cold War" took form and the
two German states were proclaimed, mutual hostility largely-but not
entirely-negated that implication. In particular, Bonn urged that it
alone was a legitimate German government, and that only it could
speak for Germans on both sides of the "Iron Curtain," al of whom
desired reunification. That, in turn, could best be achieved by estab-
lishing and holding to a "Policy of Strength." which meant firmly
resisting further encroachmentn" by the Soviet Union (Containment)
and by opposing the stabilization of the East German Government
by all possible means short of war, including severe limitations on
Interzonenhandel. This posture, as is well known, fit nicely with the
strategy of the Western Alliance.

On the other hand, by assuming responsibility for the fate of all
Germans and by seeking their betterment even before reunification,
Bonn was limited in the extent to which it could oppose the Soviet
installed government, for efforts designed to bring down the latter
could well adversely affect the welfare of the people under its control.

Given these not entirely compatible considerations, the Adenauer
Government pursued a middle course on "Inter-Zone Trade."
Consistent with the "Policy of Strength," Bonn supported the U.S.
inspired strategic embargo and in general took the view that all
exchanges of goods were to be subject to strict controls. It also
stipulated that the benefits of any trade must be mutual so as to

* Initially. this was possible because of the general chaos which obtained, and because
the relatively free flow of people between the "zones" provided an opportunity for them to
carry small amounts of goods with them (termed Ruekaackverkebr). Later, even as con-
trols were more systematically imposed. Illegal trade continued into the early 1950's. and
estimates of the value of roods so exchanged range from 40-200 percent of the value of
legal trade. See: Siegfried Kupper, Der Innerdeutsche Handel (Cologne: Markus-Verlags-

esellschaft, 1972), p. 8.
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preclude the delivery of basic industrial goods eastward for less
desirable consumer or luxury items in return. Further, agreements
establishing the procedures and conditions of trade could not imply
recognition of the government in the East.

On the other hand, within the limits of these conditions, trade with
the "Zone" was to be supported to keep alive the idea of reunification,
to contribute to the welT-being of the people living there and to assure
the preservation of the status of West Berlin. It was a measure of the
great needs of the regime in the East that it was willing to trade with
the FRG despite the limits attached, though particularly after 1951 not
without continued protests.

The first agreement between the two Germanys, the so-called
Frrnkfurter Abkomamen 1 of October, 1949, was consistent with FRG
imposed conditions. To circumvent the problem of recognizing the
"Soviet Zone" the agreement was negotiated between the "competent
authorities of the West German Mark and East German Mark cur-
rency areas." 1 West Berlin's inclusion in the "West German Mark
currency area" was specifically mentioned, which the West took to
mean that agreement on the right to unimpaired access to the city had
been obtained. Further stipulated was the condition that trade could
only take place in goods and amounts as agreed to in implementing
protocols, and that separate accounts for "hard" and "soft" goods
were to be kept and individually balanced.

The Frankfurter Abkommen also established the procedures for
Making payments and maintaining accounts. No currency was to be
exchanged, but rather, each partner to a transaction would make or
receive payment to or from the bank of his own currency area.1'
Within the limits allowed for temporary imbalances (the so-called
"Swing") payments to sellers by each bank were to match those
received from buyers of the same currency area and to the same
account, and were in any case not to exceed the value limits set in the
protocols. The problem of setting an exchange rate was solved by
establishing a special unit of reckoning (Verrechnungseinheit or VE)
which in practice meant that all goods were priced in West Marks,
while the fiction that East and West Marks were of equivalent value
was maintained.

In actual practice, the Bonn government initially tilted more toward
trade denial than toward trade promotion to aid the people living in
the East. Legal trade, in fact. diminished during the early 1950s,
though this ws also partly a consequence of occasional delays in the
delivery of GT)R goods and because of recurrent political conflicts.
Nevertheless. FRG leaders seemed convinced that trade denial best
.served their interests.

SEarlier agreements bad been reached between the individual Western Zones of Occupa-
tion and the Soviet Occupation 7one. and between the combined U.S. and British Zones and
the Soviet Occnption Zone (The Mindener Obkommen of Jan. 1. 1947-Mar. 31. 1948).
The Prankf-,rter Abkommen was followed hv the Rerliner Ahb-ommen which went into force
on May 4. 1952 an4 remains the hasis of FRG-GDR trade to the present time.

"n In 1949. the Bonn Government sponsored the formation of a quasi-publie organisatlon
of the German Economic and Trade Conncil. to which it rave the competence to negotiate
on all nuestionn relating to trade with the East German Mark Currency Area. The organ.
called the Trenbandatelle fuer den Inter-onenhandel. was established la November of that
year. and It continues it% ,omnetence to tho nrexent time.

" Tn the Frankfurter Abbommen. the FRO bank was identified as "Die Bank deutscher
Laender." Later, ia the Berliner Abkommen. the Bundesbank replaced it.

"68-607 0-81 - 2
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There were, however, signs which almost immediately suggested
that Bonn's strategic posture, including negative linkage, was not
having the desired effect. Cut off from Western supplies of basic
industrial goods, the GDR progressively increased its trade depend-
ency on the Soviet Union and other socialist states. Far from bringing
about the collapse of "the Zone," its Government, despite Western
hostility, seemed increasingly in control. Already in 1951. the East
German regime refused to accept a "Berlin Clause" (e.g.. the explicit
inclusion of West Berlin in the West Mark currency area) in the agree-
ment being negotiated to replace the lapsing Frankfurter A bkmnmen,
and by the mid-1950s. the GIR was insistently calling for a significant
liberalization of FRG trade restrictions, actively encouraging West
German businessmen to apply pressure on their own government
toward the same end, and demanding that future agreements be
reached between the two Governments themselves. On Bonn's domestic
front, West German businessmen were t·conming more and mIore im-
patient with the numerous impediments to trade, and the opposition
Social Democratic Party became increasingly critical of government
trade policy toward "the Zone." "

In the face of these pressures, the Adenauer Government reaffirmed
the correctness of its policy." At the same time, a perceptable change
in its emphasis also became apparent, a change which stressed trade
expansion with East Berlin, so long as that was consistent with Bonn's
other long standing conditions. Value limits on lprmiitted trade were
enlarged and in some cases eliminated, and licensing procedures were
streamlined. The "swing," i.e., the imbalance permitted in the Banks'
accounts for inter-German trade. was considerably expanded, from 20
million VerrechnungseiT Jeit (West Marks) in 1950, to 200 million in
1959, and its use by the GDR as a quasi-permanent interest-free
credit was permitted. In 1957 a new account was established to permit
the GDR to make specified purchases for cash payments in hard cur-
rencv. Finally, a special agreement to permit the exchange of GDR
coal for iron and steel was concluded in 1958.

Nevertheless, the Bonn Government remained adamantly opposed
to any basic modification of its policy. And, because East Berlin con-
tinued to assert the need for general trade liberalization, and after
1958 to hint that the status of West Berlin was under review (to say
nothing of super power conflict on the matter). the decade drew to a
close with considerable tension.

Tension grew into near crisis proportions when in 1960 the GDR
began to require that West German visitors in East Berlin obtain
passes prior to their entry into the Eastern sectors of the city, and
refused any longer to give such passes to residents of West Berlin who
held FRG passports. In protest. the Bonn Government on October 1
announced its intention to terminate, as of the end of the year, the
agreement governing "Inter-German Trade." "

Though almost all political leaders in the FRG agreed with the
decision, as the termination date neared it became apparent that the

"u On pressures from the business community see: Der Tagessplecel (West Berlin) Nov.
14. 1951 and Handpelblatt. eDc. 5. 1955. On SPD attitudes see: the Economist (London)
Nov. 12. 1955: and Handelsblatt. same date.

"I Bulletin des Presse and Informationsdienstes der BRD. Bonn, Nov. 24, 1955 and
Feb. 27, 1957.

* Der Tagesaplegel and Die Welt, Oct. 1, 1960.
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threat of a trade cut-off could well result in greater damage to FRO
interests than to those of the GDR, for access to and from West Berlin
remained, as always, subject to East Berlin's whims.1 As one com-
mentator noted, the East, not the West, held the longer lever.1?
Hesitantly but inevitably, Bonn began to backtrack on its announced
policy, and by the end of the year, the two sides quietly decided to
extend the agreement The FRG continued to assert that "Inter-
German Trade" could take place only so long as the free access to West
Berlin was assured, while the GDR contended that the two questions
were unrelated.

c. Reconsideration and the Beginnings of Change

The 1960 crisis rather brought to the fore the whole question of the
FRG's policy of total hostility toward the GDR. While initially after
the founding of the FRG it was confidently assumed that time was on
the side of the west, and that reunification would come with the
progressive deterioration of the position of the East, it now seemed
that time might well be on the side of the Soviet Bloc and that the
division of Germany was progressively becoming more total and final.
When in August 1961 the "Berlin Wall" was constructed and the West
was powerless to stop it, the conclusion seemed inescapable that a
shift in FRG Ostpolitik was necessary.

For many, the apparent need for change was particularly clear in
the area of trade policy. Though it remained true that the GDR had
the greater economic interest in trade with the FRG, it was also clear
that trade denial or the threat of trade denial could effectively be
countered by holding West Berlin "hostage" in one way or another.

Nevertheless, the movement away from earlier views in Government
circles was slow. The Bonn Government in early 1961 introduced the
so-called "Widerrufaklausel" (Revocation clause) to its regulations
governing "Inter German Trade." This stipulated that licenses on
"Hard Goods" (e.g., machinery) could be revoked when free access
to West Berlin was impeded. And. while Bonn's spokesmen indicated
a willingness to offer trade concessions (such as credit), the conditions
they attached were unacceptable to the GDR.

The truth is that the leaders in East Berlin felt themselves to be
less and less susceptible to FRG leverage in the form of trade re-
strictions. Supported by the USSR, they were increasingly confident
of their own long term political prospects, whatever FRG trade policy
happened to be. In fact, they even saw political advantage in minimal
contact with West Germany and costs in an expansion of those con-
tacts. Consequently, while the GDR wanted trade expansion with
the FRG. it was not prepared to pay a significant price for it, ind it
rejected the linking of trade to political concessions as "immoral." S

In the end, while some trade promotion policies were undertaken by
Bonn, most notably the granting of medium term credits, and East
Berlin reciprocated with minimal political concessions (e.g., the re-
lease of some 10,000 prisoners, including those being punished for

" Die Welt. December 21, 1960." Quoted in : Kuper. Der Inaendeutsche Handel. o. 2R.
SSee speech by Secretary Ulbricht at the VI: 8otsiallstinchen Einheitspartel Deutach-

lands Congress as reported in: Neues Deutschland (East Berlin), January 16, 1963.
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political crimes), the period was one of continuous dispute over com-
mercial relations. The GDR demanded a state to state trade agree-
mejnt, revocation of the Widerrufsklausel, elimination of FRG im-
posed quotas and other administrative restrictions, and the decoupling
of trade from political objectives.1" Bonn in each case refused to con-
cede the demands.

d. From Trade Promotion to Entapannung

In late 1966, the so-called "Grand Coalition" headed by Chancellor
Kiesinger and Vice Chancellor Brandt came to power in the FRG,
and immediately articulated a policy of seeking improvement in rela-
tions with Socialist bloc states, and a reduction in tensions vis-a-via
the GDR. Since political concessions to the GDR were excluded, trade
advantages were seen as a major vehicle for this conciliatory move
toward East Berlin, which, it was hoped would at least lead to agree-
ments on technical non-political matters and to increased opportuni-
ties for people to people contacts.

In the succeeding months and years, Bonn unilaterally introduced a
series of actions supporting trade expansion with the GDR, both as a
show of good faith, and also to obtain political concessions in return.
These included:

(1) Extension of government credit guarantees to the sale of
investment goods (March, 1967) and support for the establish-
ment of a credit-granting corporation to provide bank credit for
such sales (May, 1967);

(2) Withdrawal of the controversial Widerrufsklausel (Au-
gust, 1967);

(3) Elimination of the separate accounts for hard and soft
goods, thereby permitting any and all GDR deliveries to be
balanced against its purchases (August, 1967);

(4) Expansion of the quotas for machinery, motor vehicles and
electrical products (August, 1967 and December, 1968);

(5) Exemption of FRG deliveries to the GDR from the Value-
Added Tax imposed on all other goods sold on the "domestic"
market, and a reduction in the rate of the same tax on GDR de-
liveries (September, 1967);

(6) Simplification of the licensing procedures and in some cases
making general licenses available (May, 1968) ;

(7) Expansion of the special cash payment account from 100
million to 200 million West Marks (September, 1966); and

(8) Further expansion of the "Swing" from 200 million VE
(West Marks) to the equivalent of 25% of the value of FRG de-
liveries for the previous year, and dropping the requirement that
the accounts be balanced each year (Summer. 1968 and Decem-
ber, 1968). By any measure, these were significant concessions,
and they no. doubt account in good part for the mammouth jump
in FRG exports in 1969 (58.6% over 1968) and following.

Nevertheless, the years of the "Grand Coalition" were marked by no
reduction in political tension between the two German states. If any-
thing, East Berlin became more critical and intransigent in its posture

SFor catalogue of GDR demands, see: Die Volkswirt (Frankfurt a/M, July 5, 196&.
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toward the FRG and made no counter concessions either to relax re-
strictions on contact between East and West Germans, or to give as-
surances of FRG access to West Berlin."

It is tempting to assume that the "Inter German" trade policy of
the Kiesinger Government shows the futility of positive linkage, since
such significant concessions brought no tangible beneficial results.
However, another explanation probably has more validity. Though
Bonn sought only limited objectives from its trade moves, its strategic
posture remained basically hostile to the GDR. As Chancellor Kie-
singer made clear in his December 1966 speech to the Bundestag, there
was still, in his view, only one legitimate German government, and
only the people in the West were free."1 Isolation of the GDR, if not
the intent behind the policy of the Grand Coalition, clearly was its
logical consequence, and the Ulbricht Government was hardly acting
irrationally when it responded with some venom.

In retrospect, the reasons for the GDR response to Bonn's trade
concessions are not difficult to identify, nor were they insubstantial.
East Berlin's demand was for recognition as a legitimate second Ger-
man state, and its allegation was that Bonn was attempting to isolate
the GDR from other CMEA countries by offering them trade conces-
sions and recognition while still not recognizing the GDR. Its fear
was that Bonn might succeed, particularly when Romania agreed to
exchange ambassadors in 1967 and Czechoslovakia under Dubcek also
responded favorably and vigorously to the new FRG Ostpolitik.
Against these dangers, trade expansion was a trivial matter.

In September, 1969, elections m the FRG resulted in the formation
of a coalition government headed by Social Democrat Willy Brandt
and Free Democrat Walter Schee. Together, they fashioned an
Ostpolitik which was sharply different from that of their predecessors.
It led to major agreements with the USSR, Poland, Czechoslovakia
and the GDR. Nevertheless, trade concessions to the GDR and the
other Socialist states remained an integral part of the new initiative.

Brandt set the tone almost immediately in his statement to the Bun-
destag in late October, when he acknowledged that two German states
in fact existed, and implied that FRG policy must be based upon the
acceptance of that reality. Shortly thereafter, he called for a relation-
ship between the two German states which would be governed by such
"normal" principles as mutual respect by each party for the territorial
integrity of the other, the commitment to settle outstanding issues by
peaceful means, and the mutual non-involvement in the internal af-
fairs of the other party. The Chancellor also insisted, however, that
GDR-FRG relations were special and unique, since their peoples in-
disputably comprised one nation. Hence, Bonn could not consider the
GDR as a "foreign" country."

The complex strategy of Brandt's Ostpolitik, as well as the difficult
process of its implementation cannot be considered here in any com-
prehensive fashion. It must be noted, however, that Brandt was of-
fering the GDR (and the Socialist bloc) most if its (their) demands.

* For a fairly typical GDR analysis of FRG-GDR relations at that time, see October 13,
1967 speech by Secretary Ulbricht as reported in: Neues Deutschland. October 18, 1967.

" See: "Regerunrerklaerung" in: Bundesministerium fuer Gesamtdeutache Frasen,
Texte Zur Deatachlandpolltik (Volume I) pp. 20-21.

* In: Texte sur DeutschlandpolUtik, VoL IV, pp. 11-1.
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In return, he required a satisfactory guarantee of the special status
of West Berlin, including the right of access to it over GDR territory,
the mutual commitment to the promotion of contact between the peo-
ples of the two Germanys, and the aclknowledgmcnnt (or tacit accept-
ance) of Bonn's hope for an eventual peaceful German reunification.

Behind this set of proposals was a sober appraisal of Bonn's bar-
gaining position. While reunification remained the ultimate objec-
tive-the Basic Law or Constitution itself calls for it---(ermany was
clearly divided and would remain so for the foreseeable future. With
the passage of time, the division was becoming more and more perma-
nent and complete, a trend to which the longstanding position of FRG
hostility toward the GDR was unfortunately contributing. Bonn's
only hope was that the existing partition of Europe into hostile camps
would ultimately break down and that in an improved political atmos-
pher,, German reunification would cease being a threat to either the
East or the West. A policy of Entspannung or detente would best pro-
mote that favorable evolution.

Trade promotion with the GDR (as well as with other Socialist
states) was an important though subsidiary aspect of Brandt's Oet-
politik. Economic ties were a form of practical contact which was ad-
vantageous to the GDR (and other CMEA states) and would therefore
provide an inducement for the East Berlin regime and its allies both
to accept Bonn's new general posture and to reach agreement on other
specific outstanding issues. Trade expansion would also give content to
a more amicable relationship which might over time evolve along de-
sired lines. Finally, economic interaction would increase contact be-
tween Germans on both sides of the border, and could also benefit the
people living in the East. Thus Brandt, very soon after his installa-
tion as Chancellor, hailed the previous expansion of "Inter German
Trade" and called for its further development.

Since trade promotion had been the policy of the Grand Coalition,
Brandt's Ostpolitik brought no significant technical or administrative
changes in that area. In fact, most possible steps had already been
taken. Nevertheless, the range of products sold to the GDR under
general licenses was increased (November, 1969), and quotas on GDR
deliveries were in most cases removed or progressively enlarged. In
addition, in a move designed to promote a better balance in FRG-GDR
trade, Bonn imposed a 6% Value Added Tax on FRG non-agricultural
deliveries and services to the GDR, and gave an 11% rebate on GDR
services and non-agricultural exports purchased in the FRG (May,
1970). Later in the year, these figures were slightly adjusted. Moreover,
a number of agreements providing FRG hard currency payments for
such things as highway construction and railway bed maintenance and
improvement were concluded.

In the years since Brandt's Ostpolitik was articulated, it has been
subjected to considerable domestic critcism." The thrust of that criti-
cism is that too much was conceded for too little in return. In the

S specific area of FRG-GDR trade, the charges have been basically the
same." Though no attempt will be made here to judge such criticisms

* For a comprehensive set of debates over Ostpolitik see the entire series of Texte Zur
Deutcshlandpolitik. which is presently comprised of Volumes 1-12 and 1-1-11-5).

SFor a particularly good presentation of a conservative critione of present FRO trade
policy, see: Karl C. Thalheim "Die Bedeutung der 'neuen Ostpolitik' fuer die Wirtschafts-
besiehungen swischen der Bundesrepublik Deutschland und der DDR." in: 8tefan Graf
Bethlen, Osthandel in der Krise (Munich: Guenter Olsog Verbli, 1976) pp. 29-4.
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on their merits, it is appropriate to note that out of the debate a num-
ber of calculations have been made which attempt to ascertain the
scope of the financial benefits received by the GDR as a result of its
special economic ties with the FRG. In 1970, the Industriekurier pub-
lished the following estimates:"

MUllio West Marke

Annual savings on the interest-free "Swing"'----------------- -------- 15-25
Annual gain from agricultural sales at subsidized prices.---..--- ----.... 150
Annual savings on nonassessment of tariffs.---------... ---.--..----.... 140
Annual savings on nonimposition of value-added tax------.... . --------- 130

Presumably these benefits have increased commensurately with the
expansion of trade. The figures do not include transit, visa and other
fees received by the GDR (estimated by the Government at about 4.5
billion West Marks for the years 1970-1977)," or under-the-table pay-
ments for the release to the West of GDR political prisoners (reported
to have totaled 1 billion West Marks by late 1977)." Though these are
rough estimates, at least in some cases, they give a clear indication
that the economic advantages the GDR has received in good part from
its special relationship have been very substantial

The GDR has never officially admitted that it has received special
trade considerations or advantages from the FRG. Nevertheless, East
Berlin agreed to a normalization of relations with Bonn without ob-
taining its longstanding demand for full recognition, and it is diffi-
cult to conclude that the economic advantages it would preserve
through the maintenance of its special ties were unimportant in its
calculations. On the other hand, there is also evidence that the USSR
encouraged East Berlin to accept the package as offered, and that that
encouragement had some effect. Finally, it is also probable that GDR
leaders calculated that Brandt's offer gave them most of their demands
and that a refusal would set their quest for international recognition
back, at least for a time.

11 any case, a protocol to the Basic Treaty (between the GDR and
the FRG) stipulated that "Trade between the Federal Republic of
Germany and the German Democratic Republic should be developed
on the basis of existing agreements," " and Party General Secretary
Honecker acknowledged shortly thereafter that his government was
willing to agree to this "special wish" of the Bonn government since it
too had no desire to reduce trade with the FRG.r

It is much too early to determine the overall success of the Brandt-
Schmidt Ostpolitik, eitheF in its entirety or as it relates to the GDR.
The record is still sketchy and mixed. On the one hand, East Berlin has
pursued a general policy of maintaining a certain distance from the
FRG (Politik der Abgrenzung), and the 1970s have not been without
conflict and tensions between the two German states." Reunification

* Industrie Kurier (Duesseldorf). April 21. 1970. It should be noted that estimates such
as the one cited have political Implications. High estimates of the benefits received by the
GDR, particularly by sources usually critical of the SPD's Ostpolitik, lay the basis for
contending that the FRO pays of the ODR endlessly, while it receives nothing significant
in return (e.g., the "Berlin wall" remains an obstacle to the free flow of East Germans
westward).

* As reported in: TagessplegeL March 1, 1978.
" See: Die Welt. September 20. 1977.
* Published in: Press and information Offee of the Government of the Federal RepublIe

of Germany, Documents relatnr to the Federal Government's Policy of DItente, p. 76
* Interview with New York Times Columnist C. L. Sulsberger, printed ii Neues Deutsch-

land. Nov. 25. 1972.
SFor a recent GDR evaluation of FRO policies in the 1970's. see: Bans Teller, Der

kalte Krieg gegen die DDR (East Berlin: Akademle-Verlag 1979), pp. Ix-zlv.
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as envisaged in the West remains but a distant dream. On the other
hand, agreements have been reached and implemented which have
vastly improved access to and from West Berlin, and have greatly in-
creased the possibilities of contact between East and West Germans."1
Whether such contacts will keep alive the idea of "One German
Nation" is not clear at this writing.

IV. FRG-GDR TRADE AND THE COMMON MARKET 3a

To this point, FRG-GDR economic relations have been considered
as essentially a bilateral matter. The fact is, of course that each state
belongs to an international economic organization, and that the ties of
each-the FRG to the European Economic Community (EEC) and
the GDR to the Council of Mutual Economic Assistance (CMEA)-
have been complicated by this special inter-German relationship. At
least on the basis of the available evidence, the GDR's advantages
vis-a-vis the FRG have caused it no serious problems within the
CMEA; resentment among the "unprivileged" CMEA members has
been expressed, but that has been a small price to pay for the economic
benefits East Berlin has received. For the FRG, on the other hand,
reconciliation of its ties to the Common Market with its economic and
political policies toward the GDR has not been easy, as the following
discussion will make clear.

Tensions between the FRG and other EEC members have been of
two sorts. On the one hand, the special privileges accorded East Berlin
have raised a generalized EEC-wide concern that the GDR in fact is
a ninth (earlier a seventh) "member" of the Common Market and
that Bonn has opened a breach in the Common Market wall through
which otherwise restricted or dutied goods can "freely" pass. On the
other hand, as part of its policy of keeping the GDR isolated inter-
nationally, the FRG, until recently, attempted to restrict contacts
between East Berlin and the EEC and/or its individual members.
These efforts have not always been favorably received in other West
European capitals.

a. The GDR as "Member" of the EEC

When the EEC was founded in 1957, the :Iter-German relationship
was already fully in place and generally accepted in the West. Though
some opposition to making an exception to the normal EEC regula-
tions and limitations on commerce with non-members was voiced,3  a
special protocol was attached to the Rome Agreement which provided
that the system of "Inter-German Trade" would remain unaffected by
Common Market regulations. For example, EEC quota or tariff re-
strictions were not to apply to GDR deliveries to the FRG. In addi-

a According to FRG figures, more than six million West Germans have visited the GDI
annually over the past five years, not including one day rviitors to East Berlin. This is up
from about 1.200 in 1970 and 1971. GDR visitors in the FRG have risen from none in 1970
(not including retirees who may freely travel to the West) to approximately 40,000 for
each of the past five years. See: Zahlenspiegel. p. 97.

* Much of the material for this section is drawn from the excellent contribution by
Claus-Dieter Ehlermann in : Handelspartner DDR entitled: "Innerdeutsche Wirtschafts-
besiehungen und Europleische Gemelnschaft." pp. 205-262. A second important, though
somewhat polemical, source 's: Reinhold Biskup, Deiitschlands offense Handeligrenze
(Frankfurt a/M : Verlag Ullstein Gmbh. 1976).

* See: Die Frankfurter Allgemelne Zeitung, March 4, 1957.
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tion, the FRG was free to determine the conditions under which its
trade with the GDR would take place without obtaining EEC concur-
rence, so long as the "existing system" remained intact.

Over the year, many complaints have been raised about the granting
of this special exception. One problem identified has been that of re-
stricting "free" entry into the FRG only, and for only GDR-produced
goods. Since the GDR is after all a relatively small state with limited
economic capacity, its shipments to the FRG ordinarily ought not to be
particularly disruptive of the entire Common Market area. If, how-
ever, the GDR were to become a funnel for goods produced throughout
the CMEA, and were the goods then circulated throughout the Com-
mon Market, the impact could be far more serious. Moreover, other
CMEA memLers would then have little incentive to seek trade agree-
ments with the EEC itself.

To guard against the more serious possibility, the FRG Economics
Ministry established procedures to determine the origin (place of
production) of GDR deliveries, and to make certain the goods received
were for FRG end-users. Nevertheless, with bulk goods like sugar or
potatoes, their origin might not be easy to determine, to say nothing
of cases in which GDR goods produced for home use might be replaced
by foreign substitutes, thus making them available for the FRG
market. Similarly, their subsequent distribution throughout the EEC
would be difficult to monitor. Periodic reports of such cases in which
the GDR acted as middleman have appeared in newspaper accounts.
Thus, speculation that the practice is or can become widespread
continues.

Another complaint centers on the allegation that the GDR benefits
unduly from tariff-free access to the FRG market for its non-agricul-
tural goods, and from the subsidized price levels the Common Market
maintains for agricultural products. These opportunities not only
make GDR sales particularly profitable-perhaps so profitable as to
encourage the practice of substitution just described-but also they
could reduce marketing chances in the FRG for other EEC members.
With agricultural goods, GDR sales thus "subsidized" could add to
surpluses within the EEC. One can even envisage the possibility of the
GDR delivering goods such as butter for higher than world market
(EEC) prices and then buying the same product back from an EEC
source at lower (world market) prices.

Whatever the merits of these arguments, and however significant the
adverse impact of the inflow of GDR products on the EEC. the Com-
mon Market was committed to making the exception at the time of its
creation in 1957. However, when the two German states signed and
ratified their Basic Treaty of 1972, it would seem that Bonn's claim to
its special GDR tie would have lost its validity. After all, Bonn had
"recognized" the GDR-though not as a foreign state to be sure; both
Germanys entered the UN, and East Berlin soon exchanged ambassa-
dors with most of the countries of the world. Even the Basic Treaty
itself provided that FRG-GDR ties would be based on the principle
of mutual equality. In short, the GDR was no longer considered by
Bonn to be the "Soviet Occupation Zone."

Nevertheless, political reality does not necessarily correspond with
common sense appraisals. In this case, neither Chancellor Brandt nor
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his successor Helmut Schmidt was willing to give up his stated view
that "Inter German Trade" was unique, that the system continued un-
changed by the signing of the Basic Treaty, and that it was so recog-
nized in the agreement itself. Had the other EEC members not ac-
cepted this view. a serious crisis in the Community would surely have
resulted.

Apparently no one thought the issue was of sufficient importance to
raise a serious objection, though some members would have preferred
the "normalization" of FRG-GDR trade over time.3' Consequently,
Bonn was successful in asserting that the existing framework for
FRG-GDR economic relations had been unaffected by the Basic
Treaty. Thus. the extent to which GDR goods are advantaged and
EEC domestic producers are damaged is still an open question.

Assertions abound that the advantages are significant and that they
could and probably will further increase. At least one study has at-
tempted to measure the benefits accrued by the East Germans.,J and
another has shown that the structure of GDR-FRG exchanges has
been shaped in part by the special advantages the GDR receives.8

Yet, both because it is technically very difficult to determine and then
apportion the specific dimensions of what clearly have been mutual
benefits, and because the issue is politically sensitive, clarification of
the matter has been elusive, and the fears have persisted.

Comparisons of FRG-GDR trade with GDR-EEC trade strongly
suggest that the special GDR access is significant. This is particularly
the case with GDR exports of textiles (ai. rIEC protected area) where
FRG imports are well above those of all other Common Market coun-
tries combined. On the other hand, the GDR has not been able to take
comparable advantage of its access to the FRG market in its sales of
machinery and finished products. as is shown in the figures in table
XIV.

TABLE XIV.-GERMAN DEMOCRATIC REPUBLIC EXPORTS IN TEXTILES, AGRICULTURAL PRODUCTS AND
MACHINERY/FINISHED PRODUCTS TO THE FEDERAL REPUBLIC OF GERMANY AND SELECTED EEC MEMBER STATES

[in percent of total German Democratic Republic exports to each respective state

Textiles Agricultural products Machinery/finished goods

1973 1974 1975 1976 1977 1973 1974 1975 1976 1977 1973 1974 1975 1976 1977

France........... 4 5 5 6 8 36 27 37 38 23 34 34 21 22 29
Great Britain..... 4 3 4 NA NA 7 6 3 6 14 16 14 15 12
Itly............ 3 3 2 5 6 51 42 44 34 4 13 12 15 15 20
Netherlands...... 11 13 10 9 9 9 9 8 7 8 27 30 30 28 24
Federal Republic

of Germany.... 18 18 20 19 19 23 17 18 17 16 10 10 10 11 11

Source: "Bericht ueber den innerdeutschen Handel und den Asssenlindel der DDR" (12. and 13. Bericht). "Statistiches
Jahrbuch fuer die Bundesrepublik Detuschland" (various years).

But while the GDR has benefited by its access to the FRG market,
it is also important to note that relatively insignificant and stable
amounts have been involved. After all, the extent of the GDR "mem-
bership" in the Common Market can be no greater than the total turn-

SIbid., January 9. 1973.
n See: Deutschlands offene Handelsgranze.
0 Sighart Nehring. "Praeferenzen und DDR-Exportstruktur In Innerdeutachen Handel"

Weltwirtschaftliches Archlr. (Band 114) Heft 2, 1978.
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over in its FRG trade, which, it will be remembered, has recently been
less than 2 percent of West Germany's total foreign trade. In the con-
troversial area of textiles, the GDR's share of FRG total imports is
only about 5 percent. To date, the Common Market has not been satu-
rated with GDR (or CMEA) products.

For the foreseeable future, the importance of the GDR advantage
and the threat of consequent disruptions within the EEC are not likely
to increase. For one thing, the FRG is not likely to expand its per-
centage of the GDR's total trade in the medium run. East Berlin's
terms of trade within CMEA have significantly deteriorated in recent
years, which in turn has necessitated the expansion of its exports in
that direction. An increase in its trade with third world countries is
also planned.3" Consequently, the segment of total trade remaining for
the FRG and the West is very probably going to be less rather than
more, so that increases in GDR/FRG trade can materialize only as a
function of overall economic growth and/or general trade expansion.

Second, the GDR has had and maintains a real interest in diversify-
ing its economic ties with "Capitalist" countries. It has feared eco-
nomic dependency on the FRG and has moved toward expanding the
trade shares of other market economies. In fact, one continuing source
of irritation expressed by FRG government officials stems from the
fact that hard currency payments to the GDR by both the Bonn Gov-
ernment and FRG citizens have largely been used to expand purchases
from other Western suppliers."

Third, even with its privileged status, GDR opportunities to in-
crease its exports to the FRG have been and are likely to remain lim-
ited. The already important deliveries of agricultural goods can only
be further expanded as productive capacity is increased and domestic
needs are met. Increased sales of textiles and clothing are limited by
FRG-imposed quotas or the threat of their reimposition, and West
German textile interests have been particularly fearful of the further
deterioration of their market position. They have also been politically
active in the protection of their existing sales opportunities. Finally,
even with the absence of tariffs, and in fact, even with FRG buyers
being given rebates on their purchases, GDR sales of finished products
have not been a smashing success. As noted earlier, their importance
has declined significantly over the last decade, with only a very small
reversal of that trend coming in the past two or three years. Thus, it
is difficult to see where dramatic increases in GDR sales might come,
especially in EEC controlled or protected product areas.

Fourth, though some would deny it, Bonn has been and is nearly
certain to remain sensitive to the adverse impact of sudden or signifi-
cant changes in FRG-GDR trade levels. West German Government
officials are well aware that their special GDR ties are only grudgingly
accepted by the other members of the Common Market, and that tol-
eration exists in part because other EEC members are not significantly
damaged thereby. Should the level of disadvantage increase, grudging
acceptance might change to opposition and then result in political ten-

"w Most GDR economists with whom the author met in May-June. 1979 predicted that
trade with "Developing" countries would double in importance within the next five years.
It presently is approximately 5.2 percent of ODR total trade.

- FRO estimates are that the ODR 'obtains from % to one billion West Marks annually
from these sources.
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sion. On the home front, competing producers are also ready to protest
loudly and effectively about "market disturbances."

If this analysis is correct, a complex but rather stable equilibrium
has been achieved between the FRG-GDR tie and Bonn's EEC con-
nection. Involved is implicit understanding between the FRG and the
other Common Market members that the GDR's advantages will not
be further expanded in ways detrimental to their interests. That un-
derstanding is supported by the limits to which the GDR could effect
a change, and by East Berlin's fundamental political and economic
interest in promoting normal trade relations with the other EEC
member states.

b. The GDR as a "Third Country"

As noted earlier, the FRG not only sought EEC recognition and
acceptance of its special economic relationship to the GDR, but also
it attempted to restrict or even prohibit direct Common Market-GDR
economic ties. Moreover, it generally attempted to discourage trade
relations between the GDR and other Common Market members, or
at least to be assured that GDR commercial opportunities with them
would not be provided under advantageous conditions. Though this
facet of Bonn's policy has recently been superseded, a brief descrip-
tion of what transpired prior to 1974 is in order.

Bonn's concerns about EEC and EEC member ties with the GDR
first became active in the early 1960s, when the process of transfer-
ring authority over trade matters from individual members to the
Community began. Thus, when in 1961 the EEC Council decided that.
Community members ceuld conclude agreements with CPEs running
through the end of 1965 (but no longer), the FRG was able to ob-
tain the exclusion of the "Soviet Occupation Zone" from the (un-
published) list of countries affected, thus receiving Community con-
currence on the special status of the GDR. On the other hand the
Federal Republic had no objection to the GDR's de facto inclusion
under the provisions of the decision, since that resulted in limiting
East Berlin's ability to establish and preserve bilateral ties with EEC
members.

The more controversial question, however, related to the sale of
agricultural products to the GDR. In 1961, as the EEC developed an
area-wide agricultural policy, it created an organ to regulate the flow
of agricultural products between the Community and "third coun-
tries." The regulations it was empowered to execute stipulated that
agricultural imports from "third countries" were to be assessed an
excise tax (since EEC prices were protected at higher than world
levels) and that exporters of such goods to "third countries" were to
be subsidized to compensate for the lower prices they received. Funds
for the subsidy were to be partly contributed by the member states.

In 1965, Bonn announced that in its view the "Soviet Occupation
Zone" was not a "third country," as that term was used in the EEC
regulations. Consequently, sales from the Common Market area to it
could not be EEC subsidized. When the Community organ initially
refused to accept this interpretation, the FRG declared that it would
withhold its contribution to the subsidy fund, thus forcing a com-
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promise. The compromise ruling that resulted stated that the "Soviet
Occupation Zone" was not a 'third country," and that its agricul-
tural purchases could not be EEC subsidized. However, EEC mem-
bers, in consultation with Bonn, might adopt their own system of
compensatory payments to their own exporters of such goods.

As with the 1961 exclusion noted al jve, the FRG also objected on
other occasions to the explicit mention of the "Soviet Occupation Zone"
in Common Market Regulations when that mention would indicate
that the GDR was to be treated in a "normal" manner. Thus, in a
supplement to a 1966 EEC resolution which effected the transfer of
authority to levy tariff and import taxes from individual members to
the EEC itself, the GDR was not included on any of the lists which
set the Community wide tax or tariff levels. Similarly, in 1969, gen-
eral regulations covering EEC imports from CPEs again excluded
the GDR from the list of those covered by its provisions. As with
agricultural subsidies, individual members were faced with the need
to develop their own controlling machinery, though the extent to
which Bonn acted as an interested party in those developments is
not clear.

In at least one instance, Bonn sought and obtained an understand-
ing from other EEC members as to the conditions of their own bi-
lateral trade ties to the GDR. That was over the matter of credit
policy, where Bonn reached an explicit understanding, that such
guarantees would not be given for periods of more than five years.

It is clear then, that, prior to the signing of the Basic Agreement,
the FRG sought to impede the recognition of the GDR as a "third
country" as well as the development of trade ties between the other
members of the Common Market and the GDR, and that it was often
able to obtain the desired results, at least formally and publicly.
Though trade losses to the GDR were probably not very significant,
it is understandable that East Berlin's leaders were incensed by such
apparently hostile actions."

With normalization of FRG-GDR relations, Bonn dropped its ob-
jections to GT)R-EEC ties. By 1974, the Common Market determined
that the GDR was indeed a "third country" so that subsidies on the
sale of agricultural goods to it would be given, tariffs and import
taxes on GDR deliveries would be imposed, and the EEC could as-
sume sole competence to negotiate trade agreements with the GDR
as with other states. For a time, France contested this interpreta-
tion, apparently because its was considering the prospect of negotia-
ting a trade accord of its own with East Berlin. However, within a
year, it withdrew its objection, and at least this problem was laid
to rest.

V. CONCLUSION AND PROSPECT'

The protocol on the framework for the relations between the FRG
and the GDR which the two German states attached to the Basic
Treaty of December 21,1972, stipulates that: "The FRG and the GDR

* In 1970. on the occasion of the Erfurt meeting of Chancellor Brandt and Premier
Stoph. the latter asserted that the FRG's Wlrtschattakriec (economle warfare) had placed
an estimated burden of 100 billion (East) marks on the ODR. Of course, only a small part
of that "cost" resulted from Bonn's effort to keep the ODR isolated from iEC contacts.
See: Neues Deutschland, March 20. 1970.
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will conclude long term agreements with a view to promoting a con-
tinuous development of economic relations, adapting outmoded ar-
rangements and improving the structure of Trade." o Since that time,
however, trade between them has expanded at disappointing rates,
particularly over the past three years, and a brisk debate over the
reasons for that stagnation has been taking place.

The GDR position is that the prospects for trade expansion would
be good (10% annual increase, according to one Foreign Ministry of
Trade source)" 1 if the FRG obstructions to trade would be removed.
Partly, these obstructions are said to be the quota limitations retained
by the Bonn Government. "Though the Government in Bonn crows
about the fact that it has 'liberalized' (i.e., removed quotas) on over
90% of the kinds of goods it imports from the GDR," said one in-
formed GDR observer to the author, "the fact is that approximately
30% of our exports to the FRG by value are still under quota
restrictions." 2 Part of the responsibility is also said to be the inflexi-
bility of West German buyers, who too often are unwilling to consider
seriously the purchase of GDR industrial machinery. Finally, some
blame falls on the nature of the Western market, where inflation and
cyclical fluctuations create uncertainty in the market-place."

The FRG explanation for the recent stagnation in its GDR trade
stresses the increasing constraints on the GDR's ability to deliver
marketable goods to West German buyers. This, it is said, is a function
of greater GDR intra-CMEA obligations and of a diminishing rate
of its economic growth. A third element is said to be inferior East
German product quality, particularly in the sector of finished goods.
As to the oft heard charge that protectionism is still a problem, Bonn's
spokesmen repeat that all but a few products are "liberalized" and
that it is simply not realistic, politically, to expect further "liberaliza-
tion" on such sensitive items as textiles, and iron and steel. The GDR
"should" be flexible enough to expand their export capabilities in the
unrestricted product areas."

No doubt both sides are at least partially correct. FRG quota restric-
tions are a continuing limitation on trade, and GDR successes in the
sale of some industrial products to other EEC countries, despite tariffs,
suggests that their finished goods might be more competitive than is
often thought in the FRG. On the other hand, the GDR's domestic
economic and intra-CMEA problems which are real and in fact ad-
mitted in East Berlin, can only impinge negatively on FRG-GDR
trade. Also, "liberalization" has been comprehensive if not complete,
and it seems not entirely reasonable to charge the West Germans with
protectionism; developing increased export capabilities in unrestricted
product lines would seem a more useful and appropriate strategy.

For the future, the signs are somewhat mixed as to the opportunities
for significant trade expansion. On the one hand, given the near cer-
tainty that the GDR will face continuing economic problems because
of the high cost of petroleum and the raw materials it requires, and

"* In: Documents Relating to the Federal Government's Policy of Detente, p. 76.
"aAs reported In: Ost-West-Kooperatlon Aktuell (West Berlin: Informationsdienst des

internatlonalen Zentrum fuer Oat-West Kooperation e.V), November 29, 1979.
"' Interview with author on June 7. 1979.
* See: Neues Deutschland. March 29, 1978.
" Interview with author, June 19, 1979.
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because lower than heretofore GDR growth rates seem to be in the
offing, low rates of'trade expansion with the FRG are apparently in
prospect. The same conclusion would also seem to obtain from the fact
that further "liberalization" of restricted products as well as expanded
credit opportunities for East Berlin are not likely.

On the other hand, spokesmen for both sides are currently express-
ing a guarded optimism about the medium run future. An official
from the GDR Foreign Trade Ministry in October 1979, took hope
from a generally "more positive" West German posture. The signs
seen as significant included greater FRG willingness to purchase in-
dustrial products, to enter into compensation deals, and to cooperate
in joint projects in third countries. Also noted with approval was the
enlargement of quota limits on some restricted goods."

Economics Ministry representatives in Bonn cite the apparently
good prospects for the prompt conclusion of several large deals in
1980-81 as the basis for their optimism; such agreements, when added
to the stable flow of goods in both directions, could promote a phase of
expansion for several years to come." Both sides note as potentially
very significant a September 1979 agreement in the energy area: under
its provisions, the GDR will receive petroleum and coal in exchange
for gasoline and similar products for delivery to West Berlin. The ad-
vantages to both sides are obvious; the GDR will obtain petroleum
without parting with hard currency, while the FRG has assured
West Berlin of much needed supplies.4"

This mildly optimistic outlook for the future assumes a stable po-
litical relationship between the two German states, and between the
East and the West as well. With the recent heightening of tensions
between the U.S. and the U.S.S.R., that assumption has become some-
what more questionable.

It has been a thesis of this paper that political relationships between
the FRG and the GDR have been closely linked to their mutual eco-
nomic and commercial ties. Yet, that linkage has become very com-
plex and inexact, and a worsening political environment will probably
not lead automatically to a sharp drop in trade between the two German
states. Both parties now have an important stake in the preservation
of their economic ties, and for both political and economic reasons.
Short of truly crisis conditions, neither is likely to assume it has'an
alternative to continuation of the existing commercial relationship.

At the same time, East-West tensions can hardly contribute to FRG-
GDR trade expansion. The fact that present trade levels have been
achieved in part by special FRG trade concessions. Further expan-
sion will require a continued benevolence on Bonn's part. That posture,
however, could well be eroded by a combination of U.S. pressure and a
shift in public attitudes in this FRG election year.

For its part, GDR developmental strategy must also take account
of the long term political outlook. East Berlin is unlikely to plan for
and seek trade expansion and economic cooperation with the FRG in
the face of a collapsing detente. Rather, its leaders in that case would

SRee: Ost-West Kooperatlon Aktuell.
SThe author it Indebted to Mr. Ronlid Oechaler. Bureau of East-West Trade. U.S. De-

partment of Commerce. for providing r6sum6s of Interviews he conducted with FROG co-"nomeis Ministry ocials In December 1979 from which this information was derived."8 Bee: Ibid., and Ost-Weet Kooperatlon Aktuel.
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likely allow FRG-GDR economic ties to cohtidlte on their own mo-
mentum. Trade levels would then probably stagnate or even drop as
new major contracts would in that case not actively be sought.

It remains, finally, to comment on the utility of a linkage strategy
as shown in the FRG experience. A number of generalizations seem
warranted:

It should be noted initially, that official and/or public rejection of
linkage might nevertheless simply conceal its de facto acceptance. For
example, while the GDR consistently refused formally to guarantee
FRG access to West Berlin as a part of FRG-GDR trade agreements,
it is almost certain that the conditional threat to cut off trade (e.g.,
by invoking the Widerrufaklausel) had some deterrent effect as East
Berlin considered its options in dealing with the "Berlin problem."
More generally, while the GDR has always denied receiving special
economic advantages in its FRG trade in return for political conces-
sions, in practice it appears that such trade-offs have been tacitly and
consciously accepted. In fact, the author was told on more than one
occasion by knowledgable East Germans that their government's
strategy vis-a--is the FRG was to extract maximum economic ad-
vantage for minimum political costs.

As to the question of utility itself, it seems clear first of all that
the use of trade policy and/or practice to achieve other political ends
is not likely to succeed when the ends sought menace the fundamental
interests of the other party involved. In the FRG-GDR case, what-
ever the content of West German trade policy, so long as its purpose
was to obtain (or to contribute to) the reunification of the two
Germanys on Bonn's terms, it was bound to fail. It could hardly have
been otherwise, given the imbalance between the concession sought and
the inducement offered. Trade with the FRG has been important for
the GDR, but not vital. Successful linkage, then, would normally seem
to require a balance between what is given (or threatened) and what
is to be obtained in return.

Second, even when the linkage decided upon is roughly symmetrical
(e.g., trade expansion for assured FRG access to West Berlin), the
trade partner to whom the quid pro quo is offered is likely to co- 'der
the general state of mutual relations as it decides on its response. a us
was most obviously the case in the German trading relationship in
the late 1960s, or during the period the Kiesinger-Brandt Government
was in power. Though dramatic improvements in trade opportunities
were given by Bonn in the hope of obtaining GDR concessions and
cooperation in technical and non-political areas, East Berlin gave no
positive response and chose instead to propose a linkage of its own:
increased contacts and reduced tension could only come about when
the FRG recognized the existence of two German states and stopped
its discriminatory and hostile actions toward the GDR.

Finally. FRG experience in the 1970s seems to show that under
ideal conditions, linkage can lead to positive results. Such conditions
include, most importantly, the development of a general policy/
strategy which itself is basically acceptable to the party toward which
it is directed, as well as the inclusion of a trade policy as one of its
integral parts. By themselves, economic inducements from the FRG
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were insufficient to obtain significant and desired concessions from the
GDR. As part of a more general and fruitful posture, they have more
recently given substance and content to Bonn's Ostpolitik.

It was noted earlier that the GDR obtained most but not all of its
demands as a price for reaching an accommodation with the FRG. But,
the FRG also obtained important objectives in return: contacts be-
tween East and West Germans were greatly increased, access rights to
West Berlin were formalized, and a number of Government-to-
Government agreements were subsequently concluded. No one say
how important the trade factor was in East Berlin's calculations as it
made these "concessions," but it no doubt was considered as a part of
the larger issue. To the extent it was, it surely contributed to the East
German willingness to sign the Basic Treaty and to proceed with
normalization in the years since.

In the end, our assessments of the utility of linkage must remain
indefinite and therefore not entirely satisfactory: under some condi-
tions, trade has been of some value as an inducement to bring about
desired responses. A more categorical pronouncement might be useful,
but it is not warranted from the record.
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1. INTRODUCTIONx: SUMMARY OF CONCLUSIONS

When after the Soviet intervention in 1968 a new leadership man-
aged to establish itself in power, the foremost task in the economic
field was to reverse most of the measures introduced during the reform
period. The traditional type of directive central planning with bind-
ing quantitative plan targets and input limitations imposed on en-
terprises, with a new growing network of material balances and
with strictly controlled prices, was reintroduced. By strengthening
the authority of the central plan the "period of crisis" was to be over-
come and the economy was to be led back to "normalcy".

For quite a time it seemed that the medicine prescribed by the new
healers of economic ailments was working. The economy grew again
and there were some advances in the standard of living. But under the
surface of quantitative growth some of the old ailments of inefficiency,
waste of resources, and production for production's sake reappeared.
More and more distinctly it is now recognized that the system of man-
agement and planning, developed essentially in the early fifties by

*Vienna Institute for Comparative Economic Studies.
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taking over indiscriminately the Soviet type of planning, ceased to
serve under changed conditions as early as the end of the fifties.
Cautious reform proposals developed at that time to make the system
more flexible were soon abandoned when some inconsistencies m the
plan targets led to disproportions, and the more far-reaching reform
measures of the second half of the sixties had to be revoked as incom-
patible with the type of "socialism" recognized as such by the Soviet
Union.

It is now officially admitted that "the mere renewal of the principles
of socialist planned management-notwithstanding partial improve-
ments-does not effectively help and does not solve the most important
of the aims of the XIV Party Congress, namely "consistently to link
the economic and social development with a continuous improvement
of the efficiency of social production, with a more effective application
of intensive factors of economic growth".' But this insight comes only
after it has become evident that the current five year plan (1976-1980)
cannot be fulfilled and that more difficulties are piling up for the years
to come.

The current five year plan for 1976-1980 anticipated a noticeable de-
crease in economic growth compared with the first half of the 1970s.
The actual development of the economy in the past four years shows
that the cautious expectations of the Czechoslovak authorities regard-
ing the growth of the economy were only too well founded. In none of
the last four years could the quantitative targets of the current five
year plan be attained and in 1979 growth of the economy was the
lowest since tiLe early sixties. It has been obvious for some time that
the original five year plan targets are already unattainable even if
the yearly plan for 1980 would be met in full (Table 1, la, Ib).

Czechoslovakia's terms of trade have deteriorated both in trade with
the West and also with the Soviet Union. Since 1974, Czechoslovakia
incurred a trade deficit in every year. both in trade with the Western
industrialized countries and vis-a-vis the CMEA countries. In the last 3
years attempts were made to reduce the trade deficit especially by
means of a curb on imports from the Western industrialized countries
with the effect that the deceleration of economic growth was accentu-
ated.

However, the slow-down of economic growth in recent years is pri--
marily due to internal factors. The decrease in efficiency during the
second half of the seventies pervaded all branches of the economy, pro-
duction as well as distribution and the use of national income. Most of
the shortcomings can be traced back-as will be documented-to the
revocation of the reform measures and the reintroduction of an in-
flexible directive planning and management system after 1968.

The main limiting factors, insufficient supplies of fuels and energy
and a lower rate of labour supply, together with continuing adverse
trends in the external economic relations will enforce a slow growth
of the economy also for the eighties, accompanied by an even more
marked deceleration of consumption and investment growth.

I Lubomir AtrougaL Premier of Czechoalovakia, at a meeting introducing "A system of
measures for improvement of the r.ystem of planned management of the national economy
after 1980," Rude PrAvo, IT March 1980.
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Only a limited range of policy options is left open by the economic
constraints. There will be an attempt to adjust the industrial structure
by imposing growth limitations on industries heavily dependent on
imported energy and raw material inputs. But there are limits to such
a policy in view of the international commitments which Czechoslo-
vakia has made in relation to its CMEA partners and especially in
relation to the USSR. Closer links with the USSR may be another path
to be followed by Czechoslovak policy makers. But such a policy poses
as many new problems as it attempts to solve. The commodity composi-
tion of trade with the USSR and with the West implies a further con-
tinuous worsening of the terms of trade, which could be counteracted
only if the quality of Czechoslovak products for export could be
markedly improved to make them fully competitive with products of
Western provenience.

This brings us back to the management and planning system. Only a
profound change in the motivation structure of workers and managers
alike in production and distribution could release the so-called "inten-
sive" factors of growth which Czechoslovak economists are evoking in
their writings. A new "Set of measures for the improvement of the sys-
tem of planned management of the national economy after 1980"
adopted recently by the Czechoslovak government seems to indicate
that the policy makers are aware of the fact that the challenges of the
eighties can not be resolved with the old and discredited planning sys-
tem. But an economic reform requires certain political preconditions
and has political consequences. An economic reform can develop posi-
tively only in a climate of discussion and not under conditions of re-
pression. It also presupposes a certain loosening of the all pervading
apron strings of Party apparatus control. It is more than (doubtful if
the necessary conditions for a profound change in economic manage-
ment have ben created, still less are there any signs that the govern-
ment would dare to yield some of its powers to release the initiative of
the enterprise work force and management. Even if one wr:e to assume
that the new planning and management measures will bring some posi-
tive impulses for the economy, the other internal and external con-
straints will still exert a negative influence, impeding any easy solution
of the economic problems looming ahead.

2. THE FIRST HALF OF THF SEVENTIES: BACK TO Eco.osMC "NORMALCY"

Some Transient Pos'tire Factors In the Earbq Seventies, Harvesting
Gaina From the Reform Period

Adverse tendencies had already become noticeable in the first half
of the 1970s. although initially they were not fully apparent because of
a number of superimposed favourable factors. True, the expansion of
the national product had proceeded visibly more slowly between 1971
and 1975 than it did in the second half of the 1960s-a period char-
acterized by the introduction of economic reform measures-but the
average annual increase of the NMP of 5.7% was actually quite re-
spectable in comparison with the performance of other CMEA coun-
tries and in view of the high degree of maturity of the Czechoslovak
economy (Table 1).
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rine ( Mnto)............. 4 . 17 1.31 1.95 1. 92 IL .........
Pcet .. .......... ... ..... -1.3 +12.5 +.2 +3.7 - ..........

Gre capital ievemseta 4........... 82 4.4 5.7 4.1 2.4 1.6 24 i 4-4.7

wIaWo mcoe...L u* O .......... . 4.8 21 28 .-... . L 1. 3 ------......--
Retbl trade terver-

At crre tprlces............ 5.4 3.8 3.1 5.5 ......... 6 .4 .........
At cMitl pric.s........... 5. 2.1 1.4 3.7 2.18 . '.5s 1.34.6

t pr ............................. 1. 1.6 1.7 ....................................
ComIawm -pe-............... .1 . 1.3--------- ......... 2.......
CeMtof livi ............ .............. .9 1.4 1. ......... I0 2L .........
Mey iComes atcrret pri .. 52 4.• .45 3.5 4. 3 3 5. 3 4.6
Popui ireas...................... .8 .7 .7 .7 . 64 .7 .7
Per capit aey incom at cr

re prices............. ............. 4.1 7 2.8 3. 2.9 4.6 9
At custe price ................ ..... 12 2. 1.2 ......... -. 1 1.6 .........
Averwage amo wag*........... .5 12. 3.12 3.8 2.7 2.S 28. S-2.9
Aveoage red we............. 134 1.9 1.8 1.4 ......... -. -. 1 .........

Fereia trade:
Eprts........................ 1.3 11.8 11.7 9.2 6. 10.3 L .........
Imports ........................ 13 10.4 12. 7.7 S.7 IL 7.3 .........

Trade wit I Wet:
Expe.ts................... 16.7 2.7 13.0 .4........ *2.9 *S.4 .......
Ipor................................. 11.7 6.8 L3 -......... *15.3 5*.2 .........

SNot maeriu o pedect (NMP), ,ith te so called oopro sectors secluded. The NMP distrilbutd to smaLio
(MCt) eld cemsamt ders from tiL NMP produced by the ida of comic losses Mad th trade le

* Calculated.
* Corned wif thi preceding S-yee period.
* Up to ad iadcdiag l1S at 1 rcl67 ra fro, 1976 at 177 rice.
*Exorts c.iL., imports l.A.b.
* Nwe-Seciht coastrim (OECO aWd developing countries toghfer).
Serce: Stistial yerbooks of CzchoslovowkM Plea Fulilmest Report for 1979. "Rud PrSle," 25 Jamueuy 190: V*

Hao (C••mirol of Stt Planmin Commisuion "O blavacc ikhlec ravo~ e aboda"h hoswprrdstv v raw 1M"
"Reds Pae." Oecember 12,1»79, el V. Huat. "iie' 4kholy ravoe, cs. kea. awmi'v vrace 19,O." PlUnewa iCAor *st."
Nr. 1/1i9 , tow of 6thm -vr an." Shirks zA n" (Cllectia of Laws), Ni. 69176;" Stis@iU k proledy," Ni J/10;""ZohrlaMei obchod," r.

Noe: Wetern estimates of GNP got di, trim os elc figpren of NMP nrie by t Cheholak St~iStiticl Ofce.
This rtdy based ea o ci Cdwol uk agures. F r nespeti WMestar dait se taMes l ad lb.

TABLE IA.-CZECHOSLOVAKIA: GNP BY SECTOR OF ORIGIN

(Averap easadl growth rates l percent

19C-70 1971-75 19 17 1978 1979

Tet I GNP .................................. 3.14 3.4 1. 4.7 1.4 L.7
Idu --- ---- --------............................... 4.2 3.1 2.7 43 2.1 .1
Aric ----- ---...................-------------........... 3.2 2.4 - 13.3 -47 -
Forestry................................... 1.2 1.8 4.4 -. 1 5.2 12.
CoAetrau o.............................. 3.3 3.1 31 -. 4 21 L 2
Treaseort.............................. 2.5 3.8 4. 8 13 3.6 .
C nemmi•cati .......................... 1.3 31 3.5 2.3 4.2 2.
Trade..........................-- ........ .---2 . 2. L8 17 1.4
F .. ---------..............................-- ----- . . . .3 .2 .2
Hoessi ................................ . I.5 21 1.8 1.5 14
Ceamm"al. othew rse es .................. .8 1.4 L 5 L1 L
Gos t-mý ..t-.......................... 26. .0 . 4 L 5 2.6 1.7
Adbiitratioe judtie. ..................... L6 3.3 .1 1.5 2.9 .7
Educati, cture........................... 2.5 2.1 3.4 3.7 2.7 L

h.slhrwe ........................... 4.8 4.6 L 3.1 1.8 1.6
Sd m reserch ......................... 2.3 L2 .4 . L 7 L
Socil eremztiss......................... L2 -1.4 9.6 7.4 IL6 1.9
I lmd sAwityc ......................... L 3.3L . LS 2.1 .7
DtsoM M • j -pi .......................... -. S L6 -116 .4 2.7 4.1

S.aim:T: led P. Aw eMisach Preie aM Natiena lrowe i Eat Cmed Erope Merc 1166

_ __ _ _ _ I___
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TALE IL--CZECHOSLOVAKIA: MAIN INDICATORS OF ECONOMIC DEVELOPMENT

iAverap annul gUrt rat is perns

1971-75 1976 177 1978 1I97

Nation produt:
A ...... ........................................... .7 5.1 41. 4.91 t. L

B....... .. ............... ............ ...... .... . 1. 4.7 1.4 .
lAcustre:

A...................... .. .......................... -7 . . 1.7
A l.................................................. L.I S.1 1.1 4.» ..........
B ................................................... 3.9 2.7 4.3 2L.I .i
A ................................................... L,+ -2.4 1.1 L.6 -_.&
A' ................................................ 1.5 -6.7 14.1 -6.2 ..........
........ ........ ..... ............. ............. .4 -L. 13.3 -4.7 -IL

NOTES

A-Offwa ial •fur industry and agriculture ros production.
A L-Ofacl hf ues, at productJ
S--Estaai-s of Ate.
Soaece: See tabl 1 I a

Among the transient positive factors making that economic growth
possible was the favourable development of agriculture. The Agricul-
tural Production Cooperati.es (APCs) which, in conjunction with
their members' private plots, produce 70', of gross agricultural out-
put, had already been freed from too restrictive plan targets as early
as 1966, and had remained bound to the central plan in the main by
supply contracts vis-&-vis the State Purchasing Organisations. The in-
creased economic independence that had been granted the APCs,
created in the climate of the economic reform movement before 1968
and giving the cooperative farmers a material interest in increasing
production, was kept more or less intact also during the first half of
the 1970s, whereas at this time directive planning, involving binding
plan targets, was reintroduced in the other sectors of the economy. The
agricultural enterprises used their greater decision making powers to
apply, to a growing extent, modern technologies. More comprehensive
types of mechanization were brought into play and the use of chemical
fertilizers, of herbicides, and biological products in animal production
was also increased. Since tht official procurement prices for agricultur-
al products increased at a faster pace than did the cost of the agricul-
tural means of production (machinery and tractors, artificial fertiliz-
ers, animal feed, seed stock),' profitability rose in agriculture. To this
should be added a number of successive years with favourable climatic
conditions for crop production. All this led to a not inconsiderable in-
crease in agricultural production, exercising a favourable influence on
the growth of the national product, and in addition lessening the
strain on the balance of trade.

Another positive influence on the development of the economy had
been the changes in the structure of fixed assets in Czechoslovak indus-
try in the first half of the 1970s. They were the result, in the main, of
investment decisions taken towards the end of the 1960s at the time of
the economic reforms. Total fixed assets in industry increased by 31%
(at constant prices) between 1970 and 1975, machinery and equipment

' Between 1967 and 1976 procurement prices Increased by 11.4 percent, prices of agricul-
tural Inpunt by 6.5 percent. Stasttic k rdeae CsBB 1979, p. 244.
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increasing by as much as 41%. After the one-sided preference given
heavy industry, and especially extended to the primary industries in
the preceding decade, fixed assets in manufacturing increased faster
than in the primary industries during the first half of the 1970s. The
quickest growing fixed capital stock between 1970 and 1975 was that of
the woo processing indiustrr, followed by paper and pulp, clothing
and building materials (Table 2).

TABLE 2.-INCRLMNTS OF FIXED CAPITAL ASSETS IN INDUSTRY 1971-75

By brAochs of snd ry, is wrcn

1971-75

klacime*y a"
__ M-n _

Tod equOmet

lindeSty. t l............... .... ............................. ............... 31.2 41.1
Woodwrkig ................................................................ 57.8 s4
Pew dcewahiis......................................................5...5...
Swdia M ma il................................................................ 48.8 56.1
Chasing ......... ....................................................... 4. 7.4
CIetwdi ...................................................................... 45. 61.5
LeMhwrprocesis-........-................................................... 31.6 S8
Priating....................................................................... 44.1 44.5
TMtils........................................................................ 3.7 St.
Ear ........................................................................... 36.7 37."
Machi ry........................................................................ 34.8 41.
Gas, pCati, ceramics........-........................................... . 31.$ 4.6
F S..................................................................... 31.6 42. 3
F . ............... ....... ...................................... ........ 22.7 37.1
l , ..... ................................................................. 15. 1.1

Sorc.: "St•1tick ricMks CSSR 197"' pp. 221,222.

Naturally, as in previous years heavy industry had in 1975 still a
greater share of fixed capital than did light industries; but the pat-
tern of growth had changed considerably. The share of the tradition-
ally favoured branches of heavy industry-including machinery-in
capital stock decreased from 56% to 54co during the first half of the
1970s while the share of manufacturing industries rose from 44% to
46%. If additions to capital stock during this period only are con-
sidered, then other manufacturing industries obtained more fixed capi-
tal in these years than the traditional branches of heavy industry
(Table 3).

TABLE 3--CHANGES IN THE STRUCTURE OF FIXED CAPITAL ASSETS IN INDUSTRY*

IP rcWtade ahard

Addition to
fied capial

stock
between 197

1970 1MS asd 1975

HMvy N dusty (feels, awMy, miltalwgyiauie and metal pods). 55.7 54.2 4. 3
O . mMiacturig............................................. 44.1 45.L 5. 7
O lh: Chemic...... .......... .... .I 7.S 1I.

ladmuty, total....................................... 06.6 1LI 1O0.l

At c e 196 prdim . .7.

Sem: "Saliticid remeM CSSA 17W" p.221.

The speedy restoration of global equilibrium of the economy by a
set of restrictive measures must be counted yet another tranAsint f-

-- -- -~
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vourable factor. The new leadership blamed reformers for the infla-
tionary process in the so-called "period of crisis" in 1968-69. However,
the inflationary development manifested itself since the Soviet inter-
vention in Czechoslovakia by depletion of stocks, severe shortages of
many consumer goods. growing queues in front of shops and under-
the-counter sales for privileged customers rather than by excessive
price increases. The official price index of consumer goods and services
advanced between January 1968 and January 1969 by 2.4% only.'

The containment of the inflationary pressure was achieved mainly
by curbing the growth of personal incomes, especially by reestablish-
ing tight control of wages, and by increasing the state controlled
consumer prices towards the end of 1969. The officially imposed price
hikes were concentrated on industrial commodities and services leav-
ing the prices of basic foodstuffs largely unchanged. Between January
1969 and January 1970 the overall consumer price index advanced by
.. 3%, foodstuffs, however, by 0.7% only, while prices of industrial
goods increased by 9% (of these shoes and leatherware by over 11%
and household appliances by 22%). Among services, transport and
postal charges increased by 19%. 4 The effect was a marked slow-down
of sales, especially of industrial commodities, which gave the oppor-
tunity to build up depleted stocks. At the same time savings which
had slowed down in the wake of the Soviet occupation in 1968 and
"1969-the moneys withdrawn from the banks were used for panic
purchases--were building up again in 1970. The extent and effect of
the restrictive measures can be judged from Table 4.

TABLE 4.--INCIMENTAL INCOMES AN) EXPENDITURES OF THE POPULATION IN 190 AND 17M

pe biltim KM at currea pricut

19M 17 DiwreMce

Inemmes:
Wa s ad salar ............................................ 13. 5 -7.5
Income from coopftie farm and sale ofaricaturi rodcts.... 1. .3 -. 7
Health inasurance and social security se.- ..-------------.-- L 2.L7 -L4.2
O O rpersoalicome......................................... 2 L4 --. $
Iet iroms frem abreed....-....-..- -.......- ............ -. +.9

Total incom .............................................. 22.2 19 -L

ExpenditerM:
tailpurchases-.-............................................ IL L5 -13.5

Chara Mass for svicM . ...........-...............m.-.......- . 2.8 1.7 -LI
Other outays................................................. 4.4 LI -3.2
S i ...................................................... -LI 4. 5-5.

Ttal edites----------..........-..-.......------------........-.........----------..... 22.2 -12. 3

SOWce: '"Steitue rocMau cssI 1972," p. 4.

The restrictive measures could be applied without apparent resist-
ance only under the specific conditions of Soviet occupation after the
defeat of the reform leaders, the widespread purges and dismsals
from jobs of potential opponents, and the intimidation of large sec-
tions of the population. On the other hand it is true that the sudden
limitation of incomes together with the substantial price increases of
industrial consumer goods restored the equilibrium in the consumer

* tatuatldn roemaa assr 1i4, a 48t.
VIbLd.



market and thereby improved the availability of consumer supplies.
"Queuing in front of shops as a mass phenomenon, the hunting for
basic kinds of commodities, sales under the counter, the fear of further
price increases, panic purchases, etc. disappeared." While the restric-
tive measures encompassed also investments, and all factors taken to-
gether slowed down the growth of the economy somewhat, by moving
the economy back to equilibrium they contributed, as short term meas-
ures, considerably to the consolidation of the economy.*

Still another feature influencing the economy in a positive way in
the early seventies was the development of the terms of trade par-
ticularly in relation to the so-called capitalist countries 'in the official
terminology of the Czechoslovak Statistical Office this denotes the
Western developed market economies and the developing countries
taken together). Export prices developed favourably in relation to
import prices vis-a-vis the capitalist countries in 1970 and 1971, again
in 1974, and even as late as 1975. In this way foreign trade made ad-
ditional resources available for the development of the internal econo-
my in the first part of the seventies (Table 5).

TAMUE S-OEVRLOPMET OF THE TEM OF TRADE IN CECHOSLOVAK FOD•G TRA

r-Fe trad

1v Dealaped market ene~aem 102 9 lg 10rM . lo e in 10m o
1936 0.-r-----S 90--- -1*--- ----------------.--- 10 t 11 T
lI - --- t --------.- 9 ------- - - . 1« III

i ---- - ----------I^^ IOLI 1I a
lif t ^^ ^^ 10 .t 1011973. ,loL 1

rmd sectakt couriesace 1M Tim auth d d I 10 r,1as, 7.---------------------------ILI so
M7.Z .----- 3t - ----------UUS1L.·~~------------~----·----·-·---------------- -U,·~)---·.·-~~

'H:A TMe IrIA ao trmod *uimisainum oSw e ad iriim lIs pudSml r sMh It d
"CuSomd: Sttii Vew esk. TlM nesdabhed wa. uemelemd ei o emleisw nSi m1 I L Th-

bew 1 tIMh ie i n i CSSrw t d pI d rtIarep W ezt -l apert prime :epri tir capntale

In tchits connection it mut be n oted tha t rCzechod rlovakd ad and stim
hae ar favorable i lnMde of tMrae with develop: g countries with manyMt d

the rst part ofb tae aseventies roughly half of the foreign trade turn

*eMbtoty ui i reel- * adIC MiUn n« endoS.M eM *imle pMrime i nclne imtad

sm Joet oldrua, -akreekroomiek7 anal7f a Acadm PrC me 15 p. S.

S Ibe..: .Dy• aKee. AerJ BAiIe. "Nove s e Z repaMimr eta a tC roem SMt rekemw

S0. d Polit ek le* Mei Tdr. e Cued 11/ T d Traf i7Sl O Mr

In this connection it must be noted that Czechoslovakia had and still
has a favourable balance of trade with developing countries with many
of which it conducts trade in freely convertible currencies. While in
the first part of the seventies roughly half of the foreign trade turn-

OJosf Goldnaa. Makroeksonmekl anaalsa a progafta. Acadfeia. Prague 1975 p. G1.
* Ib:d:261 See alas Alexj B&Wk. "Nov& JeTy v reprodulknim process ft, eokomomky

v To satieAUUeU ekesmeme Mr. U/IM9. p. 1126.

- --- ------ - -



385

araph1: do.esemopat of Camchklak expeorr a-moPOr

(1967 100o

Pri index

"ins

Price index

Del op ment of pri indics to
market conomi

MIS urs

Deveopmant of price indics to
centrally planned economic

as M Ms M Me iW u* s W

_---- deelopomest of export price

---- devlopnmnt of import price

- term of trade

Source: See Table 5.

over with developing countries was still settled by clearing account,
the trade surpluses were achieved mainly with those of them which
settled their foreign trade transactions with Czechoslovakia in con-
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vertible currencies. In this way already at that time the surpluses
could be used to narrow the trade gap incurred in relation to the
Western industrialized countries' (Table 6).

TAKE L-CZIECHOS VAKIA'S FORELI TRADE WITM THE DEVELOPING COUNTRIES BT MODE OF PAYMENT

Ia Sima Ise eai chenA Kx

Ttal 1IM 15t 1 1 111 172 11 1174

Esprt............................... , 1, 01. 2,462. 2L0 2. 2 ,61.5 4 224.
t......................... 127 1507.4 1.62 653.4 1 L6 233 1222.

........ 48. 3916 831 1 237.6 917.4 345 L 0t.
Twvw r................... 3,047.0 440 4 4,0M. 4.544•4 4.6. 4,W.5 7447.
Of NMch:

Clwireg:
Exp[rt..................... 776 0 04.3 l.473 1. 37.3 1.54& 4 1,258.4 1,57.9

......... ...... . 70 75.2 1 4 77.8 1, 214. 12 5 1 73.
,...................... L . l.1 5 40 . 3318 24. -

T4w3..................... 1.47 1. ,6.1 2, 3.4 2,37.1 276I 54L• 3,731.7
C.nvente CuMsuris:

Ex ............... ... 9 7 S 1,511.7 1. 237. 140. 2.36.7
...................... 53. 715 4 675.L 654 1,052. $ 34. 4

42...................... 3 8 272.7 5 3 6 01
TM ..................... 1560 1,4ML 1703.5 2,187.3 1, L 2,45.68 371l5

ewr, in peuc ......... ....... . SL5 48.2 4 . 4 s.1 40.6 481 40.
Shwe moafcIo e carries uiea t

ienL aect .................. 5.. 6 47.7 41 52.3 44.4 52.3 56.s

beeMMM, i aMlet............... 87.5 S. 12.7 67. 63. 11.5 10

Seem: Sve bMsped rsvi. 6/I3S75 quiot fe P. Simrda "StUnd mal w TMdwM in lds anaditc
kwihe sinshuma der CSU a ds E=r#cMpIoa", "Os-EVWra1WktauchWI . Mr. 4/1l7l.

The factors mentioned above, which had a favourable influence on
the economic development of Czechoslovakia during the first half of
the 1970s proved to be of a passing nature.

Reemergence of Long-Term Negative Structural Tendencies

But even in the first half of the 1970s certain long-term negative
tendencies have made their appearance below the surface of the fa-
vourable quantitative growth indicators and these became fully effec-
tive in the second half of the 1970s. Already at the beginning of the
sixties it had become apparent that the Czechoslovak economy is ex-
tremely material intensive, Le., that far too much is consumed in the
way of energy, raw materials and intermediate goods per unit of pro-
duction. This is due to the unfavourable industrial structure, as well
as to the prevailing rigid directive planning system which in turn is
reproducing the industrial structure with its preponderant weight of
extractive and heavy industries. Each per cent of additional output
had to be gained at the expense of an excessive increase in investment
and material cost. Directive planning involves mandatory plan tar-
gets-expressed in physical magnitudes (e.g. quantities of steel, co-
ment etc.)-or, especially in manufacturing, m the value of groes
production. Since the managers' premiums and the staffs' prospective
wage increases depend on the fulfillment of the plan according to its
main indicators this leads to a specific behaviour in the enterprise--
one that encourages the growth of the value of production irrespective

r P. Altmana. . LmaU 8trukturentwleklua der teheekodlowaklt heac Wlrtachatr
und hbm R(ickwirkung auf denA uneaha•lda Wermkd PapeM s Otearopa-IaUtut MAfhem,
nembw Mssl .
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of the cost of inputs. Going further: by increasing the value of the
intermediate inputs it is easier to achieve the plan target expressed
in the value of gross production.' Under such circumstances material
costs will keep increasing despite all the efforts of the central adminis-
tration to the contrary.

A realization of this state of affairs had led the economic reformers
in the sixties to break away from binding centrally determined plan
indicators and to consider the economic returns of the enterprise as
the main criterion of its success. As a result the relation between the
growth of the global product, of net product and of intermediate inputs
did change at the tune of the reform (1966 to 1969), improving in
favour of the net product. In 1970, with the re-introduction of manda-
tory plan targets, the enterprises reverted to their former pattern of
behaviour, and again inputs started to rise more quickly than net
production (Table 7).

TABLE 7.--ELATION OF GROWTH OF OUTPUT AND INPUT

(Avewe asual compoud growth rate is pefcn

1961-4 19M6- 1171-75 1976-78

Glob o -t t .......................... ................. ........... 3.17 5 LI 4.4
Mi iput--------------------------------....................................................-------. 5. 5.9 .3 4.7
NHMate ial piducta ........ ..................... . ...... . ......... 7.2 5.7 4.1

' Glob output equls NMP ad material inputs.
s N1 matsUl prodet xcludes maurual swvic d is b set o depiecias.
Serce: Ststisticks rocsui CSSI 1971. pp. 165 166. 17; 'SttMstick rcesMa CSSr" 1979, pp. 13 133 135.

A similar picture emerges when we consider the development of the
sales structure of industrial goods delivered by producing firms and
wholesale organisations. At the time of the reform the share of sales
for final use (for the domestic market, for investment and for exports)
rose as high as 40%, at the cost of sales for intermediate use taking
60% of all deliveries. The share of sales for final use decreased con-
siderably at the beginning of the 1970s and despite a certain degree
of stabilization in the mid-seventies did not regain the level of the
end-1960s and by 1978 was down to 35% of total sales. While the per-
centage shares of deliveries for investment, and to a lesser extent for
exports remained fairly stable, it is especially the share of final de-
liveries for the domestic market which diminished by 3% percentage
points during the seventies. On the other hand, deliveries for inter-
mediate use increased their share by almost 5 percentage points im-
plying an increasing tendency of the well known production for pro-
duction's sake * (Table 8).

The high consumption of material can be documented by examining
per capita consumption of primary energy. In 1977 Czechoslovakia's
per capita consumption of primary energy was the highest in Europe,
with 7397 kg of hard coal equivalent. Highly developed industrialized
countries in Western Europe as well as the GDR and the USSR had

SThe Indicator "value of gross production" as a criterion of the success of enterprises
has been severely critlcsed by the Cseehoslovak premier Lubomnr Strooual O on ocason of
latrodacinr a "Set of measures for Improvinx the system of planned management of the
national eaaomy after 1980," RuMd Prdvo, March 17, 1980 (see section 5).

* . Korda, "A decade of economic growth nl Cseeboaeovakla (1982-79)" "SovSet Studies",
Mr. 4/197.
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PoGmes dMl

s3d.

media Fo fiMl irue. deEti FerTeodl e sn ' W o Jt We prI
19KL....-..-... ...........--....-... 10 0 t I 9 4. I 1

IOLl IO o W 4. IL I1M........L......... ... 6L 4 4. ItL
11671..,....................... 10 43 I S.

217................................. 11 0 . V. I 4.4 1L 11-. ........... ...................... 10 ,0 'A 44 i .1
197.........I..-..-....... ...... ,L a. 4i S it 6...... .. ^. .. 1L U 6& 4 * 1 W.6
1 8 1 LOL,. I130 638 I 362 t. 15i6 6t19.................. . 10. 64.1 i 46 & 14 i 1.

mIlle pass.aMt-&- wlie Iena pueisiagt eaeMpri OaW Wudae WpMiWM; Q:Pwirn pbi e hrinlinb dab d mist

Sere: sueLM msaBMMa CSSR 1W-71

a lower per capital consumption, and of the countries outside Europe
only the USA and Canada consumed more primary energy per in-
habitant. This becomes even more glaringly apparent if we compare
energy consumption and national product: in Czechoslovakia almost
2 kg of primary energy were consumed per one US $ of GNP, whereas
most of the Western industrialized nations used considerably less than
1 kg. Even in the United States, whose energy consumption is excep-
tionally high, the energy consumption per umt of GNP is lower than
in Czechoslovakia (Table 9).

TABLE I.-GNP AND ENERGY CONSUMPTION W

Emrgy
Eupe ce n ptio-CeM-pti i Sl GMPr

Cpu wft Me caite inicuu1

"d, M ri 2)1)
(1) () (3)

Ciaheusi-..................................--............... 7.531 1.6

" ..................................................... ---------------------------------------- 3.451 1.
d...................................................... 6 .586 L

mair..................................................... L75 4042
EatEre pe............................................... L677 5.i L5
U.&SR.. ......................................... M....-7 5 .55 1.L

C EA........................................................... M.3 S l.5YEMs ev........---------.......................................-3 L
weerbm inM.rie e.o.riW:

Umitd Sate..........- ...................................... .700 11374 1.2
Casm- -..................................................... .171 19M 1.1
Unei Ki.............................................. S.3 5.212 L8

.. .................................................... .so 3.2S I.Mid- ..................................................... .3 4S.38 3.
..................................................... 07

Jae................--------------.................................... -------------------------- 7.33
r.............------ ......................................... 7.03 0

Sunedm...................................................... UI210 S.154 0.
Sp~l........................................................ 1520 2405 &
Ferl B llc er ---------.........-...................... .L601 .015 L
Fr .................................................. 1.27 4 3 .

lo.................................................. 12.10 3 .3

Ntae-The bimane SP perw capital we wdevldy Mdervaluu iW brenei ad Yupelaia. They dai hu
mates ta e ugo i w =welomret c i NoM WM leak.
Suemesm "the WeiM Uak, As ISr'; UA "WeM Ewae Supplien 103-" NItw Yorkft
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In view of the lower degree of motor-car usage, and of the lower
equipment of households with energy-consuming durables, the high
primary energy consumption in Czechoslovakia obviously has its
origin m the industrial use of energy. The high level of energy
consumption can be explained partly by the industrial structure of the
country. Energy-intensive branches like Iron and st,. 1, non-ferrous
metals, mining, heavy engineering and basic chemicals have a pre-
ponderant weight in comparison with other branches of manufactur-
ing. Nevertheless, West European countries with a similar industrial
structure such as the U.K. and Belgium, have a lower energy con-
sumption per unit of GNP.

Another important reason is certainly the unfavourable energy-mix
with a high percentage of solid fuels, especially low grade coals, and
conversely with a low percentage of oil and gas (see section 4). Some
of these factors show up in high energy losses when comparing effective
use of energy with primary energy resources.

The Czechoslovak Federal Statistical Office estimates the losses
incurred in the course of production, processing and refining of fuels,
in energy and heat production and in the distribution of electric power
to absorb 30% of total primary energy consumption.'1 Considerable
savings could be effected by reducing the specific fuel consumption in
caloric power stations. In recent years particularly, it was however
hardly possible to improve specific fuel consumption, although it is
still much higher than in the Western industrialized countries. Power
cuts and gas supply failures are a frequent occurrence in plants and
factories-thie population has so far been spared such cuts, by and
large. The enterprises that were unable to fulfill their obligations in
terms of the plan as a rule name irregular energy supplies and faulty
materials procurement as the main reasons for their failure.

The apparent success in lowering the consumption of primary
energy per unit of NMP by roughly 2.5% p.a during the first half of
the seventies was of a short term nature, following the rapid improve-
ment in the energy-mix thanks to increased crude oil imports from the
Soviet Union and the concomitant reduction of the share of solid
fuels. The price increases of crude oil and the limited availability of
Soviet supplies in the second half of the seventies slowed down the
further improvement of the energy-mix, and in this connection also
further improvements of energy consumption per unit of MNP de-
celerated accordingly (see section 4).

The specific consumption of ferrous and non-ferrous metals is
exceptionally high in the Czechoslovak machine building industry. It
is well known that the products of the Czechoslovak machinery in-
dustry are as a rule much heavier in weight than comparable Western
products. In this field it was possible to achieve some success and to
lower, between 1975 and 1977, the specific consumption of ferrous
metals (tons per 1 million Kcs of machinery product value in constant
prices) by more than 7%, and of non-ferrous metals by more than

SFederdnl Rtatistickf tiad. Ciele pro ke diko 1979, Prague 1979. p. 78. According to
B. Koras. "Energy consumption nl the Soviet Block". Poreckungaberichte WIfW, Nr. 41.
Autust 1977. Table 6. these losses amounted in the case of Czeehoalovakia to 41% nl 1974.
When the primary energy input given by Korda as 100 million tee for 1974 18 lowered to 88
million tee In accordance with later statistical evidence (see Table 21) the losses amounted
still to 38% compared with less than 25% In the EEC countries at that time.



5%. Attempts to reduce the amount of metal wastage in machine build-
ing proved less successful. In 1970, 73.8% of ferrous metals used in
production could be utilized; the rest was wasted. In 1975 the degree
of utilization rose temporarily to 76.1% but in 1977 it iell back to
73.8%.11

3. THa LATz SzvrrTIE: DIFrICULTE AnU PxINO Up

All these tendencies, which had already become apparent in the eco-
nomic developments of the first half of the 1970s, were coning out
into the open in the second half of the decade and exerted their dele-
terious effects on the growth and on the efficiency of the economy. The
national product increased during 1976-1979 by a mere 3.7% annually,
as against 5.7% during the last five-year plan period, and industrial
production too increased more slowly than it did in 1971/75, ie. by
almost two percentage points annually (see Table 1).

Agricultural performance deteriorated in the second part of the
seventies for a number of reasons, including adverse climatic condi-
tions, but mainly because the imposition of merger and integration
measures from above on unwilling cooperative farms largely de-
stroyed the farmers' motivations. The investment decisions of recent
years seem to indicate that the changes observed in the pattern of fixed
capital formation in Czechoslovak industry may also have been of a
temporary nature. Under the influence of the decisions of the latest
sessions of the CMEA, Czechoslovakia will revert to a forced pace
in the development of her capital intensive industries-fuels, energy,
mining and processing of nonferrous metals, heavy machinery for nu-
clear power stations and electrical engineering. Consequently manu-
facturing industries, and consumer goods in particular, may hardly
count on preferential treatment in the allocation of invetments, the
volume of which is, anyway, hardly growing recently.

Nor can a new round of redistribution m favour of accumulation
and at the expense of consumption, as it happened between 1969 and
1970, be repeated, because "the increments of incomes of the popula-
tion are relatively small and it is hardly possible to curtail them fur-
ther significantly." 1" The favourable trade balance in hard currencies
with the developing countries, especially the countries of the Middle
East, can hardly be expected to continue when further increases in
crude oil supplies from the Soviet Union will no longer be possible.
And the terms of trade in general in the second part of the seventies
turned into a highly adverse factor.

Despite an accelerated growth of capital intensity (fixed capital per
person employed) a slowing-down of growth of labour productivity
is observed. Capital productivity (output per unit of fixed capital)
is falling as against the period 1971 to 1975, and even more so com-
pared with the preceding period 1966 to 1970. Total factor produc-
tivity deteriorated continuously during the seventies compared with
the reform years in the sixties with the rate of deceleration speeding
up in recent years (Table 10).

a IFderAl Stau • titcf 6td, ~s pv e eW Ldd i, PraP4 197S. pp. 107-109."* A. Bek, op. ct.. p. 11T.
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TAKE I-FACTORS Of ECONOMIC GQOWT

(Aasei Pemmam crMord noase el msN

N rg l aoredrt *wladeral predtia I

L9 -7 1911-75 Wm-n7 119-67 1971-5 16-179

0) 04"d..................................... &3 5.7 3. t.2 6.1 »&
ploat. ................................ LI .9 .5 LI .
Scapd stck........................... 4 C i *4 54 4.23 L . *

Out t per e ml-oyed.................. 5L. 4.8 1.2 4.9 4 i4
Oted r mat u gi c ................ . 4 -. 1 -12. L .5 -. 4
Finw c wperparit reeppM.toe ............. 4. L 4. $ 7
Faclter pr eitiIty ......................... 4.7 3I L4 4. 19 L 4

SNId vaie added.
SE*smate based M 1976-7.
'AnasM a cawi el asticit a-. ae labesw latdity (1-4)
Sowur: "StiUtickl rnecaka CSSI 1972. 197 Plartlmeet redot ar 197, AuMd Prive JMa. 2Z 190.

The less favourable conditions of the economic development resulted
in a pronounced deceleration of consumption. In the second half of the
1970s private consumption increased at an annual average of 21/ ,
and by considerably less than 2% per capita even according to official
statistics. Wage increases, too, decelerated considerably in comparison
with the first half of the decade. In view of the officially reported price
increases, real wages rose during 1976-1979 by just over 1% per an-
num. This computation leaves hidden price increases, which did not
find expression m the price index, out of consideration.

Two Areas With Specifef Problems: Agriculture and Foreign Trade

The decrease in efficiency during the second half of the seventies per-
vaded all branches of the economy, production as well as distribution
and the use of national income. Adverse developments were especially
pronounced in two areas: in agriculture and foreign trade. Here the
worsening situation has a striking significance, for agriculture and
foreign trade had in the early part of the seventies contributed sub-
stantially to the consolidation of the economy in the aftermath of
economic disruption connected with the intervention of *he Soviet
Union.

As to agriculture, recurrent adverse weather conditions in the second
half of the seventies have certainly contributed to the slow-down in
this sector. But there are other reasons for the unfavourable develop-
ment which emanate partly from outside the agricultural sector and
are partly connected with the changing character of agricultural man-
agement. During the seventies a strategy of industralization of this
sector was vigorously followed by party leadership and government,
involving a process of concentration through mergers of agricultural
production cooperatives into bigger units, and their closer control by
county and district agricultural administrative bodies. This process
involved a new division of labour between the agricultural units and
other branches of the economy which had to supply them with tractors
and machinery, with compound fertilizers and other chemical and
biological products. Some 60% of all costs of agricultural production
are industrial inputs of other branches of the economy."1

"- M Jak.4 ". m-.m am m seia nm - t1Yr, Rusd PrM,. Ja& 25 1M0.

"-M 0 - I -. 6
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The deterioration and loss of efficiency registered in other parts of
the economy was reflected in insufficient or delayed deliveries, in un-
suitable assortments or simply in products of poor quality. A special
session of the Central Committee of the Communist Party of Czech-
oslovakia in the March 1979 "1 was devoted to the difficult problems of
agriculture and a considerable part of the proceedings dealt with the
woes of a sector that only a few years before was considered the back-
bone of economic development. On this occasion, shortfalls in the
deliveries of tractors and machinery, alike from domestic firms and
also from other CMEA countries, were severely criticized. These
purchases had been contracted for in the five-year commercial agree-
ments and in the yearly protocols. In the last three years, engi-
neering firms delivered 4.000 tractors !ess than was planned; other,
especially high-powered machinery was likewise not delivered in suf-
ficient quantities or was supplied'in unsuitable assortment. Also the
quantity of trucks available for agriculture is insufficient so that
tractors, which use far more petrol than trucks, have to be used for
transport purposes. Especially machinery for sugar beet and potato
production is unsuitable, of poor quality, or delivered in insufficient
quantities. The shortage of spare parts is a permanent difficulty. Many
tractors and machines are not in use because they cannot be repaired
because of the lack of spare parts. On the other hand, some of the more
up-to-date and more complex aggregates are insufficiently put to use
and are only in operation at 50 to 65% of capacity. Similar complaints
were voiced as to the deliveries from the chemical industry. The amount
of artificial fertilizers used per ha is impressive in comparison with
other countries with a similar type of intensive agricultural produc-
tion: with 240 kg pure nutrients of fertilizers per ha a higher applica-
tion level is being achieved than in countries like Austria or France,
but the yields per ha are considerably lower than in these countries:

TABLE 11

Average yields per ectare (ia tens)
Chemicl

fwtrdiars Cerals Pntatos SuM beet

Cuchor k ................................... 240 .85 1 38. 4
A trial ........................................ 100 4.0 22.6 4.6
Frace......................................... 15 4.07 27.5 44.
Federal Republic Germany..................... 257 4. 0 28.4 47.8

SI kilourams o pure autriMt per hKctar
Source: "EU[coamriu rvue" Nr. IV, summer 1971. p.3.

One of the reasons given is that the artificial fertilizers are not up
to agrotechnical requirements as to quality, mix and nutrient content
and as to timing of deliveries. Next, the application of the fertilizers
on unprepared soil gives poor results. Finally, other agrochemical
products, herbicides and pesticides, biofactors etc. are either not avail-
able in sufficient quantities and assortment, or the quality is poor.

m Rude PrAvo. 13th Session of the Central Committee of the Csechoslovak Communlst
Party, Mar. 22 23, and 28, 1979.



Similar complaints connected with those just mentioned are made
with reference to concentrates, grain mixtures and roughage required
for the expanding animal production.

One of the typical disproportions is the uneven development of
crop and animal production. Between 1970 and 1975 crop production
increased by 11.7%, animal production by 15%. Between 1975 and
1979 the disproportion of development increased considerably. Ani-
mal production increased on the basis of imported fodder purchases
by over 8%, while crop production advanced by just over 1%. Do-
mestic sources are incresingly unable to produce sufficient fodder
crops for the animal herds, so that more and more feed stuff must be
imported from abroad for hard currencies.

Tie main obstacle, however, seems to be within agriculture. The
motivational structure, which developed favourably in the second half
of the sixties and which still had a positive effect in the first years
of the following decade, was successively destroyed by a process of
excessive concentration imposed on the cooperatives and on the state
farms from outside (see Table 12) without the necessary conditions
being created in the form of up-to-date management which in large
scale enterprises is far more demanding than in smaller-sized farms,
in suitable technology, and especially in appropriate motivations
Especially the degree of specialiation which would be one of the con-
sequences of large scale production is wanting. Hand in hand with
the drive for bigger agricultural units, the importance of the house-
hold plots for the production for home consumption of food of the
rural population, and for the supplementary supply of the market
with fruit and vegetables, as well as with meat and milk was grossly
underestimated, and the plots were directly discouraged (Table 13).
While at the end of the sixties household plots accounted for a quarter
of the production of slaughter pigs, this contribution had at the end of
the seventies fallen to 10%. The number of cows held on the private
plots diminished from 176,000 in 1968 to 59,000 in 1978, the number of
pigs from 646,000 in 1968 to 341,000 in 1978" Ten years ago 10% of
the milk consumed was produced and consumed within agriculture, but
at the end of the seventies only 3.5%.1" The increasing participation of
the rural population as customers of agricultural food products in
retail trade clearly put an appreciable additional strain on the delicate
balance of demand and supply in this market.

TABLE .-- AVERAGE SIZEs OF STATE FARMS AS AGRICULTURAL PRODUCTION COOPERATIVES

ila I mebr

IS 1M74 MI

State f --.. -.- ............................. ................ 426 7
Aiclr pdte t---------------------...............................

2 =WM 0issl of "a " onara f*rm.
SerlM: "StIteMMh iculi CSS ln. P. 37; Un P. M; O"UM, P. A

* StatUatickA roska &6SR 1971, p. 331 aad 197 . 2&L
* koomickA rme. summer 1979, Nr. IV.



394

TABLE 1--AGICULTURAL AND ARABLE LANM AVAILABLE TO HOUSIEMOL PLOTS OF APC FAMEAS

UDi (is
bsctm)r Is is WS M

c ............. ...................... 100 2 171 125
Ar land...................... ......... . 2 49
A&ictuad el aadI pwemaann AfC larm--.......... I &L 432 2 2 2

Sow: "StWbtick rocmla CSS 1", pI . 3.

The difficulties of the agricultural sector have forced the govern-
ment to reconsider some of the steps taken earlier. First of all, the
drive for concentration and mergers of cooperative farms was halted.
The emphasis is now on strengthening the organizational structure
and the management of the newly created large-scale units." The
holding and fattening of cattle and pigs on household plots for
slaughter on a contract basis is to be encouraged. Incentives are to
be reorientated by changing the price relatives between main agricul-
tural products. Cattle breeding, which can utilize domestically pro-
duced roughage will be supported by price increases of more than
16%. The price increases will also pertain to calves and heifers as
well as to bulk fodder. The breeding of sherf) will likewise be encour-
aged by price rises. On the other hand, pig fattening which depends
to a large extent on imported concentrates, will be less attractive with
respect to price relatives. While the price per 1 kg of live weight will
increase by 0.50 Kes, the costs of producing 1 kg will increase by
more than 1 K's so that the profitability will be lowered. Similar
changes in sales prices and costs of inputs will make poultry keeping
and egg production less attractive, because these lines of production
also depend on imported fodder grain.

In crop production, greater differentiation of prices of wheat ac-
cording to quality should encourage production of high quality grain.
The prices of processed feed and of fertilizers will be increased by
18% and 15% respectively, because the considerable increase of prices
for the imports in the last years were so far subsidized from budget
funds. It is hoped that the price increases will encourage a more
economical use of these largely imported inputs.a At the same time
new measures as to taxation and social insurance contributions, but
also of differentiated bonuses, for APCs were introduced from the
beginning of this year, which should play the role of a differential
rent, and equalize the opportunities of agricultural producers work-
ing under different natural conditions. By and large, the profitability
of agricultural enterprises working in areas with best natural condi-
tions will be lowered while that of enterprises working under worse
conditions will be, improved. 1*

The measures introduced may perhaps halt the adverse develop-
ment in agriculture of recent years, but one should rer.member that
most of the other adverse conditions, like insufficient or faulty de-
liveries of machinery and of products of the chemical industry, and

"n . Jake·l op. eit
SJ. Koed. "Zmnany v so'stavf ekonomlcktch nAstroJa v sem=endstrt" "'ZPm#dl#ak6

novlny." Oct. 27. 1979.
"* Zdokonalent soustavy ekonomlekrch ustrojI V iuemMlstvrt "tivot Stafy", Nr 22,

October 1979. pp. 15-7 . Kof o. cit.



the limits to increasing imports of necessry agricultural inputs due
to the balance of trade difficulties will continue and hamper the on-
solidation of the agricultural sector.

Foreign trade is another area where the loss of efficiency during the
seventies became especially pronounced. Throughout the sixties ech-
oslovakia manage to run a positive trade balance, a trend which
continued till 1972. These trade surpluses are necessary in the cam
of Czechoslovakia to balance the deficits regularly incurred on the
service account L Even so the trade surpluses achieved in the latter
part of the sixties were insufficient to match the negative items on
service account and the current account balance turned into the red.
But in the years 1970 to 1972, increasing trade surpluses, in conneo-
tion with favourable price developments in foreign trade, improved
the current account balance so that some surplus on the balance of
payments could be accumulated." But since 1973 trade deficits became
a permanent feature of Czechoslovakia's foreign economic relations
Though import controls and restrictions became tighter in the subse-
quent years, trade deficits increased permanently, reaching in 1979
a total of some 6 billion "valuta crowns" or 1.1 billion US $ in relation
to all trading areas taken together (Table 14).

TALE 14.-FOU IM TRADE

IIa slem d U.S. dear4

ExWrt IN*wt BmeAMo

Amal awnae:
1961 W 16 .. ... ....... ... .. .......... 23911 271.1 12.1
1 17 .......---------. . ...... ... -- 14LS3 &SOL 5 4
1in b 94.I C- - 104.1 061 6
17...-------------------------------- 3711.4 X.1Il W.1

--------------------------------- 419L 4 4k02L« 17p
1972... .-- ...--.--...... --........ 914.601 4.61.4 25.L

71973............. ............... 4 5928. -
1974-........--------------- 3. .313.09 734.
197................. .... ........... ... l. 52.4 -41.
1................ ....................... 034.18 ,7.3 -I71.

F7,... ........ ............ ......... . ... . I .30. I 1 I - 4.
137U...-.-- -...............--..-.... .. 1.747 1 564.4 -817.

1.. .--..-----... 2.2 14 20.5 -1. 12.

Seamr: 131-75, J. VanoM, "P'ct CMEA, Ftorat Daeb sak d fordig bade Se bl d CMEA Ceoiten
16t-l15u". Vanconw r 1 197I79 SWtatine PreMyr sL SA/1M (Faeigip uet as vum wert toW
u. y...l .mi . ..dc mrri .b.nr e

As in the case of agriculture, one can also blame developments out-
side the control of the Czechoslovak authorities for the adverse turn
of developments. Certainly the commodity composition of the trade
flows does not work in favour of Czechoslovakia in view of the dis-
parate development of prices of fuels and rw materials on the one

and and of manufactures on the other in recent years. Over 70% of
exports but only about half of the imports are finished products. On
the other hand, about half of the imports are fuels, raw materials and
materials for production but only somewhat over a quarter of all
exports consist of these products. But again, as in the case of agricul-

u"New Treads in Ceeboeoevak Econonmes. No 8/1968, p. 0 (qetaed In ieesme
B•sutft for eruZe VeL 21, No. 1, UN New York. 190. p. 31).

ra"I camulatUoe for the yewr et coe datteo aad the feollowla ym considerable
(toretia) asetse w created whicb ae ervn as resverr tfo the frtker peale". J. Gld
mu, Me m*ebk =sino Id ae prsgadesa Pearag 1975, p. P.
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ture, adverse outside developments cannot explain the full extent of
the losses incurred in foreign trade in recent years. Till the early
seventies Czechoslovakia managed to develop trade surpluses in
finished products which were larger than the trade deficits incurred
in fuels, raw materials and materials for production. But already
before the price explosion in fuels, exports of machinery and equip-
ment started to lagbehind the rrowth of exports of other industrially
developed countries including CMEA countries.

While the adverse trade balance in fuels, raw materials and mate-
rials for production exploded between 1970 and 1975 from 3.5 billions
of foreign exchange KAs to 9.5 billions f.e. Kcs, the net proceeds from
trade in machinery and equipment decreased from Kcs 4.8 billion in
1970 to KWs 3.7 billions by 1975. And though net proceeds from trade
in machinery and equipment in the following years could be stepped
up, the deficit from trade in fuels and materials increased even faster.
In the attempt to contain this adverse development, which was accen-
tuated by the mounting bill for net imports of food (including raw
materials for food) and other agricultural raw materials, the export
of industrial consumption goods was stepped up, often at the expense
of meeting the effective demand for them on the domestic market. By
1978 industrial consumer goods already provided a bigger positive
trade balance than machinery, although the trade turnover in con-
sumer goods does not represent even a quarter of the foreign trade
turnover in machinery (Table 15,16).

TABLE IS.-ALANCE OF FOREIGN TRADE OF CZECHOSLOVAKIA BY MAIN COMMODITY GROUPS
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Sourcr: Calculated o th basis O "Statick rock CSS." 1171, pp. 424425; ibid. 1979. S. 455; "Jahobuch
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The unfavourable development in machinery exports pertains prac-
tically to all trading areas. Czechoslovakia's share in world exports in
machinery dropped from almost 3% in 1960 to 1.6% in 1976. Within
the CMEA its share in machinery exports dropped from over 17% to
10% in the same period. Even in exports of machinery to the develop-
ing countries, where Czechoslovakia had a long standing tradition
going back to prewar days, the share diminished to less than half
between 1960 and 1976. The main problems are that the technical level
of most machinery products is lagging behind the world standard,
there are insufficient innovations and improvements of the technical
parameters, deliveries are often behind agreed schedules, there are
not sufficient spare parts, and the service of delivered machines is poor
or not existent."

The main consequence is the continuously unfavourable develop-
ment of prices achieved for machinery products in foreign markets."
In 1979 export prices of machinery and equipment lost 2 percentage
points relative to machinery import prices. If we add the structural
disadvantage mentioned before which necessitates trading finished
products against fuels and materials, one can explain the accelerating
losses in the terms of trade during the second half of the seventies (see
Table 5). Between 1974 and 1978 Czechoslovakia's foreign trade in-
curred an annual loss in terms of trade of 3.1%, while in the first part
of the seventies the losses could be kept to an annual rate of 1.2%." The
unfavourable price developments during the seventies imply-taking
into account the traded volumes in 1978-a concrete loss of almost
11 billion foreign exchange Kcs, or nearly US $2 billion. It is re-
markable that some of the Western industrial countries which have to
cope with similar structural problems in price developments in their
foreign trade, did not experience anything like these continuous losses
through adverse developments in the terms of trade u (Table 17).

TABLE 17-TERMS OF TRADE OF SELECTED COUNTRIES

Fedir

Ywr CSSI Awssne Bel SwIat wiwada FrncW

IS97.... .. 100 100 100 100 106 100
197................. 21 100 104 104.44 103.5 10L O
1972. ........ 06 21 100 9. 30 10. 23 107.23 10. 29
197.. L 290 1W.7 1. 72 102.97 103.33 105. 2
1974.-------- 9L 50 104 104.6 97.55 9. 51 91. 42
1975.-- 930 100 104.0 104.44 101.96 97.83
1976.... ----- 7.9 97.97 100 10 .76 100.94 90.96
1977..- - 5 .50 97.32 107.01 104.44 101.9 96.23
ftrcetas change

1970-77 -14.41 -2.08 +7.1a +4.44 +LM -4.77

Souce: Tems trade calcUlait fram dab i "lsteralsiolli Firnild Staidici." Maw 1978 by Zau. "Etosom-
ickM levo Ill" sping 1179.

* M. Mikel (on the state of the Central Committee of the Communist Party of Czecho-
slovakia). HospoMddtkd noway No. , p. 2.

"A. Bareak. Minister for Foreign Trade. "RoeTsJet nale exportnal chopnostl," Rudd
Prdo, Nov. 22, 1980. "products of average or underaverage quality are eliminated from
the market or can be sold with substantial price reductions only".

a Calculated from table .
- R. Zukal. BkeemickU revue No. II, 1979. quoted by S. Blama and F.-L Altmana,

Osteuropa lastitut. Munich.
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Another consequence are the mounting trade deficits mentioned be-
fore especially in relation with the industrialized West where the
balance has to be settled in convertible currency. Notwithstanding
ever tighter controls on imports, deficits are steadily increasing ex-
ceeding US $800 million annually in recent years (Table 18). Solely
for the years 1975 to 1979 the cumulated negative trade balance with
the industrialized West amounted to US $3.7 billion. If the estimated
debt in convertible currencies by the end of 1979 amounted to "only"
US $3.3 billion and net liabilities vis-a-vis Western banks to under
$9 billion," then the relatively smaller amount-compared with the
cumulated trade deficits with the industrialized West-can be ex-
plained by the still favourable trade balance with developing coun-
tries. As explained before (see Table 6) the largest part of the sur-
plus is achieved with countries also trading in convertible currencies.
However, since Czechoslovakia is delivering mainly machinery, equip-
ment and especially complete plants to these countries under medium
and long term credit conditions coupled with special compensation
deals, it is doubtful how much of the surplus can be effectively used
for meeting commitments incurred in the industrialized West."

As the terms of trade in recent years vis-a-vis the CMEA countries
(see table 5) worsened even more than in relation to the West, and
especially the fuel and raw materials imported from the USSR car-
ried consistently rising prices, the balance of trade with the USSR
also developed unfavourably. In volume terms, Czechoslovakia
shipped increasing amounts of goods, machinery and consumer goods
to the Soviet Union; but since 1975 trade with this country could not
be balanced with exception of 1978. (In this year the USSR included
the value of the Orenburg deliveries of her CMEA partners into the
current trade statistics). But again in 1979 the passive trade balance
with the USSR amounted to US $254 million (see Table 18).

TABLE IL--CECHOSLOVAK EXPORTS IMPORTS AND TRADE BALANCES WITH WESTERN INDUSTRIALUD COUM
TRIES AND WITH THE LU.S.S.R

lt mllis d U.S. dta to

I9 1171 1i 1m 3 174 15 1w 9 197 1w97 1W

Wdl th West:
Exrt ..... 71.5 44 962. 1.31L 1,6 9 6.3 1,.657.8 1. 64C l6 .6 2,11S.8 258L
lM-t3........ 70.7 0.5 ,0 1.55L . 2,0.1 2,23L9 2,42.S 2,633L 2I18.2 3L40&4

dae...... -132 -141 -122.0 -2 -395.5 -57 .1 -7173. -73.2 -r. -11 ,
Wilh tM U.S.S.R.:

........ ,233.1 1,33 1 -1,655.2 ,I 2.006.7 2,622.3 948.3 3,304.3 4,74.2 8421.
....... 1,203.0 1,352.9 1,521.3 1.3LS 1,996. 2,739.4 30"7.9 63.81 31.3 IL 0S.

NaOK...... -X -14.9 1•39 7.1 .9 -177.1 -12L.6 -334.9 73.4 -254.

OEcD COOntiLe
SAcmad It Seift trade ststiac comnvrtd I U.S. ddolar wailm cnris ab applicaMI ladd e1
Seure: As&lau, F. tLewk d ,L "D Wirtact dr IBW-LUIe Md Jpliewiis a- de Jaraseiae t7W

1U4" WlW Frrbuapbtarckht NAr.a, Ia 14U

SJan Stankovsky, "*•t-West Handel 1979 und Aualchtea for 1980", Wll, F. rachwse-
bw1eo Nr. 8, March 1980. Table 12 and 14.

SK. Melt and U. Sell. "BLtiatlag Bet ouropea Ildebtedmes t the West". JBO
Velesa 197l7. U86.
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Remedies advocated by foreign trade officials include structural
adjustments in production where competitive products are not pro-
duced in sufficient quanties or whose production is discontinued al-
together." Organizational changes should encourage trade in complete
plants a field where Czechoslovakia has lost ground in some devel-
oping countries in recent years. The commercial activities should be
likewise improved and especially better price relatives between im-
port and export prices should be achieved. As in production, this
would also demand a profound change in the motivation structure
of the foreign trade organizations which so far is mainly oriented
to fuitilling the volume targets of the import and export plans."

4. TrE EcoNxoxi DEVELOPMENT IN 1979 AND 1980

In 1979 the economic development in Czechoslovakia was espe-
cially unfavourable. The plan fulfillment report of the.Federal Sta-
tistical Office, which was published under the misleading title "In the
Main Lines According to the Design of the 6th Five-year Plan", paints
a sombre picture of economic development."

The net material product increased by 2.6-2.8% in 1979, instead
of the planned 4.3%. Compared with the average growth rate of
4.9% aimed at for the five-year plan period 1975-1980, the shortfall
was even more pronounced. The domestically available volume of
goods and services--the so-called distributed national income--in-
creased by only 2%." Industrial gross production, at a modest 3.7%
increase, remained well below the plan estimates for 1979 and way
below the plan targets of the five-year plan. Agricultural gross out-
put decreased by 4%, with crop output more than 9% lower than the
year before (wheat production being down by 16%).

Construction, too, up by 3.7%, remained well behind planned sched-
ule, with housing construction faring articularly badly. With 120,000
apartments completed, results are wel below the actual results of the
period 1974-1978. 24,000 fewer apartments were completed than in
the record year 1975; and prospective owner-occupiers must wait for
more than 10 years for their accommodation despite the fact that they
have already paid their down-payment of roughly 30% of the total
price. It is typical for the planners' preferences that the binding
taIgets of big industrial construction projects were in the main fulfilled
while the more consumer oriented projects like housing remained far
below past performance. Total fixed capital investment increased by
only 1.6% instead of the modest plan target of an advance by 2.4%.
Whereas delivery of machinery and equipment was exceeded by a large
margin, buildings remained 4% below the planned target.

"* A. Barak. ibid.
* A. Bariak. Ibid.
* Rude Prlvo. January 25,1980.
a The distributed national income differs from the produced national product (NMP)

mainly by the positive or negative trade balance. Other things being equal, a positive trade
balance diminishes. and a negative one enlarges the distributed national product nl rela-
tion to the produced national product, because the volume of goods and (material) services
available for domestic distribution is thereby affected. Likewise. a faster growth of exports
than of imports slows down the growth of the distributed national income relative to the
growth of the NMP and vice versa However. even with the same growth of exports and
Imports (expressed la current prices) the distributed national income ran grow slower (at
constant prices) than the NMP. if the terms of trade deteriorate. This seems to be the
reason for the development in 1979. because the trade balance did not Improve.



All branches contributed to the growth of industrial production
with the exception of the energy sector: in this sector, performance fell
below the level of 1978. Apart from electricity breakdowns at
the beginning of 1979, due to adverse weather conditions and unsuffi-
cient stocks of coal at the power stations, certain positive effects of
the strict rationalization measures afterwards introduced made them-
selves felt. Thus electric power consumption by bulk users decreased
by 0.8% despite increases in the users' output. Electric power produc-
tion amounted to 68.0 million kWh, and 2.1 million kWh, or 3.2% of
total current output, originated from the new nuclear power plant of
Jaselsk6 Bohunice.

Above average growth was registered in mechanical engineering, in
the rubber and plastics industry, in woodworking, in the glass, por-
celain and ceramics industry, and in the garments industry. In all
other branches of industry growth fell below the average of the in-
dustrial sector. Coal mining developed with an increase of only 1.3%,
and the food industry, with an increase of 2.0%, remained far below
the plan requirements. Heavy machinery making, on the other hand,
increased by 6% and general engineering increased by 6.9%. The so-
called development programmes within engineering grew at above
average rates, at 9.5%; among this group were equipment for nuclear
power stations with 95% growth, brown coal open cast mining ma-
chinery with 47.8%, semi-conductor technique with 15.2%, numercall
controlled machine tools with 22.3%, and lorry production with 9.7%.
Against this, it would appear that the output of consumer goods of
the mechanical engineering industry was lagging behind; however,
no exact performance figures are given. The official report mentions
only that consumer engineering products do often not come up to
quality requirements, and especially the introduction of new or im-
proved products falls behind schedule.

The shortfalls as against the plan in industrial and agricultural
production did of necessity have consequences both for the living
standard of the population and for foreign trade relationships. True,
retail trade turnover increased by 3.6% at current prices, but taking
into account the officially registered retail price increase of 3%, it
would be more appropriate to talk of stagnation. There were continu-
ing complaints about the supply of various, even basic commodities
like meat and milk products, but also of more sophisticated high qual-
ity goods. Average nominal wages rose by 2.5%, and this, even accept-
ing the officially stated increase in the cost of living, amounts to a 0.5%
reduction in real wages. But the deterioration of real wages may be
nearer 2-3%.

A more pronounced worsening of living standards could only be pre-
vented by increasing imports of fodder and other agricultural prod-
ucts above plan. More than 4 million tons of grain had to be imported
from hard-currency countries, a measure which necessitated a tight
curb on other imports." The plan intention to increase exports
faster than imports did not materialize, with exports rising by 9.7
percent while imports increased by 11.3 percent at current prices. Tak-
ing into account the price increase in foreign trade, hardly any ad-

"0 V. Hula. "0 havntch 6lkole rosvoje arodaolh hospodAstvt v roc* 198" Badd
Prdw, De. 12, 197ft.
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vance in volumes was achieved. In relation to the Western industrial-
ized countries exports grew somewhat faster than imports, but be-
cause of a shortfall in the sale of engineering products other commodi-
ties, especially consumer goods, had to be exported beyond the plan
target, with the result that they were missing in retail trade. Even so
the trade deficit vis-L-vis the West remained at the level of the year
before (818 mil ITS $)."

The plan for 1980 provides for a slight acceleration of economic
growth during the current year. With a planned increase of 3.7 per-
cent, the national product will expand well below the plan target for
the current Five-Year Plan, and also less than in any preceding year
with the exception of 1979. Since industrial output and the output of
the construction industry are scheduled to develop at practically the
same rate as during the preceding year, the planned acceleration of
growth of the national product is practically based only on the planned
increase in agricultural production, which is expected to expand by 7.2
percent in 1980, following the poor harvest of the preceding year. It
remains to be seen whether the increase in crop output, with a planned
record grain harvest of 11 million t, can really be achieved. (For per-
formance figures in 1979, see table 1.)

Since it is intended to reduce the disequilibrium in foreign trade, it
will only be possible for the domestically available volume of goods
and services to increase by 2.2 percent, which is but marginally quicker
than last year's increase. Investments, at a 2.4 percent increase,"' are
to grow a little faster than last year, leaving an even more modest lee-
way for an increase in consumption. In view of the unshakable prece-
dence of public consumption (+3 percent) (including expenditure for
the defence force and police) over private consumption, marginal
growth only (1.3 percent) may be expected in this sector." Retail trade
turnover is to increase by 3.4 percent; but since living costs are to rise
in 1980 in consequence of the price increases imposed last year by 2.9
percent, without taking likely price increases during the current year
into consideration-it would be more proper to speak of stagnation in
retail trade turnover at constant prices. This maybe deduced also from
the plan data allowing average nominal wage increases of 2.8 percent,
thisbeing even below the extent of the expected increase in consumer
prices. Only construction of dwellings is to grow appreciably quicker
than in the preceding year, with 141,000 apartments to be completed."

In fixed capital investments special preference will be given to the
further development of the fuel and energy sector. Equally favoured
fields are CMEA integration projects (mostly to be realized outside
the country), the expansion of the domestic minerals and raw materi-
als output and the development of export capacities. Investment in
agriculture will also be intensified to a certain extent The volume of

m B. Askanas .. Levclk. "Die Wlrtschaft der ROW-lAnder tur Jahreswende 1979/1980".
Monataberichte WIFO. April 1980. See also Table 18.

* V. Hula the planalnn chief, considers such a growth rate to be the "extreme possible
limit" Rudd Prdvo, Dee. 12. 197.

* V. Hula, Pitnovsed hopeddfata, Nr. 1/1980, p. .
* However, this plan figure seems to be abandoned by measures taken more recently. See

L. Atrougal Government Report in National Assemily, Rudi Prdro, April 10. 1980 "In
construction of apartments we count with a smaller number of new flat and with a bigger
share of modernized one".



new investment projects is to be reduced by 20 percent while main at-
tention will be Iiven to the completion of projects in progress.

As mentioned above, it is also intended to lessen the disequilibrium
in foreign trade. Export to the socialist countries is to be increased by
8.6 percent, import is to grow by 8.5 percent. Export of machinery and
equipment will expand by 11 percent. Export to the OECD countries
and the developing countries, taken together, is planned to expand by
9.4 percent, while import is to grow by 5.2 percent. Since the Irowth
rates are considered at current prices this would signify--at best-
modest increase in exports, while the volume of imports would de-
crease, or, in the most favourable case, stagnate.

Adding the target growth for 1980 to the actual performance figures
for 1976-1979 indicates that even under the optimistic assumption that
all will go according to plan in 1980, the current Five-Year Plan will
remain unfulfilled even in purely quantitative terms (Table 19).

TABLE IL-BACKLOG AGAINST INW PLAN

lied. 19175-10I

a" -c9n p1 m abtd ptu e Ful io .s am.|s 1ne04 u. * .. { t...0

16d eMd t.127..........1. I*S. 103.7 126.3 M.
1u3 121.3 r109.6 126. 09
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5. CONSTRAINTs ON POLuCIES IN Ti EzoHrrIE

The Main Limiting Factor: Fuels and Energy Supply Bottlenecks

Czechoslovak planners faced with the task to shape the outlines of
the next five year plan for the period 1981-1985 see in the limited poe-
sibilities to procure the necessary volume of fuels and energy the by
far most serious bottleneck for future growth. As has been shown in
section 3, the Czechoslovak economy is, ecause of its industrial struc-
ture and insufficient motivations at the enterprise level, more energy
intensive than other economies at comparable development levels. The
fact that it is now faced with continously rising prices for imported
fuels and energy exerts an adverse influence on the external balance
of the economy and on the development of the terms of trade. But
considering the acute hard currency constraints, the problem of how
to procure sufficient quantities of fuel in years to come is even more
pressing.

In the past 20 years the share of imported primary energy rose
continuously and will reach this year (1980) 42.0% of total inland
consumption. In the first half of the seventies almost the total incre-

"* T. Hula. Rud4 Prdve, Dee. 12. 1979."M . Buar, "NUktera dtleftit probl6my f. ahraulft1ah obhods v rocm 198Wr Z.Arw-"WMl okhed. Nr. 1/SO, . L



404

ment of primary energy consumption was gained from imports, in the
second half till 1980 still 78% of the increase in domestic primary
energy consumption will be imported from abroad, while % will
have to be covered by means of the very costly development of do-
mestic fuel and energy resources. In the next five years it is officially
estimated that less than one quarter of the necessary increment in
domestic primary energy consumption can be imported and more than
three quarters of the needed fuel and energy increments will have to
come from domestic resources. (Table 20,21).

TABLE 2.-DEVELOPMENT OF PRIMARY ENEMY ESOUWCES AND USES

1970 197S 1M IMS

source tobt:
Mia.ts d blhad coal eqmuvalea.............. - 7-- 101. 1 11.7 124.6-125 9

rce1 ......................................... 1M 108, 100. 0 10.
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* U toeas o tuhrd col equ6e,7at............... 6.7 6 3 68. 3 77.1-77. 8
PU coat....................................... 74.1 6. 6 .6 61.4-6L
Imports:

MiaM toe of hard coal eqWuiaitet........... 22.8 34. 44. 47. -4. 1
P•t t..-...-...........- ...-...-...-... .2 3 I 3. 2 X 1-. 2
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Sorce: K. Houdek: "Balance. potreby. memob." "HospodksM noviny" Hr. 3. 19k.

TABLE 21.-4MPORT DEPENDENCY OF DOMESTIC PRIMARY ENERGY USE

196 1965 Iw6 1975 1991 16I

Domestic use of primary eni (aullion tus oa hard
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Increment ir imports onevr 3recdtn 5 ynars (i-
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Sorce: K. HoudeW: "BldaMc potrby, mesth " "Hospodansh avia~" Nr. 3, IS.

This will have an adverse effect on the structure of the energy re-
sources used in the Czechoslovak economy which even in the past was
marked by a predominance of solid, mostly low grade fuels. In the
past increased quantities of crude oil and gas imported during the
seventies mainly from the Soviet Union improved the structure of
energy consumption in favour of liquid and gaseous fuels, the share
of which rose from 21% in 1970 to an estimated 36% by 1980.* In the
years 1966-1970 almost 40 mil.t of crude oil were imported from the

* For the world total the share of oil and Las in enerr consumption reaches now mor
than 70% (Forecast for 1980 by the IX. World Enery Conference).
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Soviet Union, in the first half of the seventies already 65,4 mil.t and
in the current five year period through 1980 over 88 mil.t. will be
procured from the USSR.' The contract for deliveries of 19,2 mil.t.
of crude oil from the USSR during 1980 which was concluded in
Prague on 25 January 1980 ,* seems to be the peak reached and de-
liveries after 1980 are not supposed to increase further." The share of
gas in energy consumption mcreased rapidly during the current five
year plan, especially on completion of the Orenburg pipe line, from
5,5% m 1975 to 9,3% in 1980. Altogether almost 35 billion cubic meters
of gas will be imported during 1976-1980. For the coming five year
plan period an increment of 19,8% is considered, considerably less
than previously planned in view of the fact that the quantities
promised in the Iranian gas switch-deal will not materialize.

The limited capability of procuring more oil and gas from abroad
in the coming five years will mean that of the needed increment in
primary energy of roughly 12 mil.tce only 2.9 mil.tce will be imported,
"again mainly from the USSR but with a rising share coming from
te OPEC countries. It is planned to increase the share of OPEC
oil from 4% in 1980 up to 9% in the mid-eighties and to 15% of total
oil imports by 1990." The main suppliers of oil outside the USSR are
at present Iraq and Iran.

Negotiations for additional deliveries of crude oil from Libya,
Nigeria and Algeria seem to be well advanced. To safeguard the trans-
port of crude oil from these countries Czechoslovakia participated
in the construction of the Adria oil pipeline (together with Yugo-
slavia and Hungary) leading from Rijeka in Yugoslavia over Sisak
and the territory of Hungary to the Czechoslovak border at TupL
where it is linked to the Druzba pipeline. The Adria pipeline was
put into operation at the end of 1979." Of course, the quantities of
crude oil coming from the OPEC countries will have to be paid for in
hard currencies and at the current world prices.

In any event the severe restrictions on purchases of liquid and
gaseous fuels from abroad will halt the past improvement of the
primary energy consumption during the next five years. According to
a recent forecast of an official of the State Planning Commission re-
leased in January 1980, the share of liquid fuels in domestic primary
consumption will drop from an estimated 26,4% for the current year
to 25,5% in 1985. With a concomitant rise of the share of gaseous fuels
from present 9,3% to about 10,3% by 1985, gas and oil together will
have the same share in primary energy as at the present time. (Table
22 and 23). It is significant that in a forecast prepared likewise by an
official of the State Planning Commission at the beginning of 1979
it was assumed that the share of liquid and gaseous fuels in the pri-
mary energy use will increase to 39,4% by 1985 and to 41% by 1990."
The scaling down of the expectations of a further improvement of the
primary energy structure is essentially connected with the limitations

" J. So "BrdOi-du Orundrobstet de tachecboslowakischb Chemeladustrie",
A L r rco T.sh.MeMM Ne. 1 1980.

a RuMd PrAvo. Jam. 2 1980.
* K. eoadek. "iaUc, potteby. moltoktt Boepeikd m viny, Nr. 8. 190.
* J. auds op. lt.W
* M. Cibal (State Placniag Commaopa), "anwerg1e a rosvoj boepodAIstl" PIdsovW4

A*ddfseetvf, Nr. , iWT.



in securing the necessary quantities of crude oil and gas from the
USSR and with the balance of payment constraints precluding a
faster stepping up of purchases from the OPEC countries.

TABLE 22.-CMANGES IN THE STRUCTURE OF PRIMARY ENERGY USE
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Altogether there are two ways open to the Czechoslovak economic
decision makers to secure at least the minimum necessary increments
of primary energy from domestic sources. One is to develop further
the overextended brown coal deposits which involves rising costs and
deteriorating quality of the coal. It is hoped to increase the level of
output by 8-10 mill. tons from its present level of 96 mill, tons. In
view of the lower quality of the incremental coal this will bring only
an additional 3.3 to 4 mill. tce or an annual average growth of only
1% till 1985. (Table 24).

TABLE 24.-AVERAGE ANNUAL G80WTN OF PRIMARY LEERGY CONSUMPTION
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As to bituminous coal (with a share in the energy structure of 27 to
28%), the best one can hope for is to keep output at the present levels.
Eve .io, sufficient quantities of special machiiCe. and equipment for
exploiting deep mines with narrow and ridged coal seams will have
to be procured. In addition, processing plants will have to be built
or reconstructed. Part of the necessary investment will have to be im-
ported from abroad.

The problems facing the economy in developing the brown coal de-
posits are far more difficult. There is a significant delay in
preparatory work, particularly in preparation of the open-cast mining
region for excavation rubble etc. The stocks of coal prepared for min-
ing operations have Keen decreasing steadily from 197. to 1979 be-
cause of the insufficiency of the equipment so far develoleed by the
Czechoslovak engineering industry. There has to be considerable im-
provement in the construction, the quality of the products and in a
sufficient supply of spare parts particularly for the giant excavators
working the olpen-cast mines and for the belt conveyors used for mledi-
mn distance coal transport in the mines. Besides, there will be rising

indirect investment costs because of the necessity to move rail and
road communications and entire cities and villages to new sites to make
room for new areas for strip mining. The Czechoslovak economists are
also starting to recognize the importance of the environmental factors
particularly in heavily affected areas of strip-mining and of brown
coal fired electric power stations. In comparison to the investment
outlays for the coal industry to be expended during 1976 to 1980, in-
vestment will be stepped up in the next 5 year plan period by 43%,
taking almost 14% of all investment expenditures earmarked so far
for the entire Czechoslovak industry. Considering that all these ef-
forts will bring only 3.3 mill. tce additional primary energy sources,
it is obvious that the increased role of coal under the specific condi-
tions of Czechoslovakia with deteriorating quality of coal is highly un-
economical. (Table 25).
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A second way of increasing the domestic primary energy resources
is to develop rapidly a net of nuclear electric power stations which
ought to add by 1985 4.1 mil. tee towards primary energy consump-
tion (some 13 billions of kWh) ** According to this forecast it is hoped
to overcome the bottlenecks which so far have led to considerable de-
lays in commissioning new capacities in time. In addition to the al-

* K. Houdek, op. it.

-6071 0 - 81 - 21



ready working light water pressure reactor block VVER 440 (installed
capacity of 440 MW) three more reactor blocks of the same type are to
be put into operation by the end of 1980 at the same site of Jaslovsk6
Bohunice in Slovakia. Another nuclear power station with a desig-
nated capacity of 4 times 440 NMV is planned in I)ukovany, South Mor-
avia, about 35 km from the Czechoslovak-Austrian border. Completion
date of this plant is projected between 1982 and 1985.1 Only if this
timetable is kept and the projected power plants will operate accord-
ing to planned capacity can the forecast primary energy consump-
tion for 1985 be met with nuclear energy taking a share of 4,5% (see
Table 22). Delays in this schedule seem to be almost certain because by
the end of 1980 only the second reactor block VVER 440 at Jaslovske
Bohunice will be in operation. According to the state plan for 1980 this
will add some 1.2 bil.kWh to electricityy output, implying that the reac-
tor will go on stream by mid-1980 only."

The other two reactor blocks will be in operation after 1980, and de-
lays are likely also to affect the total planned increment of electric en-
ergy by 1985. It is therefore more likely that nuclear energy will add
by 1985 less than the forecast 13 bil.kWh. In the second half of the
1980s almost the entire increment of electric energy generation is to be
covered by nuclear power stations, the total capacity of which is fore-
cast to reach 8,000-10,000 MW by 1990." Another nuclear power
plant with 4 blocks of VVER 440 is being designed at Mochovce in
Western Slovakia but only preparatory work has so far begun. This
plant could go into operation only well after 1985. For further plants
an improved light water pressure reactor with an installed capacity
per block of 1,000 MW (the Novovoronezh type VVER 1.000) is to
be applied, the prototype of which is nearing completion at Novovoro-
nezh m the USSR. It is still doubtful if this type of reactor will be
available in Czechoslovakia before 1990 though Czechoslovak research-
ers and development engineers are participating in the construction of
this type of reactors. As site for a plant with 4 blocks of VVER 1,000
Malevice near Ceske Budijovice in South Bohemia has been chosen
and another set of these reactors are to be constructed in Northern
Moravia."

However, many problems especially of safety and waste disposal are
not yet solved sufficiently. It is well known that nuclear power stations
as well as nuclear waste deposits should be located in sites with safe
geological conditions. Despite this at least two of the projected atomic
iowver plants are located riliht in the centre of eArth-auake regions, one
in Jaslovske Bohunice and one in Mochovce in Slovakia. The necessity
to improve on the safety regulations is increasing the cost of construc-
tion, which brings new problems also in view of the fact that in the
frame of the Long-Range Target Programs of CMEA integration
Czechoslovakia should be the chief partner of the USSR in nuclear
power stations deliveries-either of complete Soviet designed reactors
or of some technological parts of them.

Tn he able to fulfill these tasks Czechoslovakia is speeding up its nu-
clear engineering program. 30 percent of the total capital investment

SM.I Clbula. o. cdt.: J. Neumann. Chairman of the Cueehoalovak (nmmsilon for Atomle
Eneerr. "Pers•ekttry t. Jadern energetlUk" Rud Prdvo, June 2S. 1979.

* Veay BHula. Chairman ea the State Plannsnl Commisio. "Hsarnt 6koJl rosvoje e.
ekonomlky v r ce 1980", Pldulrew Hoseaddaftrt Nr. 1. 1980.

* M. Obula, op. eit.
* . Neumann, op. dt.
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in industry for 1980 has been earmarked for this purpose. Seven reac-
tor including complements and associated turbines for the 440 VVER
and VVER 1,000 MW units are to be delivered annually in the period
from 1981 to 1985. Five of them go to other CMEA countries and two
will be exported to developing countries. These large orders require
that a major share of the engineering industry will be oriented towards
complementary production of pipes, pumps, automatic controls etc.
The Czechoslovak Premier L Stroigal stressed in his statement to the
XXXIII. Council meeting of the CMEA in connection with these in-
tended deliveries that the increased costs because of tightened safety
measures ought to be met by the purchasers of the equipment, but the
formulation of this demand leaves it olwn if he succeeded in pursuad-
ing the partners to accept this point of view.5'

In addition to procuring additional sources of primary energy
through imports, development of the solid fuel basis, and of nuclear
electricity, detailed rationalization measures are to be introduced to
achieve a continuous slow-down of specific consumption of fuels and
energy. At first sight it would seem that there is plenty of room for
rationalizing the use of fuels and energy in Czechoslovakia. The
Czechoslovak economy is extremely fuel and energy intensive. Per capi-
ta primary energy consumption and energy consumption in relation
to GNP is much higher than in economies at comparable GNP levels.
(see Table 9). However, there are several factors preventing a rapid
improvement of the situation. The share of the energy intensive
branches is extremely high and the structure of investments considered
for the next 5 year plan period does not allow for a visible improve-
ment of the branch structure. The outdated technical level of a con-
siderable part of the production capacities and of the technologies ap-
plied is another source of the uneconomical expenditure of fuels and
energy. Also here the limited investment means do not allow to expect
early results. The unfavourable mix with the high share of solid fuels
is itself one reason of the extremely hisrh level of fuel and energy con-
sumption. As we have shown no further structural improvement of the
energy mix can be expected. If we add that practically all additional
imports of crude oil will have to be used for chemical processing and
for the expanding road transport, while for the caloric electrical power
stations only low erade brown coal of deteriorating quality will be
used, then one could except a reduction rather than an increase in the
efficiency of transformation of primary energy into final energy. At
best the planners can hope that improved rationalization measures will
balance the deteriorating factors so that the elasticity of energy con-
sumption growth to NMP growth will not increase further (Table 26).

TABLE 2L--AVEAGE ANNUAL GROWTH OF NMP AND OF PRIMARY ENERGY CONSUMPTION

Iea parclIII -p«CMH _____________
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S.mmN: NMP pew: "StatidCe ruusai CSSR" ( edismak S•tisec Vw YarMk); Primy Eaur CMSr-ioMP
m tarb 24.

* L. 9trougal, Statement of the Czechoslovak delegation to the XXXIII. Council meeting
of the CIEA. June 1979, ZemwdlUtd otaing June 28. 1979
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In any event, even under the assumption that all problems of pro-
curing fuels and energy from abroad, the manifold investment prob-
lems for the development of domestic fuel and energy resources, and
the timely introduction or rationalization measures can be solved and
secured, the fuel and energy sector will be a drag on the further devel-
opment of the Czechoslovak economy."

The Demographic Trend: Lower Rates of Labor Supply

Another factor with which the Czechoslovak planners have to cope
is the unfavourable development of the age structure of the population
after 1980, which will severely limit tle labor supply. In the long
term, the population of productive age (according to Czechoslovak
social security legislation only males aged 16-60 and females aged
16-55) will develop faster than total population. Till the year 2000
total population is predicted to grow by 9.6% but population in pro-
ductive age by 13.8%." Till 1990 the trend is still favourable: the total
population is to grow by 4.4%, the population of productive age by
5.2%. But because of the considerable oscillations in the demographic
development in the past the development will be very unfavourable in
the next years to come. Between 1980 and 1985 the numerically strong
age cohorts of those born in the twenties are due to retire from work.
On the other hand, the youth entering working age dates from the first
part of the sixties when birth rates were low. The population of
working age will therefore grow in the first part of the eighties only
marginally by 0.18% annually or by 0.88% during five years. In abso-
lute numbers an addition of 77 thousand adults only will be available
for the labour force compared with 230 thousands in the preceding
five year plan period. On the other hand, after 1985 numerically strong
age cohorts of young people born in the period of high birth rates
after 1970 will enter the labour force adding 377 thousand persons of
productive age " (Tables 27 and 28).

TABLE 2.--OEVELOPMT OF THE POPULATION ACCORDING TO AIN AGE GROUPS: PROECTION 1m TO IM
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SK. Hondek, op. cit. indicates that the increment of the national product (NMP) during
1981-86 in volume term s i likely to be the same as during 1978-80. Added to the expected
level of national product In 1980 at constant prices ths yields a annual growth rate for
1981-85 of S%.

SPopulatio forecast of the Federal statistical Ofce of Caechoslovakla released 1979.
.o.p. Iad oi.y, Nr. 30/1979 and P. L. Altman, J. 81Ama "8trukturentwlcklung der

tacbehoemowakaschea Wirtschaft und there Rackwirkangea auf den Ageahandel" Osteuropa-
Institut Mfachen. Working Papers, December 1979, p. 6S.

* "On some most important tendencies of the structural development In the Csechoslovak
Socialist Republie". paper presented by the Ceechoslovak Government to the Senior ceo-
aemLe AdvIsers to CW Governments, Praogue Au&. 31, 18t (mimeographed).
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TABLE 28.-AG STRUCTUtR OF POPULATION IN 190-
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To compensate in part the unfavorable development of the labour
resources due to demographic factors the Czechoslovak Government
expects to achieve a further work activation of persons in the post-
productive age entitled according to the social security regulations to
old age benefits." On first glance this should be not too difficult taking
into account that the retirement age in Czechoslovakia is exceptionally
low. However, this source has been tapped before and especially after
the adoption of a new social security law with validity from 1st Janu-
ary 1976 " which allows under certain conditions to draw old age bene-
fits without reduction side by side with earned incomes, the number
of working persons in post productive age increased by some 15 to 20
thousand, however, without an appreciable increase of the age specific
activity rate. An increase of the activity rate of persons in productive
age is likewise hardly possible, in fact, the activity rate of men has
been falling for some time in view of prolonged training and advanced
schooling (Table 29). The activity rate of women is exceptionally high
compared with other industrially developed countries, and in addition
legislation on prolonged maternity benefits and other pronatalist meas-
ures enacted to influence positively population trends are running
counter to efforts to still further increase the employment of women.

In view of all these facts the assumption of the Czechoslovak Gov-
ernment to be able to add some 140,000 persons to the labour force
during the next Five-Year Plan seems to be on the optimistic side."

TABLE-2.-ACTIVITY RATES OF PERSONS IN PRODUCTIVE AND POSTPROOUCTIVE AGE
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met s pere Cd d a perwMs is repecti*v ae go

Seasm: Dyss Tesevi4 "Praowel lly v CSSR v prvmx trb Idc sesM patletk," "Prim a made," Nr. 1, 1, 15.

SF. L. Altmann . S. Sm. op. o it. pp. 69 70 and V. Seidl, "Ekonomlick aktivita osob v
poprodaktivanI veku" PM5ev4 oepd odretvr , Nr 8/79.

* Government decree Nr. 135/1975 Collection of Laws amended by Government decree
Nr. 7/1978 and edited anew In Nr. 100/1978 Collection of Laws.

" T. FreJaL. "Fertility trends and olcies: Cecboalovakia nl the 1970@" Center fer
Polic stu(dis, The Populsiti CGeeir NeaF Tork Working Papers No. 54/1980. pp. a-15.

*"On some moot important tendemile ... " Csechoslovak Government statement to
CE, op. cit.
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One more consideration has to be taken into account looking at
manpower as one of the conditions of development and growth in the
eighties. While compared to developed market economies the tertiary
sector in Czechoslovakia is relatively underdeveloped, nevertheless as
in other industrialized countries it has expanded during the seventies
faster than the so called productive sectors." In fact, during the
second part of the seventies only about a third of the incremental
manpower entered employment in the productive sectors while almost
two-thirds went to the "non-productive" services. (Table 30)

TABLE 3L--EVELOPMENT OF EMPLOYLNT DURING THE SEVENTIES
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If-as is likely-this trend will continue, then at best some 40 to 50
thousand additional persons will move into employment within the
productive sectors, even if the Government prediction of gaining addi-
tional 140,000 persons to the labour force should come true. Of course
there will be some further shifts from agriculture but in view of the
age structure of the agricultural population the possibilities here are
limited. The anticipated decrease of the employment share in the
primary sector is the effect of withdrawals from the work force (retire-
ment of old persons and demises rather than a shift to other sector
(see Table 31).

In any event, the contribution of additional labor to the growth of
the national product will be only marginal so that only the growth of
labour productivity can account for a further expansion of output.
Also from this point of view an annual growth rate of more than 3%
seems to be unlikely unless some completely new "intensive" factors of
growth can be mobilized.

TABLE 3.-EMPLOYMENT STRUCTURE ACCORDING TO SECTORS (PERCETAGE SHARES)
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SThe s-called productive sphere includes l addition to the primary and secondary
sector the a called productive service, Le. malaly fre aht transport, communcatlee
aervig the economy and trade.
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Adver Exztern Economic Reatioan

As to the external economic relations, the Czechoslovak planners ar
faced with inbuilt trends of a further and continuous worsening of the
terms of trade. There is not much hope that the principles of price
formation in intra-CEMA trade will change in favour of Czechoslo-
vakia's needs. As is well known, prices in transferable roubles are deter-
mined on the basis of five-year moving average price changes " effected
in the main world markets and "cleansed" of the adverse effects of
speculation and business cycle deviations." However, the actual fixing
of concrete contract prices evolves in a process of negotiation between
the trading partners where the position of political and economic
strength is at least as important for the outcome as the price basis
established according to the principles adopted at the IXth meeting
of the CMEA."

Especially in relation to the Soviet Union, the most important
trading partner of Czechoslovakia and with whom about 35% of for-
eign trade is being conducted, the position will become even more
difficult than in the past. The Soviet Union is Czechoslovakia's main
supplier of fuels, energy and raw materials while Czechoslovakia is
exporting mainly machines and other manufactures. With the growing
tightness of global energy supplies, the monopolistic price setting pro-
cedures of crude oil by the OPEC cartel, the anticipated slow-down
of development in the world economy, and the concomitant weaker
demand for manufactures, price relatives in the main world markets
are bound to turn in favour of fuels and other primary commodities
which Czechoslovakia is purchasing from the Soviet Union.

But in addition to these adverse conditions with which also other in-
dustrial countries without sufficient indigenous natural resources have
to cope, some other specific difficulties ofintra-CMEA trade are going
to hinder Czechoslovakia's economic development. Mutual deliveries,
especially in relation to the Soviet Union, are determined mainly in the
course of coordination of the Five-Year Plans, in the long-term com-
mercial agreements, or the agreements on specialization and coopers-
tion in production. These deliveries are being fixed by commodity
quotas while the actual concrete contract prices are fixed in the process
of negotiation much later in the commercial contracts of individual
foreign trade organisations. If the actual development of world
market prices-levels and price relatives between commodity groupe-
in the lapse of time deviates from the assumptions made at the time
of the conclusion of the longer term agreements, then the country in-
curring deteriorating terms of trade may have to export in physical
terms far more commodities than previously assumed to meet its
obligation vis-&-vis the stronger trade partner. These additional ex-

* . avedk, "Tranaterabl rnoble and convertibility" nl: Jean-Loas Ouaemia Marte
avigne, editors, "Unit" et fonMies de ComptV", ParIs 1978, pp 67, 88; I. Diets. "Price

Chags lan Beviet trade with CMEA and the Iest to the World lsice 197" in Bevest eeoo-
S dfe ime ow ChAae, JC. Conarees oa the U'S, VoL 1, Washington 1979, pp. 2

* Coapreheive pror for the further deepeing and Improvement of cooperatloa and
development of the eoat conome integratlen at CMA member-cuntriesa Chapter II
part a pura 2S.

O. HlavEk. "Kontraktal cen ve vtiJemamE obehod6 wensklch stit RIVB P"
areaUnt ecJhe, Nr. 1/80, p. 11 "Price setting this market is beag carried out on

the basis of priadple agreed to, and alas with read to a number of other taeter a
an econome and on eonomit character.

* O' HIarv@id op dit, p. 1l
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ports will then not be available for domestic use with the effect that
the growth potential will be diminished.

Another difficulty which Czechoslovakia encounters in its trade es-
pecially with the USSR is the fact that conmlodities such as the
fuels and raw materials which are being imported from the USSR
have an easily assessed world price while it is far more difficult to
argue for price increases in ihe case of machinery or consumer goods.
In addition, the Soviet Union is in the position of a near monopoly
supplier (who can point out that deliveries are still cheaper than on
the world market because of the moving average price basis) while the
commodities Czechoslovakia can offer are available from many other
sources. Also this aspect works against the terms of trade of Czechos-
lovakia. If one adds that adverse tens of trade may develop also vis-
a-vis many other trading partners, including some traditional com-
mercial partners from the third world, and that the slower economic
activity in the western industralised countries will slow down demand
for Czechoslovak products and increase the competition from other po-
tential suppliers, then one can well see that foreign trade is going to be
still another formidable constraint to economic development in Czech-
oslovakia in the coming years.

The Efect of the Constraints on Economic Growth in the Eighties

Other constraints, besides the listed ones, could be added, but energy,
labour supply and external relations will certainly be decisive for the
economic development in the eighties. The limited fuel and energy
supplies, as well as the scant labour resources will slow down the
growth rate of national production. The Czechoslovak planners seem
to count on a possible annual growth rate of the NMP during 1981-
1985 of some 3%."/

The likely adverse development of the external relations with con-
tinuous terms of trade losses will very likely still further slow down
the growth rate of the domestically available volume of goods and
services (distributed national income), which may settle around or
even below 2% p.a." This leaves room for only marginal advances in
the volume of consumption (with public consumption getting prefer-
ential treatment in relation to personal consumption) and of invest-
ments. The slow growth in investments in turn will very likely have
a decelerating effect on the growth rate in the second half of the
eighties.

6. Poucr OPTIONs I)R TiHE EIGHTIES

The foregoing analysis suggests that there may be no eas solu-
tion for overcoming the obstacles to growth which have piled up in
the recent past and are looming ahead. Professional economists and
policy makers alike seem to agree that the coming decade or at least
the first five years in the eighties will be a period of relatively slow
growth, of structural adjustments to the new more demanding con-
ditions, of soliciting new motivations for more efficient work and for

"* Se V. Hula. op. it. . 8trougl, Op. Ct, . Hodk. op . So far no oSdal data forthe Ave ear plans have b nreleaed.
"* 8o V. Hus on. dt.
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economies in utilizing energy and materials, and of very litle im-
provement-if any-in giving standards."

Adjusting Itdustry Structure

The way out which offers itself as the most -c.igenial for a cen-
trally planned economy with directive objectives and binding plan-
ning targets are attempts to adjust the industrial structure to the new
conditions. And there are indications that just this is the way opted
for by the officials of the State Planning Conmmission. The growth of
material and energy intensive industrial branches will have to be
severely down-scaled, and their growth will be considerably below the
industry average which itself will expand far more modestly than
in the past. The tendency will apparently affect especially the de-
velopment of the chemical industry. On the basis of imported crude
oil and natural gas from the Soviet Union, and mainly in the frame
of intra-CMEA cooperation and specialization agreements this in-
dustry experienced a very dynamic development in the seventies. The
industry received an increasing share of investment and its share of
fixed capital assets expanded considerably," though some of the most
demanding investment projects are still under construction. But it is
just the high capital intensity of this industry, in addition to its com-
plete dependency on imported raw materials at skyrocketing costs,
and the imposed limits on imported quantities to be purchased with-
out resort to hard currencies which is forcing the planning authorities
to consider a severe retrenchment for this industry in the next five
years."

The main emphasis will be on a gradual completion of the petro-
chemical plants built in the seventies and very likely the very de-
manding investment costs will necessitate a spreading out of comple-
tion time over a longer period than originally assumed. Further ex-
pansion will be possible only in light chemistry productions with less
demanding fuel and energy inputs. In the frame of the CMEA Long-
term Target Programs the material and energy intensive products of
the chemical industry like methanol, ammonia, uric acid, dichlor-
ethane, polyethylene, PVC, isoprene-rubber will be produced near the
sources of raw materials and energy, mainly on the territory of the
Soviet Union. The necessary investments for the new capacities will
be financed by the common effort of the interested CMEA member
countries, which will also participate in the research and development
and construction phase of the program. Czechoslovakia is going to par-
ticipate mi the solution of all related problems of the production of
ammonia, methanol, low-pressure polyethylene and of vitamins A and
E." Obviously even with a downscalled program for the chemical
industry on its own territory the Czechoslovak investment burden will
still be considerable.

" I. 8trouSal, ZemddUkI moving, 28 June 1979: R. Vintrovi, J. Klacek, V. Kupka.
"Eonomickl rs v 8SR. Jebo bariery a ofektivnost" Politickd ekamomi Nr. 1/1980.0 See Table &.

* Csehoslovak Government report to ECI. Aurust 31. 1979
SLudmnla HemerddovL "Die tbechosiowaklacbe Chee un Rahnea des RGW" Aue-sesan"der o T-.c6c4-k4o.ki, Nr. 1/1980.
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Also the iron and steel industry and the non-ferrous metallurgy
depend almost exclusively on imported ores and the industry is like-
wise very demanding on energy inputs. Here too do the planning
authorities consider a marked slowing down of further growth
necessary, and the share within industry is slated to fall. Such a de-
velopment is only feasible if substantial economies in the use of ferrous
and non-ferrous metals within the engineering branch--the most im-
portant purchaser of metallurgical products-but also in other
branches of the economy will be effected. Within tie metallurgical
industry the share of thin plates, and of special steel (for the produc-
tion of nuclear energy equipment) is to be increased and the specific
consumption of fuels and energy, of heat-resistant materials, and
especially of the metal substance itself is to be lowered." The assort-
ment structure of rolling-mill products and the quality standards
should be improved. How this should be achieved when similar de-
mands were made already in the past without much effect is, of course,
a different story. Considering that in comparison to other developed
countries most efficiency indicators are lagging behind, a considerable
improvement in this industry is certainly feasible. But within the
existing motivation structure of management and work force alike
this seems to be hardly possible.

As to the engineering industry (metal manufactures, machinery,
transport equipment and instruments) above average growth is to
continue in the eighties. This branch taking at present some 30% of
industrial production is to increase its share to 35% by 1985 and should
expand it still further till 1990." Structural changes within the indus-
try aim at increasing the share of technically progressive final prod-
ucts. Above-average growth is considered for instruments and steering
mechanisms, road vehicle parts and accessories, electric motors, pumps,
industrial fittings etc. Special attention will be given to fuel and elec-
tric power production equipment, machire-tools, machinery and equip-
ment for the chemical, consumer goods and food industries, and for
transport and agriculture.

Another branch which will get preferential treatment is the wood-
working and furniture industry as its material base is within the
Czechoslovak territory with its extended areas of forests and woods.7
Also here the share in the industrial structure is to increase. Some of
the investment programs already launched will increase the capacities
of the paper and cellulose industry, of fiber board production and fur-
niture manufacture." Despite above-average growth in these indus-
tries even here the planners expect a somewhat slower growth in the
future than hitherto." The glass and ceramic industry which also
manufactures domestic raw materials will keep its share in industrial
production with likewise somewhat slower growth rates than in the
past.

On the other hand, due to their denendence on imported raw mate-
rial and its labour intensive nature, the textile and clothing industry

"U Ceehodovak government report to BC3. Aug. 81, 1979.
" Ibid.
* Almost 35% total area are forests with 188 ebie meters of timber per ba of fnrest.
* P. L Altmann. Det wirtachafttlehe Entwicklvag is Osteuropa-Tcheehoslowakel. Wrk-

ias Uters Nr. S, Osteuropa-Institut Mianchem. March. 1980.
* Government report to BC5, August 1979.
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and the leather and shoe industry will develop below the average of
industrial growth."

Cloer Links with the U.S.B.R.

Considering the worsening external conditions which have ham-
pered Czechoslovakia's economic development in the recent past. as
well as the adverse domestic factors analysed before, one of the policy
options open to Czechoslovak policy makers is the orientation to-
wards still closer links with the USSR. In a way the situation could
te compared to that of a medium sized enterprise which finds itself
confronted with the economic power of a huge multinational corpo
ration on which it depends to decisive extent both for the supply
of indispensable materials and intermediate inputs, and as a market
for a considerable part of its own output. Such a linkage miay not be
advantageous, but if the smaller enterprise wants to survive it will
have to adapt as much as possible to the needs of the mightier partner.

It is therefore understandable that efforts are made to strengthen
the ties with the Soviet Union on a long-term basis so as to have a rea-
sonably stable and predictable relationship in a world of uncertainty
and of swiftly changing conditions.

In addition to the traditional exchange of merchandise with the
USSR, other forms of cooperation have developed especially in the
form of object related compensation agreements. Czechoslovakia is
exporting, on credit terms, technological equipment and machinery
for the development of new capacities in the extractive and manufac-
turing industries on Soviet soil, thereby creating the conditions for
increased imports of fuels and materials. Under such agreements
Czechoslovakia is to receive 2.8 billion cubic meters of gas annually
for 20 years; further, 7,000 t of asbestos in 1980, 11,000 t in 1981 and
14,000 t annually from 1982 to 1991; over 17 million t of iron ore
during a period of 12 years; 25,000 t of fodder east from 1982 on-
ward;"1 and also electricity from the Chmelnickvj atomic power sta-
tion to the amount of 0,9 billion kWh in 1984 with successive increases
to 3,6 bil. kWh by 1988. According to this agreement, deliveries of
electric current are to continue till the year 2003." In exchange for
these-partly already effected and partly future-deliveries of fuel,
energy and materials, Czechoslovakia has so far participated in the
construction of the Sojyus gas pipeline, in the asbestos combinate in
Kijembajev. in the construction of a plant inside the combinate "Phos-
phorit" of Kingisepp, in the creation of new capacities for the ex-
traction of iron ore, and for production of pellets. and of ferro-alloys,
in the construction of the high voltage network of 750 kV, and last
but not least in the construction of the Chmelnickij nuclear power
station. Within the frame of the agreed plan of multilateral integra-
tion measures for the period 1976 to 1980 (but again mainly for de-
livery in the USSR) Czechoslovakia is committed to produce heavy
container trucks with electro-mechanical pick-up and lift equipment,
reactor parts and basic equipment for nuclear power plants and cer-

SIbid.
SCIsla pro kaldibo 1979. Prague 1979. pi 230.
" A. Auderle, "HospodAitkl a vrdeckotechnicki spolurice C688s-88s ". Pld*ove4

heped4iptv.t Nr. 3/1980, pp.. 15-19.
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tain types of roller bearings (11% of total CMEA production). She
has undertaken to increase the assortment of dyes and paints by 50
new types and to expand the production of chemical equipment and
of electronic parts and semi-conductors.t *

In addition, Czechoslovakia has already concluded 14 specialization
and cooperation agreements with the USSR for the period till 1980,
among them those for nuclear power plant equipment, machine-tools
and welding machinery, for the production of unified lines of asyn-
chronous high voltage electro-motors (Czechoslovakia .jpecializing in
motors from 200 to 400 kW and the Soviet Union from 400 to 1000 kW),
machinery and equipment for the light and food industry, for the
production of pumps, compressors and cooling equipment, roadbuild-
ing and construction machinery and equipment for producing building
materials; for the production of instruments and automation equip-
ment, tractors and agricultural machinery, pulp and paper: and for
technology in the chemical and petrochemica industry." It is assumed
that mutual deliveries of machinery and equipment during 1976 to
1980 will increase by roughly 67%, compared with the preceding five
year period. Within these deliveries those effected on the basis of
specialization and cooperation agreements concluded between the two
countries amount to 29% and in the case of Czechoslovak exports to the
Soviet Union to 32% of total machinery deliveries. Some of these
cooperation agreements involved very costly investment outlays. An
instance is the cooperation in equipment for nuclear power stations on
the basis of an agreement dated 1973 and expanded by a further co-
operation agreement concluded in November 1976.U An important part
of all industrial investments during 1976 till 1980 had to be earmarked
for this venture which involved the construction of entirely new metal-
lurgical and engineering capacities on the basis of Soviet technological
specifications."

During the eighties cooperation with the Soviet Union is to develop
on the basis of a "Long-term Program of Development of Specializa-
tion and Cooperation in Production till 1990", adopted and signed on
13 March 1980 in Prague by the respective Vice-presidents and Chair-
men of the State Planning Boards, N. Baibakov and V. Hula." The
initiative for this programme came from the party leaders Brezhnev
and Husak on the occasion of their meeting on the Crimea in the sum-
mer of 1977. Measures for the elaboration of the program, which con-
centrates mainly on the engineering industries and on the chemical
industry, were adopted at the 18th Session of the Intergovernmental
Czechoslovak-Soviet Commission for Economic and Scientific-
Technical Cooperation. in December 1977. The work on the program
was divided into two phases and the main orientation of the program,
time-limits and responsibilities for working out parts of the program
were laid down. It was agreed that the program should be based on

0* Csla pro kasldho 197f. Praue 1979. p. 250.
* . BaJbakov and V. Hula. Interview in Ruad Prd Ma. Mar. 1980. A. Anderle. op. dt

p. 18.
* A. Aaderle. bid.. . 16
m* trousal. ZemLdIlek norin, June 28. 1979. "This orientation (on nuclear engineer-

ina--l.t) Impiles a basu structural change within our enlinering industry and its
realization tI so costly. that it substantiallv limits the Dosibiities of development of
other engiaeerin branches even thoae with an Important export program to third

M RU4 PrAv, M. Mar. 1980.
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the Long-Term Target Programs of CMEA integration and should
serve as their concrete adaptation in bilateral relations between the
two countries.

The 19th session of the Intergovernmental CSSR-USSR Commis-
sion convened in April 1979 in Prague reviewed the first phase of the
work prepared by the participating ministries for the deliberations
of the planning authorities. At that time proposals for 9 sub-programs
in the engineering industries and 2 more for the chemical industries
were prepared. In February 1980 the \oth Session of the Intergovern-
mental ConinLssion met in Moscow and among other points on the
agenda the Long-Term Program was finalized and prepared for sig-
nature in Prague on 13 March 1980.

The Long-Term Program spells out the objectives, forms and main
tasks of development of long-tel m specialization and cooperation in
production, and at the same time the main direction of scientific-
technical cooperation in the stated fields. New types of equipment,
machinery. instruments and materials are to be developed which
should conform to the requirements of world standards and should
be matched by equally modern technological processing. The newly
developed products should be introduced as soon as possible into the
industrial production of the two countries. The main orientation is
to safeguard the development and the needs of the two economies for
fuels, energy and materials by pooling material and technical re-
sources for the construction of capacities in the fuel, other extractive
and basic industries.

A further focus of cooperation is the more rational and efficient
utilization of raw materials and fuels, and the mutual delivery of
specialized items, such as complete plant, machinery and equipment,
and other products. The before-mentioned division of labor in the
chemical industry, whereby the Soviet Union is going to produce
energy-intensive products also for Czechoslovakia in exchange for
products in light chemistry, especially in the field of dyes and paints,
is likewise part of the Long-Term Program. Altogether the speciali-
zation program will eventually embrace 19 sub-programs, 17 thereof
in the engineering industries; the chemical industries will have two
sub-programs."

So far the following subprograms have already been adopted:
(1) Heavy transport equipment.
(2) Machinery for chemical plant, extraction and processing of

oiL
(3) Tractors and agricultural machinery.
(4) Machinery and equipment for animal production and pro-

duction of processed feed.
(5) Electronics.
(6) Chemical industry.
(7) Petrochemical industry.

The remaining 10 sub-programs should be ready for adoption by the
end of the first half of this year." Under the terms of reference of

SN. Bajbakov and V. Hula. Interview In Rud PrAvo. Mar. 15. 1980.
* Program na deset let. (program for 10 years--leading article). Rudd Prdo, March 15.

1980: A. Anderle op. cit Accordion to V. Hula, Interview, Rudd Prdee, March 1.
1980, there would be 12 sub-prorams still to be completed.
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the Long-Term Program the Permanent Subcommission for Scientific-
Technical Cooperation should orient its activities mainly "on an
analysis of reasons which cause in some cases a lagging behind the
world level and on creating conditions for a substantial elevation of
the technological level of machines and equipment, which on the basis
of specialization and cooperation agreements are the object of ex-
change between Czechoslovakia and the USSR".U

It seems that the last mentioned conditions are the crux of the
matter. Closer ties to the Soviet Union can bring a certain measure of
stability to the further planned development of the Czechoslovak
economy, but only under the condition that the production process
itself as well as the products to be produced will conform to require-
ments of modern industry. But how is this to be achieved if one knows
that the Soviet economy itself seems to be unable to close the techno-
logical gap vis-k-vis the industrialized West

A New EconwmRe Reforart

For some time now the realization is spreading among professional
economists and policy makers that even the options available under
given conditions will be of little avail if the elements of "extensive"
growth generated by the traditional directive planning system are not
eliminated. To mobilize the so called "intensive" factors of growth by
motivating the producers--managements and workers alike-to hus-
band scarce resources-fuels, raw materials, fixed capital and labor-
more economically, involves a profound change in the whole system of
planning and management of the economy. The leadership was aware
for some time that these changes are indispensable. But at the same
time they are afraid that the devolution of responsibilities which
would be necessary may weake!. their control not only over the econ-
omy but also over political developments. Therefore, up to the end of
1979 only very slow and cautious steps were taken to test alternative
possibilities of planning and management.

Since 1978, a "comprehensive experiment in the management of effi-
ciency and quality of production was introduced in industry. The
main aim of the experiment was to ensure the longer term stablity of
the central plan, the orientation of the enterprises involved on increas-
ing the profitability of production and capital used, to improve the
technical parameters and the quality of the products, and to meet the
export obligations in time, structure and quality of the products. The
150 enterprises participating in the experiment took a share of 16.3
percent of production, 20.5 percent of exports, 16.3 percent of the work
force and 15.4 percent of total profits of industry. The evaluation of
the experiment did not produce conclusive evidence that the experi-
menting enterprises achieved better results than total industry in all
respects, e.g. in lowering consumption of material inputs per unit of
output or in improving the export performance."

Nevertheless, the poor performance of the economy in 1979, the un-
likeliness of much improvement in 1980, and the mounting difficul-

" A. Anderie. o. cit.
SJS. Vcha. "Prvnt rok experiments ttlset et"tivnosti a kvauty v prt6myal"8tgftu", No. &-9/"19; J. Kosta. op. cit

_ __ _I



421

ties in drawing up the Five-Year Plan for 1981-1985 with similar
technical coefficients of inputs to outputs as in the past, forced the
leadership to find ways and means to mobilize additional "intensive"
factors of growth as soon as possible. In January 1980 the Executive
Committee of the Communist Party of Czechoslovakia and the Fed-
eral Government of Czechoslovakia therefore adopted a "Set of Meas-
ures for the Improvement of the System of Planned Management of
the National Economy after 1980" which was only published in full
in the second part of March 1980." The set of measures is a very com-
prehensive document which embraces practically all economic activi-
ties, economic planning, enterprise incentives and the use of economic
instruments in enterprise guidance, and changes in the organizational
set-up.

At this stage of the study it would appear impossible to give an
adequate survey of the measures adopted and to attempt an evaluation
of the blueprint which, according to the intentions, will anyway be-
come operative in stages only, after 1980. The best that can be at-
"tempted is to highlight some of the most important features and to
give some first impressions on the general orientation of the reform
measures.

The document streases the importance in planning of "the long-
term target approach", a diction which has been taken over from
the Long-term Target Programs of Integration adopted within the
CMEA, and it seems that one of the objectives is to link national
perspective planning closer to the tasks of CMEA integration. In this
respect national target programs are to be worked out with the aim
to increase the export potential and to lower the import dependency
of the economy by improving the technological level of processes and
products, productivity of labor and capital, and by decreasing con-
sumption of material inputs per unit of output.

The basic and most important plan is to be the Five-Year Plan,
a postulate which is being repeated regularly these past ten to fifteen
years without much success. The document hedges in this respect and
stipulates that the yearly plans have to be derived from the five-year
plan even if there have been some deviations irom the plan intentions
m the preceding year. But if the deviations are of an extent that all
the subsequent years would be influenced by the disruptions, then
the five-ytar plan itself has to be adapted to those changes.

The plan remains a directive with binding targets of a quantitative
and qualitative nature. The principle of "democratic centralism",
meaning the hierarchical subordination of enterprises under the con-
trol of the directorates of the "Production-Economic Unit" (PEU)
(VHJ v.'robne hospodimski jednotka-a trust, concern or combine
of enterprises), and of the latter under the control of the branch
ministries, will be safeguarded and even strengthened. Binding tar-
gets will, however, be spelt out by a set of more sophisticated indi-
cators, and the indicator "value of gross production" will be down-
graded. Instead, the indicator "value added" is to be used forstatin
the volume of production and for determining the level of its

* "Set of Measures for the Improvement of the System of Planned Manaement of the
National booaomy after 1908 adopted by Government Deeree No. 42 of Ja&. 81. 0019

supplement tso te epeddtr sorea No. 11. March 14 and Nr. 12, March 2
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ciency. productivity of labor, costs and capital intensity. Other indi-
cators include, inter alia. relations between foreign-trade and do-
mestic prices, the kilogram-price of machinery products, profitability,
specific con.sunpr . n, degree of utilization of fixed capital stock
productivity of labor measured by the indicator value added, and
price limits of new products.

To safeguard proportions between the several parts of the national
plan. the system of economic, and especially of material balances
linking producing with purchasing enterprises by prescribed quotas
is to be further developed. Enterprises and PEUs are to be encouraged
to adopt more demanding plan targets already in the phase of plan
construction by conceding them higher rewards than if a plan with
a slack would be overfulfilled.

On thie level of PEf's and enterprises the principle of financing all
requirements bv funds created by enterprise activities and by bank
credit rather than by allocations from the budget is to be stressed.
The planned requirements will be met essentially in dependence on
profits made, and by leaving a bigger part of depreciation at the
disposal of the PEls and enterprises. For achieving this aim the sys-
tem of taxation and deductions will have to be altered to leave more
sope for financing most of the expenditures for capital, labor and
material inputs from the enterprises own resources. In addition, bank
credits are to be used to supplement the financial needs of the enter-
prises for investment purposes and for current expenditure. Alloca-
tions from the state budget will be bestowed rarely, mainly to correct
price relatives in the desired direction, and in exceptional cases as
a planned source for financing key investments

A whole system of specific financial funds is to be created on the
level of the PEI's and in the enterpri-es themselves. A Special Con-
struction Fund is to be created for the most important capital in-
vestments of the PEPs and a Turnover Fund for the financing of
working assets. In addition to these two funds some other special
purpose funds, like the Reserve Fund and the Fund of Technical
Development will be created. There will be several funds of Material
Stimulation, endowed by allocations from profits. according to a
norm set by the center and depending on the fulfillment of other
conditional indicators. The profit used for alkcations to the stimula-
tion funds should be reduced in lieu of losses due to poor quality of
production. Among the several material incentive funds there will
be t special ~nlace for the Fund for Cultural and Social Requirements
and for the Development Fund for the financing of less important,
so called limit investments, the volume of which will be determined
by the resources accruinti to this fund. While investments of this
type can only be effected if there are sufficient financial means in the
Development Fund, it is expressly stated that the means can be used
only in agreement with the plan of the PEFTs or enterprises. Within
that network of material incentive funds, there is also the Remun-
eration Fund which can be used according to separate principles set
up for the regulation of wages, and the Export Incentive Fund,
intended to stimulate export activities according to separate prin-
ciples set up for the stimulation of foreign trade.
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Credits provided by the banks should also be extended to safeguard
objectives and targets of the national plan and to support the in-
crease of activities of expanding PEFs, but it should not be auto-
ma;cally granted if there is an insufficiency of own financial re-
sources in badly working PEUs.

Among the economic instruments to be applied in foreign trade, the
relation of internal to foreign prices in exports and imports should be
strengthened by linking the f.o.b. prices achieved or paid in foreign
currency to the national currency, converted with the help of internal
conversion factors and adjusted by the mark-up of the foreign trade
organization. As to import prices, longer term tendencies changing
price relatives in the world market should be reflected also in the in-
ternal wholesale prices, especially by means of the plan for the devel-
opment of prices. Financial economic instruments in foreign trade will
have to be worked out later-on in greater detail, but the measures list, as
the main purpose of these instruments, support of the growth of ex-
port in foreign prices f.o.b., achieved both through a faster growth of
export prices in relation to the internal wholesale prices and also
through increasing the material volume of exports, expressed in do-
mestic wholesale prices. The PEUs and the FTOs will obtain special
incentive awards in relation to the efficiency of foreign trade.

There are also detailed measures to increase the effectiveness of wage
payments, and for this purpose the wage fund will be divided into two
parts: for the basic components of wages and for the incentive part.
The incentive part will le paid out of the Remuneration Fund set up by
allocations from profits. (ertain other allocations to the Remuneration
Fund will come from the Fund of Technical Development and from
the Export Incentive Fund in accordance with the fulfillment of the
objectives and targets in these fiels.

Another part of the "set of measures" deals with the improvement
of the system of prices, the price setting for new products and the
stimulation of enterprises by means of price advantages and disad-
vantages in relation to the results achieved in foreign markets. The
control of prices will remain in the hands of the center but it is an-
nounced that in the coming five-year-plan period the wholesale prices
of fuel and energy and of some other raw materials will be increased
during 1981/1982, with a further yearly increase of these prices till
1985. At the same time the increase of the overall price level will be
limited to the minimum by obliging the enterprises to absorb the
fuel and energy price increases within the profit margins, and by
increasing pressure to economize on material inputs to lower the cost
to the users. Further price changes should reflect changes in the price
relatives in the world market and also in the system of domestic
wholesale prices. Detailed measures are given for an improvement of
the organizational set-up by spelling out rights and responsibilities
of the branch ministries, the PEUs as the basic units of management
for the enterprise sphere, and of the enterprises themselves.

One of the first impressions one gets in reading the voluminous in-
structions is the eclectic nature of the set of measures. One will find
parts which resemble reform measures introduced in the first economic
reform of 1958 to 1960, and also those of the economic reforms in-
troduced in the late sixties. There are features taken over from the

U-~OI 0 - S - 26
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Soviet reform setup, some of them resembling the Kosygin reform
in the sixties, some others being closer to the measures adopted in the
USSR last year. But there are also parts which resemble some of the
features of the Hungarian reform, especially in the field of foreign
trade prices. The question is not so much how far the individual meas-
ures are appropriate, but rather how consistent they are with each
other.

It is then to be doubted if a system will prove workable, that is
trying to reconcile more command and more control from the center
with more responsibilities and rights at the enterprise level and
with the attempt to use economic instruments and appropriate incen-
tives to promote higher efficiency. By trying to link principles and in-
struments of two or even more different management models the man-
agers of the PEUs and enterprises will very likely get into schizo-
phrenic situations, and their behavior will depend on their expectations
regarding likely rewards and punishments to come. In any case, it
seems certain that management will find new loopholes for beating the
system in order to survive, and to improve the material situation of
themselves and of the workforce. As to whether this striving for bete
trying their own situation will always be in the interest of an efficient
development of the economy, remains to be seen.

The introduction by stages of the measures may also mean that ac-
cording to the development of the internal and the international situa-
tion some aspects of the "set of measures" may be strengthened and
their introduction accelerated while others may be put off or suppressed
altogether. In any case, it seems a step in the right direction that some
new management measures will be applied and that the old system
of traditional directive quantitative planning has again been debunked
as inappropriate for a modern economy.
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of growth of broad macroeconomic aggregates and in terms of the
investment strategy to be employed in pursuit of plan targets. One
objective of this paper is to attempt to uncover some of the considera-
tions which motivated policvmakers to adopt the plan targets em-
bodied in the Fifth and Sixth Five-Year Plans. The other objective
of this paper is to evaluate these two Five-Year Plans for macro-
economic consistency; that is, to see whether policy instruments, taken
here to mean the allocation of investment, were consistent with the
stated goals of the plans for economic growth, structural change and
improved living standards.

To answer these questions we employ an econometric model of the
Czechoslovak economy. In Section II of this paper we briefly sketch
those features of the model which are relevant to an understanding of
the tasks to which the model is put in this paper. In Section IIIwe
discuss the outcomes which Czechoslovak policymakers may have con-
sidered in implementing development plans in the 1970's. We do this
by comparing actual outcomes with hypothetical outcomes which could
"have been achieved by the Czechoslovak economy had the planners
adopted somewhat different investment strategies These alternative
outcomes are generated by the econometric model and indicate how
the economy would have evolved had policymakers in Czechoslovakia
followed alternative but not unreasonable investment policies. In Sec-
tion IV we test the plans for macroeconomic consistency between tar-
gets and instruments. Plan consistency is evaluated by applying an
optimal control alogorithm to the econometric model. By means of
the optimal control alogorithm we attempt to simultaneously minimize
deviations between desired and optimal time paths of targets and
instruments. If the Five-Year Plans were macroeconomically consist-
ent, then optimal and desired paths would be identical. However, if
the desired paths for the policy instruments are not consistent with the
desired time paths for the target variables, then the optimal control
algorithm must choose a time path for the instruments whichminimizes
their deviation and that of the target variables from the desired paths.
The greater the sum of deviations, the less macroeconomic consistency
the plan is judged to possess. Knowledge about plan consistency enables
us to reach some conclusions about planners' understanding of the
macroeconomic relations which exist in the Czechoslovak economy and
their ability to induce policymakers to adopt Five-Year Plans that are
consistent with such macroeconomic realities.

IL Ax ECONOMETrIC MODEL OF CZECHOSLOVAKIA

The policy simulations and optimal control exercises reported in this
paper were performed with the aid of a linearized version of an econ-
ometric model of Czechoslovakia constructed by Brada and King
(1979). Since the theoretical underpinnings of that model are set out
in Brada (1975), (1980), and the relationships between the theory and
the specification of the model in Brada and King (1979), in this sec-
tion we limit ourselves to a brief overview of the model and a dis-
cussion of those of its features which are most germane to an evalua-
tion of our result.
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The model consists of 69 equations whose parameters were estimated
using, in most cases, official Czechoslovak data for the period 1954-
1975. Variable names and parameter estimates are reported in Tables
I and 2. Within constraints imposed by the data, domestic production
and consumption are divided into three sectors: manufacturing, which
includes industry, construction and mining; agriculture and forestry;
and other, which includes productive and non-productive services.
Foreign trade flows are divided between socialist and capitalist coun-
tries and are disaggregated according to the CMEA commodity classi-
fication nomenclaure.

Net output of manufacturing and agriculture are functions of see-
toral endowments of capital and labor and of lagged personal savings.
This last variable, which has a negative coefficient in both equations,
reflects the effects of repressed inflation on the supply of work effort.
As workers find themselves forced to increase their savings due to the
lack of consumer goods, they respond by reducing the effort they put
forth on the job, thus shifting the production function downward in
what might be termed a "Schweik shift".' The manufacturing sector
is also characterized by a secular decline in aggregate factor produc-
tivity as indicated by the negative coefficient for the time trend. In
contrast to the output of manufacturing and agriculture, the output of
the "other" sector is demand determined. This specification is forced
upon us by the fact that the capital and labor resources allocated to
this sector may be employed in the production of productive services
(e.g. freight transportation) in which case they are counted as part of
GNYO, the sector s contribution to national income in the socialist na-
tional income accounting framework. However, the same resources can
be employed to produce non-productive services which would not be
counted as a contribution to GNYO. Thus the link between inputs of
capital and labor in this sector and the output of productive services
GNYO, depends in part on the decisions of the planners on the alloca-
tion of productive factors between productive and non-productive
services. In view of this rather tenuous link between inputs and meas-
urable output, we have choosen to measure the output of productive
services as being demand determined.

Although we have estimated equations for sectoral and total invest-
ment flows, these play little role in our simulations because investment
is treated in these simulations as an exogenous policy variable. For the
agricultural and manufacturing capital stocks, investment enters with
a one period lag while depreciation is assumed to be a constant frac-
tion of the capital stock. This rather simple lag structure implicitly
assumes that there are no bottlenecks in the completion of investment
projects and that the mix between plant and equipment has no in-
fluence on the time needed to complete investment projects. This lack
of realism in the lag structure was dictated by our desire to develop
a model with rather simple dynamic properties for the relatively short-
term nature of our simulation and optimal control exercises. Although
there is no equation for the capital stock in the "other" sector, invest-
ment in this sector, IO, plays a pivotal role in the dynamic properties

I We owe this term to Thad Alton. Schwelk Is a character In Czechoslovak literature
Umbolle of passive resistance to the state bureaucracy. See HAtek (1937).
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of the model This is due to the fact that, in the Czechoslovak economy,
an important constraint on industrialization is the ability to increase
industrial employment through more rapid rural-urban migration, a
point more fully explored in King and Brada (1980) and Brada, King,
and Schlagenhauf (1979). However, net rural-urban migration,
NUMfIG, is seen to depend on IO, the extent to which the state is willing
to facilitate such migration by increasing the supply of urban housing
and services. Thus IO is a key variable in influencing the rate of indus-
trial expansion and structural change in the economy.

The macroeconomic theory implicit in this model is one of an en-
vironment characterized by repressed inflation and the efforts of plan-
ners to migrate these inflationary pressures or at least to respond to
them where possible. Consequently, the consumption of manufactured
goods is determined by supply factors: manufacturing output and the
net exports of consumer manufact urers. The consumption of agricul-
tural goods, however, involves a more complex form of behavior since
consumption and trade in agricultural products are determined simul-
taneously. This implies that planners do attempt to equilibrate the
demand and supply for foodstuffs by using foreign trade as gap-filler
to the extent that the general foreign trade situation permits. Simi-
larily, "other" consumption, CO, is demand determined, indicating an
effort on the part of planners to respond to demand factors in the
provision of services.

Ideally, the model should include some balancing of supply and
demand for the three sectors, manufacturing, agriculture and other,
so that, for example, an increase in investment would require at con-
stant output either less consumption of manufactures or a decline in
net exports of manufactures. Such balances cannot le obtained. First,
government purchases are available only for the sum of manufactured
and agricultural products. Second. trade flows are measured in foreign
trade crowns rather than in domestic crowns. thus making it impossible
to measure all elements of the supply and demand balances in common
units.' As a result, the balancing mechanism is modeling only through
stochastic relations, such as those linking increased investment to in-
creased imports of machinery and equipment. Such stochastic relation-
ships are quite adequate to the task of maintaining a balance between
production and end uses of aggregate output.

As an example, consider the hypothetical case of a 10 percent in-
crease in investment, distributed equally among manufacturing, agri-
culture and service-. In 1976 such an increase in investment amounts
to 13 billion 1967 crowns. The increase in investment makes itself
felt immediately, causing aggregate consumption and government
purchases to fall by 2.25 billion 1967 Kcs. More importantly the trade
deficit with capitalist countries increases by 80 million SDR and with
the socialist countries by 385 million SDR. Thus whether or not the
model actually balances the supply and uses of aggregate output de-
pends on whether or not 465 million SDR of net imports represents
10.75 billion 1967 Kcs. worth of domestic goods. The implicit rate of
exchange required to convert this amount of SDRs into the required
amount of Kcs. is 23 Kc./SDR. Although this rate is above the official

* This is a rather general problem in the construction of econometric models of planned
economles. See Shapiro and Halabuk (1976) for a fuller discusuio.
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rate of exchange, it is, in fact, surprisingly close to what we would
calculate the actual rate utilized to convert trade flows into domestic
currency units by the Czechoslovak government to be.' Consequently
our model is specified in such a way as to maintain a balance between
the supply and uses of aggregate output and to place the brunt of
the adjustment process on the foreign trade sector.

IIL OsBJE.cVES AND CONSTRAuNr I Tn H CzECH~OLOVA FIrl AND
SuITH Fixv-YzEA PtzLA

The study of plan construction can be approached in two ways.
One way is to study the sequence of steps and the activities and re-
sponsibilities of various units in the economy so as to come to an
understanding of how plans are drawn up. Such a study, while it
can tell us something about the general nature of plans generated
by such a process, cannot tell us anything about why certain goals
are chosen for a plan, presumably at the expense of other goals. To
understand the process of plan choice, that is why plan targets are set
at certain levels and not at others, we need to know about the options
among which policymakers believed they could choose and we need
to know what were the preferences of the policymakers. It is this
second aspect of planning which is the subject of this section.

The first task in understanding policymakers' choices is an explora-
tion of the set of the plan variants from which policymakers may
choose the most desirable course of action. Unfortunately, we know
very little about the range and the number of alternative plans which
East European planners prepare for the policymakers' consideration,
although the available evidence suggests that at least the range of
options is somewhat limited.4 To replicate the set of alternatives avail-
able to Czechoslovak policymakers when they chose targets for the
Fifth and Sixth Five-Year Plans we employed our econometric model
of Czechoslovakia to simulate outcomes which could have been ob-
tained by following slightly different but not unreasonable invest-
ment policies. Before discussing these alternative scenarios in detail,
the emphasis on investment policy embodied in our approach requires
some justification since most discussions of policymaking and plan-
ning in planned economies has planners controlling not only invest-
ment but also wages, taxes, consumption and foreign trade. While we
do not deny that all these activties are indeed planned, it is also
evident that they cannot be determined independently of each other.
Thus with a given productive potential, once investment is determined,
then consumption can be varied only through changes in foreign trade
flows. Moreover, much of foreign trade in the case of small countries
like Czechoslovakia is determined by the need to feed the popula-
tion and to provide raw materials and energy for producers and
consumers. Similarly, although policymakers may attempt to influ-
ence the course of wages, these too have their own dynamics influ-
enced by productivity and the competition of firms and sectors for
supplies of labor. Thus because of the general equilibrium nature of

a ee Uni ted Nations Economic Commission for Europe (1973) for the conversion method
employed In Csechoslovkia.

* See Denle et. Sa.. (1971).



the problem and because investment decisions are the key to the
structural evolution and economic growth of the country, we focus
our attention on investment strategy and let the model determine
other variables on the basis of physical relations and the historical
behavior patterns of consumers and policymakers.

The first two scenarios which we explored involved a reallocation
of investment between industry and agriculture. In one case we in-
creased the historical level of investment in manufacturing by 10
percent for each year of the Five-Year Plan period and reduced invest-
ment in agriculture by the corresponding amount. In the second case
we reversed the procedure, reducing the historical level of manufactur-
ing investment by 10 percent and reallocating the funds thus released
to investment in agriculture. The results of these simulations are re-
ported in Table 3 for the Fifth Five-Year Plan and in Table 4 for
the Sixth Five-Year Plan. The policy of increasing investment is
indicated by IMt while the policy reallocating investment from in-
dustry to agriculture is indicated by IM.1 These two scenarios yield
information about the kinds of alternative outcomes that the policy-
makers faced when they had to make choices about the allocation of
investment resources between competing sectors.

The second pair of scenarios involved in a change in the aggregate
level of investment with no change in the share of investment allocated
to each of the three sectors of the economy. In one case total investment
was increased by 10 percent and the results are reported in Tables 3
and 4 under IT+: in our last scenario total investment was reduced
by 10 percent and the corresponding outcomes are reported in Tables
3 and 4 under IT,. The results of these simulations provide insights
into the kind of considerations which influenced Czechoslovak policy-
makers' decisions regarding the aggregate levels of investment for the
Fifth and Sixth Five-Year Plan.

To allow the comparison of the outcomes of these alternative policies
to the outcomes of the policies actually chosen for the Fifth and Sixth
Five-Year Plans, Tables 3 and 4 also report the "actual" outcomes.
These actual outcomes are, however, not what actually occured in the
Czechoslovak economy. Rather they are outcomes generated by the
econometric model using historical values for investment and for all
exogenous variables. Outcomes generated in this way may be more
properly compared to the alternative scenarios since both actual and
alternative outcomes are generated by the same process, and differences
thus are due entirely to differences in policy rather than to the in-
ability of the model to track the economy perfectly.

Since, as is to be expected in the case of a linear model, the relation-
ship between actual and alternative policies are similar for the Fifth
and Sixth Five-Year Plans we will discuss the result for both plans
simultaneously. As may be seen from Tables 3 and 4. a policy shifting
investment funds from agriculture to industry holds a number of
attractions for the policymakers. Among the desirable achievement of
such a policy are an increase in national income, GNY, of 4 percent,
the result of a 5 percent greater level of manufacturing output and
a 8 percent increase in productive services which easily outweigh a
9 percent decline in agricultural output. Not only does aggregate
output increase but consumers benefit as well. Disposable income in-
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creases by 2 percent, mostly the result of higher wages, and consump-
tion of manufactures, which is supply determined increases by 5 per-
cent, while agricultural consuipt ion Increases by 2 percent as planners
increase food imports to keep pace with increased purchasing power
of consumers. The upshot is a decrease in personal savings which would
reflect a decline in inflationary pressures if any existed. Unless one
is willing to argue that the manufacturing sector could not have ab-
sorbed a 10 percent increase in investment over the course of the Five-
Year Plan, it is evident that a higher level of aggregate domestic
output could have been achieved. Since the East European economies
are often perceived as having overinvested in industry at the expense
of agriculture, this finding bears closer scrutiny. There are two main
objections that may be raised against our procedure. The first is that,
since the output of productive services is demand determined, any in-
crea.se in manufacturing output will always elicit an increased output
of productive services despite the fact that the resources employed in
services do not increase. Thus, to the extent that additional productive
services could not be produced without additional capital and labor
inputs, the model appears to have a pro-industrialization bias. Since
there is no way of knowing the extent to which full-capacity levels
have been reached in the servicee sector, we are willing to accept this crit-
icism. However, this pro-industry bias only affects the degree to which
a pro-industry investment policy would benefit the Czechoslovak econ-
omy. If we hold the output of productive services constant the gain
in industrial output resulting from the reallocation of investment from
agriculture to industry would still more than offset the decline in
agricultural output.

The second objection is that the linear production functions em-
ployed in our model are not very appropriate to a study of resource
reallocation among sectors because factor productivities are thus as-
sumed to be invariant with changing capital-labor ratios. Moreover
the production functions could be improved by utilizing sectoral wage
bills rather than employment in order to capture changes in the quality
of labor and in hours worked. In order to test whether the use of non-
linear production functions would alter our conclusions we estimated
the following Cobb-Douglas production functions for manufacturing
and agriculture:

In GNYM = -4.024 + 0.799 In KM + 0.383 In WBM
In GNYA = -6.228 + 0.379 In KA + 0.759 In WBA

where WBM and WBA are the wage bills in manufacturing and agri-
cultue respectively. Using these production functions we then recom-
puted the output of the two sectors under the pro-industrialization
policy. As may be seen from Table 5 the Cobb-Douglas specification
does yield a somewhat smaller net gain in aggregate output than does
the linear specification employed in our simultations.* Thus, although
the size of the gains in aggregate output to be obtained from a reallo-
cation of investment from agriculture to industry is open to question,
the finding that such a reallocation (at least to the extent envisioned

"*The simulated outputs for IM+ utilizing the Cobb-Douglas specilcatioa are calculated
with the sectoral war ills determined exogenously. and consequently they tend to under-
estimat the xalns t- e reaped from shltttln resources into Industry.
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by our scenarios) would have raised aggregate output appears to be
firmly based in fact.*

An examination of the consequences of increased industrialization
for the foreign trade sector reveals that the need to maintain external
equilibrium must have acted as a constraint on the pursuit of the do-
metic benefits of greater industrialization. The balances of trade
with both western and socialist countries improve under the policy
which allocates additional resources to manufacturing. The increased
level of output of manufacturing permits the net exports of machinery
and equipment, NI, and of consunier manufacturers to increase. These
gains more than offset the growth of deficits in CTN categories 2 and
, which are fuels and raw materials and agricultural products respec-

tively. The greater demand for fuel and raw materials is created by
the higher levels of industrial production while the higher level of net
food imports results both from lower domestic production and higher
domestic consumption of foodstuffs resulting from the higher incomes
generated by the industrialization policy.

The foreign sector's constraint on an pro-industrialization policy
is thus a structural one, represented by the worsened deficit in THGS,
the net exports of CTN categories 2 and 3. The bulk of Czechoslo-
vakia's imports of fuels and industrial raw materials come from the
other CMEA countries and particularly from the Soviet Union. Thus
to view a greater level of industrialization as a viable option, Czecho-
slovak planners would have to expect to be able to obtain additional
deliveries of fuel. raw materials and food from CMEA sources. Given
the pressure on CMEA supplies of these goods and Soviet reluctance
to increase oil exports, the likelihood that Czechoslovak planners ex-
pected that additional imports of hard goods could be obtained is
rather low. Consequently it may well be that this structural impact of
added industrial expension rather than the potential improvement in
the balance of trade led to a limitation on the volume of investment
resources devoted to industry.

While a shift of resources from agriculture to industry at a con-
stant investment to net material product ratio holds some attractive-
ness for the planners, the same cannot be said for an increase in the
investment to NMP ratio. In our second scenario we increased invest-
ment in each of the three productive sectors by 10 percent. The only
positive result of such an increase in capital formation is an increase
in output and in incomes. The expansion of the domestic economy is,
however, inflationary because incomes increase more rapidly than con-
sumption, thus creating the potential for inflationary pressures. More-
over, higher domestic production and incomes lead to a deterioration
of the trade balance. The net exports of machinery and equipment
fall and the deficit in hard goods trade grows. Agricultural output
does not grow sufficiently to reduce net imports of foodstuffs and added
industrial output creates additional demands for fuels and raw ma-

*This conaluaion must be interpreted with care. First of all It cannot be taken to imply
that a polly of increase in investment nl manufacturing is an optimal policy. In fact.
Brad ed. al. (1979) find that an optimal loan term policy for Czechoslovakia would have
called for an expansion of the manufacturing sector by increasinc investment in service
but not In manutactnrtng, thus promoting u-hanluaton and an expansloa of the masn-
faeturtlr labor force. Secondly. increased investment In manutactur.ne at tie expense
of agrlculture may only be beneficial In the context of the sort rr.. In the loan ran a
policy favorina agriculture may be more desirable. On this point see Kiu and Brada (1080).
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terials. Overall the policy of increasing the level of investment does
not compare very favorably to the policy of shifting capital from agri-
culture to industry. The former policy creates a foreign trade deficit
and the potential for repressed inflation domestically without produo-
ing substantially greater gains in output than the latter policy.

From these results, the dilemma facing Czechoslovak policymakers
in the 1970's is fairly clear. The fostering of structural change in favor
of industry is clearly a highly desirable policy from the standpoint
of domestic output and macroeconomic equilibrium. However, the
policymakers appeared to be constrained in their efforts to follow this
policy by the availability of raw materials in international markets.
In light of the results of our simulations, the decision by Czechoslovak
policymakers to pursue industrialization appears to be a sound one.
As may be seen from Table 6, policies in both the Fifth and Sixth
Five-Year Plans called for much faster rates of growth of investment
in manufacturing and services and slower growth of agricultural in-
vestment. Whether such a policy should have been followed farther we
cannot say. Only knowledge of the policymakers' tradeoff between
domestic goals and the availability of energy and raw materials can
yield that answer.

IV. IMPLEMENTING POLICY IN THE CZiCHOSWVAK FIFTH AND SIXTH
FIVE-YEAn PLANS

In the previous Section we have shown that there appears to have
been no reasonable alteration of actual Czechoslovak investment pat-
terns which would have yielded results superior to those actually
achieved in every aspect of economic performance of likely interest to
Czechoslovak policymakers. There existed a clear trade-off between
domestic goals and external balance and, without knowing the pref-
erences of the policymakers, we cannot claim that policies better than
those actually unplemented were available.

In this Section we turn to another aspect of policymaking: the
construction and implementation of the Five-Year Plans. This sub-
ject is not only of interest in its own right but will also shed some
light on our findings in Section III. The construction of the Five-
Year Plan should involve the meshing of the policymakers objectives
with the policies required to achieve these objectives. If a variety of
policies may be employed to achieve the desired outcomes then policy-
makers are free to select targets for the policies or instruments as well
as for the targets. This is precisely what is done in drawing up the
Five-Year Plans. Table 6 shows the desired rates of growth of a
number of indicators such as national income, retail sales, etc. which
were established by policymakers for the Fifth and Sixth Five-Year
Plans.T In addition the policymakers established desired values for
their policy instruments-the sectoral levels of investment. Thus we
have a set of instruments and a set of targets which should be reached
if: (a) the plan is implemented, that is if the paths chosen for the

T All growth rates are taken from dratt or final versions of the plans. In cases where a
range of growth rates was given in the plpn documents. the midpoint of the range was
adopted. Since our sectoral outputs are net while plan figures are ziven for cross output.
we recomputed sectoral output targets using the historic relationship between the growth
rates of net and gross sectional output
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instruments are actually followed; and (b) if the plan is consistent,
that is if in fact following the desired paths for the instruments would
indeed lead to the desired outcomes given the structure of the
economy.

The answer to part (a) can be determined quite simply by com-
puting the extent to which investment targets were fulill"el. The
econometric model vields some insight into this question by indicating
the extent to which plan targets were not met because the policy-
makers' paths for investment were not followed and the extent to
which faulty plan construction or unforeseen environmental dis-
turbances prevented plan fulfillment. The answer to part (b) is ob-
tained by means of an optimal control algorithm which attempts to
fulfill the plan targets as le.st as possible given the environment ac-
tually facing the Czechoslovak economy.

The desired growth rates tabulated in Table 6 were u•d to generate
desired paths for the instruments investmentt) and for the target
variables. This was done by simply projecting the pre-plan values for
each instrument and target over the forthcoming Five-Year Plan
period at the planned rate of growth. In reality of courl'.s planners
do not expect that the tempo of growth will Ie even over the entire
plan period. However, since we are operating with a truncated lag
structure for our capital formation equations. the imposition of a
uniform growth rate for the entire plan period is not a serious
drawback.

Using the relationship between the instruments and the targets
emll)odied in the econometric model and historical values of the exog-
enous variables the optimal control algorithm attempts to minimize
the policymakers' loss function by an optimal selection of values for
the instruments. The loss function, L is given by

L=. ,u,(C'-- )t'+ Va(ta-7ta)) Eq. 1

where i= ith year of the plan period
mn= number of instruments or controls
n= number of targets
uf= weight placed by policymakers on the deviation of the -- th

instrument from its desired path
Clj= optimal value of instrument j in period i
Cij= desired value of instrument j in period i
Vt= weight placed by policymakers on the deviation of the k-th

target from its desired path
ti= optional value of target k in period i
tit= desired value of target k in period i

Our evaluations of the consistency of Czechoslovak Five-Year Plans
employed two sets of weights for the policyinlakers' loss function.
These weights are listed in Table 7. One set weighs the percent devia-
tion of each target and instrument from its desired value by an equal
amount. Results based on these weights are labeled as Optimal No. 1,
and they reflect a rather aguustic approach to policymakers' prefer-
ences. The second set of w•'eights employed is potentially more contro-
versial. It assumes that policymakers are more concerned with attain-



435

ing some desired paths than others. In our example, policymakers are
assumed to place greater importance (and thus larger weights) on
goals established for manufacturing output and consumption of agri-
cultural goods. In contrast lower weights, implying a greater willing-
ness to deviate from target, are accorded to communal consumption
and to personal income. These weights are of course arbitrary but they
do attempt to reflect policynmakers' preferences for industrialization,
for aggregate growth and for insuring adequate food supplies. Results
obtained with this set of weights are labeled Optimal No. 2.

The consistency of desired values of the instruments and of the de-
sired values of the targets can be observed from Tables 8 and 9. A com-
parison of desired values with the optimal values indicates a very close
correspondence. For the Fifth Five-Year-Plan ltdesired and optimal
values of investments were quite close, with optimal slightly hIlow de-
sired especially in manufacturing. Optimal policies would have en-
abled the economy to meet its output targets although the optimal
policy falls somewhat short in agriculture and ot ershoots in the output
of services. Wages rise more rapidly than desired, leading to above-
plan levels of personal income. Moreover, con.u.upt ion targets are not
met, suggesting that planning was weakest in the consumer ,settor and
that historically policymakers have overestinated their ability to re-
strain the rise in w-:ges. In all, however, the Fifth Five-Year Plan
must be judged a conceptual success. Despite all the adverse effects on
the economy of a deteriorati ng international situation toward the end
of the plan period. all the goals of the plan could have lwen met had the
planned paths for investment been adhered to.

The Sixth Five-Year Plan fails to achieve the degree of consistency
found in the Fifth. Optimal paths for manufact uring and services in-
vestment are appreciably below target. )Despite this, sectoral outputs
in agriculture and manufacturing are up to target while services and
national income are above planned levels. Improved outputs generate
higher wages and incomes than planned, while all indicators of con-
sumption save services are below target. Overall, the Sixth Five-Year
Plan seems to be less balanced and less efficient than its predecessor.
Part of the inconsistency in the Sixth Plan may be due to greater un-
certainty on the part of policymakers about the international environ-
ment and about ways of coping with the energy crisis.

However well-constructed and consistent the two Five-Year Plans
may be, the fruits of this consistency are worth little if actual imple-
mentation of the plans deviates from the planned paths for invest-
ment. To examine the extent to which the plans were fulfilled, and the
reasons and implications of the failure to fulfill the plans, we utilized
the actual values of investment to compute the actual performance of
Czechoslovak economy in the 1970's. Since not all data for the Sixth
Five-Year Plan period were available investment data for the last
three years represent our best guess. Consequently, we shall focus more
heavily on the implementation of the Fifth Five-Year Plan. As may
be seen from Table 8, actual investment differed markedly from de-
sired and optimal; in all cases actual investment exceeded desired. As
a result. output in all sectors save agriculture was higher than planned,
as was aggregate output. Personal income was 7 percent higher than
planned by 1975, mainly the result of increased employment since
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wages did not grow much more quickly than planned. Consumption
in all sectors wa' also above planned levels, but personal s.avintzs were
higher than under the Optimal No. 1 policies, though, to be fair, no
worse then under Optimal No. 2 policies. The main consequence of this
rather inflationary drift in implementing the plan was a deterioration
in the balance of trade with socialist countries anld with the West.

"The Sixth Five-Year Plan (given our tentative estimates of actual
levels of investment) displays a closer congruence between optimal
and actual levels of investment than twen b planned and actual; sug-
gesting that the contradictions in this plan described above forced
policyumakers to opt for more feasible policies in the course of imple-
mientation. Nevertheless. actual levels of output, incomes, wages and
consumptin:r '-rve agricultural goods are above plan. The main cas-
ualty of this inflationary implementation of the plan is again the
foreign trade balance.

Overall. the Fifth Five-Year Plan was a more consistent and feasi-
ble plan with little or no inflationary pressures inherent in its targets.
In contrast the Sixth Five-Year Plan was less consistent and feasible
and more inflationary. Paradoxically, the Fifth Five-Year Plan was
not inmlemented as effectively as it might have been. Table 10 reveals
that the planners' loss function for the economy's actual Ierformance
was significantly greater than the loss function for the optimal policy.
This poor and somewhat inflationary implementation of what was
basically a sound and feasible plan had two consequences for the next
five year period. First. successes achieved during the Fifth Five-Year
plan apparently made tile planners overoptimistic. leading to the
adoption of a Sixth Five-Year Plan which was clearly overambitious.*
Second, the inflationary implementation of the Fifth-Year Plan dis-
sipated the beneficial influence which the balanced state of the economy
had bestowed on planners efforts in the early 1970's.

As may be seen from Tables 9 and 10, the implementation of the
Sixth Five-Year Plan followed the optimal paths more closely than
was the case for the previous plan. The differences between the optimal
and actual planners' loss functions are relatively small. This, however,
should not be interpreted as a conscious decision on the part of the
planners and policymakers. Rather, given that the plan was in fact in-
feasible from its conception, planners were forced to deviate from
targets rather early and to move to a less ambitious investment policy.
Thus, the logic of events rather than belated wisdom forced planners
to adopt a more feasible, less expansionary set of policies much like
those called for a priori by the optimal control algorithm.

V. CoxCLUsIONs

In this paper we have examined the preferences and planning skills
displayed bv Czechoslovak policymakers and planners in the construc-
tion of the Fifth and Sixth Five-Year Plans for Czechoslovakia. We

' A large part of the infeasability was the result of planned levels of investment and
exports of machinery and equipment in excess of the productive capacity of the machine
building sector. As a result, the capital shortage which we predicted when the plan was
first published (Brada and King (1976) pp 8-4 has forced a slowdown In Investment
and a greater balance of payments deficit.
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have shown that when domestic objectives such as growth, structural
change and equilibrium are supplemented by considerations of ex-
ternal equilibrium, the Czechoslovak planners had no investment pol-
icy available to them which would have improved performance for all
indicators. Second, we have found tlat the Fifth but not the Sixth,
Five-Y-ar Plan was generally consistent and conceived in such a way
that us major objectives could have been achieved. The latter plan was
not feasible, primarily because investment targets were too ambitious.
Both plans tended to be implemented in a way which led to inflation-
ary pressures and to larger balance of payments deficits. Indeed it
seems fair to conclude that plan construction is much more capaly
carried out in Czechoslovakia than is the implementation of plans once
they are promulgated. If this fact is recognized in Czechoslovakia it
may become an additional reason for considering some reform of the
economic mechanism, though not necessarily toward greater decentral-
ization.

Although our analysis employs a methodology and concepts which
differ significantly from those of Friedrich Levcik's contribution to
this volume, we come to similar conclusions. In particular, we are in
agreement that the Czechoslovak economy progressed quite well in the
first half of the decade. Planning was for the most part effective in con-
ception and fortuitous legacies from the reform period and an en-
lightened industrial investment strategy provided some leeway to
enable the economy to survive the ill-effects of the inflationary imple-
mentation of the plan.* For the outcome of the Sixth Five-Year Plan
our findings complement Levcik's. While Levcik attributes the diffi-
culties encountered under this plan to an accumulation of specific fail-
ures and shortcomings we would argue that the plan itself was
infeasible. Therefore, if the Sixth Five-Year Plan were to be fulfilled,
policies at the sectoral level would have to achieve gains in efficiency
and productivity well outside the past performance of the economy.
Since, in fact, the implementation of the plan rested on traditional
methods, it is not surprising that outcomes in this regard were
disappointing.

Czechoslovak policvmakers appear to be facing a difficult dilemma.
The deterioration of the terms of trade and increasing difficulties in
obtaining incremental supplies of energy can be met by either supply
side or demand side responses. In Czechoslovakia, as in most indus-
trialized countries (regardless of economic system), the most appeal-
ing response was on the supply side: to produce more while using less
energy and raw materials. One way to explain the apparent infeasi-
bility of the Sixth Five-Year Plan is to posit that Czechoslovak plan-
ners expected large supply side improvements. Since these did not
materialize, demand side restraints had to be introduced in 1979 and
1980. However, in light of the evident inability of the planners to
restrain investment to planned levels for long periods of time, it is
likely that Czechoslovak performance under the Seventh Five-Year
Plan will be marked by further cycles of over-plan investment followed
by severe cutbacks in investments.

SThe only point of substance on which we disagree with 1velk Is the source of thedefationarv stkte of the economy at the outset of the Fifth Five-ear Plan. On this point.see Aoppendix L
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IAfTWOJ tAINDJ. IS

2a Com01RamIS ai SCOMOC REroM
AM CuraALKzATICa IN CZECIJOSWVAUA

Altbougb the CsBoela-hk wcasu ratefo of 1967 Ila outside the scope

af this pepr, iL mpect o behaWlverl equatior is the ecommetrie model

ef Csechsle•Mr acwirriitlhregh to the 1970's. iy bred system change me

a the 1967 refoa Ls bond to alter a mmbr of the structural equations a

asm - aggregated a mdal asm oy te ea s p per. The traditional

ray (to t'j ae tat that thee are my traditions the ascrecooas modeling

of plame4 eWamoiM) of dealing with system chn)l s to Satroduce a daum

vrLasU Ateo thee equatls whoe permeaters ight hve been altered by

the refesom. her reder ill note that we huav m e 4 s for Equatoip 2, 3, 7

8, 9, 14, 22, 28, 30, 31, 32, 33, 34, 45, 49 ad 56 Is Table 2.

TIe et affect ef tihe Gecemie raor -m measured by mor m variable

wa deflatiomary: th demed for Ioods us decreased, the supply ticreased

(King. fortbmoang). Th seems to s to be a reaonable finding because the

intreducttao of arhet orlmted teforma requires, if the reform is to lue my

ch-ace of access, that flatieary pressure be eltamated.

owuerr, a mmber of o eladg le observers of the Cechoslovak ecoo*W

hve argued that become the reform were scrapped after thb 1966 tavasuin,

refoe duties are eitber irrelevant or should be elisIated by 1969 or 1970.

Iaey of these sme observers would, however, agree with or filaingl of a

deflationary tendency I the Cs•bhoslovak ecoia. t• the early 1970's. This

tedency thy would attribute not to the carryover of the pre~arations for

rafoa, but rather to deflationary actions of the usik regime i n 1969 and

-.407 0 -* t 29
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the early 1970's. Th they would als expect to em dum variables with a

deflatioary oesoeeia lIpact apply to the 1970'*, bt they wl ast expect

thee dumpr variables to be is iticar t for the retos period.

b1 test whether or aot thee deflat•l ssy duma- should be atroduced

S 1967 or Sa 1969-190 we appUod the Quknt test (Quadt. 1956) to those of

r equatiees were the dumr variable we significant. T fiad the date at

Uwhch the coeftfclst of the equatioe are mest likely te have chegd their

vale, a ILheibohod ratio is obtained for each yesr. WUb the IUklthood ratio

esches a maximum, a have found the yer meot likely to be the dividing 11n

between ons regresime regime (i.e. value of the coafflciet) and another.

Table A-1 Ust the yea tor ubh tI each of our equ~atiMe w found a global

ma•la of the lkLhsoad rati and als yesCe of local maxm. Th result of

the quand test seust that the deflatlo of the 1970's Is a carrier fre

the polikie of the 1967 refm and do met appear to be the result of the

Sqmp•itlie of aaterity neasmr by the post-ba rntgis. Clearly nore

ob attle e are seedd oa that mwe q search the 1970's to attemC to discover

bother these atffac of the refo policies will eventually foeo fade way.

oe would suspect that the will retain their effect for a relatively loag time

primarily because the effects have captured with our dumLee reflect state-

tory changes a taxes and payment rather tha changes the behavior of

recesss agets to seew Iaformtioa and incentives.

Arthur & Ktis. The Isecroscom• i Impct of the Czecthawak New soemai
-chMla-n." BcoomicS of PlanmiMa (forthcmai g).

Richard L Quands, "The Es-matime of st I]aranertr of a Lanear Ragressin
System Obeyint To Separate Iegmes." Joural of the American
Statistical Laeociation, Vol. 53 (December, 1956).
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TABUL A-1

TESTS OR C01AMG= IS RGRESSIOf RMCUMEI
55 0 TU CZtaWOSR AK EcoUQKIC aIro10

TIr of a

quatie Vardable Global Mra lsin

2 IN 390

* tl 190

1 13 1966

3 IA 1970

7 Mli 1966

3t all lum ID
- TUS 1966

i2 ln 1906

14 TRANS 1970
45 S11 1970

4 ALT 196I

vtly mar the endpiAt of 1e data ries.

b) im deaceedia order of manitude.

1969

1967. 196

1966, 1967

Is, 1966

19, 19m6

1970

"19"
1966

196"

brea• na ma cases is
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Arn xz xx

S OPTIMAL CONTML ALCOUITHM

nte optUml plasig remls ere obtalmed bly apply oetait

~entrel thsorp the Cscahoslvk Qeamntr" model. IS particuatr, the aded

et dpym•e program ag Me eumloy* to s the pl•ag problem.

L thsl appendix, a brtef revWI o the 4erithe mplesPd Is prOSeed.

ouver, before d4icumLta the al4fritthe e aCmea oare md

cos•eriaa preparttiaa of the nodl tf the optimal otroa eaperimu cs.

rhL structrtal Csbhebslevak osscem•u moedl emple As the

policy a Mlysl cam be wLte Im at utrix fota

i a* a^ * Aft-A + Sat * fa * - ci«a

where

t a * U 1 mter oef mdosemso variables,

at 1 a 3 a 1 veaer of cosrol varl•blU *

at is a 25 a 1 vector of eam m variCUls,

S t I 65 a 6S atr u *of MteUBD a the andoam•ss ve ar less

is a 65 a S mtt U l of oeftfict ts of the la~ed emdogemo

*rlables.

ILs 65 x 3 as3ri of p•llcy oeefflaonts,

SIs a 65 x 3 warte of lsaged policy coeofflctoi , srd

C Is a 65 x 25 matrix of coffsiciiet e the emosoens vari4ues.

Ia order for the model o be employed A control q*erlanms,

tm aodifcatio• are seded. first, the modal mst be pressed I

redoedg form. This is easily accompllshbd by ubtracttla the trm
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A tfr both sde1s of (Al), aud thes maltiplyin both sides of the

reultla e«uatlI by (I-Ao)' 1 . he resulting reduced for model is

(Ah) y a- (I-A)- 1 Ai,7 * (i- (-A* t)

(X-AB>-)L^ + (1-Y- 1  i
or

"A2) "7 - Art- * +1 * it_1 + cSt

wbere

A  - (1-Y 1 A,

i - (1-')- 1 BI

a (I-A0)- - -
C - (I-A)- 1 C

Secondly, the reduced foa model mut be written as a flrst-

ordr system. The gSal fore of uch a system is

(A0) y7t w rt- + a st * c t

It maigh also be pointed out that this representation is know as the

"state-space form of the model. Our reduced for model is very close

to the appropriate form except for the fact that wo have a laged control

variable tern. bo put the model i state-space form, the vector of

endogeous variables ust be aupmeted by the three cos col variables.
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'l, the a*tae- pec. o*mnlxtia of (~*) is

E I) f j xt + CIL t

L •ch to of the forms of eqinato (A3) If uw defile

At** -1 -

-sl

end 7 to be the ausgmened vector of dwaestoe 68 x 1.

I th optlail control problem is *mply to fLnd the path of x,

xat. . ., t that mniaiase a quatrati lose function

(M)
t

subject to equatio (A3) and the initial condition, y. The vector

a represent the desired or omimal values of the (aumpnted) state
t

variable that the place would like to achieve, and the matrix K is

a symetrle, positive semidefinte matrix of penalty weight.

Oa interesting property of the "Linear-Quadratic Control Problem"

it that a linear policy rule to derived. This rule shows the optimal

policy for period t to be dependent on the value of the endogenous
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wriablee l period Is t-1. That is.

(AS) t at I- * a

were

Ct) g - -('** s*)> (** t AP)

(AI) -( **•) t )- (t C* at - h)

the actual solution of the optlmas cotrol problem ca be expressed

quite simply i as aloriths. la additlo se equate lo (A) and (AT),

the following two equataio cam be derived I the fomal optmiastioa

process.

(s) t- * (A* * t)' (A* * P Ct)

(A») bt a %t- + (A* + Ct)I (ht - I CO at)

I+h , the first step lan slvin the aIoritkh 1 to start ia the

terminal parleod, T, and ploy (A) aloft with the Siatlal conditlt that

*K to solve for C. Once Q i haouM, cam be solved. This

process cam be coatiLu backwrd recarsively until C1 i obtained.

Next, Sg can be calculated by employing equatio (A7) s combiaatiom

itL tbhe initial condition s * - * Kay. Other values of ht and t
cau be determined by solving CA9) and (A). respectively. backward

until & is calculated.
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M lsut part of thbe orltth is to calculate the optimal policy

pth and the resulting optimal endogsous variable paths. This is

quite simple tce we hbe already caculated the value of Ct and t.

that is, to calce to z, we substictue GI. g and the initial values

ea the Indogamn variablee in equation (AS). Gives x1 . y , ad the

value of the omeaous, variables for period 1, (A)) atlov the endoaenous

variables or t - to be calculated. courer, With YI know, G2 and

can be used t calculate x and o.

The reader lanerested i a mus detailed explanation of the dynaumi

programing algoritbm, or the derivatlo of the algorithe is referred

to Che (1915).

Cregty C. Chou, Analy•si and Control of Dyae Ecooomic System
(Ce TYork Joh i W y ad Sens, 1975).
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Table 1

List of Variab)cs in the

Czechoslovak Econometric tbdel

ENDOGE AS VARIABLES

Sybol Definitioa

AGS * Agricultural output net of agricultural consumption (billion
1967 Kcs.) calculated.

ALP * Ecoaically active population in agriculture. (thousand
persons) (2), (13).

LaC Balance of payments with capitalist countries. (million SIR)
(19).

LPS * Balance of payments with socialist countries. (million S[R)
(19).

CA * Owsumption of agricultural goods and food (billion 1967 Kcs.)
calculated from (2), (13).

OEI * Net exports of food, fuels and raw materials to capitalist
comutries, (ilUion Six ) (19).

C1 * Imports of machinery and equipment front capitalist countries.
(million SR ) (19).

C * Imports of fuels and raw materials from capitalist countries.
(million 'WM) (19).

03 * Imports of food free capitalist countries. (million SD ).

014 * 4iorts of consumer manufactures from capitalist countries.
(million SpR) (19).

01 * Consraq ion of manufactured goods (billion 1967 Xcs.)
calculated from (2), (13).

O * Other consumption (billion 1967 Kcs.) calculated from (2), (13).

CS * Social consution (billion 1967 Kcs.) (2), (13).

C0 * Exports of machinery and cquipaent to capitalist countries.
(million SMs), (19).

CK * Exports of fuels and raw materials to capitalist countries.
(million SDRs) (19).

C0 * Exports of food to capitalist countries." (million SDRs) (19).

C4 * Exports of consumer manufactures to capitalist countries.
(million SD•s) (19).
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S * Gocvrracat deficit or surplus (billion 1967 Kcs.) calculated
fro (Z), (5), (b), (13) and cxtrapolatica by related series.

.- WI * Disposable personal incoa (billion 196? Kcs.) calculated fro
(Z), (4), (13) and cxtrapolation by related series.

EA * Averate annual agricultural .enlo)wy t (thousand persons) (2),
(9). (13).

IN * Average nurjal a •ufacturing caployint (thousand persons) (2),
(9)M (13).

* . Average annual other ecVloymat (thousand persons) (2), (9),
(13).

EIW * Average annual total eploymcnt in the national econor
(thousand persons) (2).

SGBM Govnrment expenditures on goods (billion 1967 Kcs.) (2), (5),
(8), (13) rad extrapolation by related series.

GW * Other government expenditures (billion 1967 Kcs.) (2), (S), (8),
(13) and extrapolation by related series.

Gt * Total government expenditures billiono 1967 cs.) (2), (5), (8),
(13) and extrapolation by related series.

Qfd * Total national inc . (billion 1967 Kcs.) (2), (13).

GM * National income created in manufacturing and construction
S(billion 1967 Kcs.) (2), (13).

QiA * National income created in agriculture (billion 1967 Kcs.)
(2). (13).

G00 * Other national inca created .(billion 1967 cs.) (2), (13).

IA * Iwestant in agriculture (billion 1967 Ics.) (2), (13).

IN * ZIestent in manufacturing billionn 1967 Kcs.) (2), (13).

10 * Iwestment in other sectors (billion 1967 ks.) (2), (13).

IT * Tot al invstment (billion 1967 Xcs.) (2), (13).

IA - Capital stock in agriculture (billion 1967 cs.) (2), (22).

S. * Capital stock of manufacturing (billion 1967 cs.) (2), (22).

WP * Non-agricultural economically active population (thousand
persons) (2), (13).

MSB * * Qarrency in circulation (billion 1967 Kcs.) (2), ), (, (11).

NC1 * Nt exports to capitalist countries of aclJdery and equip-
Ment millionn SIR) (19).
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mIuC * .Ct migration to urban areas (ttuanand persons) (14) and
etrapolation by related series.

m * a bt eorts of nchincry and ~uipacnt (million SR) (19).

M * Ut hearts of food (million SR)1 (19).

aI * Nt reports of consumer anufacrtres (milliam SR) (19).

UT * Oter aiscellI ous incc m billionn 1967 cs.) (2), (13) and
strapolation by related series.

0 * Nrs~n saving (billion 1967 Kcs,) calculated as residul be-
UmM disposable personal inco and consumption.

S * eBtal ovlrmunt revenmu (billion 1967 kSs.) (2), (13).

S * atal .etaUl sales (billion 1967 lU.) (2), (13).

P * ral population (thousand persons) (1). (6), (10).

aSri N t reports of food, fuel, and rw materials to socialist countries
(pmllim SiMR (19).

811 * portsof machinery and equipment fra socialist countries
lUlie SI (1 9).

12 * lqports of fuel and rw materials frm socialist countries
(llion SU) (19).

3 -* Imorts of food fr socialist countries millionn SIR) (19).

S14 * Inorts of consumer mufactures from socialist countries millionn
S0O (19).

SX * sports of m ery and equipment to socialist countries (aillie.
Sar) (19).

SO * sports of fuel and raw materials to socialist countries (nilliao
si) (19).

O * Exports of food to socialist countries billionn SR) (19).

Sa orts of consumer manufactures to socialist countries millionn
Sad (19).

. * Direct (wap or income) taxes (billion 1967 Kcs.) (2), (S), (13).

O * Mscellaneous taxes and paycnts (billion 1967 Kcs.) (2), (5), (13).

W * Total awt exports of food, fuel and raw materials billionn SDR
(19).

11 - Paofits taxes (billion 1967 kcs.) (2), (S), (13).

PI * Total personal ircom (billion 1967 cs.) (2), (13) and etrapol-
ties by related series.

UTANS * Social and health insurance (transfer) payments (billion 1967 Kcs.)
" ((2), (13) and extrapolation by related series.

TI a - Tru ver taxes (billion 1967 cs.) (2). (3). (131.
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Tm * Total bill bi ill ion 1967 Kcs.) corputed froa e.loycnt and
wages.

IP * gbr population (thousand persons) (1), (6), (10).

WKA * Averap uam l wawes ia agriculture (thousand 1957 Kcs.) (Z), (13).
S6 * Averap amnuml apes is mmaufacturing (thousand 1967 Kcs.) (2),

(15).

S * Averag annual waces in the socialist sector (thousand 1967 Kcs.)
C(), (13).
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EMOGeOU VARIABLES

-&".Ol Definition

OCA * S.u of the gross national products of Bulgaria, Germn Dcmocratic
"Reqpblic, Hungary, Poland, Roania, and the U.S.S.R. (billion U.S.
current dollars) computed fro (16), (17), (18).

OCPL * Cost of living (price) index for all goods for all households:
Saverage of two indices, for workers' and caployees' households

and for cooperative farmers' households, weighted by the non-
agricultural pag bill and the agricultural wage bill (respectively)
(1967 * 100) (Z), (13).

CPIFD * Cost of living (price) index for foodstuffs for all households-
see CPIAL for description of weighted average (1967 * 100)
(2) (13).

CPISV * Cost of living (price) index for services for all households--
see CPLAL for description of weighted average (1967 * 100)
(2), (13).

UN - Duqr variable: 1967-1972 - 1, otherwise * 0.

GROP * Natural increase in the rural population (thousand persons)
(1), (6), (10).

GUFP * Natural increase in the urban population (thousand persons)
(1), (6), (10).

OCE) * GN of European OECD member countries (billion current dollars)
(17).

C1 * Price of CII (1970 * 100) (19).

PCI2 Price of CI2 (1970 * 100) (19).

" PCI3 Price of C3 (1970 - 100) (19).

PI4 * Price of I4 (1970 - 100) (19).

PC2 - Price of C2 (1970 * 100) (19).

PCX3 Price of C3 (1970 a 100) (19).

PCM4 * Price of CX4 (1970 * 100) (19).

FlRM0 * Participation rate' of women; ratio of employed women to total
working age persons (percent) (1), (2), (9), (13).

PSI1 Price of S11 (1970 * 100) (19).

PSIZ - Price of SI2 (1970 * 100) (19).

P513 * Price of 513 (1970 - 100) (19).

PSX3 Price of SX5 (1970 - 100) (19). .

PSM * Price of S4 (1970 * 100) (19).

T * Tiae trmnd: T - 1,...., 23 for 19S3,..... 1975.
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Data Sources for CaechoasloakV
Eco-metric Model

|1) Andrew E , Manpower Trends tno i echoslovkies 1950 to 190.
Uashlautua: O.S. Goverammat PrintJg Office, 1972.

(2) odreratla Sutarstcky UiF.d StatistickI Rcenka C~SS. Prague:
SMTL, vartiou years.

131 Artbr . King. tEconometrie Wadel of a Socialist Econeoo
Czechoslovskia. blUnLubias Ph.D. Disserstatim Ohio State
UDaversity, 1976.

(4) C. Lasmrcik, Coeparison of Czechoalovak Agricultural and Nonagricultura
Incomes is Current mnd Real Tems. 1931 and 1948-65. Nvw York:
Colibia University Research Project m katiloea locome eoI ast
Central Europe, 1968.

(5) Jam N. Kichal, Central rPlnnini. is Ceehoulovakia. Stanford:
S Staford University Press, 19G0.

(6) Paul F. Meyers, "Population and Labor r.:ce Jl Eastern Europe: 1950
to 1996." la Joint Economic Committee, United SrLtes Congress.
Reorientation and Commercial Rclatins of the Countries of Eastere
Europi: Uashington: U.S. Covernmeat Printing Office, 1976.

17) Jam PelikLa, "Developrent and Structure of Savians: Deposits of lhe
Population." Crechoslovak Economic Digest, 4, (June, 1972),
pp. 13-34.

(8) Frederick L. Pryor, Public Expenditures in CoMnuaist and CapicAlist
Nations. Hlomeiood, 11.: RIt. D. Irin. 1966.

(9) "Selected Basic Statistical Data on tbe Economy of the Csechoslovakia
Socialist Republic." Czechoslovak Ecoonmic Papers, 2 (1962),
pp. 187-237.

110) Soviet Ekonomocbhskoy Vzaiapoms.hi, S.atiaticheskiy ExhcJodoik
Stran-chlenov Soveta Ekonomiche \skov Vznponschi 1971. Moscow:
Soviet Ekonoaocheskoy Vsa•mpaccbi, 1971.

l11) Statul Banka Ceskoslovenska. Bulletin, Information aad Researcb
Deparuaenc, Report on Ecouomic, Credit and 'oearTDrTev velopments
in the CSSR. Prague: Statnf Banks eskoslovenskL. i91 and 1972.

(12) Statai Statistickt Urad, Cisla pro Kaldeho 1968/9. Prague: SNTL, 1968.

113) Statni Statiscicky Urad, Statistick• Rooenka: ESSR. Prague: SMTL.
various years.
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114) Steata Sctatiscky Urad, Pohvb Obvvatelstvr v Easkoslovcns
SocialJstickc Ucpublice. 1950, 195S. 1960. 1465, 1970.
ragues: ns date.

(15) Uatted Nation Statistical Office Daoaraphbc earbook 1970.
ew IYtrks waited Nation, 1971.

116) United Nations Statistical Office, Statistical Yearbook.
Iee Vorks United Rattoes, various years.

111) United Nations Statistical Office, Yearbook of Xational Accoung
Statistics. eow York: Unated Nations, various years.

I18 United States Arms Control and Disarmaenw Agency, World NiliarT
Expenditures and Arms Trade 1963-73. WashinSton U.S.
Goverac at Priating Office, 1974.

[19) J. Various, Prolect CEA-FOItTAU Data ank of Foreip Trade FloV
and Balances of QCA Countries 1950-197. Vancouvers University
of Britis Columbia, 1977.-
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Table 2

PIrameter EstiLmce for the Caechoslovak

1." IT * -13.046 + .34S GQY - .020 THS ,
(1.777) (.021) (.006)

* .019 NI
(.005)

2. IN -. 776 * .290 IT * .400 4
(.803) (.04) (.109)

-2.589 O11
(.877)

3. IA 1.826 * .145 IT * . 0 06 N3
(1.046) (.014) (.005)

-2.52z7 aI
(.634)

4. 10 i IT - I - IA

L. IN * .987 MJNI * -1

6. A * .972 A- * IA.

b7. SG * -6.928 * .376 M4SG .043 D * .112 Th
(2.222) (.202) -" (.020) (.032)

*1.135 N
(.850)

s. T? * 24.010 + .306 RETS * 26.273 •N
1.559) (.016) (1.318)

. T * -8.129 + .167 T1 * 3.423 DUN
(1.012) (.008) (.464)

10. TI --136.733 + 1.110 CPIAL * .626 QGN(
(29.610) (.284) (.024)

11. Tw -3.907 + 1.043 TD - .378T
(1.210) (.243) (.228)

12. R - TIX + TID * TIP + T

13. GDM * S.772 - 2.164 MSG .626
(6.679) (1.179) (.140)

14. Gi) * -146.144 + 1.151 IP - 8.357 MSG
(28.201) (.466) (1.77S)

*2.412 IB * 20.772 JIM - 2.468 T
(.426) (10.21) (1.153)

Ecoaomtric Model

-. 996 d - 1.38

;2.

R2-.98

I2- .933

R2- .982
*f .w

d- 1.6

d * .84

d * 1.31

d - 2.27

d * 1.63

d- 1.98

d- 1.59

d 1.08

d * 1.9S
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"1S. * GEf - GMA * GE

16.-- D * t - GET

17. GNM * -372.936 * .487 I4 * .154 H *- .284 PS 2- .9S
(87.948) (.051) (.03) (.111) -

* 10.456 T
(2.950)

18. CNA -12.605 * .190 IA * .016 6~ t- .794
(9.800) (.031) (.004)

S.106 PS
(.039) 1

19. GN Y 9.285 * .142 GEB * .279 f2 * .962
(6.406) (.130) (.036)

- .175 PI
(.124)

20. GN * (NM a GNYA * GYI)

21. EN * 1044.970 * .454 W - 22.838 sPr0 2 .997
(123.024) (.028) (5.505)

+ 10.977 IN.
L.S22)

22. 6 * 257.460 * .856 ALF - .422 NMWIG
(94.703) (.043) (.214)

* 40.127 UNU - 10.916 T
(15.328) (2.366)

23. E) * 1797.600 * .384 101 - 1.517 NMJIG
(110.588) (.035) (.376)

* 60.927 PW04
(8.074)

24. EWp* D *I + E* ~

25. MI4IG * 404.209 - 3.637 CPIFD + .710 10
(70.460) (.671) (.212)

-. lPeP * SPW I -MMIG * cRP0P

27. UPP a UFW. * NUGIG * GRPOP

2 " .997 d * 128

1 .996 d - 2.02

2 * 6.6 d * 1.10

-407 0 - 81 - 30

d * .96

4 2.00

d 1.32

-- W a 1.47
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. AF * S618.480 * .619 - .562 RIP .985 * 1.31
(181.610) (.175) (.287)

* 1.001 NUMIG * 87.194 PRW * 65.944 1U * 43.149 T
(.609) (14.718) (35.342) (28.824)

29. ' HF * 1991.820 - 1.071 AL * .147 UFP R2 - .996 4 " *.7
(653.134) (.174) (.096)

* 114.648 PRgW
(16.416)

30. MSC * -12.167 * .010 9 * .189 M* .979 4 1.67
(2.865) (.002) (.147)

* 2.092 1DU
(.499)

31. WAG 17.027 * .328 CPIFD * .668 GNQ A 2  .887 4 1.75
(7.146) (.101) (.117)

* .009 EA - 2.613 1M
(.002) (1.254)

32. W9  13.606 * .463 GN v .359 G6 2 * .746 4 2.90
(5.929) (.154) (.146)

- .007 E 5.8 03 Do
(.005) (2.250)

33. 11W -222.232 * .041 EMP .843 I 2 * .996 * 1.05
(82.458) (.021). (2.181)

* 1.354 WAG * 2.305 W9 - 6.468 IU N
(1.188) (.610) (3.514)

34. RANS .222 * .375 GI - .101 CS * .994 4 1.55
(.899) (.035) (.075)

S2.688 UN * .445 T
(1.336) (.142)

35. ULr -67.163 * .435 GA * .00Ct P - .931 * 1.00
(5.015) (.140) (.001)

36. 7P1 * * T gS * .TL

37. DPI * T'I- T1

38. 04 * -3.233 * .408 N - .027N4 i2 .99 d 1.46
(1.375) (.020) (.009)
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:W. . CA -38.828 * .358 CPID * .267 DI
(19.670) (.175) (.OU

--- .. 088 Ns

40i. 0 * -7.470 * .071 CPIS * .033 OW
(.M52) (.012) (.003)

41. CS -64.686 * .823 CPIS * .307 GB|
(6.252) (.078) (.026)

42. rES * 22.777 * 1.200 0 *- .253 GNYA
(3.415) (.024) (.137)

43. PS DPI - 0 CA- I

44. AGSUR GQYA - CA

45. S1 * -2459.870 * 18.362 IT * 19.687 PSII
(929.919) (2.262) (10.832)

- 217.569 DUN
(68.611)

46. S2 -868.220 * 3.148 GNM * .426 S1
(30S.854) (2.793) (.248)

*..718 PSI2
. (1.4S4)

47. SI3 -583.147 * 7.040 CA - .26ZSI2 .
(228.066) (1.718) (.086)

+ 6.407 PSI3
(1.985)

S48. S4 * -32.509 * .475 CA - .212 S4
(14.532) (.064) (.116)

49. S * 284.710 - 14.557 IT 3.311 OEA
(140.569) (5.442) (.498)

-. 494 SHGS - 105.142 DUM
(.235) - (39.100)

50. SX * 40.539 * .721 CEA - .702 0GS
"(36.802) (.055) (.198)

51. S3 * 402.652 * .336 ASR ( 4.341 PSX3
(71.320) (.391) (.768)

* .078 N3 I
(.053) "

52. SX4 * 427.896 * 2.556 ý4 * 3.375 PSX4
(132.059) (.343) (1.421)

2 * .974

3 - .9179

R - .967

R * .984

? .765

-=.966

2* .994

S* .956

2  .824

S* .928

m I I

4 * 1.35

4 *1.40

d a 1.59

d * 1.44

d 4 .99

4 * 1.89

d4 2.05

4 * 1.21

4 3.00

4 d 1.40

4 2.26

d * 1.65

__ __
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5. CII *-47.842 * 6.169 IT * .265 0G5
(8S.791) (.551) (.1U)

* 2.399 PCI
(1.442)

54. 02 *446.460 * 1.792 GNa * S.92S PCI
(33.899) (.248) (.428)

55. a3 * 16.366 * 5.847 CA - 1.100 SI3
(62.493) (1.157) (.334)

* .697 PC13
(.350)

S* .98

I? * .962

X2* .563

56. 04 * -213.296 * .716 PI *..086 OCG r .s
(20.641) (.150) (.054)

* 1.406 PCI4 * 24.408 IM
(.368) (6.285)

57. C1 * -120.444* 2.246 QC * .086 XNC1 . * .977
(40.852) (.197) (.135)

58. C2 * -499.395 * 2.932 GYN * .286 BPC 2 2  .99
(34.033) (.159) (.097)

* 3.489 PMC2
(.415)

59.. C3 * .898 * .078 2 * .779 PC .931
. (10.786) (.040) (.214)

60*. CA4 -262.071 * .283 OECD * 1.950 PC4 .983
(21.669) (.016) (.271)

61, SHGS * SX2 * SX3 * SI2 - SI3

62. OGS * C2 * CX3 -02 - C13

63. T * aS Sl5 + OGS

64. BPS * SlX * SX2 * S;X * SX4 * SI1 * SI2 - SI3 - S14

65.' BPC ." 1 * C02 C 3 * C C- -C 2 - 13 - C3 4

66.

67.

68.

69.

NI *- 51 - SII - CI

N3 * SX3 *C• S13 CI

N4 * S4 * ~ * SI4 * 4

NCXI * C * CiI

S* 2.34

d 1.60

d * 1.4S

d * 1.95

d 1.66

d 1.96

d * 2.00

d4 .82

"2
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S1.. Forcip trade equtions (SI) * (66) wer estimated over 19S9 - 1975 due
to the availability of foreiy trade price data.

2. 1O staje least squares tas used to cstiamte the coefficients. ecoaue
the total mbr of exogenous variables exceeded the m:ber of observa-
tions, the caxogl ous variables ure partitioned into a subst for the
domestic cconoo and tbe.subsets for the forcip trade sector. The par-
titioning was done on the basis of characteristics of a ccntrally-planned,
mall-area social jt econor. I riefir, the domestic and oreijp trade

.exonmous variables vore saru ated and the iorts a reports ere
"separated by the trading partner, either socialist or capitalist.

Instruent mtrix for the dc'-tic equations (1) * (SO):
CPAL, CPIFD, CPL, N. GUuOP, POP, , P TC , T 0 OE D.
Instnamnt mtrix for socialist airports and exports, aastlons (51) - (58):
0CA, OECD, RDM. T, 511, PSI2, FSI3, PSX3, PSX.

Instrunmnt a trix for capitalist imports and exports, equtions (SP) * (66):
OIEA, CECD, DI., , I1, PCI2. PCI3, PCI4, PlK , PCS PCX4.

. Standard errors appar in parentheses below each coefficient estimate.

4. 1he listed 2 and Durbin-ratsw (d) statistics were ccputed on the basis
of ordinary least squares estimates of the identical specification.

P
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TAILS 3

VALUB OF IZ= BCOmaC VARIARl IlM•t
ALTzERAnVIr pMJCu S FO ThE FI

CaoKUNLOVAK v1lr-TIAr 1"A (1971-1975)

since of Trade vith the Wet (srC)

SAimUloed

Actual I IIt 5* I

15.

-153.
-251.
-275.

15.
-4.

-126.
-215.
-230.

15.
-4'.

-180.
-287.
-320.

-41.
-70.

-203.
-302.
-327.

Baluce of Trade vith Socialist Countrie (M1)

milliono SDK)

Actual

99.
5.

22.
103.

-456.

3t3

99.
-14.

17.
101.

-453.

99.
24.
27.

104.
-459.

-173.
-340.
-342.
-295.
-886.

Conmsuptioa of AJrcultural GoodA (CA)

(kbli.o 1967 Kcs.)

84. 86.
87. 81.
95. 90.
99. 93.

108. 102.

Tew

1171
1973

1974
1973

71.
21.

-103.
-200.
-223.

Tewr

1972
1973
1974
1975

I"

371.
350.
385
500.
-25.

Trw

1971
1972
1973
1974
1975

Actual

a4.
84.
93.
96.

104.

wTt

84.
89.
99.

104.
114.

ITf

84.
79.
66.
88.
96.
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TAble (Coatlnu4)

C Gosuptio of Manmfactured Goods (00

(btllam 19M Yle.)

72.
77.
SO.
80.
94.

72.
80*.
83.
*3.

100.

rn

72.
75.
76.
83.
*9.

DisposabLe rersoeaol Ieas (DrI)

billss 1967 KIc.)

Actra

197.
206.
221.
242.
260.

IN

197.
211.
227.
248.
268.

ISO

197.
201.
215.
236.
255.

T •tal pioyert (ETOT)

(tboumaad persons)

7107.
7190.
7300.
7463.
7568..

7108.
7114.
7213.
7362.
7458.

Grosu Iatioal Incoe (GIT)

(billion 1967 Kca.)

uzt

290.
316.
332.
365.
395.

290.
296.
308.
.335.
357.

Tow

1971
1972
1973
1974
1975
0~t

72.
80.
83.

t92.
99.

72.
75.
77.
*S.
90.

Tear

1971
1972
1973
1974
1975

IrT

197.
216.
235.
259.
280.

IT.

197.
196.
20.
226.
241.

Tear

1971
1972
1973
1974
1975

Actual

7108.
7156.
7257.
7412.
7513.

ITt

7101.
7191.
7294.
7456.
7560.

7114.
7120.
7220.
7369.
7466.

ActualTesr

1971
1972
1973
1974
1975

290.
306.
319.
349.
375.

ITt

290.
316.
332.
365.
395.

IT1

290.
297.
308.
336.
358.
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Table 3 (cotiaued)

Iattioe lIacme Crete id t Aricultre (GIrA)

(bUllils 1967 Xs.)

Actial

30.
30.
31.
32.
32.

1M*

30.
29.
29.
29.
29.

IM

30.
31.
32.
34.
35.

Matiodl lacme Crested to iNaufacturlea (GCmn

(b11Ui 1967 Kcs.)

Actual

212.
224.
234.
258.
278.

za .

212.
233.
246.
273.
297.

Iai

212.
217.
224..
245.
265.

xTl

212.
232.
243.
270.
291.

national Income Creted i Services (GIRO)

(bill111 1967 EKc.)

Actual

48.
51.
54.
59.
64.

IMit

48.
54.
57.
63.
69.

IM0

48.
49.
51.
57.
60.

48.
54.
57.
63.
69.

nveste- t in Agriculture (IA)

(billies 1967 Kcs.)

Actual

10.
11.
13.
14.
16.

IMt

6.
7.
8.
9.

11.

1M

14.
15.
18.
19.
21.

my.
11.U.
12.
14.
16.
18.

I-r

ign
1972
1973
1974
19751)7$

3o.
30.
31.
32.
33.

30.

51.
31.

Tow

1971
1972
1973
1974
1975

212.
219.
227.
249.
267.

Tear

1971
1972
1973
1974
1975

4.•
49.
51.
56.
60.

lTst

1971
. 1972

1973
1974
1975

xI1

9.
10.
12.

S13.
15.
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Table 3 (coatinumd)

Iavestmet ie ibasftcturln (U)O

(billte 1967 Xes.)

Actual IMt IM

38. 42. 34.
40. 44. 36.
46. 50. 41.
50. 55. 45.
53. So. 47.

1971

1974
19751915

zavestmt iA

(btullas

IMt

45.
50.
51.
56.
62.

ervIce (10)

1967 Kcs.)

45.
50.
51.
56.
62,

net Exporta of

Accual

686.
591.
543.
654.
447.

PTI

Actual

34.
38.
40.
50.
53.

MacUery and Equipment (1)

Iilto a sXUf IUl

6'6.
607.
564.
709.
515.

686.
575.
502.
599.
379.

osal Savias (PS)

illies 1967 Kcs.)

no . IMn

36.
37.
40.
48.
50.

34.
37.
41.
51.
55.

IT#

42.
44.
50.
55.
58.

IT"

34.
36.
41.
45.
47.

Tear

1971
1972
1973
1974
1975

Actual

45.
50.
51.
56.
62.

ITt

49.
55.
57.

68.

IT*

40.
45.
46.
51.
56.

Iar

1711
1972
1973
"1974
1975

IT"

306.
185.
124.
208.
-27.

1064.
997.
961.

1100.
921.

Tear

19711972
1973
1974
1975

IT#

34.
40.
45.
54.
58.

IT#

34.
35.
37.
45.
47.
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Table 3 (continued)

net Exports of Hard Goods - CT€2+3 (TMS)

(aIllUoM Sne)

Tear Acteal t 1 ITt IT

1971 -976. -976. -976. -922. -1029.
1972 -1013. -1069. 997. -1029. -1037.
1973 -1150. -1196. -1103. -1158. -1141.
1974 -1328. -1386. -1270. -1349. -1307.
1975 -1782.. -1849. -1715. -1814. -1750.
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TABLE 4

VALUS OF IET ECOUOKIC
ALTERNATIVE POLICIES

CZECBOSLOVAK FIVE-TE

VARIABLES UND)
FOR THE SIfMT
FLAW (1976-1980)

BaIlace of Trade ith the best (PC)

(m 111i SODl)

Slialated

1w

-307.
-378.
-461.
-578.
-717.

I0

-307.
-436.
-538.
-675.
-835.

ITt

-387.
-469.
-563.
-691.
-839.

Balance of Trade with Sorealist Countries (IFS)

(sMllio SODL)

-250.
-318.
-361.
-440.
-353.

-250.
-265.
-345.
-441.
-547.

Consumption of Agricultural Goods (CA)

billionn 1967 Kcs.)

106, 106.
109. 104.
111. 105.
113. 107.
115. 109.

ITt

-636.
-768.
-836.
-951.

-1082.

ITt

106.
113.
117.
120
124.

Actual

-307.
-407.
-500.
-672.
-776.

IT#

-228.
-345.
-436.
-562.
-712.

Tear

year

S1976
1977
"1978
1979
1980

Actual

-250.
-292.
-353.
-440.
-450.

Actual

107.
107.
109,
111.
113.

135.
185.
130.
69.
0.

IT+

106.
100.

99.
100.
101.
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TABLE 4 (contiued)

national Income Created In Agriculture (GTA)

(billioe 1967 cs.)

Actual

34.
34,
35.
35.
36.

IT"

34.
34.
34.
34.
34.

34.
35.
37.
39.
41.

34.
35.
36.
37.
38.

atlonal Income Created in Manufacturing (GYmO

(bllm 1967 Ic.)

Actual

301.
317.
341.
363.
388.

DO0

297.
322.
347.
371.
397.

297.
302.
321.
339.
360.

IT#

297.
322.
346.
369.
394.

National lacome Created in Services (GTO)

billiona 1967 Kcs.)

nf

68.
74.
80.
85.
92.

nM

68.

73.
77.
82.

68.
75.
81.
86.
92.

Investment in Agriculture (IA)

(billion 1967 Ecs.)

10,

10.
11.
11.
12.
13.

21.
22.
23.
25.
26.

IT"t

17.
18.
19.
20.
21.

Tear

1976
1977
1976
1979
1980

34.
34.
35.
35.
36.

Tear

1976
1977
1978
1979
1980

297.
302.
322.
342.
363.

Year

1976
19Y7
1978
1979
1960

Actual

70.
73.
79.
84.
90.

IT"

68.
67.
72.
76.
81.

Actual

1976
1977
1978
1979
1980

15.
16.
17.
18.
19.

IT1

14.
15.
16.
16.
17.
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TABL 4 (Ctitumed)

Conemmtloa of inmfaq;tred Good (00

(bilMim 1967 Xs.)

106.in*
114,.
120.lls,

99.
99.

105.
110.
11.,

DiSpousbl Permeem lcoe (OnI)

(ubLi 1r97 Us.)

D1

282.
297.
314.
331.
349.

282.
283.
299.
316.
336.

ateal tployfI, (tor)

Dtb usl (D^M•,ussmd perss)

me m

756,.
7670.
7755.
7826.
7902.

7568.
7572.
7646.
7717.
7786.

roe Meat• •al Incs- (GuT)

(billSm 1967 Xc..)

1T#

406.
433,
463.
493.

* 526.

Actru

1976
1977
1978
1979
196

99.
105.
U112,
118.
125.

I"

99.
106.
113.
120..
127.

**
99,LO.

105.
110.
116.

Iar Acteus

262.
2 191.
308.
325.
344,.

I"

282.
305.
326.
346.
367.

288.
302.
318.

Actual

7563.
7613.
7690.
7756.
7829.

It

7568.
7668.
7753,
7823.
7896.

756.
7574.
7648.
7720.
7790.

Actual

407.
424.
454.
483.
514.

mtn

407.
431.
462.
491.
5240

407.
406.
432.
456.
"463.

407.
404,
430.
454.
"461.

1I0



468

TABL 4 (coataiued)

lavestret lg Manufacturing (DO

billiono 1967 Kcs.)

DM ItM

59.
63,
66.
70.
75.

4•,
52.
54.
57.
61.

lAveestr et a Services (1O)

(billion 1967 Ke.)

63.
65.

'68.
72.
77.

I*,
63.
65.
66.
72.
77.

It Exports of Xachinery and rquipeaet (1)

(d1llio SDRs)

IM# IMn

934. 934.
1077. 1032.
1281. 1165.
1457. 1305.
1672. 1491.

Personal Savings (PS)

billiona 1967 EKc.)

Xif

62.
69.
77.
85.
93.

62.
69.
78.
87.
98.

Tar

"1976
1977
1978
1979
I960

Actual

54.
58.
61.
64.
66.

I".

59.
63.
66.
70.
75.

48.
52.
54.
57.
61.

Tear

1976
1977
1978
1979
1980

Actual

63.
65.
66.
72.
77.

IT"

69.
72.
75.
60.
85.

56.
56.
61.
65.
69.

ler

1976
1977
1976
1979
1960

leer

1976
1977
1978
1979
1980

IT
398.
496.
674.
815.
992.

Actual

934.
1055.
1223.
1381.
1582.

Actual

62.
69.
78.
86.
95.

1469.
1613.
1772.
1948.
2171.

ITf

62.
73.
83.
92.

103.

62.
65.
72.
80.
89.
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TABL 4 (coatlued)

""t pocqts ofl aa Good - C= 2 & 3 C(1T•)

Actwul MD D10 It IT

-2193. -2193. -2193. -2117. -22.
-2543. -2593. -292. -2 . 2540. -2546.
-294. -3050. -2917 -3001. -266.
-3478. -3556. -3400. -3510. *3455.
-4064. -4152. -3976. -4109. *4018.



470

TAMLE 5

COAIIsM O OOUTrUt AGUCULiTU AMD
MIrDUnT UTILIZUIM LINEAR AN

0CB-DOCLAS rwODUCT•IW NWCTI•

AGUCULTUAL OUTPUT
(lli 1A)

billic. 1967 K0

Linear Specificatioa
Actual It

30.
30.
31.
32.
32.

30.
29.
29.
29.
29.

Cobb-Doulaa Specificatlos
Actual I1*

31.
31.
31.
33.
35.

31.
30.
31.
32.
34.

IMr TRIAL OUTPUT
bi (G 1967billion 1967 MCS

Liear Specification
Actual DI

212. 212.
224. 233.
234. 246.
258. 273.
278. 297.

C•bb-Douglas
Actual

212.
226.
239.
252.
270.

Specificatiou

212.
227.
241.
256.
275.

Sources: Linear specification from Table 3. Cobb-DouSlas specification
computed using the production functions reported in the text and
exogenous values for the sectoral wage bill*.

lTar

1971
1972
1973
1974
1975

Tear
1971
1972
1973
1974
1975
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TABLE 6

PLAN TARGETS FOR THE FIFTH AND
SIXTH FIVE-YEAR PLANS

PLANNED RATE OF
PERIOD

1971-1975

28.0

33.6

9.8

15.0

35.0

21.0

36.4

29.0

35.0

26.0

23.0

27.6

14.3

GROWTH OVER PLAN
IN PERCENT

1976-1980

28.0

33.0

10.2

15.0

40.0

21.0

37.0

24.0

25.0

19.0

22.5

24.0

14.0

4o-W7 0 - 1I - 31

Sm I I m - -

-VARIABLE

IN

IlA

If

CA

CS

"IP7

WAGES
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TABLE 7

HYPOTHETICAL WEIGHTS ATTACHED BY POLICYMAKERS TO DEVIATIONS

FROM DESIRED PATHS OF INSTRUMENTS AND TARGETS

INSTRUMENTS WEIGHT ASSIGNED
Optimal No. 1

TO PERCENT DEVIATIONS
Optimal No. 2

Investment in manufacturing
Investment in agriculture
Investment in services

TARGETS

National income
National income
National income
National income
Retail sales
Consumption of a
Consumption of a
Consumption of s
Total personal
Wages

in manufacturing
in agriculture
in services

Lanufactures
agricultural goods
services
income

1.
1.
1.

10.
5.
7.

1.
1.
1.
1.
1.
1.
1.
1.
1.
1.

10.
8.
5.
3.
6.
6.
8.
1.
4.
7.
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TABLE 8

QPTIMAL POLICIES AND OUTCOMES FOR
THE CZECHOSLOVAK FIFTH FIVE-YEAR PLAN

INSTRUMENTS

Investment in Manufacturing (IM)

Optimal No. 1

38.
40.
42.
44.
50.

Optimal No. 2

38.
41.
42.
44.
50.

Investment in Agriculture (IA)

9.
10.
10.
11.
11.

11.
11.
11.
11.
11.

Investment in Services (10)

44.
47.
50.
54.
57.

45.
47.
50.
53.
57.

TARGETS

National Income Produced in Manufacturing (GNYM)

Optimal No. 1

211.
224.
235.
250.
265.

Optimal No. 2

211.
224.
235.
251.
266.

Tear

1971
1972
1973
1974
1975

Actual

38.
40.
46.
50.
52.

Desired

39.
41.
44.
47.
50.

1971
1972
1973
1974
1975

10.
10.
12.
14.
16.

11.
10.
11.
11.
11.

1971
1972
1973
1974

S 1975

45.
50.
51.
56.
62.

45.
47.
50.
53.
57.

Year

1971
1972
1973
1974
1975

Actual

211.
224.
234.
258.
278.

Desired

211.
224.
237.
252.
267.
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Table 8 (conD nued)

National loco- Produced iL Agriculture (GNYA)

Optimal No. L

29.
30.
31.
31.
31.

Optimal No. 2

39.
30.
31.
31.
31.

national Income Produced ia Serices (GTO)

1971
1972
1973
1974
1975

"46.
48.
49.
51.
52.

48.
51.
53.
56.
"60.

National nlcom (GUT)

290.
305.
320.
337.
354.

Total Personal Icome (TPI)

220.
231.
243.
255.
268.

Vages
22.
22.
23.
24.
24.

218.
230.
243.
258.
271.

Fk-

is Manufacturing (MHG)
22.
23.
23.
24.
24.

lages in Agriculture (VAG)

22.
22.
23.
24.
22.

23.
23.
24.
25.
26.

Tear

1971
1972
1973
1974
"1975

Actual

29.
30.
31.
31.
32.

Desired

31.
32.
33.
33.
34.

4S.
51.
53.
59.
64.

48.
51.
53.
57.
60.

1971
1972
1973
1974
1975

.290.
305.
319.
349.
374.

289.
306.
320.
338.
357.

1971
1972
1973
1974
1975

1971
1972
1973
1974
1975

218.
228.
245.
268.
288.

22.
23.
23.
24.
25.

289.
306.
320.
339.
358.

218.
230.
243.
259.
272.

22.
23.
23.
24.
25.

1971
1972
1973
1974
1975

22.
23.
23.
24.
28.

22.
23.
23.
24.
26.
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Table 3 (continued)

National Income Produced ti Agriculture (GNYA)

optimal No. I

29.
30.
31.
31.
31.

Optimal ko. 2

39 ,
30.
31.
31.
31.

National Income Produced in Servi, es (GNTO)

46.
48.
49.
51.
52.

48.
51.
53.
56.
60.

48.
51.
53.
57.
60.

National Income (GNY)

290.
305.
320.
337.
354.

289.
306.
320.
338.
357.

Total Personal Income (TPI)

220.
231.
243.
255.
268.

218.
230.
243.
258.
271.

Wages in Manufacturing
22. 22.
22. 23.
23. 23.
24. 24.
24. 24.

Wages in Agriculture (WAG)

22.
22.
23.
24.
22.

23.
23.
24.
25.
26.

Year

1971
1972
1973
1974
1975

Actual

29.
30.
31.
31.
32.

Desired

31.
32.
33.
33.
34.

1971
1972
1973
1974
1975

48.
51.
53.
59.
64.

290.
305.
319.
349.
374.

1971
1972
1973
1974
1975

1971
1972
1973
1974
1975

1971
1972
1973
1974
1975

289.
306.
320.
339.
358.

218.
230.
243.
259.
272.

218.
228.
245.
268.
288.

22.
23.
23.
24.
25.

(WMG)
22.
23.
23.
24.
25.

1971
1972
1973
1974
1975

22.
23.
23.
24..
28.

22.
23.
23.
24.
26.
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Table 0 (coatlnuad)

Magal (to ivices (WOG)

Optimal Mo. I Optial No. 3

20.
22.
23,
24.
26.

20,
2t.
23.
24.
26.

Consumption of Manufactuzes (CM)

72.
77.
81.
87.
92.

72.
77.
796
85.
89.

Consuzption of Agricultural Goods (CA)

85.
88.
92.
96.

100.

83.
84.
92.
91.
97.

Consumption of Services (CS)

59.
62.
65.
68.
71.

58.
61.
63.
67.
70.

Retail Sales (RETS)

160. 158.
168. 169.
177. 174.
186. 185.
196. 193.

Teagi

1971
1973
1973
1974
197)

Actual

20.
21.
2).
25.
28,

Desixed

20.
20.
31.
2;.
22.

1971
1973
197)
1974
1975

72.
16.
79.
87.
94.

72.
77.
80,
85.
90.

1971
1972
1973
1974
1975

83.
84.
93.
95.

103.

83.
84.
92.
92.
97.

1971
1972
1973
1974
1975

58.
60.
65.
71.
77.

58.
60.
63.
68.
71.

1971
1972
1973
1974
1975

159.
169.
174.
190.
202.

158.
169.
175.
185.
194.
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Table 8 (continued)

OiER1 OLUTCUt.S

Personal Savi:i. (PS)

"Optimal No. 1.

34.
J8.
40.
48.
49.

Oytizaal No. 2

34.
38.
40.
50.
53.

Balance tf Trade with Soj..list Cuuntries (BPS)

47.
11.

24).
497.
-b6.

51.
72.

219.
478.
-67,

Balance of Tzr.e wi.h Capitalist C(untires (BPC)

-14.
-111.

-199.
-237.

5.
-13.

-114.
-200.
-234.

ActualYear

1971
1972
1973
1974
1975

Lesired

34.
38.
40.
50.
53.

1971
1972
1973
1974
1975

99.
5.

22.
1L3.

-4 6.

1971
1972
1973
1974
1975

15.
-25.

-153.
251.
: /5.

--- -n
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TAILS 9

OIrJJAL POLICIES AMD OUCOWES
1FO THE CZECHOSLOVAK SIXt1 FIVE-TEAM PLAN

Imetme INSTU in MENf ur (
Investasnt ia Manufacturing (110

Optimal No. 1

49.
51.
53.
56.
73.

Optimal No. 2

49.
51.
53.
55.
73.

nvestaeat in Agriculture (IA)

16.
17.
18.
18.
19.

16.
17.
18.
18.
19.

lnvestaet is Services (10)

66.
70.
75.
80.
85.

62.
65.
69.
73.
86.

TARGETS

National Income Produced in Manufacturian (GCNYM

301.
317.
340.
363.
388.

298.
315.
334.
354.
374.

304.
313.
332.
351.
372.

Tar

1976
1977
1978
1979
1960

Actual

53.
57.
60.
64.
68.

Desired

56.
60.
64.
69.
74.

1976
1977
1978
1979
1983

15.U.
16.
17.
18.
19.

14.
15.
16.
17.
19.

1976
1977
1978
1979
1980

63.
65.
68.
72.
77.

63.
64.
67.
72.
85.

1976
1977
1978
1979
1980

304.
313.
332.
351.
370.
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Table 9 (continued)

Uatie-l lrcomN produced lt Agrlculture (cnA)

Optinl no. 1

33.
33.
34.
34.
35.

Optima lo. 2

33.
33.
33.
33.
34.

National lacon Produced it Services (GTO)

66.
68.
70.
72.
74.

70.
72.
76.
80.
85..

National lacoe (CmT)

399.
419.
440.
"463.
486.

409.
419.
443.
467.
493.

Total ersomal lacim (91)

302.
315.
329.
343.
358.

313.
320.
335.
352.
371.

.waes a Manufacturing (OC)

26.
27.
27.
28.
29.

27.
27.

S 28.
29.
29.

ActualT~r

1976

M78
1979
1980

34.
34.
35.
36.
36.

Desired

34.
34.
35.
36.
36.

1976
1977
1978
1979
I9M0

69.
73.
78.
83.
89.

70.
72.
76.
80.
85.

1976
1977
2978
1979
1980

405.
424.
454.
482.
514.

409.
419.
"442.
"465.
490.

310.
323.
342.
361.
383.

1976
1977
1978
1979
1980

1976
1977
1978
1979
1980

313.
319.
333.
348.
366.

26.
27.
28.
29.
30.

27.
27.
28.
29.
29.

JI
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Table 9 (conciaad)

aBe It Agriculture (AG)
Uap- la A1ricurLr*e (UCG)

Opttial no. 1

27.
28.
29.
30.
32.

optimal o. 2

27.
28.
29.
30.
31.

Wages is Services (UOG)

32.
33.
35.
38.
"40.

32.
33.
35.
37.
40.

lear

1976
1977
1978
1979
1980

1976
1977
1976
"1979
19M

1976
1977
"1978
1979
19W

1976
1977
1978
"1979
19W

1976
1977
1978
1979
19M

101.
103.
108.
113.
119.

101.
103.
108.
113.
118.

Consuptio of Agricultural Goods (CA)

09.
106.
107.
108.
109.

109.
106.
106.
106.
107.

Consumptio of Services (CS)

86.
87.
92.
98.

105.

86.
87.
91.
96.

103.

Actual

27.
28.
29.
30.
31.

attired

26.
27.
28.
28.
29.

32.
34.
37.
40.
44.

29.
30.
31.
32.
33.

Cuunsptioe of Maufactures (CQ1

99:
104.
108.
113.
119.

100.
105.
111.

124.

107.
107.
106.
110.
112.

84.
M.
94.

101.
10W.

10W.
112.

120.
124.

79.
83.
06.
90.
93.
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Table 9 continued )

e TAClle

r.tall. Sal" (CZa)

Desired

213.
223.
233.
243.
254.

Optimal o. 1

218.
221.
231.
241.
252.

onia ouTcomsOTHER OUTCONES

personal Savins (PS)

62. 61.
68. 67.
76. 74.
84. )83.
93. 93.

Balance of Trade with Socialist Countries (BPS)

-176.
-116.
-147.
-222.
-942.

Balance of Trade vith Capitalist Countries (IC)

-307. -292.
-407. -392.
-500. -498.
-627. -639.
-776. -932.

Optimal No. 2

217.
221.
231.
241.
251.

60.
67.
73.
81.
91.

-212.
-35.
-45.

-111.
-899.

-282.
-375.
-478.
-618.
-928.

ActualTear

1976
1977
1978
1939
1990

215.
224.
237.
249.
263.

1976
1977
1978
1979
1980

-250.
-292.
-353.
-440.
-450.

1976
1977
1978
1979
"1980

1976
1977
1978
1979
1980
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".. . the roots of the [current economic diffulties] can be
seen already in economic policy before 1956; we are guilty
of certain inonsistencies, after 1956, and even in the recent
past. The equilibrium problems would have surfaced sooner
or later even in the abeence of large-scale changes in the
world economy."-Feren Havasi Secretary of the Central
Committee, Iungarian Socialist Workers' Party.'

L I•rTaoucnox

Austerity came to Hungary in 1979. For the first time since the
recession of the early 1960's planned growth rates of national income
fell below 4 percent, and actual growth rates fell below that Economic
policy makers began talking not of increasing the standard of living,
but of sustaining it. Plans called for decreasing investment. Economic
and political leaders quite clearly stated that austerity would be the
policy for at least the first half of the 1980's.

Hungary's economic problems are in part related to the profound
consequences of the world economic crisis for the Hungarian economy.
The dramatic changes in Hngarian terms of trade with the world
economy, the increasingly difiult competitive conditions for
Hungarian sportss on world (especially European Community)
markets, and the dramatic slow-down in increments to primary
product supplies from the USSR, all have contributed to a significant
deterioration in factors important in determining economic welfare
in Hungary. Whatever else might have happened in the last six years,
the events of 1974 required that some combination of real consumption,
investment, and government spending would have to be lower than
otherwise would have been the case.

The economic system itself is another important cause of Hungary's
economic difficulties, a point on which the Party is now quite clear.
The deteiorating external conditions facing the Hungarian economy
have simply hastened recognition of problems which, as Ferenc Havasi
has noted, .... would have surfaced sooner or later." These are not
minor problems which can be rectified by changing this or that
"regulator," or by tinkering with the economic system. They are
fundamental problems, related to the fact that the goals of the 1968
economic reform have, in the main, not been attained.

The ultimate goals of the reform begun in 1968 were to "tilt" tie
balance of power over resource allocative decisions from planners and
the administrative apparatus (the ministries) to the market and
enterprises. The plans were to be stripped of their obligatory nature,
in lieu of which major economic parameters (interest rates, exchange
rates, prices, and so on) were to be used to influence relatively
independent, profit-oriented, enterprises in their decisions on
production and (to a more limited extent) investment. Prices, closely
linked to world market economic conditions, were to serve as the guide
to decisions on production and investments. The measures introduced
in 1968 did go a long way in the direction of realizing these aspirations,
with the clearly stated intention of going still farther in the 1970's
as what were called the "brakes" were released. In fact nothing of the

SQete tIa (Varma 1M5).
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sort happened in the 1970's; on the contrary the system "devolved"
back in the direction of the old administrative model, a point discussed
below. Consequently, while it is true that economic decision-making
in Hungary today-Is far more decentralized than it was t~o decades
ago (and more decentralized than any of the other CMEA countries),
this is still a more centralized economic system than (in 1968) the
reformers anticipated they would have in 1980.' Indeed in 1979, the
Party began once d•ain to reform the system along the lines set out in
1968.

It is extremely important for the Hungarians themselves to under-
stand why they have fallen short of their aspirations, and what they
can do about it; and they are in the process of working that out in
public fora and, presumably, in many private fora. But it is also quite
unportant for those of us who study Eastern Europe to understand
the Hungarian experience. That experience has much to teach us about
the impediments to reform processes in general, and about the particu-
lar impediments which await other East European governments if and
when they are forced to implement serious economic decentralization
measures. The focus of this paper will be on those problems which are
particularly acute for the Hunarian economy, and which demand
resolution if the Party and the Government are to sustain the steady
.- Frovements in economic performance which have formed such an

important source of their political support among the population. In
focusing on the more acute problems which face Hungarian planners
at present, I am not imply ing that the problems are unique to Hungary,
or that the regime cannot point to many genuine economic accompish-
ments in the post-1956 period. Hungary shares its problems with many
other countries, both socialist and nonsocialist. Just as in Hungary,
so in many countries, has the world economic crisis highlighted weak-
nesses in political and economic institutions which naturally receive
greater attention now because something is wrong. Inside Eastern
Europe, Hungary has seemingly far outpaced other countries in its
qualitative improvements in economic performance (the quality of
consumer goods, producer goods, services, and so on), and m the re-
spouse to the world economic crisis. Nevertheless there are pressing
economic issues which face the country now, and in studying those we
can learn a great deal about this very important experiment in decen-
tralization, and its prospects for the near future.

The basic features of the NEM as it was introduced in 1968, and the
changes throughout the early 1970's are very well known, and will not
be discussed here. Likewise there is no need to repeat the useful discus-
sions by Portes (1976) and Hare (1977) covering the system through
the mid-1970's, although naturally there is some overlap with these
because today's problems have roots reacd' g back into the 1960's.
This paper focuses on the last few years and on the prospects for the
economy and the economic system in the next few years. Section 11
discusses macroeconomic planning in Hungary in recent years, and the
problems which have arisen in the 1970's. Section III contains a
detailed discussion of the two most important problem areas for

* For a diseusloa of the initial goals of the Beform. se (Pri i 1989). The "recentral-
atloa" of the 1970's wil be diseased in more detail. v~ other discuosons, see, e.g. (Portes

1a7) (Hare 197, 1977).

-I
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Hungarian planners: macroeconomic demand management, and micro-
economic supply constraints That, in turn, provides background for
Section IV which analyzes policy measures taken in 1979-80. Finally,
Section V assesses Hungarian economic prospects for the early 1980's,
and discusses briefly the implications of the Hungarian experience for
economic reform prospects in other East European countries.

At various points throughout this paper, reference is made to the
econometric model HEM-1 (Hungarian Econometric Model #1)
which I am constructing to model the interrelationship between Hun-
garian economic planners and econoanic performance in Hungary. This
paper does not directly discuss that model, but it does draw heavily on
the data bank I have constructed utilizing Hungarian official statistics.

II. MACROECONOMIC PLANNING IN HUNGRY IN THE 1970's

The Record in General

Macroeconomic planning in a centrally planned economy involves
planning the supply of aggregate output and controlling demand so
that, ideally, negative net exports arise only if they were anticipated,
and the international financing arrangements were made in advance '*
the best terms available. In Keynesian terms this assumes the consists i
plan:

(1) +f+ (G + - )=f
where:

= Planned national income produced.

=Planned consumption.

1= Planned investment.

= Planned government expenditures.

(k- )= Planned net exports.

where (C-A ) has as its counterpart in the financial plan a planned
net increase (or decrease) in net debt. Unforeseen exogenous events
may require short-term financing (or allow short-term accumulations
of capital), but one would expect that in a well-planned economy net
exports would not systematically come out either above or below
planned.'

Judging from the published annual plans, planners in Hungary
attempt to satisfy equation (1) for Marxian (e. material) national
income, hence ignoring most services (these still are most likely part of
the plan, although they do not appear to be handled in the national
accounts framework). The actual published data only cover the level
of planned investment, the growth rate of national income produced,
and the planned growth rates for real per capital personal income (obvi-
ously closely related to consumption). No plans are published directly

*Ths anumes that domestic and international trade priest are cloe to each other
(thus precluding the posebility of a domestle deficit, with a surplus n to frea carreay,
or vioe-versa), wIh ie a legitimate assumptia tfor Hagary an the 19i•s.
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for G or net exports. For the 1970's there is indirect information avail-
able on planned net exports because the annual plans have contained
planned growth rates for both national income produced and national
income utilized (Y'), where the latter is defined as:

(2) Y"= M+ - =+ 1+

where Y= Planned national income utilized

Thus, given growth rates for f" and k, and the levels for the pre-
A

vious year, one can estimate (k-M).

Table 1 presents the available plan data for the Second Five-Year
Plan (FYP II, 1961-65), FYP III (1966-70), FYP IV (1971-75),
and FYP V (1976-80); an average of the annual plans covering each
five year period; and the average actual performance over those peri-
ods.' Annual data are shown in Charts 1-5. For the first three variables,
the planned growth rates are in constant prices, and the actual growth
rates are in constant (1968) prices from the HEM-1 data bank. Invest-
ment plans are only announced for the socialist sector (they do not
cover private I, almost all of which is housing), and they are almost
always given in Forints. It is assumed here that the FYP data are in
prices of the year in which the plan is drawn up, Le. the year before
each new FYP is published, and all three rows of investment data are
therefore presented in terms of prices of the year before each FYP.

TABLE L--LANNED AND ACTUAL GROWTH VALUES OF KEY MACROECONOMIC VARIABLES

Gmwrl nre

161-4 1966-7 1971-76 1976-78

Ntomal in odd ( ):
5-r pI .................................... 3 4.1 L 5.5-60 4-5.7
Amdl pist....................... ........... L 6 4. 9 L S. L
A l .--- -......--- ...........................- 4.0 .3 2 57

No liMUrind On(Yi):
5-yr ptla .----- .....--------------------............. . *4.2-
Aual plns-. ---------------------------------- (.5 5 4 I
A Ml 3 ........................................ 64 4. 8elesN capita psMl i-om:
a-yr p ....................................... 1 0 ,7-&.1 4.U-4.9 *L 4-.7
A l----------------............................... 4. .3.)Act l ..-..................................... 4.-5 6.3 4.7 3.

IumstaMt (M bilin tfoidts) ():
$ P5-IN....................................... 155. 0 245.0 4180. -500.6 7al
AMU ple------------------------------................................. 20 9 28L.5 512. 452.5

ct ........................................ 225.4 31 1 543.7 4 .2

SSpl PIsr pla  19-61-45; 5yr pl 166-70o; s-yr pla IV 18 1-i ; 5yr plm V, 176-0).
* Fem tlhe Mrmsi, g (00) - a + b Time, wTi e 'V" 'ls w th ral. A dt i 196 pics.

* In price of theo l ymr onf I previous 5-yr pla piod.
SorMc: 5-rrr plud ta: 1961-4 and 1966-7, (Stark 1973) and (vada 2); 1971-75 d 1976-i•, oefcd 5-r

dcemuu a (tMaogyaW KM N. u aNi nd Nlo. Sk 1•75). Aesal plut dt: 0 plu decianuti publishd smul
Is he au6s0Is l theVrs wher Oue wrO saiabl the prom reueuse Uos h plus f rom N Wapserda gasssed. A : HEM-I dua 6bs.

-Tbe gowth rates for actual performance are derived from rereslon cat the log oa
performaac against time la order to miadimi potential effects f*ro uanuual starting or

din ~oyeamwa

U-4W6a- Sl -32t
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C&Ar L--Planned and actual growth rates of national income produced: 1960-8
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OCas 2.--Plaumed and actual growth ratio at national Income utllMs: 1M8-39
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The annual plans for 7 in Hungary have been stable, close to the
FYP figures, and typically fulfilled or overfulfilled on average over
the entire period. As Chart 1 shows, annual growth rates have fluctu-
ated around those averages. The only period where annual 7 plans were
underfulfilled was FYP II (1961-65) where in every single year actual
performance was below the five year and annual plan figures. This was
part of a recession which hit all of Eastern Europe in the 1960's. In
Hungary it culminated in a growth rate of Y close to zero in 1965, fol-
lowed by rapid recovery in 1966-70.

Plans for Y', which have only been published for the 1970's, are
summarized in Table 1, and the annual data are shown in Chart 2. FYP
IV (1971-75) called for an identical range of growth rates for Y and
Y', hence X-M, but the annual plans changed that by decreasing
planned Ye one percentage point below the low end of the five year plan
figure for Y, without changing the plan for Y. There were two sepa-
rate reasons for this change. In 1972 the annual plan set the growth
rate of Y" at 3.5 percent in an attempt to "cool down" the economy
after the unanticipated investment boom of 1970-71. In 1975, again,
planners lowered the planned growth rate of Y" in response to the
drop in Hungary's terms of trade. Actual utilization during 1971-75
grew somewhere between the original FYP figure and the annual plan
figure; and more importantly, it grew more slowly than national
income produced.

A comparison of-planned and actual values for Y and Y" growth
rates in 1976-78, the first three years of FYP V, show both the inten-
tion of the Hungarian Government to increase net exports significantly,
and its inability to do so. The five-year plan called for national income
produced to grow as it had in 1971-75, and on average, 1976-78 per-
formance fulfills the plan. However, as Chart 1 shows, the averages are
somewhat misleading since in fact, planned Y growth rates from the
annual plan have fallen over the 1976-78 period to figures lower than
any since the mid-1960's. Actual growth rates have fallen even faster.
The 1978 plan for a 5 percent growth rate was underfulfilled, and the
1979 plan for a 3.5 percent growth rate was way underfulfilled. At this
rate, the planned growth rate for Y in FYP V will not be attained.
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FYP V called for YP to grow 1-1.5 percent slower than 7, and the
annual plans for the first three years have been even more conservative
calling or an average Y" growth rate of 3.1 percent, 2.4 percent below
the Y growth rate m the annual plans. In fact the growth rate of PI
has steadily increased since 1976. The average, 6.8 percent, has been
above the growth rate for Y. which is directly contrary to plan and
unplies increasmig net imports. Even more alarming for planners is
the fact that the two growth rates are divergig rapidly; in 1978, the
last year for which data are available, ' grew by 8 percent, while Y
grew by 39 eroent. Apparently planners are long control of aggre-
gate demand.

The problems with controlling aggregate demand do not lie in
personal ioome and consumption. A the data in Table 1 and Chart 3
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show, planners have maintained control of personal income. There
have been no major surprises in the 1970's, although there are some
signs of difficulties in 1976-78 where actual personal income growth
rates moved in the directions planned, but by far greater amounts than
planned. This probably relates to problems in controlling enterprise
development (hence incentive) fund formation.

The real problem in aggregate demand management lies in the areas
of investment and inventory accumulation. As Table 1 shows, tradi-
tionally Hungarian annual plans call for more investment than orig-
inally anticipated in the FYP, and actual investment exceeds even the
annual plan expectations. Chart 4 shows the ratio of actual to (annu-
ally) planned investment over the years 1960-78. The plan has been
overfulfilled every year save three, the average level of overfulfillment
running about 7.5 percent.

Caar 4.-Actual investment divided by planned investment, 160-78
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There are no plan data published on inventory accumulation, thus
there is no way of knowing when planners are surprised by changes in
that variable. Judging from statements in the annual plan documents
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planners find it difficult to control inventory accumulation, which is
quite apparent in the actual inventory/GDP ratios depicted in Chart 5.
The average ratio of inventory accumulation did fall in the poet-
reform period, as planners had hoped. But the volatility of inventory
investment has increased considerably, reflecting a chronic pattern in
the 1970's where enterprises accumulate large inventories, only to have
planners suppress inventory accumulation, after which enterprises set
of to accumulate yet again, and so on. In 1978 the process got totally
out of hand as inventory accumulation rose to an all-time high of 7.2
percent of GDP, and that, combined with the overfulfilled investment
plans generated the high Y* growth rate mentioned above. The high
levels of inventory accumulation were evidently a reflection of enter-
"prise fears that new import controls and higher prices were imminent
(Havasi 1979a, 4-5).

The Hungarian record on macroeconomic planning is a mixed o0
The supply projections seem accurate enough, although recently plan-
ners have overestimated their ability to produce Y in the face of import
restrictions. Their control over personal incomes and consumption
seems to be as tight as one could expect. But the controls over invest-
ment and inventory accumulation are only sporadically effective.

CaXt 5.-Ratio of inventory accumulation to GDP (1968 Prices), 1960-78
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One of the consequences of this persistent excess demand for invest-
ment goods has been that the investment/GDP ratio has risen steadily
since the mid-1960's, while the consumption/GDP ratio has fallen.
Chart 6 shows these ratios in 1968 prices for the 1965-78 period, where
investments are gross, but exclude inventories. The chart suggests that
surges in investment, such as occurred in 1970-71, 1975, ad 1977-78
have somewhat of a ratchet effect; the ratio never falls all the way back
to its old level The relationship between the investment, and the con-
sumption share is not direct-net exports are also important-but obvi-
ously the rising investment share has taken its toll on the consumption
share By the late 1970's, the investment share was about 30 percent, a
respectable number even for a traditional centrally planned economy
seeking rapid growth rates.

These difficulties with demand management, and with control over
the investment/consumption split are symptoms of more general prob-
lems with the economic system, which are the subject of the next seo-
tion. However before that I discuss briefly additional problems plan-
ners face arising from the macroeconomic effects of the world eco-
nomic crisis.
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trade problems which account for some of the more important and
subtle challenges to planners.

Chart 7 shows the Hungian net barter terms of trade (NBTT, the
export price index divided by the import price index) for total trade,
trade with the Ruble area and trade with the Dollar area. Through
1974 the NBTT displayed some volatility, due almost exclusively to
trade with the West, and showed a general upward trend, due pri.
marily to some improvement in the NBTT with CMEA after the 1964-
66 price changes. Minor price changes in CMEA pulled the total NBTT
down a little bit in 1971-73.' Then in 1974 NBTT with the Dollar area
plummeted about 15 percent, and by 1978 had settled down at about
20 percent below the 1970 level. Terms of trade with CMEA have
followed with a lag. Hungary's large terms of trade decrease with
CMEA (most importantly the USSR) was unusual in comparison
with the other East European cases where the Soviets in effect gave
more transition aid by not pushing the terms of trade down so precipi-
tously (Hewett 1980).

CHArT 7.-Terms of trade with the world, the ruble, and the dollar area, 1960-78
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Chart 8 illustrates the effects of these by comz i the net
export (in the national incmm accounts)-t pDP ratio n 19 prices
to the same ratio in current prices. The fixed price ratio records what
net exports (therefore financing needs) would have been in the absence
of the internal price changes caused by changes in the terms of trade,
while the current-price ratio measures the deficit in current prices
which reflects (although not fully for the Hungarian case) the effects
of terms of trade changes coming through domestic price changes. The
dilerence between the two ratios is the visible burden on the economy
of the terms of trade changes. As one might expect they are virtually
identical until 1974, at which point they split The fixed price ratio
shows net exports holding at a ratio to GDP better than many of the
previous years. This, of course, does not measure precisely what would
have occurred without the price changes, since planners were stimu-
lated to push for higher net exports as a result of the price changes
and deteriorating balance of payments, but nevertheless this ratio does
certainly tell us what would have been possible. The spread between
the two ratios begins at about 4 percent, and rises to 8.5 percent in
1978, indicating that during these years the additional proportion of
GDP necessary to simply finance real net exports typical of earlier
years rose from 4 percent to above 8 percent during the 1974-78 period.
In 1978 net exports which, at the old prices, would have entailed an
inaigniicant increase in net debt, in fact implied an increase in debt
equal to 8.5 percent of the GDP that year.



490
CLar &--Bado of net exports to grow domestic product, 1968 and current prices
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Chart 9 and Chart 10 show the effects in foreign currency of the
terms of trade change Deficits to both the Buble sad the Dollr areas
rms rpidly after 1974, rejecting the fall in current-price net exports.
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CaO r 1.--Balanc of trade with the dollar area, 1981-78

200 .;
"*i.I

0 
. • .I .T .

.5 t I

8O

Balance of
Trade, Millions
of Dollars

-200

-400
.6

..

-600

I'

-800

I*

.r

-1000
:*

-1200 1961

OUere: RUM-1 Data Bank.

III. ILseNs FRox THr HUNGARAN ExvPzUXNca 1N
MANAGRMu rT UxDo TH- NEM

ECONOMIC

In part the way out of Hungary's current difficulties involves the
development of better mechanisms for managing aggregate demand,
particularly the demand for investment goods and inventories. Under
the NEM that would seem conceptually a simple enough problem to
resolve. The state directly pays for about 45 percent of all investments,
subsidizes much of the retcontrols the nrin system and its credit
policy and controls the rules by which enterprise form the develop-
ment funds they use to finance their own investments. In understanding
why, in the midst of this plethora of investment controls, Hungri
planners periodically lose control over investment, it is possible to
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discover some of the more important contradictions in the Hungarian
economy today, and therefore some of the areas in which further
reform is imperative.

The difficlties with macroeconomic demand management are intri-
cately intertwined with problems of microeconomic supply constraints,
a set of problems which vexed planners before 1968 and, contrary to
their hopes, still vex them today. Despite improvements in the per-
formance of some enterprises, it is still generally the case that enter-
prises are only moderately interested in and/or capable of producing
a sufficient supply of commodities exportable for hard currency. Con-
sequently the hard currency balance of trade is a nagging concern both
because of supply problems in hard currency exportables, and because
of high demand for hard currency importables (the latter directly
attributable in part to the inability of the system to produce adequate
import substitutes). In recent years the world economic crisis has
exerted much greater pressure on this weak point in the economic
system, significantly afecting economic performance and the plans
for that performance.

These microeconomic supply problems relate to the macroeconomic
demand problems in two ways. First, because many of the products
needed in the Hungarian economy are only available for hard cur-
rency, the macroeconomic constraint on net exports is in fact a con-
strant on net dollar exports whose roots lie in part in the microeco-
nomic supply problems. Second, the excess demand for investment
goods is in large part a reflection of constant and very strong pressure
from the enterprises, a point discussed below.

In fact the microeconomic supply problems and the macroeconomic
demand problems are symptoms of a single set of underlying problems:
Hungarian enterprises enjoy an excessively secure position in the
Hungarian economy. That weakens any incentives they might have to
seek profitable ways to use existing capacity, or to use new capacity,
and it weakens any restraint they might otherwise show in their at-
tempts to acquire new capacity. The underpinnings of this security lie
in the price system, supported by subsidies and import barriers.

Throughout the history of the Hungarian economy the enterprise
has served as the most important, sometimes the sole, vehicle for imple-
menting microeconomic and macroeconomic policy in Hungary, as in
all socialist countries. Under traditional central planning it is the
annual plan at the enterprise level which sets the output of individual
products, whose aggregation, along with centrally-determined foreign
trade flows, determine total C, I, and G. Under the NEM, as Hunarian
authorities have experimented with different ways to control the sys-
tem while improving economic performance, the enterprise has re-
tained its pivotal role. The two basic tools planners use to control
aggregate consumption are price policy-which only recently has
legun to see active use--end policies concerning enterprise wage pay-
ments to workers. Through a comnlex set of taxes. subsidies. and rules
on enterprise uses of net income. the planners have kept a tight rein on
wane. hence personal incomes, hence aggregate consumption (Buds
1971. GPd4 1976a. 89-7; Marres 1979). Similar influences operate on
the enterprise concerning their investment decisions. Really the only
portion of macroeconom demand which is not controlled through the



enterprise is net exports, those being controlled outside the enterprise
by a complex system of subsidies, licenses, tariffs, and an active ex-
change rate policy.

It is a consequence of this pivotal role for enterprises that irrespec-
tive of whether the discussion is about macroeconomic demand man-
agement, or microeconomic supply problems, in effect the discussion is
really about enterprises, and their relations with central planners.

Control of the Aggregate Demand for Investment Goods

Ninety percent of investment in Hungary is undertaken directly by
the central government, local governments, or an economic unit in the
socialist sector (an enterprise or a cooperative); the remainder-pri-
vate investment, primarily housing--will not be discussed here since
the problems with investment apparently lie in the socialist sector.
Investment in the socialist sector is divided among investments de-
cided by the state and those decided by enterprises. State investments
ar classified into three categories (Sulyok 1968, Friss 1968) :

(1) "Large" investments (stagVberhdsa k) are major projects which alg-
nificantly infuence the.structure of an industry. Ministries and local
councils submit proposals for these projects; and government makes the
. nal decision. Central funds finance most of each project, but enterprise
funds will also usually be involved, and some of the state funds will have
to be repaid. Examples of such projects are the Hungarian share of the
Friendship Oil Pipeline, and various lines of the Budapest Metro. In
some cases where a project is particularly large, complex, and spans
several sectors, the plans will be drawn up and approved as in a separate
document outlining a Central Development Program (Xdaponia flelastad
progreum).

(2) "Aim Grouped" investments (c••esoortoa br•dAsdok) are funds dis-
tributed by the Center to ministries and local councils for projects in
certain categories, for example hospitals or highways. These ae gener-
ally investments in the production of public goods.

(8) Other state investments are small investments of local significance and
minor investments for the ministries financed from state funds.

Table 2 presents data on the various categories of investments in the
socialist sector for 1970 and 1978.

TAmU L-4NVISTMUU M THE SOCUMUT SECTOR IN MUMRAI, UIM AMD 18

171118

T____.m us __m u

Olafd"

""----- -Mm 1- 53

Sofmm: SM 1113,1

T VAM 1010At. - --.--.------ 4.1M 14 17fi 1m.

a Mt sea= el soe coMNO due to rest armr.

*Foir the 1976-80 plan- the Central Development -rograms cover the uttlisation eCnatural w development of the aluminum Indust, the h J Industr, the
beavy veel ladutry, the computer tndutry, a1s the deleoget ot lght-weht
strnuetu (0Q46 17, 1970).



503

The state accounts directly for a little under one-half of the total
demand for investment in the socialist sector in any given year. how-
ever its influence over total investment is far greater than this ratio
would suggest. Income regulations allow enterprises to form a develop-
ment fund from profits and a portion of their depreciation allowances
(the remainder of that reverting to the state budget), however, the
state has limited the size of these funds in order to retain for itself a
monopoly over decisions regarding any large investments. Conse-
quently for significant investment projects enterprises are forced to
seek additional funds from the state in the form of: (1) subsidies, an
increasing portion of which are being given in the form of a loan
(granted by the State Development Bank) which must be repaid from
pre-tax profits plus the depreciation fund; (2) direct grants from the
state budget covering the cost of a project directly sanctioned by the
state; or (3) loans from the National Bank. To give an example of the
importance of outside funds to enterprise investment, in 1976 only 10
percent of investments were financed solely by the enterprise, and these
were minor investments. Another 19 percent were financed with enter-
prise funds and one external source (11 percent had subsidies, 6 per-
cent with bank credits and 2 percent direct state allocations). A fur-
ther 45 percent of investments were financed from enterprise funds and
two other sources (34 percent credits and subsidies; 7 percent subsi-
dies and state allocations; and 4 percent credits and state allocations).

Finally, 26 percent of socialist investments were financed from enter-
prise funds and all three other possible sources (Deak 1978, 74). This
gives the Planning Office and the Ministry of Finance influence over the
structure of investment through their decisions on subsidies and direct
grants from the budget, and through their influence over the National
Bank's credit policy.' Also the branch ministries play a powerful role
in all enterprise investment decisions sinci the relevant ministry is
always asked to give its opinion on every enterprise application for
credit, and the relevant ministries sit on the commissions which decide
on enterprise applications for subsidies (Deik 1976, 64; Hare 1979).
In addition to these controls on the conditions under which enterprises
raise funds for investments, the state can use its taxing power to influ-
ence the amount of enterprises' net income which ends up in the Devel-
opment Funds.'

How can it be that a system with so many tools for controlling indi-
vidual investment projects, and therefore the level of investment, can
be plagued with persistent large overfulfillments of the investment
plan depicted in Chart 4, and such enormous fluctuations in growth

T Every year along with the annual plan the Government discusses and approves "Diree-
tives of Credit Policy." which instruct the National Bank on priorities for Investments
nl the following year.

SBriefly. the system since 1976 has been that enterprises are required to pay a 35 per-
cent wage tax, a 5 percent tax on the net value of assets for which they owe no money,
and a 36 percent tax on the profits remaining. The are required in certain circumstances
to replenish their Reserve Funds and Cultural and Welfare Funds. The remaining profits
ay go either into a Development Fund (also fed by Depreciation Charges) or a Shar-

ing Fund (which finances bonuses). Profits going into the latter fund are subject to a
ighlb y progressive tax (acting as an income tax which prevents enterprises with high

profit from increasing personal incomes rapidly and skewing the personal income distri-
bution). It is the manipulation of this latter tax which will affect enterprise managers'
decisions concerning the division of remaining profits between these two funds (Gad
1976a. 394 discusses the post-1976 system. A discussion of changes in this system in
1980 will be deferred to Section IV.

68-607 - 81 - 33
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rates such as those pictured in Chart 111 As those charts show, both the
plan overfulfillments and the growth rate fluctuations existed before
the NEM was introduced in 1968, and judging from the charts, very
little has changed since 1968. The reasons for this fairly constant be-
havior in the face of apparently changing institutions are not totally
clear, however, there are sufficient clues to suggest the outlines of an
answer.

Cat& 11.-Growth rate of real investment, 1566-78
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In a traditional centrally planned economy planners themselves pur-
sue high growth rates through driving up the rate of investment until
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with gross output indicators, find in investment a relatively easy way
to fulfill their plans. They push incessantly for more investment, the
tried and true technique being to "hook on to the plan" with an ap-
parently inexpensive project whose much larger true costs can later
be revealed to the center after the project is well underway. The center
is too weak to fight off the enterprises and the ministries (all the proj-
ects seem "necessary," "justified," and so on), so it ratifies what it well
knows will turn out to be excess demand for investment goods. When
the new projects really begin construction and their true costs begin
to be felt by the economy, eventually excess demand is obvious enough
that the center both can and must move to cut insstment demand,
which they do by forbidding new starts, and subsequei:tly by limiting
investment outlays for ongoing projects. This relieves tie pressure on
investment markets, but simultaneously pressure begins tobuild from
below to start new projects, and eventually the cycle begins again
(Balassa 1960, 80; Bauer 1979).

If enterprises had to pay back the costs, and make a profit on the
investment projects they advocated, then this drive from below for high
investment would be much more subdued. But, as Kornai has noted,
under central planning enterprises face a very "soft" budget constraint
since they face no risk of bankruptcy and their investments are not
tied to their financial situation. Investment is a riskless way for them
to fulfill the plan (Kornai 1979).

This is probably an accurate depiction of behavioral patterns in
Hungary at least through the early 1960's. However there was every
reason to expect the introduction of NEM would change this situation.
Planners had obviously given up their aspirations for rapid growth--
witness the modest national income growth plLns, the emphasis in
qualitative indicators for enterprise performance, and so on. Likewise
the intention, indeed centerpiece, of the NEM was to "harden" enter-
prise budget constraints so that profitability would become an unavoid-
able and important consideration in their decisions on utilizing exist-
ing capacity, and in their attempts to expand productive capacity. Yet
in fact the pressure from below persisted in Hungary after 1968, and it
may even have grown stronger with time. Table 3 shows data on the an-
nual plans for the various cateogries of investments, and their actual
values over the years 1968-80. The first two rows of data for total in-
vestment in the socialist sector are the same data used for Chart 4, and
one can see the years of significantly overfulfilled investment plans:
1970-71, 1974-75,1977-78. In each of these cases enterprise investments
were responsible for the overfulfillment; state investments were on tar-
get in 1970-71 and 1974-75, and slightly below target in 1977-78. En-
terprise investments were about 30 percent above planned in 1970-71,
and about 20 percent above planned in 1974-75 and 1977-78 (10 percent
over planned in 1977 and 27.5 percent over in 1978). What is less ob-
vious from the data, but quite apparent in reading through the annual
plans, is that in the first two of these three periods, planners only real-
ized with a substantial lag that they had a problem.
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The preliminary data they announced along with the 1971 annual
plan indicated that they estimated 1970 total investment would be
83 billion Forints which would have been very close to the planned
79-80 billion Forints; the final number was 92 billion. Preliminary
data in the 1975 plan indicated that 1974 enterprise investment was
estimated at 64 billion Forints again, close to the planned value of
61 billion Forints; the final number was 70 billion. Consequently, when
aggregate demand began to go out of control in 1970 and 1975, planners
evidently were unaware of the magnitude of the problem when they
were making the plans for 1971 and 1976. What it probably indicates
is that enterprises were beginning a great deal of investment in the
fourth quarter of the years in question. In any case, it was taking plan-
ners about a year to figure out they had a problem, and therefore to do
something about it.

No doubt one source of investment fluctuations in the 1970's has been
the significant increase under NEM in enterprise autonomy to use
Development Funds for investment, unfettered by a tightly controlled
material supply system and total import controls. But the problem is
not just with enterprises. As Ms. Deak has shown, any significant enter-
prise investmentt somehow involves the budget or the banking system.
Therefore excessive enterprise investment must in part reflect excessive
leniency on the part of the state in the distribution of funds. Further-
more enterprise investments appear "excessive" because they are the
only major component of investment to exceed plan, and when the
investment plan is overfulfilled, there is excessive macroeconomic pres-
sure, which increases the trade in dollars. But the state makes that
plan, not the enterprises. And it could well be that in fact the state
knows in the excess demand years that total investment could be too
high, and it plans for relatively low levels of enterprise investments
in the hope that the necessary macroeconomic adjustment to invest-
ment can somehow be left almost solely to the enterprises. 1

One concludes then that the introduction of the KEM did not allevi-
ate the weakness of the center. The Planning Office and the Ministry
of Finance as the major bargainers for the center still face strong
branch ministries and large enterprises bargaining for high invest-
ments, thus exerting pressure "from below.' The center still has no
good information on the efficiency of alternative projects because of a
complex subsidy system, in part resulting from a distorted price system
(DeAk 1978, 74). It is not feasible for central authorities to study
individual investment proposals in depth, and satisfy themselves about
the efficiency of each proposal, when it is priced at true world market
prices. In addition, the "... social and political weight of the indus-
try and enterprise leaders opposing them (the center) in the discus-
sion (is) overwhelming." " (So6s 1976, 30).

* The recognition lag was shorter than that. When enterprise investments surge during
the last quarter of a particular year. then presumably final data are available by the
end of the first quarter of the next year. But the problem then Is to turn around invest-
ment measures already in train for the current year's plan (constructed when planners
did not know the severity of the disequilibria), and that could easily require the rest of the
year, thus showing up in next year's plan.

S(So.6 1979, 80.) thinks the state consciously underestimates enterprise plans nl
order to create the illusion of a balanced plan. Essentially the same point Is made In
(VMrtes 1979).

"n The quote is from (So6s 1976, 30). (Marrese 1978) also discusses the hypothesis.



It was concern over these inheritances from the old system which led
the government in 1976 to introduce a new set of rules, specifying that
most of the state subsidies for the "Large" investments in productive
(i.0. non-public good) sectors will have to be repaid to the budget out
of pre-tax profits, although non-repayable grants will also be given
in some cases."2 The important feature of these new rules is that the
payment schedule is set on the basis of projected profits, and even if
actual profits are lower (because sales are lower than expected, pro.
ductivity is lower, or investment costs turn out higher), the enterprise's
obligation will not change, and it will have to use its Development
Fund to make up the difference (Gad6 1976b, 78). The new rules were
also applied to projects in process and the eighteen "Large" invest-
ments which remained unfinished on December 31, 1976 had to rene-
gotiate agreements with the state in which they committed themselves
to repay as much as they could of the subsidy element of the project.

The question is whether the center has some new-found strength to
enforce contracts when enterprises suddenly find something has gone
awry and they must dip into the Development Fund, and possibly their
Reserve Fund. In cases of pure incompetence on the part of manage-
ment, maybe the center could muster the courage to fight off the rele-
vant ministry and make the contract stick without giving in with
extensions, or new subsidies. But matters are rarely that simple. Con-
sider a recent study of twenty "Large" investments scheduled to finish
in 1979 and 1980. Only two will be finished by the originally set dead-
line, six are scheduled to make a modified deadline, and the remaining
twelve projects are not going to make their modified deadlines. Sixteen
of the projects are now projected to run at a profit, although some of
them will experience difficulties selling their output (dus to problems
on world markets), and about one-third of them will experience supply
problems which will result in unused capacity (Marchaek and Kosaras
1979)." Most likely the center will have to allow extensions of agreed
repayments from the&e and other projects in the face of force mayewre
arguments concerning world recession or supply difficulties; and in-
deed that might be only fair. But what enterprise director will not try,
and probably with some success, to marshall evidence that something
out of his control accounts for his inability to pay t And what will the
planners do in the face of that pressure Is there any reason to expect
them to behave differently after 1976 than before I There is no reason
to expect that they will behave much differently in this regard, hence
the new rules seem unlikely to make much of a difference. Enterprises
still have ample tools to use in arguing for special treatment, and
planners have no new weapons with which to defend the system fro-
such aspirations.

" At the time of the Investment a caleulatioa Is made of the incremental profits and
depreciation ct-asides which will result. mlnue the projected replacement costs which
will arie during t e lif of the project The resulting sua reverts to the state over the
frst te years of the project, or until the state grant is paid, whichever occurs brt.
Should ten years not repay the entire great, the remainder appears to be tree to te ea-
terprise (Gad6 1970a. 87-0; and, because it is clrosr nl the aunaruan version. Gadd
178•b. 75-8).

* Onl two enterprises could pay back the grants before ten years and an additional
Seod pay bas all of the rat l ten years. Of the remaining ten enterprises, ve

were projected to make profits, but the proate were so low that tbe full repayment pe.
riod would have been a very long time; and the otiar Ave enterprise were projected
to Incur losses from thi begnnlan I their operations (Ranaotoa 1978).
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Microeconomic Supply Problems

The apparent excess demand for investment goods is one symptom of
the persistence of the old system. The virtually total security from
competition enjoyed by all major Hungarian enterprises encourages
them to join with the ministries in arguing for investment projects
whose profitability is a matter of secondary concern. Should the in-
vestments prove unprofitable then, no matter what the reason-incom-
petent management or truly unforeseen exogenous events-the center
has consistently exhibited its willingness to somehow subsidize the
enterprises involved. The secure position of enterprises in Hungary is
also one major cause of Hungary s persistent hard currency difficulties.
Enterprises, confident of willing state assistance over financial diffi-
culties, have neither the necessity nor the incentive to economize on
imports or search out profitable export opportunities.

In the course of current public discussions in Hungary concerning
Its economic difficulties and what can be done about them, a fascinating
picture is emerging of just how much of the old institutions and be-
havior patterns survived the change to the NEM, adapting their mode
of operation to the new circumstances. The most obvious manifestation
of this is the survival of the old hierarchy, essentially intact compared
to its pre-NEM configuration. The functional, and more importantly
the branch, ministries are the same; the Planning Office is still there;
and the enterprises are essentially the same ones which existed on the
eve of the reform. To be sure, legal functions have changed and de jure
power has shifted from the Planning Office to the National Bank and
the Price and Materials Board (PMB, which is involved in price regu-
lation). But the fact is that the sectoral ministries retain their rights to
appoint enterprise directors. determine their remuneration, and exert
general supervisory rights over the operations of the enterprise. It is
hardly surprising that the ministries have used this power to control
much of what the enterprises do, in effect retaining a looser version of
the detailed quantitative controls characteristic of the old system
(Xvers and Tardos 1978, 34ff: and Hare 1976, 387ff).

The ministries have retained their preoccupation with quantitative
production results, and they constantly pressure central planners for
large investment projects which will expand the output of enterprises
under their control. Meanwhile the enterprises themselves discover that
profitability is not the sole criterion by which they are judged, possibly
not even the most important criterion. In fact if enterprises can fulfill
export targets, finish investments on time, expand output as planned,
and so on, quantity-oriented ministries will sanction their decisions,
despite poor profit performance (Soos 1979,805-7).

The persistence of the substantial influence of sectoral ministries
over enterprises naturally encourages managers to seek to satisfy the
ministries more than the final users (or potential users) of their out-
put. Although the intention of NEM was to considerably harden the
"soft" budget constraints of enterprises, in fact enterprise directors
discovered that they could quite successfully devote their time to
"softening" up that constraint through negotiations with higher au-
thorities for subsidies, credits, and special price concessions (Nyers
and Tardos 1978,37).
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Surely the most important aspect of the NEM was to be the price
system, designed to be a flexible and honest guide on market demands,
state preferences, and social costs. The notion was that the state would
tightly control prices for many consumer goods and key production
inputs by either setting prices, or setting the limits within which they
could fluctuate, or setting a price ceiling. These state-determined prices
were to influence approximately 75 percent of the value of consumer
goods, and about 30 percent of that producer's goods. The remainder
would be "free" prices set by the enterprises, but following detailed
procedures approved by their ministry and the PMB (Hare 1976).

The system never worked well apparently because the center could
not find the will or the political power to enforce it, which became
glaringly obvious after 1974. One of the problems here was the central
decision to use the price system as a tool for controlling the profitability
of enterprises, hence to control the investment and wage-paying poten-
tial of individual enterprises. This led to significant price distortions,
and in effect diverse exchange rates, as subsidies and taxes were used to
control the results of individual enterprise foreign trade activities
(Nyers and Tardos 1978, 35). Enterprises constantly strove (with con-
siderable success) to make deals concerning prices and subsidies for
their products, the strength of those cases frequently based on the fact
that they were the sole Hungarian supplier of the products in question,
and that therefore the state could ill afford not to support them.

Hungary's problems beginning in 1974 made the workings of this
system more transparent, and the harm it was doing to the economy
there for all to see. Table 4 shows the course of subsidies and taxes on
all enterprises in Hungary during the key years 1973 to 1977. Both
subsidies and taxes rose rapidly after 1973, signifying that some prices
were being kept way below their true import costs, lowering profits for
firms selling those products, and inflating profits (which had to be
taxed away) in enterprises using the artificially inexpensive inputs in
production. Subsidies leapt up in 1974 in an initial response to the
terms of trade changes, then fell back down in 1975, only to begin a
steady climb through 1977 (and one gachers through 1979). Note that
taxes have risen faster than subsidies, with the surplus presumably
going to subsidize the differences between producer and consumer
prices. In their magnitude and rapid growth, these subsidies and taxes
signal increasing distortions in the domestic price system, and the
return of an autarkic price system.

TABLE 4-SUBSIDIES AND TAXES AFFECTING ENTERPRISES, 1973-7

1973 1974 1975 1976 1977

Tt sbsidi ic. .. ........................ 2 944 49121 36 39,427 4827
Mmwimculsrn--------------29,506 481619 36,334 33,774 4k,073irMl on. ............................. .. 4 r a 754Ne~maudmd----------------s3s

Teta taUs, d wic........ .. 7 139.318 141.551 162,134
Prodt -tl- taM...--..--................ 17.074 22.77 9 4Z172 5M926
Prat te ....................... ......... 34612 4853 91670 737 9,913
Contrib m crl cshical devle t fds....... - 2512 65 3453 4260 851
C..r i XtaL ...................-......--..- .. - , 367 ,462 1;577 11m ui

r-----. .--. 54 1161 1239 027 1 334
Subsidis4-t.- ......-..----..-----.. -3913 -24.751 -t102.4 - 10130 -112 304

Ila pr-dMW priu.t
srss: 1973-4$, 74. A-1 74-S1f 75,64-5. I75-4, 7t62- 1976-t77., -L. 1977-4W 78, 94-.
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The reliance on subsidies and taxes in lieu of price changes in the
period since 1974 has created a rationale for increased central inter-
vention along the lines already begun in Hungary in the aftermath of
the November 1972 P'enum of the Central Committee (Portes 1976,
785ff). In addition to the informal (and therefore virtually invisible)
controls exerted by sect iral ministries, there is a visible manifesta-
tion of recentralization in the growing power of the Interdepartmental
Committee on Price and Commodity Turnover (ar es Term.kforgal-
mazasi Tarcakozi Bizottsag). This committee has functioned since the
Fall of 1973, its original task being mainly to spot potential dis-
equilibria, and break the bottlenecks by, for example, changing an im-
port quota. In addition to its chairman. B6la Csikos-Nagy (Chairman
of the PMB), the committee consists of representatives from the Min-
istries of Finance and Foreign Trade, the sectoral ministries, the Na-
tional Planning Office, and the National Bank, It is, as Paul Hare has
noted, an important part of the informal resource allocation mecha-
nism in Hungary, particularly powerful because of its flexibility (and
its high-powered membership) (Hare 1976,389).

In 1976 this committee apparently became the administrative ve-
hicle for the reintroduction of direct administrative controls over im-
portant segments of economic activity (Csik6s-Nagy 1976). In the
wake of a ruling by the Council of Ministers in 1975, this committee
began in January 1976 to administer a system of input use quotas,
import and export quotas, and other quantitative measures which were
obviously designated to replace the price system in some of its allo-
cative functions.

The natural tendency of the bureaucracy to resist a diminution of
its power and the natural response of policy makers to rececitralize
parts of the economic system in response to deteriorating conditions in
Hungary's foreign trade sector, are both abetted by the unavoidable
necessity for Hungary to conduct a substantial portion of its trade
with CMEA. Since the beginning of the reform the way Hungary has
had to deal with the CMEA-through centralized, long-term, quanti-
tative agreements-has represented a serious impediment to the full
realization of the reform. Ministries, prone as they are to the preserva-
tion of direct quantitative controls over Hungarian enterprises, can
argue Ailh justification that relations with CMEA, particularly the
USSR, require constant controls to ensure that export plans are met.
That in turn requires controls over production, and it surely finds its
way into many of the proposals for investment funds, in particular
for the "Laree" state investments. Original hopes of Hungarian re-
formers, implied, though rarely stated, that reforms in other CMEA
countries would eventually create broader possibilities for enterprise-
to-enterprise economic relations proved unfounded. Consequently,
even if the Hungarian economic policy makers can overcome the other
impediments to further reform, they must still somehow cope with this
rather intractable problem."1

What we have been discussing is what Egon Neuberger called "lega-
cies" of Soviet-type central planning. a term he applied to Yugoslavia
(Neuberger 1968). They have complicated roots in the system, and

I (Sods 1979) daeuasm thti problem, but not its resolution.
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they will not go away easily. This paper focuses on only two of their
most important consequences, excess demand for investment goods,
and problems in the supply of goods competitive on world markets
Other legacies such as labor hoarding, poor quality capital stock, and
a distorted output structure are all part of the same general phenom-
enon; but it is beyond the scope of this paper to discuss these here.

The question is whether Hungarian policy makers can eventually
overcome these legacies, and reap the benefits in terms of increased
efficiency, growing living standards, improved export performance,
and so on. Section IV discusses the prospects for such a move in the
light of policy measures taken in the last year. Section V concludes
with a discussion of prospects for further change in the early 1980's.

IV. EcoNomuc POLCIES IN 1979-80

As shown earlier, the response to the 1974 economic shock could
already be seen in FYP V for 1976-80 in the intention to increase
production faster than absorption, and therefore to increase net ex-
ports. But actual performance, as was also shown, moved in the oppo-
site direction, and in an alarming way. One can find as early as 1977
evidence of great dissatisfaction on the part of planners with economic
performance, and a discussion of the major theme heard with even
more force today. The major tasks policy makers have set for them-
selves include (K5zlemeny 1977) :

1. Improving the work of ministries in stimulating structural change.
2. Development of mechanisms to hold enterprise managers more responsible

than hitherto for productivity improvements, modernization of the product mix,
expanalon of competitive production, and rapid technological change.

. Restructuring relative domestic prices to bring them in closer correspondence
with world market prices.

4. Development of a system of incentives so that profits more closely reflect
efMiency difference among enterprises, and eliminate unjustified subsidies.

. Significantly improve the management of labor, while maintaining full
employment

Beading a little between the lines one could make ip a similar list
for 1968, so there is no major departure from past policy in the list
of aspirations i nor through 1978 was there a serious departure in the
d factopolicies of the government, policies incapable of achieving
these goals

But in 1978 as investments once again began to slip out of planners'
control in a now familiar cycle, as inventory accumulation set new
records, as the dollar deficit in the balance of trade rose to over a
billion dollars, and-as all of those suggest-utilized national income
grew far faster than produced nationalincome, planners were finally
forced into action.

The result was what should be called an "X-M Plan," namely a plan
built starting from the estimate of the economy's export capabilities,
then an estimate of the resulting possible imports consistent with a
given goal for international credits, then (assuming an import elas-
ticity of production) a national income produced target, and (given
the credit target), a national income utilized target. This was, as
Ferene Havasi (the CO secretary in charge of the economy) made
quite clear, a plan built to improve the foreign trade deficit, and "eco-
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nomic growth, production and development, as well as living standard
improvements, must be subordinated in the interests of improving our
international financial balance" (Havasi 1979a, 6).

Key figures for the 1979 plan are given in the first column of Table 5.
National income produced was scheduled to grow at a rate of 3-4
percent, down substantially from the 5 to 6 percent planned growth
rates typical of proceeding years. Industrial production was also
scheduled to grow slowly in a conscious effort to reduce bottlenecks in
key domestic markets and to reduce import demand. Internal utiliza-
tion of this national income was to decrease slightly, most of that de-
crease coining from a slow down in the rate of investment, and a sub-
stantial decrease in inventory accumulation. Consumption was sched-
uled to grow almost as fast as national income produced. The spread
between the growth rates of produced and utilized national income
indicates an attempt to make room for increased net exports, all of
which were intended for the convertible currency markets (reflected
somewhat imperfectly in Table 5 in data for trade with non-Socialist
countries)." In addition to these quantitative targets, there was a
discussion, without specifics, which promised higher taxes and lower
subsidies for enterprises, meaning that an increasing number of enter-
prises could anticipate difficulty in financing an increase in wages
unless they significantly increased their efficiency (Havasi 1979a).

TABLE .- PLANNED AND ACTUAL ECONOMIC PERFORMANCE IN 1979 AND ISm

1979(1978-1.00) 190
--------- (1979-1.00

Planued Actual

Supply p gods and services:
Natial income produced...................................... 1.030-1.040 1.014 1.030-1.035
Industrial production.......................................... 1.040 1.028 1.030-1.040
Agricultural production..--.----...---...--....----...--..... .030-1035 .996 1 050-1.055

Demand tfor ods and services:
National income utild.....--------..-----. ------........... .990 .940 0990
Personal ceasumption---------. ......---------.. ..---- ... 1.025-1.030 1.030 1.010-1.015
lavestment.--....-- .....--...-- ..-- .....------- .....- .. 1.010-1.020 1.001 1.95-0.968
Inventory accumulaon ...--..-...---.......-- ..-- ---..--.... .600 .054 ND.

Other indicators:
Real per capita personal income....-...-...............-.... 1.020 1.000 1.000
Consumer prces.............................................. 1.047-1.04 1.089 1.037
Non-Socialist expo rts ..........-- _........-- ..-. 1.090-1.100 1.168 L 100-1.110
Noe-Socialist imports..........--....--.. ..---..-------------. 95-.969 .W <L00

SVolume idices.

Sources: Planned values ar frcr Npszabadsat Dec. , 1978; and Bao and Gaam. 1979, Actual values, except the
inventor accumulation flur. are from the Magyar Sttii Zb 19 (Hnri Statistk Zse v 10 (un Sticalt Pocket book for
1980) (Budet 190). The actual inventory ccumulation number is estimate based on (a) th reported share of
1979 inventory accumulation in 1979 national income ied in 1976 prices (in ibid.); and (b) 1979 atiol income in 1976
prices, based on the HEM-1 data bank and volume indices of national inco utilized (in ibid.); which yields 1979 invetory
accumulation in 1976 ric al t 209 billion for Finly. (c) 19 ivtr u in 1976 prices wa 39.1
billion f (StSv 1979,102), which, divided into 2.093 yields .054 far invetery acumulation ine 197 reti 17.

Planners took strict measures in several areas in an attempt to
realize their goals. The sectoral ministries required for 196 of the larger
enterprises that they set up plans for the reduction in inventories, then
50 to 100 percent of the enterprise directors' bonuses were frozen until

*The balance of trade with non-socialist countries does not cover all of Hungary's
hard currency trade, because about 15 percent of Its trade with CMKA tL settled In hard
currency. Conequently t is all hard currency trade, not Just hard currency trade with non-
oclawlit countries, which concerns Hungarian planners. Still, the publahed target ia for

trade with non-soialist countries, and I shall use thoee data here. Judging from past year,
the general picture Is the aame whichever data series one uses.
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the plans were fulfilled. Loans for stock accumulation were virtually
halted (F&bri 1979). It was probably this same set of enterprises which
were required to submit proposals for import savings, and were given
orders on rationalization of the production, importation and use of
energy; on the production and utilization of iron products; on the
rational import substitution for semi-finished products, parts, and
sub-assemblies; and on the use of paper, agricultural products, and
consumer goods. In investments, the government froze all "Large"
investment starts, placed tight controls on other state investments,
and sought through decreased subsidies and increased taxes to dampen
enterprise investment demand (Figyel, October 31, 1979, 5).

Several comments by leading party and government officials in the
middle of 1979 show the signs of a genuine struggle over subsidies for
enterprises in trouble. In a tough speech to an economists' congress
Jozeef Marjai (a Deputy Prime Minister) lamented the schizofrenia
enterprises and ministries exhibit in the compromises they continue
to work out on the economic regulators (read subsidies, and prices).
He comments that . .. enterprise directors who, in principle, recog-
nze the propriety and necessity of selectivity, themselves nevertheless
practically in every case think that they are an exception" (Marjai
1979).

Actual performance in 1979, shown in column 2 of Table 5, did not
deviate substantially from the plan. National income growth was much
smaller than expected, but a major causal factor there was very bad
weather which affected agricultural production. Industrial production
was also below plan, probably reflecting in pai somewhat reduced
supplies to the food industry, but also surely a reflection of admitted
supply disruptions due to interrelated problems in shortages of energy,
other materials, and import supplies (Tervert, XXXII, 1 (January 15,
1980), 12). National income utilized grew even slower than planned,
primarily because inventory accumulation was virtually halted, but
also because investment grew somewhat slower than anticipated. Per-
sonal consumption grew at the top of its target (3 percent), even
though real personal per capita income stagnated, indicating that the
population financed increased consumption out of savings. Net exports
to non-socialist countries grew even faster than expected, presumably
a consequence in part of the healthy spread between produced and
utilized national income.

The stagnation in real income was in large measure a result of the
fact that in mid-1979 a major assessment of progress in plan fulfill-
ment led to a major increase in consumer prices (Havasi 1979b), and
a further tightening of controls. Because of an unexpected deteriora-
tion in Hungary's terms of trade in 1979, and because of the poor agri-
cultural performance resulting from bad weather, it was decided to

Spush still harder to cut dollar imports, cut investments, and to seek
economies in government expenditures sufficient to run a surplus
(which would have been for the first time in the 1970's). As part of
these measures substantial increases in consumer prices originally
scheduled to go into effect in January 1980 along with producer price
changes, were introduced five months early on .7 dy 23, 1979, only
two days after the public announcement. This was an unusual move
by standards of past consumer price increases where the media has
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carefully prepared the population in advance. Evidently the concern
over the hard currency balance of payments had grown acute enough
that planners felt they could not afford another five months of under-
priced consumer goods, which were having the effect of inflating the
demand for hard currency imports (Havasi 1979b, 11).

The basic price increases hit staples in consumers' market-baskets:
the prices of foodstuffs rose 20 percent (with direct effects on restau-
rant prices), prices of dairy products and meats rose 20 percent, and
the price of electricity rose 50 percent. Prices of goods and services
sold primarily to tourists for hard currency (expensive hotels, restau-
rants, and so on) increased by far greater amounts. In addition, prices
of cars were raised 20 percent, and prices of building materials rose
from 12 to 40 percent. Simultaneously the government did follow one
tradition of past price increases in giving lump sum compensation in
the wages of workers (180 Forint per month), agricultural coopera-
tive employees (140 Forint per month) and other groups (Havasi
1979b, 11).

The Government fully intends to continue this austerity program
into 1980, as is evident from the 1980 plan data presented in the third
column of Table 5. The planned national income growth rate is again
modest; utilized national income is again set to fall slightly, this time
through a decrease in real investment (continuing the second year of a
freeze on starts for "Large" investments), and very slow consumption
growth. Per capita personal income is to remain at the 1979 level; and
net exports to capitalist countries are again set for a large increase
by further decreasing the level of imports, and rapidly increasing
exports for hard currency.

This conscious and effective control of aggregate demand during
1979-1980 is in itself not unusual: the Hungarian government has on
previous occasions shown an ability to suppress aggregate demand
for one or two years in order to force an improvement in the trade
balance. What is unusual by past standards is the magnitude of the
austerity, reflected in a two-year stagnation in real personal incomes
and investment. Even so, if in 1981, the austerity could be lifted, then
the Party and Government could easily weather the short-term politi-
cal pressures associated with two tight years. But in fact 1980 cannot
be the end of it. The adjustments to new less favorable world economic
conditions will require a much longer time period, and that raises two
questions for which past experience offers little assistance. First, can
the Party and the Government garner sufficient support among the
populace for the sustained period of austerity which is probably neces-
sary for Hunrary to restore external balance in its trade with the
West ? Secondly, can the Government and the Party successfully put
together an attack on the microeconomic problems, namely the security
of enterprises and workers This is really a question of whether or not
there is sufficient political support in Hungary for a major change
in the excessively secure position of enterprises and for a move to curb
the pervasive influence of ministries over enterprises. The answer to
these questions shall not be apparent for at least several years. The
measures being discussed for 1980 indicate that the Party and the
Government are going to make a try at changing the system. The re-
mainder of this section discusses those measures, then the final section
discusses the prospects for the next few years.



Experience in monitoring past reforms sugests that the measures
introduced in early 1980 ill not all become own for several ears,
as articles describing them appear in the Hungarian press and aca-
demic literature. All that is available now are general statements on
what planners intend to do, which may or may not reflect what
transpires. In particular, 1980 is no different than earlier years in that
the discussions of new measures typically include caveats stating that
exceptions will be made in certain circumstances. It was "exceptions"
which were becoming the rule in the late 1970's in Hungary. With that
caveat, I now turn to the 1980 changes as they are intended.

The core of the 1980 changes is the price system which Mr. Csik6s-
Nagy modestly characterizes as a set of "adjustments" (Csik6s-Nagy
1979). The changes introduced in 1980 represent the culmination of
a major reassessment of the price system by a group of specialists
from the Party, the Government, and major research institutions.1'
The two basic features of the 1980 price system are thatmost producer
prices are to be connected directly to foreign trade prices, and con-
sumer prices are to be connected directly to producer prices (some
of that already having been accomplished in the July 1979 changes).
A two-level price system will develop in which consumer goods prices
will exceed producer goods prices, by the amount of a uniform turn-
over tax.

The philosphy behind the consumer goods price changes is to tem-
porarily continue those subsidies which exert their effect almost solely
on Hungarian citizens (e.g. in the areas of housing and transporta-
tion), while discontinuing subsidies on products directly related to the
visible and invisible trade balance (energy, raw materials, tourism,
chemicals and food) (Csik6s-Nagy 1979, 9). The process was begun
in 1979, and will continue in 1980. The plan for 1980 was to decrease
the proportion of officially-determined prices in consumer goods turn-
over down to 40 percent from its 1979 level of 55 percent (Csik6s-
Nagy 1979, 16), but there are no data yet on what actually transpired.
The eventual goal is to have relative consumer and producer prices
equal, albeit separated by a uniform turnover tax, with a few excep-
tions for a much shorter list than in the past of consumer goods enjoy-
ing state subsidies (Horvath 1980, 9). The major changes i consumer
prices which result from a realignment with producer prices will be
partially compensated by fixed-sum (hence regressive) wage increases
to the population (Havasi 1979b, 13).

With this price system in place, the other changes contemplated in
1980 follow naturally (Horvath 1980). The basic notion is to return to
the original intentions of NEM by once again closely connecting in-
centives to profits, the only exceptions being in selected areas where
the state will indicate a prior that it wishes to modify profit incen-
tives for some particular reason. Income and wage regulations will be-
come more uniform across enterprises, and the potential for divergent
wage payments among enterprises is now considered real and a neces-
sary consequence of the attempt to increase efficiency.

Wage regulation remains essentially unchanged in 1980 in form,
although an increasing number of enterprises are being switched to

a The baic source on this Is (Calk6a-Nagy 1979), although I a also drawing oa later-
view material. (Horv&th 1980). (Havad 1iTgb), sad (Kramer 1979).
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the system which controls only the total wage bill, and not the aver-
age wage level." This is another measure which will encourage in-
creased dispersion in the distribution of income among enterprises,
hence workers.

In the area of foreign trade, the intention is to eliminate all sub-
sidies, and presumably taxes, involving foreign trade transactions. The
exchange rates have been set at 34 Ft/Dollar and 31.8 Ft/Transferable
Ruble. both of which are apparent revaluations from the 1979 rates
of 36 Ft/Dollar and 32 Ft/Ruble, although one can't be sure because
of the simultaneous changes in the price level of producer goods. Ex-
change rates for convertible currencies will now move frequently to
prevent the importation of inflation.

The connection between producer prices and foreign trade prices is
a familiar goal first explicated as policy in 1968. However there seems
to. be more supportive detail and firm determination behind the pro-
posal this time than ever before. Primary products are now to be free
prices set at the hard currency import price times the exchange rate,
the justification being that the hard currency price is the marginal cost
to Hungary of buying and using another unit of a primary product
carrier which is imported. Imports of these products from CMEA
will generally come in at lower costs, and the government will collect

the implied rents. The prices of energy carriers (including elec-
tricity) will be set officially at a maximum price, but these prices will
be closely linked to hard currency import prices. Planners estimate
that 70 percent of Hungarian manufactured goods are "competitive,"
i.e. exportable, and for those the price of the good is to fluctuate with
the Hungarian export price on hard currency export markets. Enter-
prises will determine prices on these goods according to procedures set
by the PMB, and they must be able to prove each year that their aver-
age domestic price has not exceeded the average export price for each
product. The agriculture, food, construction, and construction mate-
rials industries are excluded from these measures, and here more
tightly controlled official prices will be utilized.

The effect of the new prices on the level or the structure of producer
prices and enterprise profits will Le substantial. The 5 percent charge
on capital has been discontinued, and the 35 percent tax on wages has
been decreased to 17 percent (only that portion remain which covers
social insurance for workers), but the profits tax has been raised from
35 to 45 percent. The anticipation is that decreased subsidies and in-
creased turnover tax collections will make up most of the budgetary
losses from decreases in the taxes on factors. The general producer
goods prices will fall 8 percent, but the price of materials will ri-- 15
percent, and the price of energy will rise 39 percent. The consequences
of these changes is an anticipated drop in enterprise profits sufficient
to more than halve their profit rate on capital from 15 percent to 6
percent, an explicit attempt to cut enterprise demand for investment
goods and inventories. These predictions were published in early 1979
(Csik6s-Nagy 1979), therefore the actual changes in prices and profit
rates in 1980 will surely differ from these. If the directions and rela-
tive magnitudes are as indicated, then planners will have engineered a
rather substantial price-cum-income maneuver on the enterprises:

"2r (Marrese 1979) discusses the various regulation system.
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1 The price of machinery relative to that of labor will fall substantially, Mr.
Cask6O-Nagy's estimate being 30 percent (Csik6-Nagy 1979, 18).

2. The price of energy will rise about 50 percent relative to the price of manu-
factured goods, and also relative to the price of labor and capitaL

. Declining enterprise profits, hence possibilities to purchase machinery and
equipment, may cut off the excess demand which would otherwise arise because of
No. 1.

Were these principles to be followed without exception, namely if
they were accompanied by the cessation of all subsidies, then it seems
sure that many enterprises would be unable to cover all of their costs of
production. Ferenc Havasi has stated that "not a single enterprise will
be made inoperable..." because of the introduction of the new system
(Havasi 1979b, 9), and consequently the government is giving subsi-
dies to enterprises on a case-by-case basis for a fixed period of time
(apparently four to five years) over which the subsidies will fall to
zero. Predictably, most enterprises were fighting for their 1980 sub-
sidies already in mid-1979 when the new system was introduced, and
Mr. Havasi was urging the- authorities involved to fight off the on-
slaught (Havasi 1979b, 10).

This negotiating process has carried over into 1980, delaying the
introduction of some changes originally intended to tate effect on
January 1, 1980.1* For example, the Government gave Mr. Csik4r
Nagy, as president of the PMB, the power to order producers uf pa-
ticular products or groups of products to abstain from any price
changes during the first quarter of 1980. He evidently used that power
to declare a "price stop" for all major products until April 1, 1930.
During that same period the Government has announced that absc-
lutely no subsidies will be granted for new investments started by
enterprises. Also, in the case of existing projects where projected enter-
prise receipts plus subsidies appeared insufficient to continue the proj-
ects, the state subsidy committees were required to evaluate the subsi-
dies and report to the government by February 28 on their recommen-
dations for restructuring, possibly discontinuing, the subsidies.
Finally the Government is requiring all enterprises who did not make
profits, or at least encountered difficulties in forming wage, bonus, etc.
funds in 1979, and who will be in the same situation in 1980, to submit
by June 30, 1980 a plan for changing their operations so that they
will become profitable. Should the affected enterprises be unable to
submit such a plan, then the supervising organs have until Septem-
ber 30 to prepare a plan for the enterprise. Also, enterprises which can
operate in 1980 only with significant subsidies (as judged by financial
reports for the first two quarters of 1980) will be asked to draw up a
similar program by December 31,1980.

It is not clear how the government shall! hold enterprises to these
plans, an obviously important matter for determining the future
character of the Hungarian economic system, since many important
enterprises will be involved. Conceivably these plans could lead once
again to direct and detailed administrative intervention in the affairs
of a major segment of Hungarian industry. While the Government is

This information Ia from Twvrrt, XXXII, 1 (January 1, 1980) and tntervrew
material
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changing the price/subsidy/tax system to radically improve the price
system as a m.echanis• n signaling to enterprises which of their activi-
ties are profitable, and which are not, it appears to be increasing its
reliance on administrative means to make sure that enterprises respond
quickly and efficiently to the new signals. In addition to the measures
mentioned above, the Government has directed the ministries, the
PMB, and the Interdepartmental Committee on Price and Commodity
Turnover (the latter two managed by Mr. Csik6s-Nagy) to closely
monitor enterprise operations concerning inventory control and the
utilization of scarce materials, especially energy. In the case of energy,
ministries now determine special bonus schemes to encourage managers
to conserve energy. Also, the PMB and the ministries are being asked
to closely study contractual relations among enterprises, in an effort
to improve the reliability of those relations and decrease the necessity
individual enterprises feel to ceep very large inventories for precau-
tionary reasons.

The measures which are being introduced in 1980 in Hungary are in
one very important way, closely linked to the aspirations expressed in
the discussions surrounding the NEM: that the price system should
accurately convey to enterprises and consumers alike the true costs of
goods being sold, which means in most cases the world market prices.
In 1980 the genuine determination of the Government to move prices
quickly in that direction is there for all to see. What is not clear at
present is whether the Government is equally determined to resist the
understandable temptation to intervene in the operations of individual
enterprises, thus recentralizing important resource allocation decisions.
Even after the gradual recentralization of decision making which be-
gan in the early 1970's and continues today, the powers and responsi-
bilities of central authorities concerning enterprise operations are quite
modest in comparison to what they were fifteen years ago. But as the
pressures grow from the populace and Party ranks, in response to
continued austerity, increasing uncertainty in labor markets, and pos-
sibly increasing shortages, the inclination will be great to return to
familiar administrative methods (which have the great political ad-
vantage that the Government appears to be doing sonmethzng). It is to
these issues I now turn in the next, and final, section.

V. PROSPECTS FOR THE 1980's AND LESsoNS FoR EASTERN EUROPE

Surely among the most palpable benefits which socialist central
planning brought to Hungary (and to the remainder of Eastern
Europe) were stable prices for consumer goods (and subsidized prices
for necessities), a relatively flat income distribution, and guaranteed
full employment. These policies always had their costs in terms of lost
efficiency in the utilization of productive factors and the waste of many
products; and all the way up the ranks of the Party and Government
one could surely find people who were aware of those costs. But at least
until the early 19 6 0 's, outside of a select group of economists, there were
few people who really thought that the costs exceeded by the political
and economic benefits accruing to the Party and to the populace at
large.

6-607 0 - si - 34
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The falling growth rates of the early 1960's were, correctly it seems,
diagnosed as a sign that the easy sources of growth had been exhausted,
and that increased efficiency was the major remaining source which
would have to be tapped if Party goals concerning income, income
distribution, prices, and employment were to be met in the future. In
the 1970's, it became increasingly obvious that it would be very dif-
ficult, probably impossible, to simultaneously achieve increased ef-
ficiency and attain these goals in the form they have been realized
in the past.

A relatively equal distribution of income has evolved in Hungary
on a job-by-job basis, thus good and bad workers in a particular pro-
fession tend to make approximately thr same income; and good and
bad workers in different enterprises likewise tend to make approxi-
mately the same incomes. There were good political reasons for this,
which were vividly highlighted by the increasing social tensions which
arose in Hungary in 1968-72 when there was a modest attempt to re-
distribute income. The November 1972 Central Committee Plenum
reversed that trend in the face of increasing dissatisfaction with the in-
come distribution effects of the reform (Portes 1977, 784; Flakierski
1979, 30-31). But the issue will not go away. Unless increased efficiency
in the work of individuals and enterprises is rewarded, then what in-
centive is there in a society with complex division of labor for in-
creased efficiency ?

The problems with labor productivity in Hungary are surely in part
attributable to the mere fact that high demand for labor gives workers
bargaining power they would not otherwise have. Managers must
hesitate to fire all but the most incompetent workers because on the
one hand they are relatively cheap to hire (thanks to easy subsidies),
and on the other hand because finding workers of any sort is a chore.
But additionally the full employment policy of the state has become
a problem because it translates into a powerful bargaining tool for the
enterprise. If an enterprise is doing poorly, the obvious solution of
closing it down is excluded because workers would be temporarily
thrown out of work. That could be handled through unemployment
insurance, but the workers would have to be split up, retrained, and
moved elsewhere. That, one gathers is something that neither workers
nor the trade unions will allow without a fight.

These then are two very formidable stumbling blocks to further
economic reform in Hungary. The population is convinced that a fair
income distribution is a flat one, and they are convinced that the
Party's guarantee of a job means that each person can keep the job
he or she has right now. Party and Government leaders have now
reached the point that-at least at the top levels in each hierarchy-
they define a fair income distribution as one that reflects efficiency
differences, and they define full employment as the guaranteed right
to a job, but not to a particular job. nor to a particular way of doing
that job. And in the next few years they shall try to convince the popu-
lation that they are right, and introduce measures which will have the
effect of switching labor (the Hungarian term is Atcsoportosit4s, or
"regrouping") to produce different products, in different ways, pos-
sibly in different enterprises, using income differences to reflect ef-
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ficiency differences. Thus, Janos Kidir speaks to the Csepel workers
on "regrouping" labor: "

Full employment Is our system's achievement That will be the same during the
entire historical era of socialism, and communism also. At the same time the
rational reeoning ao labor I unavoidable. The developM-e and expanalon of
economical production, the contraction and nally cessation of uneconomical pro-
duction, require the appropriate regrouping of labor.

The issues of f-1l employment and income distribution are inter-
twined with that of excessively secure enterprises. Enterprise directors
are only human and they do, at times, waste materials, make stupid
marketing decisions, push for unprofitable investments, and so on. But
if "the enterprise" is made to suffer the consequences of these mistakes,
in effect the burden falls on the workers. Their income falls, and their
jobs are threatened. The workers, then, are bargaining chips for enter-
prim directors in their fight for special treatment, and very formidable

ran chips at that.
is i ecrux of the matter. The difficulty the Hungarian govern-

ment seems to have with radically changing the system is that those
changes would introduce a degree of uncertainty about incomes and
jobs to which Hungarians have not been subjected in the last thirty
years. Increased efficiency in enterprise operations, something Hun-
gary dearly needs to improve economic performance in the 1980's, only
wil come at a very high cost of altering some of the basic benefits the
populace has perceived in socialist central planning: job and income
security, and a fiat income distribution. Governmental and Party con-
cerns over the political dimensions of these issues are well-founded,
and it is in this context that enterprises and ministries will struggle
with the center to regain the security they enjoyed during the 1970's
How this battle will turn out only time will tell. This battle goes on in
two spheres. One is the public sphere, the results of which are
announced in the laws and proclamations which signal changes in the
economic system and economic policy. In this sphere, it is clear that
those pushing hard for radical changes in the system itself have pre-
vailed; based on the official record, the Government and the Party are
ready to make the very tough decisions which lie ahead, including
those which will affect the distribution of income and job security.

The second sphere of battle is the intra-governmentaf battle over
exceptions. A law or a proclamation is truly binding only if the excep-
tions are indeed exceptions. Here also the Government's intentions are
obvious and a matter of public record: there are to be very few excep-
tions. But the pressures must be enormous on Government bureaucrats
who must actually implement this policy in day-to-day decisions.
Workers, managers, and ministries cannot be expected to gracefully
acquesce to major increases in the uncertainty of their daily lives.

The problem really is whether things are bad enough now so that in
this second sphere of battle the Government and the Party will feel
that they must hold the line. The weakness of the old system must be
so obvious, the economic situation so bad, that arguments for special
favors will be harder to make and easier to turn down than previously.

"3At a different point Kiddr notes that all labor contracts will be modified to state thatwages are a function only of productivity, that productivity norms will be set, and that
pay will be according to achievements of those norms. See Nepaabadig«, September 26.197). and Radio Free Europe, Hungarian Situation Report/19. October 5 .
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Based on the success of the austerity program in 1979, and assuming
economic performance in 1980 is about as satisfactory, then I suspect
that things will not be bad enough to force these tough decisions. The
exceptions will probably continue, although maybe with some modera-
tionby eliminating the most blatant excesses. Assuming that austerity
must be loosened somewhat in 1981 in order to avoid political problems
and to resume the growth of investment, then-because radical reforms
have de facto been postponed-economic performance will again dete-
riorate probably through a new investment boom, and it will prove nec-
essary once again to introduce austerity and to attempt a radical
reform. This cycle could go on for a while depending on the willingness
of the population to accept austerity, and on the willingness of foreign
creditors to issue more debt and on the world economic situation as it
affects Hungary. But eventually economic performance will finally
deteriorate so far that there will be no alternative to true reform; but
there are enough unknowns that I cannot venture a guess as to when
that may occur.

The Hungarian reform experience says as much about central plan-
ning as it does about Hungary, and therefore an understanding of that
experience is important for those interested in the prospects for reform
in all of Eastern Europe, and indeed, in the Soviet Union. A remark-
able amount of information is available about the course of reform in
Hungary, more I suspect than is available about reform in any other
CMEA country. And in reading about the entrenched bureaucracy in
Hungary it seems quite likely that one could, with little chance of
error, substitute for Hungarian branch ministries, the Czech, Polish or
East German branch ministries. If that is true then Hungary is not
only useful as a case study for the successful aspects of reform, but
also as an example of the tremendous inertial forces within a centrally
planned economy which, in the process of protecting their own inter-
ests, work to neutralize the reform. The message of the first thirteen
years of reform experience in Hungary is twofold. First, the anti-
reform forces are much more deeply entrenched in the bureaucracy
than anyone ever imagined, certainly more than Hungarian or western
economists ever seemed to understand. Secondly, some of the imper-
tant policy tools or consequences of the reform (income dispersion,
resource reallocation) fly directly in the face of past Party policy, and
in the face of several of the features of every day life which the pop-
ulace, with the help of the Party, has come to identify as the major
benefits of socialism. It is the alliance of conservative forces with the
populace on these issues which represents a truly formidable threat to
the reformers.
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In a traditional centrally planned economy (CPE), exchange rates
(ER) play practically no role in the domestic price system or n shap-
ing the level, composition, and direction of trade; there is no meaning-
full link between the domestic and foreign prices of exported and im-
ported products. Producers receive for export deliveries and consumers
pay for imports the fixed domestic price; neither has a material in-
terest in the profitability of foreign trade transactions. Foreign trade
enterprises, which appear to trade for their own account and report
profits or losses, in fact are agents of the state which automatically
absorbs their gains and losses m the state budget. Comparing prices
of the same goods in domestic and in foreign currency yields a wide
range of ex post "ERs," but these play no significant role m trade deci-
sions. The real foreign trade competitiveness of branches and products
is distorted by the often large and arbitrary subsidies and taxes on
factors of production, intermediate goods, and finished products.

The system just sketched insulates the domestic price system from
the influence of external markets. It also fails to protect the economy
from inefficient exports and imports or provide incentives to expand
the production and export of modern, technically up-to-date prod-
ucts. These shortcomings have been recognized in the East European
literature as far back as the mid-1950s. In response to these and other
problems in the traditional CPE system, economic reforms of various
kinds have been experimented with in all the countries of the Council
for Mutual Economic Assistance (CMEA) during the last two dec-
ades.' In the CMEA, the most far-reaching reforms were introduced
in Hungary in 1968; its New Economic Mechanism (NEM) is de-
scribed and evaluated in the previous contribution by Hewett. A
center-piece of the NEM is the role assigned to ERs as determinants
of the domestic price system and of the level and composition of
exports and imports. In recent years, suggestions have also been made
by some Hungarian economists and bankers that it would be desirable
and feasible to achieve convertibility for the Hungarian currency dur-
ing the 1980s.

This study describes the role of ERs in Hungary's NEM, clarifies
what is meant in Hungary by forint convertibility, and assesses the
prospects and implications of convertibility in an economy that re-
mains, essentially, centrally planned. The discussion should illuminate
not only the Hungarian experience but also the debates about the role
of ERs that are under way throughout Eastern Europe. Observed a
Polish economist:

A radical change has occurred in ways of thinking about the role and function-
ing of the exchange rate in centrally planned economies-a change from complete
neglect to a rather universal acceptance of the significance of the issues. [But]
general unanimity on the usefulness of the exchange rate instrument is accom-

*Thi paper is based in part on one section of my larger study, "The Mechanism and
Performance of Hungary's Foreign Trade. 1968-1979." which wil appear in P. G. Hare,
H. K. Radice and N. Swain (eds.). Hungary: A Decade of Economic Relorm (London:
Allen and Unwin. 1981). I would like to acknowledge the helpful critical comments and
suggestions of Michael Fratlanni, J. M. Montlas, and Josef van Brabant and the editorial
assistance of Cathy Sokil. I am solely responsible of course for the views expressed.

SIn this study, the CMEA refers to its European members only: the USSR, Bulgaria.
Csechoslovakia. the GDR. Hungary. Poland, and Romania. The CMZA's non-Europeam
members ar: Monglia. Vietnam, and Cuba.
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panied by a great differntiation of views, theories and opinions about various
aspects of the active use of the exchange rate... the division lines do not run
between the countries, but across the countries; certain issues tend, as a rule,
to evoke similar discussion, and divisions of opinion, in several countries ([34],
&. 1w)... .

Part I summarizes the principles and implementation of the 1968
price reforms as background for discussing the role of operational ERa
in the NEM. Part II describes the mechanism of ER determination
and assesses Hungary's experience in light of Eastern and Western
theories of ER determination. Part III discusses Hungary's ER pol-
icy: the continuing debate about what role ERs should play, why and
how the ERs had been adjusted between 1968 and 1980, and the new
round of price and ER reforms introduced in 1980. Part IV attempts
to sort out the various concepts of convertibility and examines the
status, the prospects, and the implications of Hungary achieving con-
vertibility for the forint.

I. PIuca FoaMATION UNDER TWH NEM

A. Theoretical Consideratio.n

When preparing for the NEM, Hungarian economists began to
search for a more objective-but still Marxian-criterion for deter-
mining producer (i.e., wholesale) prices to replace the arbitrary "ad-
ministrative pricing" then prevalent throughout Eastern Europe. Ac-
cording to Marx, the value of a commodity is composed of current
labor (measured by employee compensation), labor embodied in ma-
terials and in machinery and equipment (the latter measured by de-
preciation), and surplus value (which goes to the employer in capi-
talism). The various price formation models proposed by East Euro-
pean economists for a planned economy which does not permit prices
to be determined by market forces-a topic that Marx himself did not
address in any detail-differ mainly in their methods of allocating
"surplus value" (called "surplus product" in socialism):

(1 In proportion to wages ("value prices").
(2) In proportion to the sum of material costs and wages ("cost

value prices").
(3) In proportion to the amount of fixed and working capital

("production prices").
(4) A combination of (1) and (3) ("two-channel prices").

Because none of these models will generate prices coinciding with rela-
tive scarcities, Western economists believe that they cannot be opti-
mum guides to resource allocation.

B. Implementation Upon Launching the NEM

The theoretical basis for Hungary's 1968 price reform for those in-
dustrial commodities which were neither exported nor imported in
relatively large quantities was-to oversimplify matters greatly-the
"production prices" formula. An 8% charge (subsequently reduced to
5%) was levied on assetsthe rate of profit was expressed as percentage
of the value of assets, and taxes on profits were levied separately on the
part allocated to a so-called development fund and on another part
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placed into a so-called profit-sharing fund. In fields closely related to
foreign trade, Hungary's open economy was to rely on prices deter-
mined by supply and demand on the international market. A key
reform of the NEM was the attempt to link Hungarian and foreign
prices by (what I would prefer to call) "proxy" exchange rates (ERs),
the "proxy" prefix indicating that the ERs are not determined by the
demand and supply of forints for current account transactions in the
balance of payments (BOP).

Initially, the implementation presented no major difficulties. Ex-
ports were accounted for at actual foreign trade prices received, con-
verted to domestic prices at the prevailing proxy ERs. If exports of
a commodity to the West or to the CEMA did not yield at least as
much forint revenue for the producer as sales to the domestic market,
subsidies made up the difference, more or less automatically. On the
import side, many goods were purchased simultaneously from socialist
and non-socialist markets in which prices differ. One solution to dual-
price imports is to use a weighted average price, a system which was
heavily used up to 1980. Another solution is to set prices on the basis
of where marginal supplies of imports are likely to come from, that
is, the Western world market, which is the practice since 1980.

A separate issue is the adjustment of prices in response to changes
in accepted price determinants. For instance, how often should changes
in world market prices (WMPs) alter the domestic prices of imports?
In principle, Hungarian economists wanted more lasting price changes
to be mirrored in domestic prices and temporary price fluctuations to
be buffered. But the rules for distinguishing one from the other were
not clear-a problem that came back to haunt Hungary after the 1974
world market price explosion.,

Because in many areas demand exceeded supply at prevailing prices,
and because keeping inflation under control was considered critically
important, six types of prices were introduced: fixed, maximum,
limited (setting a starting level as well as permissible margins for
fluctuations, generally 5-15%), free ui-inimum (for selected agricul-
tural commodities), and guideline (mainly for services provided by
the private sector). But even the nominally free prices of many final
products were largely determined by the fixed prices of most raw
materials and semi-finished goods. Moreover, on important commodi-
ties, a preliminary noticee of intent to change the price had to be sub-
mitted to the Materials and Price Office, which used its considerable
clout to "persuade" enterprises to heed its recommendations. Between
1968 and 1979, more than 70% of prices were "administered" in one
form or another.

It is not surprising that, under such a mixed system, the profit
rates of enterprises varied not only from branch to branch but often
from firm to firm in a way that often did not reflect differences in
production efficiency. One reason was that the price levels, and there-
fore the profitability, of industries or firms heavily involved in exports
were determined on the basis of international prices; another was that

sThis problem is analogous to that faced before 1973 by the International Monetary
Fund (IMF) regarding temporary vs. permanent deficits in a member country's BOP. Until
1973. IMF rules stated that temporary deficits should be met by reducing reserves and by
borrowing: permanent deficits, by a devaluation. Lack of clear ground rules regarding the
definition of temporary vs. permanent disequilibria in the BOP caused many countries
to delay ER adjustment until a crisis was reached.



supply-demand relations in the domestic consumer market dictated
relatively higher prices, and therefore profits, in some industries.

The architects of the NEM envisioned a consumer price level only
6 to 10% higher than the producer price level. This relationship was
maintained for several years after the NEM was introduced. However
the rapidly increasing prices of imports after 1973-74 (neither checked
by revaluing the proxy ERs nor allowed to affect retail prices that
were subsidized more and more heavily) caused the level of producer
prices to become about 4% higher than the consumer price level by
the mid-1970s.'

II SzETINo EXCHANGE RAT E IN A PLANNED ECONoMY: THaEoR AxD
EvmDENcE

A. How Hungary's Exchange Rates Were Determined in 1968

Two ERs for the forint are used: a commercial rate, for all the
foreign trade transactions of enterprises; and a tourist rate (also called
non-commercial ER), for transactions by individuals, such as tourists,
and for private remittances of gifts or earnings.4

The commercial ERs (called foreign trade multipliers until Janu-
ary 1, 1976) introduced in 1968 were calculated separately for dollar
and ruble trade according to the formula:

actual exports valued at Hungarian wholesale prices
ER-.

foreign exchange received for the exports
Export revenues in dollars, i.e., sales to convertible currency (CC)
areas, were calculated in prices actually prevailing in Hungary's trade
with the industrial West; revenues in rubles (i.e., sales to the CMEA
countries)-at contractual prices in CMEA trade, subtracting in each
case the direct and indirect costs of foreign trade operations. These
calculations yielded approximately the 1968 ERs of 60 forints= $1.00
and 40 forints= 1 ruble. Within the Western currency area, the forint
value of the various other currencies was calculated according to their
official parities against the dollar; within the CMEA area, a com-
mercial exchange rate is calculated only for the so-called transferable
ruble (TR), because by agreement all intra-CMEA commercial trans-
actions are denominated in this clearing currency.

The most important consequence of the Hungarian formula for
determining the proxy ERs at average cost is that large subsidies must
be granted to many enterprises to generate the volume of exports re-
quired to pay for imports (which in a market economy would indicate
that, from the point of view of achieving equilibrium in the BOP,

SIn all other CMEA countries the consumer price level is significantly higher than the
producer price level (the difference providing revenues to the state budget in the form of
urnover taxes). Thus, the share of consumption in net material product is exaggerated.

The opposite situation persists in Hungary, where the share of investment is therefore
slightly overstated.

*There is also a black market rate for the forint. The supply of forints comes principally
from those who wish to buy dollars as a store of value or would like to have more CC when
traveling in the West than is available from official sources: the demand for forints mainly
from nonresident visiting Hungary or wishing to send money to relatives in Hungary and
want to obtain forints at a better price than the official tourist ER. In 1968 the black
market ER devalued the tourist forint ty c'ose to 100% ; in recent years the gap be-
tween the bla-k market and tourist ERs has narrowed. For a detailed explanation of a.
elopments affecting the currency black market and the average rates quoted each month,

me [833.
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the currency is overvalued); many other enterprises of course must
reap profits, which may be taxed. Granting large subsidies conflicts
with one of the main objectives of the NEM, namely, efficiency. Enter-
prises producing for exports become much more interested in bargain-
ing with their superiors about subsidies than in reducing costs or in-
creasing profits by improving the product or their marketing efforts,
a practice that is also of course widespread in many Western countries.

Tourist ERs, reportedly calculated to approximate the purchasing
power of the forint at the retail level, were set in 1968 at 30 forints=
$1.00 and 13 forints= 1.00 ruble. These rates have been revised periodi-
cally; as of July 1979,20 forints= $1.00 and 16 forints= 1.00 ruble [13].

B. Why the Large Discrepancy Between the Comnwrcica
and Tourist Rates?

The significantly greater "purchasing power" of the tourist forint
than the commercial forint can be traced to several sources. It should
be noted. first. that the commodity coverage underlying commercial
ERs is different than that of the tourist ER. But the most important
reason for the difference is the large subsidization of many consumer
items-more generally, the Hungarian system of internal taxation and
subsidization. In most countries, the retail price level is considerably
higher than the wholesale price level, accommodating large distribu-
tion costs, substantial retail markups, and steep taxes levied on con-
sumption. In Hungary, by contrast, the intended difference between
the wholesale and retail price levels (when the NEM was introduced)
was only 6 to 10%; and even that small difference disappeared by the
mid-1970s. Until recently, a large part of net social income, i.e., budget
revenues in the form of taxes and other levies, was financed by levies
on producers, in contrast to the international practice of primarily
levying taxes on personal income or consumption. After the 1973-74
price rises on the world market, which were allowed to be reflected
to a certain degree in wholesale prices but to a lesser degree only (until
1979) in retai prices, the consumer price level actually became lower
than the wholesale price level, a situation unique among the CMEA
countries and possibly among countries anywhere in the world. Be-
cause the government subsidized heavily those consumer items--food,
restaurant meals, gasoline, public transportation and entertainment-
on which tourists tend to spend money, millions of foreign tourists
visiting Hungary each year were being subsidized, to the tune of about
1.6 billion forints in 1978, about 0.3% of national income.

Other reasons for the large difference between the two ERs include
Western discrimination against Hungarian goods and poor marketing
by Hungarian exporters, both of which depress the dollar prices ob-
tained by Hungary. A further reason is that many products manu-
factured in Hungary are not in strong demand in the West, so the
export of these products must be "pushed" by offering it at a very
attractive price.

The further development of the country's monetary system requires
the unification of the two ERs-a stated objective of Hungary's eco-
nomic nolicy for the 1980s-which would facilitate decisionmakina by
simplifying the measurement of expenses, incomes, and profitability
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at the macro- and micro-economic levels. A precondition for creating
a uniform ER is changing the price and taxation systems:

Our prevailing two-tier system of ERa reflects the present mechanism, under
which a considerable part of net social Income (Le, taxation) Is built into prmo
docer prices. This, however, makes the producer price level higher than that
abroad. If we wish to take steps towards a uniform ER, more of net social income
will have to be transferred from taxes imposed on the production process Into
taxes levied in the sphere of consumption [11].

Several important steps were taken in this direction during 1979-80,
as described in Part III C.

C. Theories of Determining Equilibrium Exchange Rates

How should a country like Hungary, which does not have a con-
vertible currency but wants to establish ERs to guide its economic
decisions and possibly introduce a limited convertibility, go about
setting a "correct" ER A review of the CMEA and Western litera-
ture (the latter focusing on market-type economies) reveals no con-
sensus. Two approaches, however, seem to dominate the theoretical
discussion: Trzeciakowski's model in the CMEA and the purchasing
power parity (PPP) doctrine in the West. Below we sketch both of
these models and attempt to contrast them with the actual situation
in Hungary.

1. TRZECIAKOWSKI'S MODEL AND HUNGARIAN REALIT

In Eastern Europe, the conceptualization of how equilibrium ERs
can be determined in a planned economy is associated with the work
of Polish economist Witold Trzeciakowski ([38] ond [39]). Diagram
1 depicts his model.

After ranking potential exports according to the increasing domes-
tic cost of earning a dollar and potential imports according to the
decreasing number of forints that can be saved (by forgoing domestic
production) by each additional dollar's worth of imports, the equilib-
rium ER is determined. The line EoE in Diagram 1 shows the increas-
ing forint cost of earning a unit of foreign exchange as exports expand;
Io the decreasing number of forints saved as imports rse. The value
of exports, imports, and the ER are simultaneously determined. It
pays to increase trade as long as the forint marginal cost of exports
does not exceed the forint marginal revenue "earned" via imports. On
diagram 1, this point is Q, the equilibrium ER is R. At Q, exports=
imports at OA level. Gains from trade are shown by the shaded area
E.QI.; the EoQR portion of the gain is realized by the exporters, the
RQI. portion by the consumers of imports.

What was the actual situation in Hungary after the NEM was intro-
duced While the ER was nominally the same for exporters and im-
porters, the system of enterprise- and commodity-specific subsidies and
taxes brought about de facto multiple ERs. The combination of large
subsidies on many exports and imports (exceeding the taxes levied on
other exports and imports) created a situation in which the de facto
ER was higher (more forints/$) in exports than in imports. In terms
of Diagram 1, some enterprises received a de facto ER of R, in exports
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and R1 in imports. But the R% ER-which in an economy with a
uniform ER and relying on market-type decisionmaking would be
expected to bring forth an additional AB amount of exports-in Hun-
gary yielded less than the AB amount because excess domestic and
CMEA demand left too little free capacity and because enterprises
had inadequate flexibility and incentives to produce the additional
exports. Not so in imports. The R, de facto ER did result in something
like an AB volume of additional imports. The outcome was a per-
sistent import surplus financed by foreign borrowing. Higher de facto
ERs in exports than in imports also increase the propensity to import
in order to export. Any enterprise which can import a commodity at
a forint cost calculated at R, and reexport it (directly or after some
minimum transformation) at a forint revenue calculated at R, can
make a CD amount of "legitimate" profit. Judging from complaints
in the Hungarian press that the dollar revenues of some exports hardly
cover (in some cases exceed) the dollar import content embodied in
the export, the problem is a real and serious one.

DIALaM 1.-Determination of equiibrium exports, imports, and exchange rate
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A highly differentiated system of export subsidies means that differ-
ent exporters face different de facto ERs along the E.E curve, as de-
picted in Diagram 2.5

Diagram 2 shows that for enterprises whose forint cost of earning
$1 is m the OV, range, the effective ER is R1 ; for enterprises with
costs in the VV, range, R,; in the VV, range, R,; in the VsV+., range,
R, (n is defined as that de facto highest-cost exports, corresponding to
an implicit R. ER which planners still support as they try to alleviate
pressures on the hard-currency BOP). Since each enterprise exports

*The presentation is based on [1].
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only if his cost of production (including a minimum profit) is covered
by his export proceeds (including subsidies) in forints, Hungary's
total expc-ts (V.) can be derived as:

VO= OVIL+ VF VS + V 4V,+ VF.V

It is clear that this system is unable to generate the optimum vol-
ume of exports. One group of enterprises will not exploit the relatively
low-cost VV 1 export opportunities while other enterprises find the
higher-cost V.V, exports profitable, and so on down the line. Perhaps
the most serious adverse consequence of this system is a fossification of
the export structure [1]. De facto multiple ERs hinder the improve-
ment in exp rt efficiency that would result from a combination of uni-
form exchange rates, some excess capacity, increased flexibility of
resource transfer among enterprises, and greater pressures as well as
incentives for finding profitable exports.

DLL.QAM 2.-Multiple exchange rates and exports
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Inexports to the West, the almost requgardless of costs, then suapproach to a large dis-t-
crepancy between how to establish (or assessand the optimal exporrect structure mayexist)

is to the PPP doctrine. This approach is based on the belief

arise that the average ER (calculated as the average forint cost of

earning a dollar) could be higher than the equilibrium ER (R in Dia-
gram 1), even though the latter is a marginal rate. The more usual
case, of course, would be for the equilibrium ER to be higher than the
average cost of earning a dollar.

2. THE PURCHASING POWER PARTYrT (PPP) DOCT-IMN

In the West, the most frequently proposed approach to a market-
type economy on how to establish (or assess the correctness of existing)

Es is linked to the PPP doctrine. This approach is based on the belief

P. U
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that the value of a currency is determined fundamentally by the
amount of goods and services it can buy in the country of issue ([3],
[27], and [32]). The PPP has two variants: absolute PPP, which
calculates the ratio of price levels between the country in question and
another country or group of countries; and relative PPP, w.ich
focuses on changes in price indices in the home country and in refer-
ence country(ies) as compared to a base period. The latter approach
can be used only if there is a relatively recent reference period when
the ER of the country in question was in approximate equilibrium.
(Since in 1968 Hungary has tried to set an operational ER for the first
time since the war, there was no such reference period, so the absolute
version of the PPP theory is relevant).

The assumption underlying the PPP theory of ER determination
is the law of one price: arbitrage assures that prices (brought to a
common denominator via ERs) are identical in all countries. This
would only hold true, of course, if all countries produced the same
goods, all goods were tradable, and there were no transport costs and
other impediments to free trade. While it is clear that in the real
world these stringent conditions are not satisfied, proponents of the
PPP theory argue that deviations from the ideal conditions are no so
great as to invalidate the approach. On the other hand, critics of the
PPP theory contend that the existence of tariffs and transport costs,
and the role that domestic income, and also capital-account transac-
tions in the BOP play in ER determination call into question the
validity of the PPP theory of ERs. But the most damaging critism
of the theory is linked to the fact that the ratio of the price level of
non-traded to that of traded commodities is not equal across countries-
a finding and explanation identified most clearly with the work of
Bela Balassa [4], and confirmed in the recently completed Interna-
tional Comparisons Project (ICP) on the purchasing power of cur-
rencies and real per capita gross domestic products (GDP) ([24] and
[25]), as discussed in the next section.

Even if one were to accept the PPP theory, quantification is difficult.
First, there is the question of what should be compared: product prices
or factor costs ? If the former, should all domestically produced goods
be included or tradables only Should the comparison be based on
GDP price levels, wholesale price levels, or retail price levels? If
factor costs are to be compared, should they be wage rates, unit labor
costs, or unit factor costs? Then there is the problem of choosing the
country or countries of comparison. Since each country produces vari-
ous kinds of tradables in difference proportions, there is an index num-
ber problem [27].

D. Purchasing Power Parity and the Exchange Rate in Hungary
and in Fifteen Western Countries

One of the key questions investigated by the ICP-a project spon-
sored by the United Nations and the World Bank-is the relationship
between the PPP of currencies and "equilibrium" ERs, which it cal-
culated for 16 countries, including Hungary [241.

The ICPs methodology for calculating the PPP of a currency is
based on direct price comparisons for a standardized classification of



153 final GDP expenditure categories (of these, 110 in "consumption,"
38 in "capital formation," and 5 in "government"). In each category
the prices of from one to a dozen representative items were obtained.
The identification of equivalent representative items in the 16 countries
was a focal point of much of the research. Prices for each of the 15
"partner" countries were compared with US prices, always calculating
two sets of price indices: one using the partner country's own quantity
weights, and another, using US weights. The geometric mean of the
two indices was then computed-the so-called Fisher "ideal" index.

Table 1 presents the PPPs of the Hungarian currency in binary
comparison with the US, for the three main components of GDP and
their principal subdivisions. (PPPs refer to the number of forints
that have the same purchasing power for the category as the US
dollar.)

TABLE L-PURCHASING POWER PARITIES OF THE HUNGARIAN CURRENCY IN BINARY COMPARISONS WIT H THE
UNITED STATES, 1970 DATA

IForiabdolar)

Per Capita expeditur
PPP if calculated muin shar (pwea)

Hun uari U.S. Fish Unitd
Catey weilt weights ideal Hunpria State

Cosrptio.................................. 11.6 19. 15. 0 60.4 68 3
Food. evages, tobacco.................... 17.6 27.0 21.8 2L5 IL.
Cltdingc footw r-........................... 21.7 22.3 22.0 7.0 L.0
Gr rent fu s ............................. 9.0 14.1 11.3 4.6 IL8
House fursbinlas ad opeatios-............. 21.5 24.9 212 5.0 5.0
Medic care............................... 4.1 4. 4.5 3.5 6
Tramport ad com.•ualctM............... 15.4 32.0 22.2 3.5 .3
Rereatio on durcano.................... 5.9 136 9.0 6.7 10.4
Othw ..r................................ . 12.1 15.0 13.4 .6 1.4

Capital fomantiom ........................... . 19.3 24.3 2L 6 31.8 17.8
Construction............................... 16. 16.7 1 6 1 6 10. 4
Produce dwabes ................ ....... 31.7 354 33.5 12.3 7.0

Governmatt................................ . 10.9 13.0 I 7.8 13.9

Gro domestic product.................... 3. 2 11.4 1.0 100.0 100.0

Source: 1251, summary binay table 5.5 (p. 180).

The numbers presented in Table 1 are approximations only, as the
authors of the ICP stress in the text and in the notes to the tables.
(Shortcomings of official Hungarian price statistics on which the ICP
calculations are based are also discussed by Alton in Section III of his
contribution to this volume.) The results, nevertheless, are interesting
and somewhat puzzling. The ICP calculations suggest that in 1970 the
PPP of the Hungarian forint in GDP or in consumption was almost
twice as high as the purchasing power implied by Hungary's tourist
ER, which is also calculated on the basis of the PPP of the forint vis-
a-vis West European currencies. My impression from the Hungarian
literature and in talking with Hungarian specialists on this topic is
that the official tourist ERs value the forint quite realistically. If so,
it would be useful to try to reconcile ICP and Hungarian calculations
rewarding the PPP of the forint.

Be that as it may. the results of h;nprv comparisons cannot be used
to establish a cardinal scalinjr of the PPPs of different currencies
because the outcome will depend on the choice of the reference country.

"68-407 0 - 81 - 35
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To overcome this problem, the ICP also calculated "international
prices" expressed in "international dollars," which were then used as
a comparison base instead of the US. In most cases, the resulting
PPPs are close to those obtained in binary comparisons, as shown in
Table 2 for Hungary.

TALE L-PURCHASING POWER PARTIES OF THE HUNGARIAN CURRENCY i BINARY AND UI MULTIATERAL
COMPARISONS, 1W AND 13

Is lNWf Irl I II'Id

hI beiary com-

CdeSgor W1S373

Os~sri------------------------------- ------- --- 1A.S11.-----C rMM-toM ............................................... -L0 -0t I l0
lo mtve nt................................................ 21. 6 21. 1M I
oe ramlM.t ................................................ L.9 IL9 IL8

Gr•es dm,, estic p du -................... -............ 2 .3

Sewis: I2SL tdNe 55; taUe UL

What is the relationship between the PPPs and the ERs in other
countries Table 3 presents the "exchange-rate-deviation-index" for
1970 and 1973 for 16 countries (for the US, by definition, the
index-1.0). An exchange-rate-deviation-index greater than 1 means
that the calculated PPP of a currency is greater than the purchasing
power of the same currency implied by its ER. To illustrate: since
Hungary's 1970 (tourist) ER was 30 forints-$1.00 while the average
purchasing power of the Hungarian currency is calculated to be 15.9
forints=$1.00 international dollar, this yields a deviation index of
1.97 (30:15.2).

TABLE L-EXCHANGE-RATE-OEVIATION INDEX: RATIO OF EXCHANGE RATE TO ESTIMATED PURCHASING POWER
PARITY FOR 16 COUNTRIES. 197 AND 1973

Costy sad rakiais 1970

1. ladie............-.......................
2. Ph-lippla........... ..-.. -......
4 Irn ia...... ..........................
4. Ir((eR... - - --.........................
. Malaysa.................................SKoren (Rep . .ub ........).................

7. JIKen...................................1. Hun garyl..O. ...........................

I. United Kinados.........................

13. B -I-tm-....-........................

14. France.................................
IS. Germany (Fedral Repkic)..............
I. UotMd Sts--.............................

Country sad rMaisna 173

3.3
3.11
L 50
L242

L 25
2.12
L 97
1.49
1. 3
L 37
L35
1.31
L 26
1.22
L 0

1. Idi-a..................................
2. PN• ppite ......s-.............. ......
3. Colombia .- -........... ..........
4. ore (Repu ic .....................
L. n s..............................
6. ra. ........................
7. Malaysia............................

10. Italy.................................
IL Japan................................12. Jaw ...............................
SUitd Ste------------..--..-----........-----.......

14. Frae ................................
15 Naderlads ...........................
14. Gumay (Fedral Rpuic)............

Sowem: 125 tae 2 (. 10).

SThe international price for a product is defined as the quantity-weighted average of the
category prices observed nl each country after the individual observations have beae
brought to a common denominator by being divided by their respective country PPPa Thus
an international dollar has the same purchasing power over US gross domeste product
(ODP) as a whole as a US dollar, but its purchasing power over individual product cate-
gories is different because the latter is determined by the structure of world priest (([2],
ppM. -T).

& Os
2.0t
L.51

1.31.47

S172
S1.20
S.15
S106
1L01
L O1.00
.9
.07
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It should be noted that, in the case of Hungary, the ER used in the
ICP is the official tourist rate, not the commercial rate; if the latter
were used, Hungary would have had the largest deviation among the
countries. But in any event, since Hungary's ERs are not market
determined while the ERs of the other countries are set, or at least
significantly influenced, by the market, the "foreign-exchange-devia-
tion index" is not particularly meaningful for Hungary. To be sure,
even for the other 15 countries it cannot be claimed that the 1970 or
1973 ERs were all equilibrium rates. Nevertheless, the results of the
comparison of PPPs and ERs are so unambiguous and striking that
they do provide a basis for generalization.

The main finding revealed in Table 3 is the systematic relationship
between the PPP estimates and the ER: the exchange-rate-deviation
index falls as per capita real GDP rises. This

. . . can be explained in terms of what may be referred to as a "productivity
differential" model . . . International trade tends to drive the prices of traded
goods, mainly commodities, towards equality in different countries. With equal
or nearly equal prices, wages in the traded goods industries in each country will
depend upon productivity. Wages established in the traded goods industries with-
in each country will prevail in the country's nontraded goods industries. In non-
traded goods industries, however, international productivity differentials tend
to be smaller. Consequently, in a high-productivity country high wages lead to
high prices of services and other nontraded goods, whereas in a low-productivity
country low wages produce low prices. The lower a country's income, the lower
will be the prices of its home goods and the greater will be the tendency for ex-
change rate conversions to underestimate its real income [as compared with PPP
conversions] relative to that of richer countries ([25], p. 9).

What conclusions can be reached from the foregoing discussion A
review of the literature and the ICP's empirical calculations show that
there is no fixed "formula" which planners can use if they do not wish
to let market forces determine the ER. In any event, a discussion of
the appropriate level of ERs cannot be divorced from the question of
what role authorities wish to assign to ERs, a tonic discussed in the next
section. The foregoing discussion of the PPP theory and the ICP
showed, however, that for a medium-developed country like Hungary,
an ER which is somewhere near its equilibrium range is likely to value
the forint significantly below its PPP as calculated by the'ICP, Le.,
encompassing GDP as a whole rather than tradables only. Moreover,
the ICP results for Hungary suggest the need for an explanation of
why there is such an unusually large-fourfold-divergence between
Hungary's commercial ER and the forint's dollar PPP. A good part
of the answer can surely be found in the reasons already mentioned in
the earlier discussion on why the large discrepancy between the com-
mercial and tourist rates. Another part of the answer probably lies in
the less than optimum structure of Hungarian exports, caused by the
system of de facto multiple ERs and other shortcomings of the eco-
nomic system. These kinds of problems, however, are not the exclusive
domain of an East European planned economy. In the European Com-
munity, for example, the prices of some agricultural commodities can
be two or three times higher than the WMP, yet the commodities can
still be exported with the aid of huge subsidies.
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IIL ExcHAGCE RATE POLYr IN HuNoAar

A. Debate on the Role of Exchange Rates in the NEM

Before the introduction of the proxy ERs in 1968, long debates cen-
tered around whether the calculations should be based on the average
or marginal cost of earning a dollar and ruble, respectively. Advo-
cates of the marginal concept wanted an ER based on the domestic
cost of earning a unit of foreign exchange in the least economical 10
to 20% of exports that would still be necessary for a BOP equilibrium,
given a certain volume of imports. Opposition to the margin rate
cited its potential inflationary effect and noted the considerably lower
dollar price level of Hungary's exports as compared to its imports
(using world market prices as a comparison base), a result of Hun-
gary's inability to export at fully competitive prices, inadequate mar-
eting efforts, and Western discrimination. Thus, when the proxy

ER is determined on the basis of the average forint cost of exports,
this already yields an ER that undervalues (in the PPP sense) the
forint and thus a relatively high domestic price for imports. The evi-
dence presented in the previous section is consistent with this argu-
ment.

A scan of the recent CMEA literature suggests that the debate still
continues not only in Hungary but in the other East European coun-
tries also. A Polish economist observes:

The question of the desirable level of the exzchage rate presents perhaps the
best example of an issue leading to similar discussions and controversies in many
countries. In each country one may usually fnd some economists who are pro-
ponents of the undervaluation of the domestic currency, in order to create ade-
quate incentives for exports, while some other economists favor, rather, a certain
overvaluation of the domestic currency to avoid a disruptive impact of import
prices on the general domestic price system. Naturally, each group considers its
respective proposal as the one which best fits the requirements of "rational,"
"realistic" or "equilibrium" exchange rate (r84J, p. 180).

A key relevant issue in the debate is price elasticity of export sup-
ply and import demand.

There are reasons to believe that the price elastziity of demand for
imports is low because purchases from abroad predominantly consist
of raw materials and intermediate goods essential to production or
capital goods essential for technical progress. Moreover, the export
supply of such products from CMEA sources is price inelastic. In the
case of consumer goods, the retail prices for many products are well
insulated from WMPs.

The true price elasticity of supply for Hungary's manufactured ea-
ports to CC areas is difficult to measure as long as the prevailing eco-
nomic environment (discussed in considerable detail in the previous
contribution by Hewett) makes selling to the domestic or to the CMEA
markets so much more attractive to enterprises. During 1976-78, for
example, at industrial enterprises the profitability of exporting to the
West was the highest, followed by that of sales to the CMEA, and then
of sales to the domestic market, where the rate of profit was only about
half as compared to CC exports ([12], p. 93). Since during 1976-78
the CC trade deficit had increased considerably, the price elasticity of
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the supply of manufactures exports appears to have been low. The key
to the priwe elasticity of export supply to CC areas is the level of do-
mestic and CMEA demand. If these were constrained-domestic de-
mand, especially investments, by some combination of tight monetary
and fiscal policies and administrative intervention, and CMEA de-
mand by export restrictions-then enterprises would be forced to seek
Western buyers and would be able to increase exports. In other words,
if domestic and CMEA demand for Hungarian exportables were low-
er, the price elasticity of export supply to the West would be higher.

Many experts in Hungary and in the West (see, for example [36]),
believe that given the economic environment prevailing in Hungary,
devaluation of the forint's proxy dollar ER would not improve the CC
BOP but would fan inflation. Computer simulations of devaluation
have reportedly shown that a 1% depreciation of the forint would in-
crease producer's prices by .8%.

The Head of the Materials and Price Office, Bela Csikos-Nagy, has
recently stated that ER policy must: (1) insure the relative stability
of the value of the domestic currency, i.e., help protect against im-
ported inflation; (2) correctly inform enterprises involved in foreign
commerce about the relative value of foreign currencies; and (3) mn-
fluence exports and imports to insure a reasonable equilibrium in the
BOP [11].

Regarding objective (3), as was just noted, up to now the elasticity
conditions were unlikely to be satisfied for a devaluation to improve
the BOP. Objective (2) is achieved automatically because the proxy
ERs of the forint vis-a-vis currencies in the dollar area are set on the
basis of their official parities against the dollar. Achieving objective
(1) must therefore be the main focus of ER policy under the NEM.
Csikos-Nagy then adds the following interesting point: Any relatively
small economy with a significant industrial base relying primarily on
imported energy and raw materials which it values at WMPs, has
considerable freedom to choose an ER because the ER itself will regu-
late the level of production costs. In such a situation, the guiding con-
sideration should be that the commercial ER should not diverge too
much from the PPP of the currency in the consumption sector (on
which the tourist ER is based), to make possible the introduction of
a unified ER ([12], pp. 93-94).

Another leading Hungarian expert, Janos Fekete, First Deputy
President of the Hungarian National Bank, agrees that objective (1)
should be the main focus of ER policy:

The forint exchange rates of foreign currencies should correctly reflect-
individually and in their totality-domestic and foreign price ratios; in other
words, they should provide a realistic picture of the relationship between the
purchasing power of the forint and that of the foreign currencies, and they
should adequately keep up with changes in this relationship, thus ensuring the
stability of the value of the forint ([15], p. 58).

To help protect against imported inflation, the proxy ER must be
modified whenever the WMP level for the relevant basket of goods
and services changes. Of course, this does not mean that relative prices
should be stable, for that would distort production and consumption
decisions.

__
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B. Changes in Exchange Rates, 1968-80

Table 4 presents changes since 1968 in Hungary's commercial and
noncommercial ERs; Table 5 the price levels of Hungary's dollar ex-
ports and imports and the extent of the "commercial forint'a"
appreciation.

TABLE 4.-HUNGARY'S COMMERCIAL AND NONCOMMERCIAL EXCHANGE RATES, SELECTED DATES 19-I0

Wier-ea
between ForinVt

Commcial exchange rate U.S. dollr ce-
- Noaommercid marcia versus

Frint/U.S. Ferid/rasfer- e•chanae rats oncmme al
DO dollar ae rvb Foeiad.S doWlla ER (percent

Jan. I 1961 ................................. 60.0 40.0 3.00 10
19•609.....................................................................-............................
1970.......................................................................................................
1971....................................................5..................................."
17Dec. . 1972.............................. 5. .......................... .....................
19714......................................................................................................

Mar.1,1975................................ ....... 74 ......... . .............................. ...
Jan. 1 1976................................ 4L . 3.O. ................................

L 1977.................................. ................................ 3.. 0 33................. ".. ..

.I, 1978................................ 3. 45 5 ................................
Ja. 11979. ................................ 3L51 .............................................
Feb. 14, 1979................................ .........................- 17.79 100
Feb. 15. 1979............................................................. . 20. 33 75
JUn.I 190. .............................. 34.00 2..0 20.36 67
Mar. ........................... 31. ............... 2.3 57

Seure: IIll pp. 7 and 10.

TABLE 5-PRICE INDICES OF HUNGRY'S DOLLAR IMPORTS AND EXPORTS AND THE EXTENT OF THE FORINT'S
APPRECIATION, 1961-40

Price indices in doar trade,, Percent realuat of the format sie 1968
1970-106 (cumulati)

Aainst a basket
ofa nvetible Aamst the Against t trans-

Yar Imparts Exports currencies O.S.doar rwabe rUe(TR)

1968 ...................................................... ( ................
1969...-------.....----.............------.................................. ................
1970 ...................... 100.0 100.0 ................
1971....................... -10.2 101.4 ............ .
1972 ...................... 113.4 114.0 5i 0
1973....................... 152.0 149.1 15.8 0
1974 ...................... 217.6 181.9 19.8 0
1975...................... 232.5 180.9 13 26.7
1976----------------....................... 217.6 10. 6 21.2 30. 7 12.5
1977 ...................... 238. 4 190.4 21.8 31.7 12.
19708..................... 252.5 203.5 23.8 35.2 16.3
1979........ ..........--.............................................................. ........
190 .......................................................................................................

SPrice indices calculated in dola terms reflect actual chance in the forei trade price lee,,, while price indices co-
puted in foriat term (no show) combine change in foreign trade prices and changes in the commercial ER, thus partly
setting th extent of extenal inflato by the oicial foriat realuatioa.

SThe basket reflect the patter of Hundgrian experts
SNot available.
4 Cumulative changes i value up I the end of 1972, Indusive of a 3 percent across-the-board subsidy o CC exportL
Sources: 196-1977: 11, taMl 3 and appendix table 3; 1978 price indices: Hugaropres, Economic Inlormatie, . 54.

1979, pp. 3-4.

Although after 1971 the forint was revalued periodically to follow
the devaluation of the dollar, the appreciation of the forint was much
less than the rise in foreign trade prices in dollar terms. By the end
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of 1978, prices in dollar (CC) trade more thin lJuLt,• ri.in¶, by
152% in imports and 103% in exports), while the forilt ,vl rte aIued
upward only 24% against a basket of CCs and by :3w agaiiL-t the
ITS dollar. Producers' prices were increased slightly in 1'9,73-7 and
considerably during 1975-76, but the main impact was on the explosive
growth of subsidies from and taxes to the state budget.

The tourist ERs are reportedly calculated to approximate the pur-
chasing power of the forint at the retail level, not against U.S. prices,
as was shown in Table 1, but against prices of neighboring \1 estern
countries, where most of the Western tourists come from. From 1968
until 1979, the ratio between the commercial and tourist ERs was about
2:1; that is, the tourist forint was approximately twice as valuable
as the commercial forint. As a result of the 1979 devaluation of the
tourist forint and upvaluation of the commercial forint, the ratio
changed to about 1.75:1.00; in 1980, the two further upvaluations of
the commercial forint has narrowed the ratio to 1.57:1.00.

C. The Price and Exchange Rate Reforms of 1980

Both economic policy and the regulatory mechanism of the NEM
were changed as of January 1980 (some changes were introduced in
1979). The fundamental reason for tempering with the NEM was
Hungary's deteriorating BOP position, caused by unfavorable exter-
nal developments (deteriorating terms of trade, growing supply dif-
ficulties of energy, raw materials, and intermediate products from
CMEA sources, and increased resistence on Western markets to Hun-
gary's manufactures and agricultural exports) and unfavorable
domestic developments (excessive investments, lagging production ef-
ficiency, inadequate CC exports orientation). In response to these
trends, a new economic policy was introduced, its essence stated by
Hungary's Deputy Prime Minister:

In the years to come, the highest priority must be accorded, both by planning
and management, to the restoration of the country's foreign trade equilibrium
and to a reduction of the country's hard currency loans. Growth, investment, and
the objective of living standards policy must, for a time, be subordinated to this
task ([23], p. 1).

The key instruments of this new policy are: an austerity program,
intended to hold down CC imports and stimulate CC exports by reduc-
ing the economy's rate of growth; a price reform, intended to syn-
chronize enterprise and macroeconomic interests; and certain changes
in the rules and incentives governing enterprise behavior, intended
to re-enforce the other two instruments.

The essence of the price reforms is that, as of January 1, 1980. Hun-
tary moved from a "fixed-price-input cum cost-price-output" to a
"competitive pricing" system. Regarding inputs, before 1980, most

energy, raw material, and intermediate product prices were set by the
state and price changes often did not reflect accurately, or on a timely
basis, price changes on the world market because of undue concern
about the effect on enterprise profits. As of 1980, the prices of most
inputs are determined, and adjusted continuously, on the basis of
Western world market prices regardless of the actual source or cost
of the inputs.
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Regarding output, before 1980 most prices were set on a cost-plus
basis. Even when the domestic price was fixed or the export price to
CC markets variable, state subsidies in effect resulted in cost-plus
pricing. As of 1980, the output prices of something like two-thirds of
the goods and services produced in the country (agriculture and serv-
ices being the principal exceptions)-whether sold on the domestic
market or exported-are determined by the CC export price. That is.
the average price a firm charges on domestic sale cannot exceed the
average CC export price it obtains on the same product. If the firm
does not export the product, a hypothetical CC export price is set on
the basis of comparable products it does export. The intention of
course is to prevent enterprises from automatically passing on their
costs and to give them incentives to obtain a higher price on CC ex-
ports. This new system appears to be an ingeneous way of trying to
capture the benefits of international competition without actually
opening up the economy directly to import competition; it remains
to be seen whether it can be effectively administered.

The new pricing system entails a larger role for ERs than they had
before 1980 because the level of ERs and changes thereof will now have
a major impact on the profitability of enterprises. The new price and
enterprise incentive systems are also intended to move gradually
toward the "unification" of ERs, in two different meanings of that
term. First, by reducing subsidies and taxes relating to exports and
imports, the great variability in de facto multiple ERs (described in
the previous section) will be reduced. Second, the step by step increases
in the retail price level, together with reforms in determining whole-
sale prices, are intended (in part) to re-establish a "two-tier" price
level. That in turn makes it possible to adjust the commercial and
noncommercial ERs in a way that moves them toward uniformity, as
shown in Table 4.

It is the view of many Hungarian economists that if these new set
of reforms can be implemented purposefully and without too many
exceptions, it will improve the efficiency of the Hungarian economy
and the CC trade balance. Enterprises will be forced to economize on
inputs, seek new opportunities and better prices for CC exports, and
become more efficient and market oriented. But in the view of some
other economists, the theoretical basis of the new price system remains
controversial. This is because the price system still involves large-
and in the final analysis arbitrary-taxes and subsidies on production
(as opposed to shifting more taxes to consumption). The result is that
the differentiated fiscal burdens placed on enterprises continue to hide
the real foreign trade competitiveness of branches and products. This
issue is an important problem of course also in those market economies
where the government subsidizes and taxes on a large scale enter-
prises in the various stages of production.

IV. FonINT CONVERTImBLr: CURRENT STATES, FUTURE PROSPECTs

A. Conceptualisation

What is the meaning of currency convertibility for any country!
Absolute convertibility requires that every physical or juridical person,
resident or nonresident of a country, be free to obtain, convert, and
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carry in or transfer from abroad balances in domestic or in a foreign
currency, for any purpose. Absolute convertibility also requires that
there be no major trade restrictions, such as licenses, unusually high
tariffs, quotas, nontariff barriers, and bilateral agreements. Absolute
convertibiliity has not been achieved by any country in the postwar
period, although the US, Canada, and some West European countries
have come close to it. Much of the rest of the world is comprised of
countries with various degrees of convertibility.

The IMF's definition of convertibility only requires that there be no
restrictions on the use of currency balances acquired by nonresidents
in connection with current-account transactions in the BOP (i.e., trade
in goods and services and short-term facilitating credits; payments
due as interest or amortization on loans or as depreciation and net
income on equity investments; and modest personal remittances for
family living expenses).

The concept of convertibility, when used in the West, is understood
to encompass both financial and commodity convertibility. That is, if
a currency is convertible, its holder has the right not only to convert
it into another currency but also to purchase freely (i.e., to import) a
wide range of commodities produced in the country which has issued
the currency. However, when convertibility is discussed in connection
with a CPE, a distinction must be made between financial and com-
modity convertibility. That is, if a CPE can induce foreigners to hold
its currency in response to an attractive financial inducement, plus
guarantee of conversion on demand into an agreed Western CC, then
the CPE has achieved external financial convertibility. Since the for-
eign holder is not free to command with its deposits goods produced in
the issuing country, the currency has no commodity convertibility.
There is, thus, an essential connection between the introduction of the
kind of convertibility one usually understands by that term in the
West and extensive reliance on a market mechanism for steering the
economy, a point that has also been recognized by some Hungarian
economists [41].

It must be noted also that the institutional frameworks in Hungary's
commerce with the West and the East are different. Therefore, the
forint's convertibility must be defined and assessed separately for
transactions: with Western versus CMEA and other planned economy
countries; by Hungarian residents (enterprises and the population)
versus nonresidents; and involving the current account versus the capi-
tal account in the BOP.

B. Convertibility for Hungarians With the West

An important change introduced in the NEM is the abolition of
maximum foreign exchange allocations to enterprises. Basically, if a
Hungarian enterprise has the import license and the forints, the Na-
tional Bank automatically grants it the necessary foreign exchange.
(One result.is that Hungarian enterprises no longer push barter busi-
ness and leasing arrangements just to get around foreign exchange
"limits.") Thus, the question of forint convertibility for enterprises de-
pends upon the ease or difficulty of obtaining the import license, since
foreign exchange restriction can easily be practiced by way of license
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allocations. My understanding is that in periods when the BOP pres-
sures were not too great, obtaining an import license was in many cases
almost automatic.

Convertibility for the Hungarian population would require the
ability to obtain CC freely, for foreign travel, with no distinction
between official and black-market rates. By this definition, the forint
presently is not convertible, although once every third year a certain
amount of CC is available to most citizens. It might be noted, that
many Western countries, including the UK until 1979, have similar
kinds of foreign exchange restrictions connected with their own citi-
zen's travel In 1979 5.1 million Hungarians traveled abroad (number
of border crossings)i of these, more than 400,000 went to Western
countries, obtaining the equivalent of $85 million in CC ([31], p. 33).
Although the number of tourists traveling to the West and the amount
of CC available from official sources are smaller than effective demand
would dictate in the absence of rationing, the figures are impressive
as compared with data of a few years ago. Foreign exchange for travel
to other CMEA countries is available, up to 10,000 forints/year (the
equivalent of about $500) practically without restrictions

With respect to capital-account transactions, neither Hungarian en-
terprises nor individuals enjoy convertibility, fundamentally because
engaging in such transactions is prohibited. An important exception
relates to joint ventures with foreign partners:

The National Bank of Hungary will transfer abroad, to the extent of the sum
paid to the Bank, in favor of the foreign partner the profits and any sums due
to the foreign partner in a currency stipulated by the memorandum of asaoca-
tion ... In the case of the withdrawal of the foreign partner, the Bank transfers
abroad the foreign partner's share, due in proportion to its contribution, to the
extent of the sum paid up to the Bank in the currency stipulated by the contract
(91.

C. Convertibility for Western Nonresidents

With respect to current-account transactions, a Western exporter of
goods or services or grantor of CC loans to Hungary (or to any other
CMEA country) enjoys de facto financial convertibility because pay-
ment is always in CC. But, as noted by Holzman:

An externally convertible currency is unnecessary for East-West trade.
The CEMA nations have almost all of the advantages of a convertible currency
when they use dollars and pounds and marks to trade with the West This ia
the way more than a hundred western nations, whose currencies do not circulate
internationally, trade with each other, and it does make it possible for CEMA
countries to trade with the West multilaterally ([21], pp. 66-67).

There is a difference, of course, between Western market-economy
nations using dollars and other "vehicle" currencies in international
transactions, and planned economies such as Hungary using a CC in
East-West trade. The difference lies in the essentially free access for
anyone with CC to buy goods and services in a market econom (Le.
commodity convertibility) and the lack of free access in a planned
economy. Free access to the Hungarian market would jeopardize the
domestic planning system, at least until Hungarian planners succeed
in improving market-type decision-making instruments and are will-
ing to rely on such instruments to guide East-West transactions. In
any event, it remains to be seen whether such a system could ever be
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made compatible with the maintenance of centralized, long-term, quan-
titative export and import commitments to Hungary's CMEA
partners.

Western tourists can exchange CC for forints and purchase goods
and services available in Hungary's retail sector without significant
restrictions. In 1979. 15.1 million foreign tourists crossed Hungary's
borders: of these 2.1 million came from Western countries, spending
$157 million ([31], p. 33). Westerners also may send personal remit-
tances to families in Hungary with ease, at the tourist rate, which is
not too unfavorable for the sender.

D. Prospects for Convertibility With the West

Given the current status of the forint, what do Hungarian econo-
mists and bankers mean when they talk about achieving convertibility
for the forint during the 1980sf Janos Fekete, Hungary's leading
spokesman in the international financial community, has elaborated on
what I understand is the official position on this matter:

In the event of the introduction of external forint convertibility, we would pay
with a convertible forint for those imported goods and services for which before
convertibility we were willing to settle in free CC.

For those nonresidents who thus would have the right to ask for payment
either in CC or in convertible forint, we would make the creation of convertible-
forint deposits advantageous by guaranteeing unconditionally and at any time
the conversion of such deposits into CC and by offering attractive interest rates
relative to those available on the international financial markets. The introduc-
tion of the forint's external convertibility would not mean, however, either free
access to CC by Hungarian citizens travelling abroad or free capital mobility ...

The introduction of a convertible forint would le a spectacular proof of the
stability and continuous development of our economy and would improve Hun-
gary's international position and creditworthiness. Convertibility of the forint
would make possible to attract foreign capital on advantageous terms ([16],
p.71).

What are the pros and cons of introducing external financial forint
convertibility? Fekete stresses that this step would help attract foreign
capital on advantageous terms and improve Hungary's international
creditworthiness. Indeed, if foreigners held forints, they in effect
would extend credits to Hungary. On' reason they may want to place
deposits in forints is that they may not have to pay tax on the interest.
The question is whether Hungary could expect to obtain Imore and
cheaper credits this way than by borrowing through other means, such
as the Eurocurrency market. If an externally convertible forint
(ECF) were created, Hungary would have to hold larger CC reserves
than before to satisfy not only the transactions demand for CC but
also to guarantee convertibility on demand. If foreigners would be
willing to hold more ECF than the additional alue of CC reserves
required by introducing external convertibility, then additional for-
eign capital could indeed be attracted [21]. However, the cost of such
capital may well be high. One reason is that, given the novelty of the
financial instrument and the inherent political risks involved for the
creditor (especially in the wake of the precedent set by the U.S. freez-
ing the financial assets of Iran and in the wake of deteriorating East-
West relations after Afghanistan), Hungary probably would have to
offer to holders of ECFs a higher rate of return-la the form of inter-
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est plus guaranteed exchange rates and possibly other inducements-
than mvestors could obtain, say, on the Eurocurrency markets. An-
other reason is the cost of holding additional reserves required by the
convertibility pledge.

To be sure, certain advantages would accrue to Hungary from in-
troducing an ECF. Such a step would give representation to the Hun-
garian forint among world currencies, which would be a first for a
currency of a CMEA country. That would be viewed by the interna-
tional financial community as a positive step and thus improve Hun-
gary's international creditworthiness, as Fekete suggests. Another ben-
efit might be that, in case Hungary decided to join the IMF, the
exists ,ce of an ECF might be viewed by the Fund as complying--tech-
nically if not substantively-with the IMF's definition of converti-
bility. (Incidentally, membership in IMF would be an important sym-
bolic commitment of Hungary's movement toward convertibility and
would yield other benefits also.)

The introduction of an ECF may also benefit Hungarian enterprises
trading in the West. Today, all commercial contracts are concluded in
Western currencies so that the Hungarian exporter or importer bears
the foreign exchange risk that arises from a possible change in ER
between contract and settlement dates. If the forint had external con-
vertibility, commercial contracts could be concluded and payments
made in forints, eliminating the ER risk for Hungarian enterprises
([37], pp. 37-38).

E. Convertibility Within the CMEA

Much more important than forint convertibility vis-a-vis Westera
currencies is the convertibility of intra-CMEA transactions on the
current account. Little progress has been made up to now in the area
of trade, except for that modest share (8 to 10% for Hungary, accord-
ing to one source [10]) which is priced at current WMPs aid settled
in CC. Examining financial integration in the CMEA, a Western
expert concluded that integration has been achieved only insofar as
trade and credit transactions are conducted in CC [6]. For the remain-
ing transactions, the planning mechanism and the divergent foreign
trade prices for identical commodities in intra-CMEA trade force com-
merce into bilateral channels. Thus, the repayment of any trade surplus
is tied to the future ability and willingness of the deficit country to
export something to the surplus country. One adverse consequence of
bilateralism is a forced reduction of each country's exports to some
partners because the potential importer can pay neither with goods nor
with a currency desired by the exporter, and because the low (2% or
so) interest paid on any surplus is a further disincentive to export.
This forces each country to restrict imports from third countries. An-
other way to avoid becoming a creditor is to increase non-preferred
imports, thus reducing the gains from trade. For these reasons, non-
convertibility of currencies alters the volume and comnosition of ex-
ports and imports and ,enerally worsens the quality of trade.

Yet, prospects for achieving intra-CMEA convertibility, as defined
by the IMF, are poor so long as the majority of the CMEA countries
wishes to adhere to a non-Hungarian type economic system and policy.
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I. SUMMARY

Faced with increasingly serious economic problems, all the CMEA-
member countries of Eastern Europe are planning or have recently
adapted measures to reform their centrally planned economies. There
is little prospect, however, that current reforms will push East Euro-
pean economic systems significantly in the direction of decentralization
and freer play for market forces.

The one exception to this bleak outlook is Hungary. The Hungari-
ans may well succeed in reforming their economy further because the
reform program has strong backing in the leadership, the populace
can be counted on for a measure understanding, and the program
is being prepared on a foundation of more than a decade's experience
with reform.

The Hungarian reform program is ambitious. It includes measures
designed to establish a consumer and producer price system that bet-
ter reflects actual market scarcities. The tax system is to be simplified,
while subsidies will be cut and government intervention made less fre-
quent and subject to uniform regulations. In addition, a unified zx-
change rate and some form of convertible currency are planned, and
a more efficient allocation of labor and capital reflecting the new price
system and actual enterprise performance will be encouraged.

*Bureau of Intelligence and Research. Department of State. The present contribution
in a revision and updating of Mr. Kramer'a research report, "Hungary: Preparing a New
Effort to Reform the Economy." Aug. 24. 1979.

* Bulgaria, CzecLoslovakia. the German Democratic Republic (GDR). Hungary. Poland,
and Romania are members of the Council for Mutual Economic Assistance (CMEA).
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Opposition to the side effects of reform-income disparities, job
insecurity, and inflation-could grow in the 1980s. In the face of such
opposition, the government may have to compromise on its reform
principles, as it did some years after the introduction of the New Eco-
nomic Mechanism in 1968. Even if there is some drawing back from the
planned reform program, however, the Hungarian economy in the
1980s probably will become more market-oriented than it is now. The
differences between the Hungarian economy and the economies of the
other CMEA-member East European countries--which are already
significant-should thus become more pronounced in the next decade.
Nevertheless, Hungary will retain an essentially socialist-albeit mar-
ket-socialist--economic system in the 1980s with substantial economic
ties to CMEA countries.

While the reform measures are not likely to spur economic growth
in the near term, they should help reduce chronic trade deficits and help
moderate the persistently excessive demand for investment resources.
They should also encourage a more efficient and perhaps faster long-

.... term economic growth. Hungarian reforms probably. will increase..
Hungarian/Western trade and contacts as well as facilitate more mean-
ingful and expanded Hungarian participation in Western institutions.

II. INTRODUCTION: THE EAST EUROPEAN CONTEXT

In the 1950s and 1960s, all of the East European CMEA member
countries implemented, or at least designed, economic reform pro-
grams to cope with persistent problems of lagging productivity, slack
economic growth, and inadequate consumer goods production. The
reforms, however, were largely administrative changes within essen-
tially unaltered centrally planned economies.

Moreover, even such modest reforms were actively resisted and
blocked by important groups within the leaderships, bureaucracies,
and labor organizations of these countries. In the case of Czechoslo-
vakia, Soviet intervention effectively stopped economic reform when
Czechoslovak party control appeared to be threatened in the general
reform movement of the "Prague Spring." Consequently, Eastern
Europe's experimentation with economic reform in this period failed
to alter appreciably the inefficient, centrally planned economic sys-
tems of the region.

The one exception during this period of failed reforms was Hun-
gary. The New Economic Mechanism, introduced in January 1968,
effected an important decentralization of the Hungarian economy
during the ensuing decade.

A. Renewed Interest in Reform but Limited Goals

In the early and mid-1970s, the East Europeans seized upon mod-
ernization as an alternative solution to their economic problems.
"Modernization" in most countries of Eastern Europe, particularly in
Poland, took the form of massive increases in imports of Western
machinery and other forms of technology. This unprecedented influx
of Western technology, made possible by Western loans, did indeed
temporarily spur the growth of East European industrial production
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and productivity. In the absence of thoroughgoing reforms, however,
the East Europeans found it difficult to operate, diffuse, and update
imported technology efficiently. Consequently, because the surge in
imports was not accompanied by a solution to their systemic problems,
which would have spurred exports, the East Europeans now must
cope with the large hard currency debts incurred to pay for Western
imports.

Faced with increasingly serious economic problems, East European
leaders have recently demonstrated a renewed interest in reforming
their highly centralized economies.

In Romania, in early 1978 President Ceauaescu personally pushed
through a plan-the result of a study he himself had commissioned-
that was designed to decentralize economic decisionmaking and in-
crease the role of credit and incentives in the economy. Thus, Ro-
mania's "new economic mechanism" was adopted at the March 1978
plenum of the Romanian Communist Party's Central Committee'
and was partially implemented on January 1, 1979.' A major feature
of the reform purportedly is the introduction .of workers' self-
"management.

In Czechoslovakia, Finance Minister Ler in 1978 introduced a pro-
gram of reform experiments in a selected group of enterprises that
was designed to increase enterprise involvement in decisionmaking,
stimulate exports and innovation, and improve the quality of products.
In March 1980, based in part on the "predominantly positive" results
of these experiments ' but also in recognition of the "urgent necessity"
for increased efficiency, 5 the CPCZ Central Comnittee Presidium and
the CSSR government adopted a joint resolution calling for the im-
plementation of "measures for perfecting the planned national econ-
omy management" beginning in 1981.*

In Bulgaria, party leader Zhivkov in 1979 abolished the Agriculture
Ministry and introduced a National Agro-industrial Union to promote
reform of the agricultural sector by means of decentralized manage-
ment, the use of market prices, and the tying of wages to profits.
Similar reform are said to be planned for the other sectors of the econ-
omy.

In the GDR, party leader Honecker placed great emphasis in 1978
on a reorganization of industry into large, vertically integrated com-
bines which are to provide worker incentives and become more respon-
sible for their own operations.

In Poland, then Vice Premier Pyka in April 1979 unveiled a plan to
remove central controls from many small, regional industrial units to
promote better management and efficiency in operations. Perhaps sig-
naling more far reaching reforms, the Polish Party Congress in March
1980 gave a mandate to the Sejm (the Polish parliament) to institute
certain economic reforms, including the decentralization of decision-
making and the "restoration of real meaning" to wages, prices, and
profits.'

* Bointei. Mar. 28. 1978.
* Radio Free Europe Research (hereafter RFER). Romania/23. Dee. 27. 1979. Item 3.
* Rude Prevo. Mar. 18. 1980.
SRadio Prague. Mar. 11. 1980.

*Prevde (Bratislava). Mar. 7. 1980. Also see RFER. Czechoslovakia/8, Mar. 19. 1980.
item 1. "Measures Taken to Improve the Economy."

SPoeUtyk. Warsaw. Mar. 29. 1980.
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The adoption of new reform programs in all the countries over a
short period has been spurred by large foreign trade deficits, continu-
ing imbalances in domestic supply and demand, and lagging produc-
tivity. That Eastern Europe has turned to reform is a welcome indica-
tion that East European leaders are increasingly aware that much of
the blame for their current economic problems can be traced to their
inflexible, centralized economic systems. Despite the perceived need
for reform, however, the new programs have not been designed to alter
significantly the command economy model or to increase radically
market influences on economic decisions. The general East European
policy goal has been to improve the centralized economy to make it
function better.

For example, although the Romanian reforms were designed to en-
courage "self-financing" and effect decentralization, no price reforms
have been planned, no enterprises have been forced out of business,
and the central government continues to establish production and al-
location plans to insure that high industrial investment rates are at-
tained. Moreover, toward the end of 1979 it was clear that the applica-

Stion of the new economic mechanism, based on the concept of workers'
self-management. had run into difficulty. There still is too much un-
certainty over how this concept is to interface with the principle of
democratic centralism and the unified management of the economy.
According to RFE Research, Romania's "new economic mechanism
still remains in the experimental stage, subject to future changes, a fact
which will certainly not facilitate its application." Meanwhile,
Ceausescu's call during a meeting of the Central Committee in Feb-
ruary 1980 for tighter party control of labor to combat sluggish eco-
nomic development may be indicative of the practical limitations to
economic reforms in a country which remains highly centralized.*

The measures announced in March 1980 in Czechoslovakia have as
their main goal the strengthening of "the role of the plan as the prin-
cipal instrument for promoting effectiveness, proportionality, and
equilibrium in economic development." o Accordingly, the five-year
plan is to become the basis for planning not only at the central level,
but also in the production-economic units and enterprises." The ortho-
doxy of the proposed Czechoslovak reform measures is evident from
the acknowledged heavy influence of the Soviet experience (e.g.,
adoption of khozraschet-or self-financing of all activities including
investment-and the Shchekino method designed to eliminate redun-
dant labor and thereby increase the productivity of labor)." None-
theless, the reform measures also envisage the closing down of inefi-
cient enterprises and the transfer of workers to other employment."1

This may prove difficult to implement, however. Similarly, the imple-
mentation of an effective, differentiated wage policy-essential if
wage incentives are to bear fruit-is recognized as a very sensitive
issue."

The GDR emphasis on large combines appears to be a vast reorgani-
zation rather than a thoroughgoing economic reform.

* RFER, Romania/23. Dee. 27. 1979. item &
* RFBR. Romania/3. Mar. 18. 1980, Item 5.
"w Radio Prague. Mar. 17. 1980.
"u Ibid.
u Prsvd (Bratislava). Mar. 18. 1980.
= 'adlo Praue. Mar. 14. 1980.
u6 5d Prc Mo. .5. 1980.



The changes introduced in 1979 in the agricultural sector of Bul-
garia are largely a reorganization rather than a reform. Meaningful
economic reform measures-particularly in the industrial sector-will
be difficult to implement given the priority Bulgaria continues to
place on rapid industrialization.

Planned Polis reforms advocated by Pyka were narrow in scope
and directed only a very small part of the economy. The bulk of
Polish industry is still subject to tight central directives governing
material allocations and production, while heavy consumer subsidies
and shortages persist. Until the Party Congress in March 1980,
Polish officials had maintained that it is unwise to experiment with
the economy during times of difficulty; now it appears that the lead-
ership has opted for some genuine economic reforms. According to a
recent Polish analysis, only the Sejm can introduce the required
changes, however, because their implementation requires extensive
legislation. Specifically, fundamental revisions are deemed to be neces-
sary in the laws defining the rights, obligations, and goals of Polish

- state firms. Similarly, fundamental revisions are necessary .&L- ... - .
administrative levels to streamline the system of planning and man-
agement. It is conceded, however, that such changes will be both
extremely difficult and delicate to carry out."'

B. The Special Hungarian Position

Hungary has also returned to economic reform as a way to cope
with burgeoning economic problems. It is the one CMEA-member
East European country, however, where significant systematic changes,
beyond what has already been accomplished, are possible. In fact,
in contrast to the rest of Eastern Europe, Budapest's new drive to
implement extensive reforms is likely to succeed, at least in part,
because:
* Party leader Kadar, a large part of the Hungarian leadership,
and a supporting cadre of economic technicians are committed to
broad economic reforms in principle. The other East European coun-
tries have not yet developed a similar consensus behind their reform
movements.
* Kadar can count on an important measure of understanding by the
Hungarian people for such troublesome side effects of reform as in-
creased differences in income and higher consumer prices. Consumers
in other East European countries, in contrast, would not be likely to
accept radical changes in the present system of wages and stable
prices.
* New Hungarian reforms are based upon a decade of experience
with a reasonably successful program of reform. While Budapest
has a base on which to build, the other East European countries are,
in effect, still at square one regarding economic reform.
* Hungarian reforms are broad in scope and are being extensively
prepared, coordinated, and analyzed in public in advance of imple-
mentation. The other East European countries generally are imple-
menting piecemeal reforms which may not mesh well with their tra-
ditional, centrally planned economies.

* Politakl, Waraw. Mar. 29.1980.
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The importance of the current East European reform movement
should not, of course, be underestimated. The critical self-examination
implicit in reform is certainly a cause for guarded optimism that
Eastern Europe will, at some point, confront its systemic economic
problems. Thoroughgoing reform would also eventually facilitate an
increased interdependence with the West on a more lasting basis than
the past pattern of extensive imports of Western goods on credit. For
now, however, economic reforms that create a greater role for market
forces in Eastern Europe will be adopted-if at all-only slowly. For
the 1980s, only the Hungarian reform program currently holds the
promise of significant movement toward market-oriented economic
systems.

III. THE ORIGIN OF THE HUNGARIAN REFORM MOVEMENT: THE NEW
Ecoxomxc MECHANISM

The New Economic Mechanism (NEM), introduced in 1968 after
much advance preparation, effected a substantial decentralization of
Economic decisionmaking in Hungary. The NEM reduced central
government intervention in the economy at the enterprise level and
greatly expanded enterprise control over investment, production, and
price decisions. Instead of direct intervention, government control
over the economy is now exerted through macroeconomic credit, price,
wage, and foreign trade regulators.

The NEM reforms succeeded in making the Hungarian economy
function more along the lines of a market economy. Consequently,
there now exists a reasonably good balance between the supply of and
demand for most goods and services in Hungary, a better balance than
in the pre-NEM period. This generally balanced consumer sector is
in contrast to the extensive black markets and long consumer lines
for luxury and certain food items that plague the economies of the
other East European countries.

Despite the improvements in the Hungarian economy fostered by
the NEM reforms, both ideological opponents of reform and many
industrial workers and managers objected to what they viewed as
the serious problems created by the NEM. Many reform opponents,
for example, objected to the growing disparity between the wages
of unskilled factory workers and the wages of more skilled workers.
The wage differences were generated by the NEM-fostered linkage
of independent enterprise performance to wages. Many managers and
workers also feared that the unprofitable enterprises for which they
worked would be put out of business if government subsidies were
abolished. Still others objected to private business and farmer "prof-
iteering" fostered by the expanded role of small businessmen outside
the socialized sector. Critics claimed that the large profits of the pri-
vate businessmen were out of place in a communist society.

In response to these objections, the government instituted tighter
controls in 1973 over prices and investment, provided new subsidies
to unprofitable enterprises, gave across-the-board wage increases to
industrial workers, and placed new restrictions and taxes on the
private sector.

Another blow to the NEM came from the explosion in world prices
for raw materials and energy in 1973-74. Hungary's terms of trade
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in dollar-clearing relations deteriorated 15 percent from 1978 to
1974 and a further 7% percent in 1975. As the Soviets began to link
their raw material prices more closely to world prices, Hungary's
terms of trade in ruble relations began a steady deterioration; in
1975, they declined 9 percent. Rising import prices helped push
Hungary's trade balance strongly into deficit and required domestic
price increases. The government sought to cushion the inflationary
impact on the economy, however, through greater consumer and pro-
ducer price subsidies.

The resort to subsidies effectively undercut the plans for a price
reform that were part of the original NEM reforms. Moreover, the
trade deficits persisted, partly because of government price controls,
which stimulated consumption, but also because of the govenment's
failure to control investment demand-another defect in the imple-
mentation of the NEM reforms. In many respects, however, the ex-
ternal problems of the Hungarian economy during this period helped
pave the way for current reform efforts by convincing many Hun-
garians that further reform of the system along the lines of the
original NEM plan was needed.

Despite the concessions to reform opponents, and partly because of
the foreign trade and inflationary pressures of the mid-1970s, a new
drive to carry economic reform forward has developed in recent
years. In 1976, commissions of economic experts were tasked to draw
up reform proposals to deal with the persistent problems of the Hun-
garian economic system. The economic problems that spurred this
renewed interest in reform were caused, in many respects, by the failure
of the NEM--despite decentralization-to alter some basic underlying
economic conditions in Hungary.

For example, although the original reform plan had called for a
revamped price system, price reform was never fully implemented.
Both producer and consumer prices continued to be distorted by an
array of subsidies and taxes which prevented rational economic deci-
sionmaking. In addition, the subsidies that the government granted
to unprofitable enterprises to ease their transition into the new eco-
nomic system later became permanent features of the system itself. As
these and other exceptions to the new rules of the game were granted,
the goal of profit-oriented behavior was frustrated by enterprise pres-
sure for special treatment and management attention to the volume--
rather than the profitability-of output as the main indicator of
success.

The NEM reforms also had never been designed to do away with a
substantial government role in determining long-range economic de-
cisions. Even after 1968, the government continued to control directly
about half of all investments and retained exclusive power to establish
new enterprises and to appoint enterprise managers. The Hungarian
economy also continued to be dominated in the post-NEM period by
large enterprises which often possessed a monopoly in their products.
The only competition permitted in the economy was at the small busi-
ness level and by means of imports. Imports, however, were usually
not permitted to compete directly with domestically produced prod-
ucts-particularly after 1974, when Hungary's terms of trade dete-
riorated sharply, producing large deficits in both hard currency and
CMEA trade.

_ __ __ * 1 0
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Because of the brakes applied to the NEMI reforms, limitations in
the original reforms themselves, and the worsening balance of pay-
ments problems in the 1970s, the non-competitive, seller's market re-
mained the dominant influence on Hungarian enterprises. This
atmosphere continued to stifle any enterprise incentive to produce
quality products or to enter competitive foreign markets.

Hungarian economic reform thus was not permitted to develop as
originally envisioned under the NEM. Despite the opposition to the
NEM and the concessions made by the government to reform oppo-
nents, however, much of the original reform program was preserved.

The most crucial advance associated with the NEM was the greater
role for independent enterprise decisionmaking. This broad base of
decentralization of economic management provided an important
foundation for current reform efforts. Hungarian managers, unlike
those in other East European countries, can draw on more than a
decade of experience in making operational decisions and generally
running their own affairs. In addition, although many distortions per-
sist, the NEM increased the role of market forces, such as prices and
profits, to a significant extent. Government intervention was also sub-
stantially reduced because of the NEM.

IV. THE CURRENT DRIVE TOWARD REFORM IN HUNGRY

Hungary's commissions of experts, which had been specifically
tasked by the government to come up with reform proposals, had, by
1977, designed wide-ranging economic reforms to deal with persistent
economic problems. The general thrust of the extensive reform pro-
posals was eventually widely accepted but only after considerable open
debate within the party and the government. Indeed. the commission
reports probably provided some of the background for Kadar's ad-
dress to the Central Committee in October 1977. In it, he called for
diversified foreign economic relations and a more efficient economic
system. In March and April 1978. the government followed up Kadar's
address by announcing more detailed decisions calling for an end to
consumer and enterprise subsidies and proposing extensive price and
tax reforms.

By these actions, Kadar, in effect, rejected the option-which some
Hungarian leaders undoubtedly advocated-of increased reliance on a
comfortable, non-competitive economic relationship with CMEA that
did not require economic reform. The Kadar regime instead embraced
a policy, which continues to be followed today, of increased economic
involvement with the West based on thoroughgoing economic reform.

The proposed economic reforms are now planned to be largely in
place by the start of the next five-year plan in 1981. Although many
decisions about the details and timing of the reforms are still open,
the government remains committed to extensive reform and has al-
ready moved to implement some measures in 1979 and early 1980. At
the 12th Hungarian Communist Party Congress in March 1980,
Kadar's economic reform policies were reaffirmed. The general outline
of the overall reform program follows.
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A. Consumer Prices

When the NEM was introduced, in 1968, Hungarian planners esti-
mated that reform of consumer prices-which are both heavily sub-
sidized and heavily taxed-would take 10 to 15 years to implement
fully. This timetable was upset in part by large increases in the mid-
1970s in the world market prices of Hungarian imports and export-
ables. The government sought to cushion the impact on the Hun-
garian consumer of large price increases by increasing subsidies for
politically visible consumer items, such as food and certain services.
This step had the dual attraction for the government of protecting
consumer purchasing power while preserving a popular attraction of
a communist economy-low prices for consumer necessities.

To dampen the excessive consumption fostered by low prices for
basic goods the government continued to maintain artificially 'high
prices for consumer durables, such as appliances and cars. The gov-
enment could defend high durables prices as an effort to discourage
conspicuous consumption and thus avoid the political risk of higher
food prices.

Table 1 illustrates the pattern of subsidies and taxes on consumer
goods and services as of 1977.

TABLE L-SIZE OF SUBSIDY 01 TAX ON SPECIFIC GOODS AND SERVICES IN HUNGARY. T11
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Despite this pattern of heavy subsidies, the Hunarian Government
had actively raised prices for many consumer goods in recent years to
keep the subsidies rrom growing still further. fact, consumer price
increases in Hungary had been much larger, for example, than in the
other East European CMEA-member countries, averaging 2 percent
in the early 1970s an id about 4.5 percent in recent years. The Kadar
regime had thereby gained a measure of understanding on the part of
Hungarian consumers for a degree of controlled inflation in consumer
prices.
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The price distortions that remained, however, were a real problem
for the government. As a key Hungarian economic official, Csikos-
Nagy, recently pointed out:

We cannot use the resources available to us rationally If they are evaluated
differently in consumption than they are in production, and differently in produc-
tion than costs would Justify.

An important Hungarian resource that was not being used rationally
because of the subsidy system was food. The substantial food subsidies
encouraged consumption of meat and grain products, which are impor-
tant Hungarian exports, including to the developed West.

The commission set up in 1976 to examine problems of the Hun-
garian price system reported that, as part of an effort to rationalize the
entire Hungarian price system, foodstuff prices should increase by 20
percent and services by somewhat less. The commission also recom-
mended that such consumer durables as furniture and appliances
should decrease in price. Overall, the commission study recommended
consumer price increases of 10 percent as a step toward market-clear-
ing consumer prices.

This consumer price reform program was largely implemented by
the government's July 21, 1979, announcement of large-scale price
increases to be effective on July 23. Generally consistent with commis-
sion proposals, prices for foodstuffs were increased 20 percent, includ-
ing 50 percent for bread and 30 percent for meat, while fuels and en-
ergy prices went up 34 percent. In addition, prices on a broad variety
of other goods and services were increased. The government announced
that the consumer price index was expected to increase by 9 percent in
1979, about double the rate experienced in recent years. Because con-
sumer prices in the first half of 1979 were already running about 5.8
percent ahead of the first half of 1978, however, the large July in-
creases could well push the index above 9 percent.

Another round of consumer price increases went into effect on Janu-
ary 7, 1980. Overall, the consumer price index is expected to rise about
9 percent in 1980. Consumer prices could climb even higher in response
to increases in some producer prices that went into effect on January 1
(e.g., fuel prices were raised by an average of 56 percent and a wide
range of other materials rose by an average of 30 percent.1"

Hungarian officials have indicated that some subsidies and taxes
cannot be abolished. The government in 1979 indicated that world
market prices would apply to only 40 percent of Hungarian consumer
goods, primarily because agricultural producers will, for now, con-
tinue to be protected from generally lower world market agricultural
prices.

The government has also announced that it will continue to sub-
sidize certain socially and politically desirable items, such as cultural
events, books, and medical care. At the same time, taxes will likely be
preserved on certain goods, such as liquor and cigarettes, in order to
restrain socially undesirable consumption. Automobile purchases will
also continue to be discouraged in order to hold down gasoline con-
sumption and car imports, while mass transit will continue to be sub-
sidized, although to a somewhat lesser extent than previously.

"RFER. Hungary/l. Jan. 22. 1980 and the Fiancial Timse (London). Feb. 29. 1980.



560

The government also wants to increase the share of consumer prices
established under the "free" price system to 60 percent of consumer
purchases from the current share of 45 percent. Since the introduction
of the NEM, Hungary has had a three-tiered price system. A fixed-
price category of goods is directly controlled by the government, a
semi-free category permits prices to fluctuate within certain limits,
and a "free" price category in large part permits prices to be deter-
mined by market forces.

Agricultural and raw material prices largely fall under the fixed-
price category, as do some key consumer prices, such as transportation.
The "free" price category includes most imported and luxury con-
sumer goods as well as the bulk of inter-producer sales and some agri-
cultural produce. The central authorities possess substantial control
even over "free" prices, however, through regulations governing cost
calculations and profit margins. Central control over raw material
prices and wages also indirectly influences the "free" price category.

The increased share of prices over which the government has less
direct control will increase the volatility of consumer prices in coming
years. In recognition of this fact, a government official in 1979 indi-
cated that the government will only set target ranges for consumer
price increases in coming years for its own planning purposes. This is
a clear indicator of the government's commitment to more flexible
price setting and of the contrast between Hungary and the other
socialist countries where consumer prices are closely controlled.

Nevertheless, the government will retain considerable direct influ-
ence over prices. A Hungarian official in 1979 pointed out that gov-
ernment price supervision, unjust profit regulations, and procedures
calling for advance notification for increases in "free" price categories
will be retained. Upon notification, the chairman of the National Price
Office can postpone increase for up to three months.

The government apparently does not intend to use its considerable
retained powers to hold down consumer prices once the reform-inspired
"catch-up" has been accomplished. In the words of a Hungarian official,
the government will not let prices "grow old" in the future but, rather,
"will insure that prices are adjusted continuously to market clearing
levels. To carry through on this commitment, the government will have
to increase fixed prices regularly and directly while permitting "free"
prices to move in response to market pressures.

Kadar has also made it clear that, along with the consumer price
reform, the government intends to maintain real consumer incomes in
the face of rising prices through appropriate wage increases. At the
same time, however, he has made it clear that, with the new wage
policies that permit greater differentiation, some consumers may gain
while others will lose.

B. Producer Prices and Taxes

"Produce: - ;ces rationalization, tax reform, and the elimination of
enterprise subsidies are also key elements in the proposed reform
program. The goal of these reforms is to strengthen "the role of the
forint in economic life" by insuring that producer prices more accu-
rately reflect true economic costs. That simply stated objective, how-

_
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ever, is of monumental significance. Under the current system, for
example, scarce investment resources cannot be allocated to competing
investment projects on the basis of cost-benefit projections because
producer prices are distorted by a wide variety of taxes and subsidies.
The current system also does not adequately penalize unprofitable
enterprises-which are bailed out-or reward profitable ones-whose
"windfall profits" are taxed away, in effect to support the unprofitable
enterprises.

Another objective of the producer price reform is to improve the
Hungarian balance of payments performance. The government wants
to expand industrial capacity for exports to the West while encourag-
ing conservation of raw materials which increasingly must be obtained
from Western suppliers.

A simplified outline of producer price formation under the current
system follows:

Producer price determination

(a) Material inputs.
b) Wages.

SDepreciation of plant and equipment.
)Wage taxes (35 percent, plus a higher tax rate for above-

average wage increases).
(e) Capital assets tax (5 percent of declared value).
(f) Profit tax (currently 40 percent).
(g) Other taxes and subsidies (including enterprise-specific or

ad hoc charges and payments).
(A) Profit (the general administrative target calls for a 15-per-

cent return on pre-tax wages and capital assets, but actual profit
depends to a varying degree on enterprise performance).

Producer prices are determined by calculating the cost of inputs,
wages, taxes, subsidies, and depreciation and adding on a profit for
the enterprise. Some distortion of producer prices occurs, however,
because price setting is closely monitored by the government even when
prices are nominally classified as "free." The government establishes
regulations for "fair" profit margins and is sensitive to large price
increases. Direct government producer price setting is confined pri-
marily to industrial raw material prices and foodstuffs.

Although the government influences the setting of producer prices,
the prime cause of distortion in producer prices is the wide variety of
government taxes and subsidies negotiated in detail between the gov-
ernment and individual enterprises. For example, there are more than
50 grounds on which an enterprise can receive government subsidies.
Export subsidies are also set in an ad hne fashion for individual prod-
ucts, while "windfall" profits may be subject to a wide variety of taxes.
These largely ad hoc government interventions, moreover, distort a
given enterprise's output prices and, of course, distort the material in-
put prices of other firms that buy products from the enterprise.

Price distortions enter the system not only via government inter-
vention but also because the prices charged for imported raw materials
by government purchasing agencies are subsidized at prevailing ex-
change rates. The bulk of raw materials consumed by industry, fur-
thermore, is imported.
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The government intends to revamp the producer price-setting mech-
anism by introducing the following reforms:
* The to.- system is to be simplified by abolishing the assets tax, reduc-
ig wage taxes (from 35 percent to 17 percent), and introducing a
straightforward sales tax on final production to make up for lost
revenue.
* Ad hoc government subsidies and taxes are to be cut drastically.
This would reduce producer price distortions, force unprofitable firms
to cut capacity, and provide profitable firms with the resources to
invest more.
* The government intends to link imported raw material and energy
prices more closely to world market prices to encourage conser -ation.
To calculate the price changes, the government initially is using an
index based upon 1977 world prices at a slightly devalued exchange
rate of 38 forints to the dollar. Presumably, the base year will be
progressively adjusted forward to link prices more closely to current
world prices. Prices for domestically produced materials and com-
modities imported from CMEA countries will be adjusted to the world
price index despite the lower prices that prevail for imports from
CMEA. The government's decision not to use CMEA prices for raw
materials imports probably reflects in part a conviction that deliveries
of raw materials at world market prices will make up an increasingly
larger share of Hungary's imports m the future.
* Producer prices for three-quarters of Hungary's industrial output
will be linked to export prices obtainable in the West at prevailing
exchange rates. Prices in the construction, transportation, and com-
munications sectors of industry will be formed on a production cost
basis as before. Agricultural prices will also be exempt to stimulate
domestic producers of some products.
* Enterprise profit margins are to be generally reduced to a target
rate of 6 percent, from 15 percent under the old system, in an effort
to encourage greater interest in profit generation. In the past, firms
have been so liquid that managers paid relatively little attention to
cost-cutting measures and special government incentive programs.
Heavy enterprise liquidity has also encouraged excessive investment
spending, which the government has found difficult to control.

Government officials are actively preparing the way for the reforms
by means of widespread publicity and careful test calculations in all
enterprises and ministries of the impact of the new price system. The
government has also set up an interministerial office, the Committee
for Price and Production Circulation, to direcL and coordinate the
establishment of new producer price and tax regulations. Implementa-
tion of the new producer price system is to take place in January 1980.
Based upon the extensive calculations, the government in mid-1979
expected a 4-percent drop in the industrial producer price level. This
fall in overall prices was to be the result of an expected 8-percent fall
in prices for manufactured products (because of lower taxes and cuts
in relatively high domestic manufactured goods prices as they are
adjusted to world prices), together with a then projected 15-percent
increase in raw material prices.

The government expects the fall in prices to squeeze enterprise prof-
its and induce conservation of industrial inputs as firms seekways to
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cut costs. The enterprises should become more interested in cost cutting
because it will become more difficult for them to pass on their higher
input costs when their sales prices are linked to world market prices.

The cut in producer prices, the current increases in consumer prices,
and the reduction in government subsidies will introduce a more ra-
tional relationship between producer and consumer prices. Previously,
a wide variety of consumer prices were lower than producer prices.
Under the new system, this situation will not only be reversed, but
the government also plans to introduce a sales tax to replace lost rev-
enues and to provide a new macroeconomic regulator to influence
consumer purchasing power.

The government hopes to grant few exceptions to the new producer
price regime. It recognizes, however, that many enterprises cannot
be expected to adjust to the new system overnight and will require
time to fashion new patterns of production. The government thus in-
tends to grant hardpressed enterprises the right to sell at higher prices
than would be called for under the new system. Presumably, special
export subsidies will also be granted such enterprises for their export
sales. The price concessions will be based upon a minimum profitability
rate for a branch of industry of 2 percent of the net value of assets.
The government will thus guarantee that any branch of industry will
be able to earn an average 2-percent return on assets. At the same
time, the government will place price ceilings on some products to
guarantee that average industrial branch profits do not exceed 15 per-
cent of net assets.

According to Caikos-Nagy of the National Price Office, no decision
has yet been made on precisely how to phase out price preferences for
"enterprises. He foresaw that light industry would operate at a deficit
if the 2-percent regulation were not adopted, while the metallurgy and
machine industries might bump up against the profit ceilings. Ac-
cording to Csikos-Nagy, one school of thought in Hungary was argu-
ing for a phaseout of price preferences on a set schedule while others
felt that the interests of the enterprises should be recognized by link-
ing the phaseout more to enterprise profit performance.

"C. Wage and Employment Policy

As in all of the CMEA-member East European economies, there is
an excessive demand for labor in Hungary, as one would expect in a
system in which the prime goal is the maximization of output in
physical volume terms. There is also little risk in striving for the high-
est volume of output possible because the additional costs will be cov-
"ered by government subsidies. This resultant excessive demand for
labor has led to chronic and inefficient overmanning in Hungarian en-
terprises. Labor productivity also has probably been reduced-job in-
security does not act as an incentive to improve output.

Even if an enterprise wanted to lay off unproductive workers, how-
ever, there are extensive restraints in Hungary on firing employees.
In 1976, for example, out of more than ..5 million employed, only
about 7,000 were laid off. Although there is no unemployment com-
pensation, workers can easily find new jobs quickly because of the
strong demand for labor. Actually, as the saying in Hungary goes,
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Hungary has the best unemployment benefits in the world-they're
called salary. (But is this so different from other East European
countries )

The lack of wage differentiation also inhibits labor productivity
and an efficient allocation of manpower. The wages of workers in very
profitable firms have only marginally exceeded those in unprofitable
operations: above-average wage increases are heavily taxed in Hun-
gary while minimum wage increases are guaranteed by the govern-
ment by means of a wide variety of subsidies for unprofitable enter-
prises. For example, a Hungarian official recently indicated that en-
terprises that did not produce any profit in 1978 were still able to in-
crease wages by 8.1 percent while enterprises that produced profits of
more than 20 percent increased wages by only 9.3 percent. This ten-
dency toward equality of income also applies between various cate-
gories of skilled workers, as was indicated by a recent wage survey in
Hungary. According to this survey, unskilled workers on average
receive two-thirds of the skilled-worker average wage. The latter, m
turn, was only 30 percent less than management salaries.

The government has already introduced some measures to deal with
the problems of wages and employment:

The 11/ percent annual wage increase that was previously guar-
anteed by the government has been abolished.

Annual wage increases above 6 percent, which enterprises find
they are able to grant because of cuts in material input or labor
costs, are now subject to lower taxes than before. Previously, taxes
on increases of from 6 to 9 percent paid from cuts in production
costs were taxed at the penalty rate of 100-300 percent. Now the
tax rate is 50-100 percent.

The government has preserved, however, the heavily progressive
taxes-up to 600 percent-on wage increases of 3 percent or more
that are paid from enterprise operating profits, in an effort to hold
down' aggregate demand and thus reduce Hungary's trade deficit. By
focusing its wage reform policy on wage increases paid from more
efficient use of inputs and staff cuts, the new wage policy thus satis-
fies the concerns of both Hungarian reformers and government offi-
cials, who are pushing for short-term measures to reduce the balance
of payments deficit.

The government's wage policy of seeking a more efficient allocation
of labor and greater differentiation in wages will also be promoted by
the proposed reform of prices, taxes, subsidies, and foreign trade. En-
terprises whose profits increase because of these reforms should be able
to pay workers more, increase output, and attract more workers Loss-
making firms should be unable to pay average wage increases and will
come under pressure to let redundant workers go.

Such a reallocation of labor resources is already occurring to a lim-
ited extent. The highly profitable Gyor Wagon and Machine Works
discharged 156 workers in February because the management felt that
the workers simply were not needed. According to pre-a reports, the
Gvor management intended to let a total of 500-800 workers wo in 1979
while achieving a 7-8 percent increase in production. A Hungarian
official has also recently indicated that 15 percent of Hungarian enter-
prises are preparing similar plans in order to free up funds for the
larger wage increases now possible for retained workers.
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Despite the worker layoffs, the government has repeatedly assured
the public of its commitment to full employment. Essentially all
workers will be able to find new jobs. This commitment will continue
to create a seller's market in Hungary and will remain a serious ob-
stacle to a more complete introduction of economic reforms.

D. Agriculture

Although the agricultural sector was the focus of the earliest de-
centralizing reforms in Hungary, the distorted Hungarian price sys-
tem inevitably has impacted on this sector, too. The agricultural co-
operatives, for example, receive high government-subsidized prices for
their commodities, to stimulate production as well as to compensate for
low consumer food prices. The government has also subsidized fertil-
izer, chemical, and machinery prices to compensate for artificially high
industrial producer prices. As part of the new reform measures, the
government hopes to cut such subsidies substantially.

According to a Hungarian official, however, agricultural prices will
not be included in the producer pLice reform. Hungarian agriculture
would be affected substantially if a price reform linked to world market
prices were carried out. According to Hungarian studies, grain pro-
ducers would receive 30 percent more for their products if world prices
were adopted, while fruit and vegetable producers would receive 15
percent less and live animal and meat producers 10 percent less.

A recent Hungarian publication cited two reasons for exempting
agriculture from the price reform:
* Countries all over the world routinely protect domestic agriculture
from foreign competition. In the European Economic Community.
agricultural prices are protected by the Common Agricultural Policy,
which enables EC producers to receive, by Hungarian estimates, prices
that are 30-70 percent higher than those obtainable on the world mar-
ket. CMEA has no comparable protectionist agricultural system, but
member countries individually help their own producers. Such protec-
tionists systems throughout the world distort world market prices.
according to the Hungarians, artificially pushing up grain prices and
holding down meat prices as countries favor higher value agricultural
production.
* Agriculture is also a vital hard currency export sector for Hungary.
To balance its Western trade, Hungary will have to increase agricul-
tural exports substantially. Although Hungary should concentrate
on grain production to the detriment of meat production, given cur-
rent world market prices, the higher value products-such as meat-
cannot be given up because Hungary's overall agricultural export earn-
ings would suffer.

The government not only plans to adhere to current agricultural
policies, but it also plans price changes that will increase the gap with
world market prices for some products. Wholesale agricultural pur-
chase prices will be increased in 1980 by 10 percent, with prices for
animals and meat products rising by 13 percent while prices for grains.
vegetables, and fruit will increase by 6 percent. These increases will
help to offset the higher prices for agricultural equipment and other
inputs which the agricultural cooperatives will have to pay after the
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price reform. The wholesale price rises are also intended to improve
the profitability of Hungary's animal and meat production, which
has fallen in recent years.

E. Foreign Trade

The objective of the proposed reform of the Hungarian foreign
trade system is to promote a more rational exchange of goods and serv-
ices by establishing a more uniform subsidy program, a unified ex-
change rate, and convertible currency and uy expanding direct par-
ticipation in foreign trade by enterprises at the expense of the foreign
trade organizations. Foreign trade reforms are of particular impor-
tance to the Hungarian economy because trade turnover has for years
accounted for nearly half of Hungarian gross domestic product.

Under the current system, foreign trade is hampered by ad hoc
subsidies, which are determined on the basis of protracted bargaining
between the government and individual enterprises. Ad hoo subsidies
are necessitated by distorted domestic producer prices, which do not
permit clear calculations of production costs. Moreover, although
prevailing commercial exchange rates are apparently applied to all
enterprise foreign trade transactions, the exchange rate is not an equi-
librium one.

Given these conditions, it is impossible to calculate the true eco-
nomic gain from any particular foreign trade transaction. Neither
enterprises nor the government can thus determine whether a par-
ticular export or import is more or less efficient than the sale or pur-
chase of a product on the domestic market. Indeed, Hungarian officials
have complained that they suspect that many Hungarian exports are
sold at an economic loss to the country because the low, subsidized price
obtained is more than offset by the cost of imports and domestic
resources used to produce the exported product. In short, real cost
exceeds price.

The foreign trade reform program, which is currently being planned,
will abolish the present system of ad hoc export subsidies. The gov-
ernment intends to replace the ad hoc system with a sales tax rebate
scheme for exports similar to the value-added tax (VAT) rebate
systems of Western Europe. The sales tax, the introduction of which
will be a part of the new reform program, will be rebated to the ex-
porter upon presentation of export documents. The rebate system will"
greatly simplify the government's subsidy decisions and ameliorate
the distorting effects of ad hoc subsidies. The government also hopes
that this mechanism will be sanctioned by the General Agreement on
Tariffs and Trade (GATT), as are the West European VAT-rebate
schemes. The approval of GATT would provide Budapest with
greater leverage in GATT to level its own complaints against the
trade regimes of other GATT members.

Another proposed reform of the foreign trade system is the estab-
lishment of a unified rate of exchange for a convertible forint. Cur-
rently, there are two exchange rates for the forint: a commercial rate
used for all enterprises foreign trade transactions (in 1979, 35.57
forints=$1), and a non-commercial rate used for individual trans-
actions. such as tourist purchases (in 1979, 20.33 forints=$1). Ac-
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cording to Hungarian officials, the non-commercial or tourist exchange
rate simply reflects the relatively lower, subsidized domestic prices
for consumer goods, especially foodstuffs. The Hungarian explana-
tion for the commercial rate is that it reflects the artificially high

Sprices-because of high taxes and prulit margins-for producer
goods. %

The government intends to close the gap between the dual exchange
rate until a unified rate of exchange is achieved. These parity changes
would mirror the intended price reforms discussed earlier, through
which consumer prices are to increase and producer prices to decrease
somewhat.

A Hungarian official indicated in 1979 that no decision had been
made regarding the commercial exchange rate that will be used under

,the new producer price system to be set up in January 1980. He
essentially rejected a substantial devaluation of the commercial ex-
change rate as a measure to help spur Hungary's exports. He stressed
that Western demand for Hungary's exports is very price-inelastic and
claimed that Hungary's current account deficits in recent years are
the result of structural problems that should be addressed through
reform rather than exchange rate policies. He further indicated that
the government would make its exchange rate decisions primarily with
a view toward the effect on import prices and inflation and would be
watching import price trends closely during coming months.

According to a 1979 Hungarian publication, the test price calcula-
tions currently being conducted in all enterprises are using an exchange
rate of 38 forints to $1. This might indicate that the government Is
considering only a slight devaluation of the commercial exchange rate.

Partly because of political considerations and partly because the
government intends to implement its foreign trade reforms together

S with the rest of the reform program, no timetable has yet been firmly
established. The government has for the past several years been inching
its way towards reducing the difference in the two floating exchange
rates from a normal maximum of about 100 percent to 75 percent by
devaluating the tourist rate while maintaining the commercial rate.
Although the two exchange rates had been regularly adjusted by the
government in the past to maintain parity probably with a basket of
Western currencies, the rates had previously always varied together.

The government has also recently revalued the forint versus the
transferable ruble. While Hungary's trade with CMEA countries con-
tinues to be largely centrally planned, this revaluation may serve mar-
ginally to discourage exports to and encourage imports from CMEA
markets-which would help to cut Hungary's trade deficit with the
West. A revalued forint would cut enterprise earnings from exports
to CMEA markets and encourage sales to Western markets. Larger
imports from CMEA countries could also substitute for imports from
the West.

Revaluation versus the ruble, at the same time, serves the apparent
Hungarian reform objective of providing an incentive to enterprises
to enter comnetitive Western markets while reducing the present bias
toward CMEA markets. In addition, revaluation is probably in line
with the goal of adopting more realistic rates of exchange.

The 1979 forint/transferable ruble (32 forints=l TR) and forint/
non-commercial ruble (16.22 forints= 1R) exchange rates under-
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state the value of the ruble at official ruble/dollar exchange rates.
Such cross rates probably are not out of line with actual purchasing
power parities, however, because the official ruble/dollar rate mark-
edly overstates the value of the ruble. In fact, the government prob-
ably plans further revaluations against the ruble. A 1979 Hungarian
publication states that the test price calculations being conducted in
all Hungarian enterprises are using a modestly revalued forint/
transferable ruble rate (30 forints=l TR).

Another prospective reform of the foreign trade system is to permit
more enterprises to engage directly in foreign trade rather than
through the foreign trade organizations (FTOs). In a centrally
planned economy, FTOs with a monopoly in the trade of certain
products are designed to insulate the economy from the unplanned,
market-oriented world market. The separation of enterprises from
their foreign trading partners, however, has contributed to a lack of
sensitivity on their part to the demands of foreign markets. Reforms
that would reduce the role of the FTOs would increase Hungarian
enterprises' contact with end-users and would increase their appre-
ciation of market requirements. The FTO monopolies in foreign
trade would probably have to be preserved in Hungarian trade with
CMEA countries, however, because of the planned nature of those
transactions.

V. PROSPECTS FOR IMPLEMENTATION OF THE HUNGARIAN REFORM
PRooRAM

Implementing the ambitious Hungarian reform program will not
be an easy task. Repeated references by Hungarian officials to delayed
or phased introduction of reform measures undoubtedly indicate that
increased opposition is already being encountered. There are a num-
ber of potentially serious obstacles to a thorough implemention of the
economic reforms.

A point of major concern to the regime undoubtedly is the impact
on lower skilled workers especially affected by rising prices, greater
job insecurity, and more wage differentiation. Although the govern-
ment intends to coordinate wage increases with price rises, lower paid
industrial workers will unavoidably suffer the most. Moreover, pres-
sure on the government to restore or maintain consumer price sub-
sidies will likely grow over time.

'lie problems of shifting manpower from unprofitable to profitable
enterprises also will likely be troublesome. While some successes have
already been achieved, such as the staff reduction at Gyor, substantial
shifts in employment patterns will be required if the reforms are
thoroughly implemented. Increased worker mobility will require more
government retraining programs to match workers to new jobs. The
dislocations caused by worker layoffs, however, may also spark requests
for government subsidies.

Abolishing subsidies to unprofitable and often major enterprises
and refusing all requests for further subsidies will be difficult and will
require substantial political courage. The government has already
indicated that it will replace some subsidies with loans if an enterprise
has the potential in the near term to become profitable in the post-
reform economic system. In addition, the government has increased

"8-607 0 - 81 - 37



568

enterprise reserve fund requirements to force enterprises to build a
cushion upon which they can rely during the transition into the new

rice and tax systems. Nevertheless, pressure on the government un-
Loubtedly will be severe to bail out particularly important firms and to
transform government loans into permanent subsidies.

Over the near term, Hungarian economic policy will be particu-
larly concerned with cutting Hungary's foreign trade deficit by reduc-
ing aggregate demand. While current economic problems could act to
clarify the need for reform, the reform program will also be more
difficult to implement while the economy is growing much less slowly
for the sake of an improved balance of payments. It will be difficult
for the government to ask many enterprises and workers, who are
already being forced to sacrifice m the name of austerity, to go along
with reform program that also hurts their short-term interests.

The important side effects of the reform program-inflation, unem-
ployment, and disparities in incomes-are not consistent with tradi-
tional communist economic policies. Some Hungarians could grow
disenchanted with reform if such developments became prevalent.
The USSR could also become uneasy with the reform program on
these same grounds. For how, however, the Soviets apparently welcome
any East European efforts to improve the performance of their
economies. Soviet commentaries on the Hungarian reforms to date
have generally been favorable, albeit careful to stress the continuing
socialist character of the Hungarian economy and the maintenance of
party control.

In addition to potential reform opposition, the government's con-
tinued commitment to full employment and the maintenance of strong
trade ties with CMEA-member countries at artificial CMEA prices
will hamper the achievement of reform objectives. Many Hungarian
enterprises will be able to avoid adapting fully to world market quality
and efficiency standards because excessive domestic and CMEA-mem-
ber demand will provide ready markets for relatively high-priced and
low-quality goods. The persistence of a seller's market for manyprod-
ucts will thus encourage Hungarian enterprises to retain inefficient
production and delay the streamlining and modernization of their
operations.

Despite these obstacles, most of the reform program likely will be
introduced as planned during the early 1980s. The forces favoring re-
form in Hungary are strong and have built up considerable momen-
tum in recent years:
* Kadar, the top leadership, and a large cadre of economists and teach-
nicians, both in the bureaucracy and m the enterprises, strongly sup-
port the reform program and have committed much time, effort, and
prestige to insuring that reforms are implemented.
* The Hungarian people have been well-prepared in advance to ex-
pect the higher prices and lessened job security that the reform meas-
ures will spawn. The government probably can count on a large
measure of popular understanding for the reforms because of this prep-
aration and the reservoir of relative good will that the government has
with the people. In fact, the labor unions have already come out in
favor of some key reform measures, such as the layoff of inefficient
workers, albeit with some reservations as to the humanitarian manner
of their implementation.
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* The detailed technical planning of reform imp m:nentation is well-
advanced in all Hungarian enterprises and ministries. Hungarian plan-
ning is greatly facilitated, moreover, by the decade of Hungarian
experience with introducing the NEM reforms and dealing with
opposition to those measures.
* Finally, adoption of the Hungarian reform program will likely not
be hampered by internal contradictions because Budapest's program
has been well coordinated and is broadly based to insure that all the
planned changes mesh well.

"For these reasons, the reform movement probably cannot be derailed
at this late date. To do so would require a substantial and organized
opposition which does not now exist in Hungary.

The initial implementation of the reform program, however, prob-
ably will be followed by an extended period of adjustment to and con-
solidation of the new measures. During this period, opposition to re-
form can be expected to build which may force the government to make
exceptions to its refrom regulations or even retreat from reform on
certain issues. A substantial reaction to the NEM, for example, devel-
oped about 5 years after the introduction of that reform program. The
same cyclical pattern of reform and reaction may be repeated in the
1980s.

Even if the NEM experience is repeated, however, the Hungarian
economy will once agaiii have taken, in effect, two steps toward a more
market-oriented economic system for every one taken backward. While
the NEM brought decentralized economic decisionmaking, the new re-
form program will likely succeed in introducing a price system that
more closely reflects actual market scarcities, a less disruptive and less
interventionist government role in the economy, a more uniform and
efficient foreign trade system, and greater labor and capital mobility.

To say that the HIungariani reform program will significantly change
the structure of the Hungarian economy in the 1980s toward more
market-oriented forms, however, does not mean that Hungary will
cease to have a socialist economy. Even if the reforms are implemented
as planned, most of Hungarian industry and agriculture will continue
to be state-owned. A substantial portion of new investment in Hun-
gary will also still be government-controlled, while all new enterprises
will continue to be established- only by the government. Competition
among Hungarian enterprises will remain minimal. In addition, a
large part of Hungarian foreign trade will continue to be conducted
on a centrally planned basis with the CMEA-member countries of
Eastern Europe.

Hungary thus is not likely to become the first capitalist member of
CMEA. Nevertheless. the differences between the Hungarian economy
and the centrally planned economies of the other CM'EA-member
countries of Eastern Europe are already significant. These differences
should become more pronounced in the 1980s as Hungarian reforms
are adopted and implemented.

VI. LIKELY IMPACT Ox ECONOMIC PERFORMANCE IN HUNGARY

The Hungarian reforms will not stimulate faster economic growth in
Hungary, at least over the near term. The reform measures are not
designed to increase output but, rather, to encourage a more efficient
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allocation of resources and thus a more rational structure of produc-
tion over the long term. This transition to a more efficient and more
market-oriented economy, moreover, will likely be accompanied by
some disruptions in the labor market as workers are retrained to take
on new jobs. Hungarian enterprises will also be forced to change their
product lines and market strategies more than has been tie norm in
the past.The upcoming period of reform, therefore, will probably be marked
by moderate to low economic growth rmtes in comparison with the
relatively high growth in the early 1970s. Current Hungarian external
payments imbalances, of course, are also an important factor in forc-
ing a slower rate of economic growth over the next year or two.

Over the longer term, however, the more efficient structure of pro-
duction encouraged by the reforms should form the foundation for
more rapid growth than might otherwise have been possible. The
reforms will improve the production structure by facilitating the
transfer of capital and labor to enterprises that generate the largest
profits based upon the more rational post-reform price system. The
heightened role for market forces, which probably will be created by
the reforms should also help reduce persistent Hungarian covertible
currency current account deficits and excessive investment rates. Both
of these problems have plagued the Hungarian economy for several
years.

The reform program should help improve Hungary's hard currency
balance of payments by:

Reducing enterprise demand for raw material imports and con-
sumer energy demand through higher prices and by permitting
greater retention of enterprise savings from lower material
mput costs;

Reducing the consumption of foodstuffs by means of higher
prices, thus freeing agricultural commodities for export;

Stimulating tourism through continued depreciation of the non-
commercial exchange rate;

Reducing the bias toward exports to CMEA markets by permit-
ting greater retention of "windfall" profits-only available
from potential sales to the West-and de-emphasizing produc-
tion volume as a success indicator; and

Revaluing the exchange rate of the forint versus the ruble, which
will tend to discourage exports to CMEA, while devaluing
somewhat against the dollar to stimulate exports to the West.

The excessive demands for investment in Hungary may also be
brought into better balance by the planned reform program. The re-
form measures are designed to reduce enterprise liquidity, cut sub-
sidies, and increase enterprise accountability for the risks of
investments based upon a more rational price system. These measures
probably will force Hungarian enterprises to pay more attention to
costs and markets when formulating their investment policies. Firms
thus should begin to pursue more selective investment strategies as
managers are forced to think twice about their capital goods
purchases.
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I. INTRODUCTION

S Bulgaria appears to have failed all major targets set in its Seventh
Five-Year Plan for development from 1976 to 1980, except that for
investment. Bulgarian leaders have recognized the problem by approv-
ing, sequentially, less ambitious annual plans in 1977 and again in
1979. The extent of Bulgaria's failure is made unclear by two contra-
dictory sets of performance indicators. Bulgarian official statistics for
1976-79 suggest a moderate reduction of the country's growth which
continues a trend in the official data for 1971-75 compared to 1966-70.
American estimates of Bulgarian GNP normally show a lower overall
growth rate than the official indicators. However, for 1976-79 there is
a sharp disagreement, with growth abruptly decelerating in the GNP
estimate. Differences between the two measures focus'on the weight
and growth of value-added in industry. Normally the Bulgarian esti-
mate weights this sector more heavily than does the GNP measure, a
difference found in them also for 1976-79. What is unusual for this
period is the very large difference in the two measures of industrial
growth. Satisfactory resolution of the conflict on this specific question
is hardly possible. It may well be that, taken together, the two esti-
mates give the probable high and low ranges, with actual Bulgarian
industrial growth somewhere between.

* Artsona State University.
(571)
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In any case, the purposes of this paper are to identify the immediate
causes of Bulgarian plan failure and to place recent international and
CMEA inflations in their Bulgarian context. The former are found,
first, in two domestic problems: (1) The failure of agriculture, offi-
cially blamed on adverse weather, to even repeat 1976 output levels
in the following two or three years; and (2) declining coal output,
for reasons yet unclear, when, in fact, the five-year plan projected a
rapid growth. Both were decisive in upsetting Bulgarian planners'
hopes for meeting the rising cost of critical Soviet imports of energy
and materials. The energy consumption plan for 197-80 was hardly a
sign of pessimism for it seems to have projected higher growth rates
than in 1971-75. Perhaps planners were influenced Bulgaria's suc-
cessful avoiding of adverse terms of trade in 1975, when rising prices
for food exports largely offset those for Soviet energy imports. Agri-
culture's subsequent failure to supply a very large growth in planned
food exports forced a substitution of other industrial products, in-
cluding machinery, in CMEA markets. A sharp decline in Bulgarian
terms of trade resulted. In western markets, where the substitution
was less possible, Bulgaria accepted a rising hard currency debt. In its
turn, failure of the coal industry not only made Soviet supplies more
critical, but may have forced a diversion of planned proleum inputs
from the chemical industry to fuel uses.

Altogether, since 1975 Bulgaria has suffered a significant reducticn
of net domestic supplies available from foreign trade. The reduction
has been larger because of growing export surpluses in Bulgaria's
trade with LDCs and other CMEA countries. It has been smaller be-
cause the Soviet Union accepted a rapidly growing Bulgarian deficit
in their trade balance. Bulgaria has also been willing and able, at least
through 1978, to increase hard currency debt. A surge of exports to
non-socialist markets in 1979 may indicate a change in this factor.
Paradoxically, while reduced net domestic supplies from trade have re-
duced Bulgaria's "accumulation rate", or apparent net investment
compared to national income used, fixed capital investment flows have
not been reduced. Evidence suggests that both increased depreciation
over asset retirement and reduced inventory investment have main-

S tained investment flowr. But, even with total investments appearing to
match the plan, the % directed to agriculture have been reduced below
plan levels. Possibly energy adjustments in industry, including coal
production, have taken more investment than was planned. Evidence
suggests, also, that Bulgarian leaders may have had second thoughts
about the efficacy of adding more capital in agriculture, pending cur-
rent measures to improve the utilization of existing capital.

Bulgarian leaders have responded to problems evident in the econ-
omy since 1977 by protecting the continued rapid growth of priority
industrial branches, machinery, chemicals, and metallurgy. In doing
so, they have accumulated future obligations to the Soviet Union and
western banks. As an offset, they probably hope to have gained future
material and energy imports from the LDCs. As additional costs, they
have delayed investments needed in agriculture and have reduced the
growth of domestic consumption. Beyond this, dissatisfaction with the
economy's performance has given a new impulse to organizational
change, centered on agriculture. In 1978 and 1979 the agro-industrial
complexes were changed in size, joined with new units of local adminis-
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tration and placed under a new form of management, the National
Agro-Industrial Union. Such structural reshuffles are less interesting
than yet another New Economic Mechanism applied in agriculture
since the beginning of 1979. This NEM, among other possibilities, cotild
increase managerial autonomy in the agro-industrial complexes and
introduce more decentralized price-making. Even more interesting is
the present extension of NEM principles to the food industry, trans-
portation and both foreign and domestic trade. Reorganization meas-
ures coincide with a general reestablishment of Bulgarian prices which
is supposed to provide a relatively permanent adjustment of domestic
wholesale prices to international prices.

II. BACKGROUND OF THE SEVENTH FIVE-YEAR PLAN

By the early 1970's Bulgaria was already well into a transition from
extensive to intensive economic growth. Details of the process from
the late 1960's to 1975 have been ably analyzed in Mark Allen's con-
tribution to the 1977 J.E.C. volume and need no repetition here.1 It re-
mains to cast Bulgaria's position in a comparative context, part of
which is found in Table 1. The notable feature of Bulgaria in this light
is the evident contrast of its low relative rank in terms of GNP per
capita to its rank in terms of several structural indicators. They sug-
gest that Bulgaria entered the transition from extensive to intensive
economic growth with a relatively low level of income or productivity
per capita.

The GNP comparison in Table 1 is subject to numerous qualifica-
tions. One is that Romania's slight edge over Bulgaria in 1975 is not
significant. By 1979, there is a more significant gap, $2739 compared
to $2330, in Romania's favor. In other comparisons of production per
capita. Bulgaria and Romania may trade positions, but both remain
behind all other countries in the European CMEA group.'

TABLE 1.-COMPARATIVE DEVELOPMENT INDICATORS OF THE EAST EUROPEAN CMEA GROUP. 1975

German
Demo- Czecho-
cratic slovakia

Bulgaria Romania Hungary Poland Republic

1. GNP per capita (1975 U.S. dollars)............. 2, 180 2, 200 2, 390 2, 440 3650 3, 660
2. Urban population (percent)-......-...-..-...- 58. 0 47.5 51.1 55.7 75.4 65.7
3. Labor force distribution (percent) ..........-- . 100.0 100.0 100.0 100.0 100.0 100.0

Industry and construction............--.. 41.5 38.7 43.8 39.8 50.9 48. 3
Agriculture and forestry.................. 282 38. 1 22.6 30.8 11.1 15.6
Other.-...---...........--- ..-....-..-- 30.3 23.2 33.6 29.4 38.0 36.1

4. Exports/GNP (percent)..................... 33.0 13.0 19. 14.6 19.6 17.0
5. Machinery exports (percer.t).................. 40.7 25.3 37.0 39.1 50.7 48.0
6. Agricultural exports (percent) ................ 33.7 22.6 25.2 11.5 9.1 7.2
7. Consumer manufactures exports (percent) ... 10.3 16.1 20.3 14.6 156 18. 2
8. Fuels. metals and minerals imports (percent)... 33.5 38.2 27.3 30.0 30.5 27.8
9. CMEA share in total trade (percent)........... 76.6 39.2 54.3 50.2 63.9 67.8

10. Energy importsconsumption (percent)......... 65.2 15.4 53.7 16.0 34.3 33.3

Source: (1) Thad P. Alton, "Comparative Structure and Growth of Economic Activity in Eastern Europe." in Joint Eco-
nomic Committee Print. "East European Economies Post Helsinki," (Washington, D.C.: August 1977) p. 224 (hereafter
referred to as JEC-1977). (4) Exports in local devisa units converted Jo U.S. dollars at official rates. (10) From data in coal
equivalents; UN, "World Energy Supplies 1973-197r' (New York. 1979). pp. 38-9. (3, 5-9) Sovet ekcnomicheskol
vzaimopomoshcti. "Statisticheskii ezheodnik stran-chlenov sveta ekonomi (Moscow, 1979), pp. 14, 375-80. 441-3.
hereafterr referred to as CMEA Yearbook).

S 
1 Mark Allen, "The Bulgarian Economy In the 1970's," Joint Economic Committee Print.

East European Economles Post-Helsinki (Washington, D.C.: August, 1977), pp. 647-97
(hereafter referred to as, JEC-1977).

SSee. Thad B. Alton, "Economic Growth and Resource Allocation in Eastern Europe,"
Joint Economic Committee Print, Reorientation and Commercial Relations of the Econ-
omies of Eastern Europe (Washington, D.C.: August 1974), p. 268.
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A review of Bulgaria's comparative structure may well begin with
its foreign trade, the obvious link through which changes in the inter-
national environment impact on the economy. For a centrally planned
economy (CPE), Bulgaria's foreign trade dependence is remarkably
high, higher than might be attributed to its small size. One source of
Bulgaria's trade dependency is a relative poverty of mineral resources
which, combined with a policy emphasizing industrial development,
has resulted in the highest level of dependence on imported energy
within the European CMEA group. Yet, at the same time Bulgaria
manages the highest share of machinery in total imports of any CMEA
country. On the export side, Bulgaria has maintained agricultural
exports (including processed food) at exceptional levels for a CPE.
But contrary to expectations, agricultural exports have not hindered,
but might have helped Bulgaria to raise the machinery share of its
total exports above the shares realized by either Romania, Poland
or Hungary.' Finally, the list of Bulgarian "firsts" is capped by its
having trade with other CMEA countries the highest share of total
trade of any CMEA member, except Mongolia. Its commitments to
the GDR and the USSR have been especially marked.4 While import
dependence on the latter may suggest a reason for Bulgaria's loyalty
to CMEA, it has in the past foregone available options to increase
trade with the West."

Bulgaria's trade structure is only slightly more unusual, when
matched against other CMEA countries, than are some structural pa-
rameters of its domestic economy. At the end of the Second World
War, Bulgaria's population was marginally more urbanized than that
of Romania. By 1970, its urban share far surpassed Romania's and
was higher than in either Poland or Hungary. With movement nre-
dominantly the population of prime reproductive years and of work-
ing age, the share of urban working-age population in 1970 was nearly
10 percent higher than the average (see, Table 9, below). From 1965
on, urban births exceeded rural births. Average age of the rural popu-
lation increased rapidly to the point in 1975 when deaths outnumbered
births. As expected, rapid urbanization brought a decline in the share
of Bulgarian labor in agriculture. Right after the Second World War
it was a high 80 per nt. By 1965, it had fallen past Romania's share
to just about match Poland's In 1978, still falling, it moved to within
less than three percentage points of Hungary s agricultural labor
share.*

Evidence so far reviewed leaves little doubt that Bulgaria has shared
a propensity common among all CPEs for rapidly shifting resources

SIn 197(0 Bulgaria is shown to be the only country, among East European CMEA coun-
tries and Yugoslavia, to have had a greater share of agricultural exports than expected,
given size and ONP per capita. It was not exceptional in this group in having had a greater
than expected share of machinery exports, but ranked considerably above Romania and
Yugoslavia and marginally above Hungary. See. Gur Ofer. "Specialization in Agriculture
and Trade: Bulgaria and Eastern Europe," in East European Integration and rast-West
Trade. Paul Marer and "ohn Michael Montias (eds), (Indiana University Pres,. Bloom-
ington and London. forthcoming), Table 1.

SSee. Edward A. Hewitt. "A Gravity Model of CMEA Trade." in Quantitative and
Analytical Studies in East-West Economic Relations. Josef C. Brada (ed), (International
Development Research Center: Bloomington. Indiana, 1976) p. 9.

SSee. J. M. Montias, "Socialist Industrialization and Trade in Manufactures" in Brada.
op cit.. pp. 22-30.

* In 1967, Bulgaria still had lower levels of urbanization than expected on the basis of
its level of GNP per capita. But its urbanization deccit was lower than the deficits shown
by Hungary, Romania and Yugoslavia. See, Gur Ofer, "Economizing on Urbanisation in
ASocialist Countries," in International Migration: A Comparative Perspective, Alan A.
Brown and Egon Neuberger (eds). (New York. 1977), p. 281.
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from agriculture to industry. In such a process, one appropriately asks,
what happened to agriculture beyond being diminished in size! Did
Bulgaria neglect this sector in the sense of not providing other inputs
to complement labor remaining in it The one evidence reviewed so
far suggesting that this was not done, namely that Bulgaria stands
out among the CPEs as an exceptional exporter of agricultural prod-
ucts, raises another question. Was its trade success in this area gained
by neglecting domestic consumption !

Table 2 provides data relevant for the evaluation of Bulgaria's treat-
ment of agriculture compared to other CMEA countries. The data do
not compare inputs to agriculture, but rather the results that would
arise from inputs. The table contains calculations of labor productivity
(value-added per person) in the main economic sectors relative to total
labor productivity in each economy. The column "I-C/A-F" is of spe-
cial interest. It estimates the ratio of productivity in industry (and
construction) to productivity in agriculture (and forestry). Calcula-
tions are derived from two different estimates of value-added and labor
distribution. Part A is based on official net material product in current
prices and labor distributed in the material or productive sectors. Part
B is based on American estimates of GNP in constant prices and total
labor, including services.

TABLE 2.-CHANES IN RELATIVE VALUE-AOOED PER PERSON OCCUPIED BY SECTORS IN EASTERN EUROPE

liaWmIO

hldustry ns Agricuurc =rtnmcb aifort Obr I-C/A-F

A. RaIio of NMPW sar i crret price t labor sha
ias M prodctiw srdor:

Bdprir:
"196................................. L 41 66 L 2 214
1970.................................. L 3 .55 1.37
1975---..... --.......................... .22 .66 L04 LS

oemanr:
1965.................................... 2.02 .46 1.4 4.A
197.................................... L 04-L M .-. 34 .9S-L21 5.7-5 8
1975.... -----.......................... L4 .37 L52 3&9

PaJid:
1965-................................. 1.51 .51 L. 2.
17 ------------------------------ ................................... .44 1. 01 3.3
975 ------------------------------ 1.21 .42 .79 3.05

""1 .................................. 1.43 .58 ., 2.47
19.................................... ------------------------------- 1.32 .51 .93 2.58
1975.................................... ------------------------------- L34 .55 .71 243

1965L.. ............................... Lt32 .52 .68 254
1970.................................... 1.2 5 .83 2.52
1975.................................... L 28 .4 .7 267

L Ratio of GNP shar is cotaM price Ito labor sbam:

1965...--.............................. L .78 L 3 L37
1975.................................... L01 . LOS L

Romania:
1965..-................................ L 30 .74, L 3 L76
1975------------------------------.................................. L 1 .77 LOB L 5

Pdaad:
1965.................................... 1.10 .76 L23 L4
1975----..............................- L20 .62 L 12 L9

H 5 .................................. .94 .7 L LOB
1975 .................................. L 0 . 5 .9 L 1

Cachoslavi:
1965.................................... .9 .08 L 12 L 1
1975................................... . L12 .96 .8

German DOmrantc RtpuM.c:
1965...-----------------........ ------------.................... .94 L04 L07 .9
1975.................................... . L22 .9 .79

Sows: MA) "CMEA Ye-book-1974" pp. 46-7. 441-3. Alm) "JEC-14977T. . 206, 8

- -1I - -- - - ~- --
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In Part A, Bulgaria stands out a having had the lest difernces
in apparent indusrial and agricultural productivity in the three years
comared. The contrast with its partner at the low end of the scale of
GNP per capita, Romania, suggests a remarkably different relative seo-
toral emphasis. In Part B, Bulgaria's relatively heavy emphasis on ag-
riculture is diminished. It no longer is seen to have done so more than
the two most advanced countries, Czechoslovakia and the GDR. But it
keeps an advantage over Bomania and Poland, and gains one over
Hungary in 197

Impressions from Parts A and B differ because different concepts of
output are used. Basically Part A shows the results of changes in
boh relative prices and real productivity. Part B restricts changes to
the real category.' Bulgaria is now seen as having placed a relatively
high value on agricultural products comared to industrial products,
which may have provided relatively higher incentives in agriculture.
Still, given its low income level, the evidence hardly suggests a neglect
of agriculture, at least compared to other European CMEA countries

No exact comparison of Bulgaria's per capita consumption with
other CMEA countries was calculated or available for this paper. A
comparison of Bulgarian and Romanian physical consumption of se-
lected commodities s presented in Table i of the following paper on
Romania. In 1975, Bulgarians consumed per capital 17 percent more
animal food products, 34 percent more fruits andvegetables, 6 percent
more vegetable oil, and probably more textiles than did Romanians.
Bulgarian stocks of durable goods per capita exceeded those for Bo-
mania by wide margins: washing machines-159 percent, refrigera-
tors-81 percent, television sets-36' percent, automobiles-229 per-
cent, and housing space-55 percent. Romanians consumed 11 percent
more cereals, potatoes and sugar combined. They had more hospital
beds per capital, but fewer doctors. Barring unexpected quality differ-
ences, Bulgarian consumption levels in 1975 were clearly higher than
those obtained in Ronania. Similar consumption indicators are given
in the CMEA yearbook for Bulgaria and other CMEA countries (but
not for Romania). This evidence suggests that Bulgarian food con-
sumption was lower than for other countries by about the same mar-
gin as its per capita GNP in Table I (with Romania excepted). But
Bulgarian consumption of animal food products was relatively lower
and its stocks of durable consumer goods still lower.' Bulgarian con-
sumption levels appear to correspond more with its relative level of
production per capital, or productivity, than with its more advanced
structural indicators Thus, while the Bulgarian economy does not
appear advanced in terms of consumption indicators, it has not ne-
glected consumption, given its level of GNP per capita, any more than
other CMEA countries might have and clearly less so than has been
the case in Romania.

SPart A shows much higher relative productivity In NMP terms for all countries a
result of pricing policy which assigns to Industrial products the bulk of turnover taxes and
other charges to finance accumulation. If Bulgaria's higher relative prices I agrculture
reted from a mere shltt oa taxee and other charges, no incentive eect would result
The relative decline of relative agricultural productivity In al countries (except Cseeho
slovakia) from 19M to 1970, followed by sa Improvement from 1970 to T75, probably r.
Sects a common policy of laereasing agricultural prices.

* Soviet eioaomlcheskol vsalmopoaoshehl, Statlstek eheiodk tranchIenov soveta
ekoaoml, 1978 (MoMow. 1979), pp. 5-41 (hereafter referre to as CMBA Yearbook).
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Bulgaria's comparative development pattern may now be consid-
ered with a forward focus. Two broad questions may be asked. First, is
its present transition from extensive to intensive economic growth
hindered or helped by having developed structure ahead of productiv-
ity Second, were special challenges or opportunities posed for Bul-
garia because of its comparative development pattern and its transi-
tion state by the abrupt changes of the international economic environ-
ment since 19741 Seekii answers to both questions will focus the fol-
lowing detailed analysis of Bulgaria's economic experience since 1975.

III. PLAN AND PERFORMANCE, 1976-80

Discussions of the Seventh Five-Year Plan during 1976 emphasized
the need for increased efficiency, implying that Bulgaria faced a re-
duced growth of inputs for production. A growing awareness of con-
straints was shown by the marginal reduction of major output targets
of the final plan, adopted in October, 1976, compared to either the
draft plan or the plan directives approved at the 11th Party Congress.
However, it is clear that Bulgarian leaders were unwilling, at that
time, to accept reduced economic growth. The output side of the plan,
as shown in Table 3, essentially demanded a repeat of performance
achieved in the previous five years. With lower input targets, growth
was to be maintained by significant improvements in efficiency com-
pared to what had been achieved in 1971-75.*

TABLE .- BULGAR IA 5-YEAR PLANS AND PERFORMANCE (AVERAGE ANNUAL GROWTH)

Pla Actul PIm Actue
ladicLate 1971-75 1971-75 176-0 1976-795

Net trial produ . .....--- ....----.-......-- 7.7- 5 7.8 7.7 .3
ot Irr tivt...........-- ...----------..........---------..... 6.6-7.3 7.7 7.7 (50)

Gre iadust*ial out t ------------------------ .. 2-9 9. 1 9.2 6.61.9
l(dustrial Lab productivity...... -----------------.... 7.62 6. ( 3)
Goe aricit.alg outpts...-.......................-- 3.2-3.7 2.9 1.7
Airicultral labor productivity .... --... -.............. 5.5 1 6 7. 1
Shar f acumule i MNP ued (perat).......... 26-28 21 7 2
Tost it ------------..-..........-----.... 5.5 7.3 7.1 7.8
Axoutk(billioeuWelv)...------------------------- 20.0 2L7 30.7 23.7-24.0
Share Ofuni4mr uaai a toti l ivestmel..ts4 .. 35 524.1 53 42.9
Tota foniptrade--- ------------------ 9.9-10.5 120 9.9 (8.3)

ade-....... --................................ -. 0 7. 7.0 50
MOeW81------------------------------------ NA 3.4 3.1 (2.4)
11raes- --- - t----- - - 4.0 0 3NA NA

a ia e pecapiut......................... 4.6-5.4 5.8 3.7 2.2
housing:

State (1,000 Muib pa year).............. - NA 20. 2 NA 37.2
Sta d private 000 ui per year)-----------............ 50. 50.2 84.0 70.5

NA-Not availabl
SReal increases aet for moey wages
SlitwM s parthss fUr 1976-71 oly.
* Grow rates a t mwap one -yea period compared t another, avrad for S years.
* Producti sectors.
S1972-75
Source: Plti data, "Rabotniche delo" various isus. Actul data thro 1971, "Salisticdhki Iod~shjlk a

marodm repubika Bulgariia" (herefter referred to a "Bularia year book")' various issues, and "CMEA yerboks
197." Data tr 1979--FER, BulariMi Situatie Reort Feb. 6, 1980) aid 'Statirtied ivsti•" (Sofia; Auust
1979).

* Some reduction na plan targets came quite late. This is shown in the version of the plan
discussed by Prime Minister Stanko Todorov Just two days before the final plan was a
proved. For different versions of the plan. see Rabotnichesko delo, February 23. 1976;

uly 4, 1976; October 28, 1976; and October 30, 1976. Additional background 1is found in
Allen, op. cit., pp. 66M5-
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The plan contained a few notable exceptions to the general rule of
reduced inputs and increased efficiency. Total energy consumption was
planned to increase more rapidly than in 1971-76 mainly because a
rapid jyowth of energy-consuming industries was planned. Increased

efficiency in the case of electric power and fuels was planned.1 Labor
inputs in the nonproductive service sectors would absorb ay increase
in the labor force (a plan figure for the latter could not be found).
Within the productive sector, the plan reduced withdrawal of labor
from agriculture to a rate of 3. percent per year, compared to an actual
reduction of 5. percent per year, 1971-75. The plan called for increased
growth of investments m agriculture, but a reduced growth of labor
productivity, compared tohe previous five years Allocations to the
sector reflected a need to shift more output to animal products and a
sizable planned increase in food exports.

For the productive sector as a whole, no increase in labor was
planned. Hence, the planned increase of NMP was also the increase
planned for labor productivity. The latter figure of 7.7 percent just
equalled performance in 1971-75. Industry was to absorb only part of
labor released from agriculture, with a far larer portion, 92 percent,
of its increased output planned from higher labor productivity. Thus
Bulgaria hop for productivity increments as large as planned in
other MEA countries, except Hungary, and much more than the
74percent achieved in 1971-75."

The plan set investment growth at rates only slightly below those
obtained in 1971-75. Concern with efficiency took the form of planned
reductions in unfinished construction and redirections of major invest-
ment shares to plant modernization. Plans for intensifying invest-
ments were far more ambitious than targets set in the 1971-75 plan
(which were not met). Foreign trade plans implied a reduced net
flow of domestic supplies and, thus, a major turnaround from condi-
tions during the 1971-75 period. Not only was total trade to grow at
reduced ratesbut export surpluses were planned for both major cur-
rency areaClearly, the reduced rate of accumulation in NMP used
did not imply a priority for consumption in the plan. It mainly
reflected plans for a growing foreign surplus. As noted, investment
growth was barely decreased, but planned increases in real wages and
real final incomes per capita were reduced compared to growth
achieved in 1971-75. Finally, as a comparison of figures for planned
money and real wages implies, no increase in consumer prices were
planned.

The unfolding of performance after four years of the plan indicates
that the only target in it likely to be met is that for investments.
Although in 1978 the evident belief of Bulgaria's leadership was that
investment plans could not be met The target was then lowered by
2,000 million leva for the 5 year period.? The foreign trade target can
be met only if total turnover in real terms averages at least 11 percent
growth in 1979 and 1980. As shown in Table 4 other indices are hope-
lessly below schedule, a fact to which Bulgarian leaders are signed.

SFor example, electric power consumed er unit of NMP produced wu planned to fal
by about 4 pereet, whereas It has rioe by i percent la 1971-T Fuel used per ualt of NMP
produced as planned to fall by .4 rent (o iro for 171-75 could e found).

U or comparisons. so I.coanom Gaul for Mrope, aeconlm Buarm of Europe In
197. Part II (New York: 177), pT

0 Eatnabothesh dl4. April s4 197M

___ _ ____
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Table 4 shows each annual plan, including the innovation in 1978 of
two-year planning. One year, 1980, shows up twice, as it was projected
with 1979, in 1978, and again in 1979 with a plan for 1981.

The main point to be gained from Table 4 is how annual plans
reflected a changed outlook after 1975. In 1976 and 1977, plans were
set at higher levels than required in the five-year plan except for
industry, on target, and investments, below target. By late 1977, the
1978 plan called for moderately lower targets; so did plans for 1979
and 1980, made in late 1978. Between late 1978 and late 1979 events
must have occurred to push planner's expectations downward. This is
shown clearly by comparison of the two versions of plans for 1980.
Lowered expectations are most pronounced for agriculture when
annual plans were reduced (to growth targets about on level with the
five-year plan requirements). Curiously, as other indicators were
adjusted downward, investment targets, initially set a low level, were
raised. Again, the marked difference is between 1978, when the five-
year plan target was said to be lowered by 2,000 million leva (6.5 per-
cent), and 1979 when relatively high figures were planned for 1980
and 1981.

TABLE 4.-BULGARIAN ANNUAL INDICATORS 19•-79

Am amowt (-ra O
197 1977 1978 1979 IMit SI 1901

A. As"a Ploas:i
NGetol .durbW ..................-
Later p irodc»ty.......................
Ses8 indstrial outpeL...................
Later pdetivi........................
Gross triacuttrl etprt. .............Laer pmdetvy ---------------........................-
Total iavitme (tillieo Ms)... .........
Total leeip trade................-..
Aiatll trad...--.----- .
MoIy i,- ---......................

Ml walto...... .-"... ...... .... .
Ml aii itnc 'Mpt...............

Hoping )000 )*...............
lusi 000 . its)...................

S . ..................
Lawr pmductiity.....................
Gross iadtrbiMl outut........... .....
LTtlr wreedivp tr.......-...............

Lator psdbictivity...........-..........

Total freia ,ra-........... . .
MToMy wges...- --.,...„.-.....

Real wa is...... it ......Anal fsad incomeciS...................
Hoeine O.000 Mat) .....-....--..---

C. PeFforua cm " Mrt pla:
Net so. tmfid L .....- ^^^^
Labor odivity...--........-_ .
Lam cdutful W M U
Ltbr prtoductit...--.y-... .
Gross agricultural output. „.....„.
Laerw paddivitly............ ...
Total ILvatmets......-s...........-
Total oreip trade.-...-.-........-.-
aailtraId............... .

kdIWagu..------_.--------_
Mea wage...... .....

HMsl aga icrpi-------- --- -------Ha^ .--.......---........
ithal - -^^ 21^1^

SAs plu--d a 197&
*As I- Mu.

*Tetalehr n
S AwraP f tr Snd 191&
* sed co-mecslg preMimriy report.
Baum: Sime a tlWe.

9.1 L2 .8 7.6 7.2 57 5.5
LI L 1 7 &67 7.6 5.4 5.2
9.2 9.2 7.7 7.8 L6 & 3 .
NA NA NA NA NA NA NA
5.1 5.0 4.0 7.0 7.8 17 .lI
NA NA NA NA NA NA NA

5.629 5.711 5,950 6.100 400 7,00 7.46
NA NA 115 ca9. ca9. 7.5 7.0
7. 7. 4.4 4.1 4.7 4.6 4
N NANA ...---..... ............
NA NA NA NA NA NA NA
4.8 4.S 3.6 3A2 3 3.0 3.1

54. 59.0 66.5 NA NA NA NA
NA 75.5 8. 6 (5) 79.5 L4

&S
7.0
&1&3
4.1
7.7

L57
7.3
LO
.8

4.37.2
67.6

97.7
9. 3
97.3
NA

9I.1
NA

95.4
NA

99.5
NA
NA

L.9
NA

6.3 5.5 &.5
7.7 5.4 NA

3 .1 9 * .5-7.9
6.2 .& 0 NA

-4.6 4.3 NA
-3. 8 &5 NA
6.143 6.187 *6-4300

16.1 9.2 NA
.1 &.2 4.2
.LI 4.0 NA
.4 NA NA
.6 L 5 L I

4A.5 34.0 NA
7.9 67.9 NA

L2 9S 8
SA 9 8
97.3 91 3

.A NA
9L. 99.3

NA NA
107.6 104.6

NA NA
9.4 100.8

NA -NA
NA NA

9. 3 S9.0
68.( 5LI

100.5 82.2

NA

98A .......---- .--
(SL *100.9) ......

NA.. .---------

38.8
NA.....---------

9A 6 w.......-- --

NA --------.--NA
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---------------
----------------------
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---------------------
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As seen in Part C of Table 4, annual plans except for agriculture in
1977 were never badly under fulfilled (note that measurement is not
based on ratios of actual to planned growth rates, but actual to planned
levels of one year compared to the preceding year). As performance
declined, annual plans were adjusted downward, below levels called
for in 1976. The downward adjustment of the 1978 plan is clearly
connected with the poor performance of agriculture in 1977. That year
also brought earthquake damage to Bulgaria. Total losses to the econ-
omy from natural disasters were said to have amounted to 1,500 mil-
lion leva.1 Agriculture failed to recover 1976 levels in 1978, when
hailstorms were said to have destroyed crops on 500,000 hectares,
roughly 11-12 percent of cropland."4 Indications are that 1979 was not
an especially good year. Gross agriculture output was reported only in
current prices, up 7 percent, with further attributions of serious
weather problems during the crop year."

IV. MzAsRzaxrMT or EcoNomIC CHA.o xI Buomam

As stated in the introduction, the impact on Bulgarian economic
growth of problems encountered during the Seventh Five-Year Plan
are seen quite differently in its official statistics and American esti-
mates of Bulgarian GNP. Besides this problem, recent changes in
Bulgaria's relative price structure raise other questions of measure-
ment and evaluation.

The conflicting estimates of Bulgarian economic performance are
given in Tables 5 and 6. As seen in Table 5, the GNP estimate usually
shows less growth than the official NMP indicator, a difference
not unique to the Bulgarian case (see the paper by Thad Alton in
Part 2). Differences in the aggregate indicators arise in two way&
First, sectoral growth estimates are not the same. In the GNP esti-
mates, Bulgarian agriculture typically grows slightly faster (or de-
clines less), while industry grove considerably more slowly than in
official value-added data. Second, as shown in Table 6, the relative
weights assigned to sectors are different. Services are added to GNP,
thus, reducing the weights of other sectors. In effect, services are given
a zero direct weight in NMP." The GNP weights for industry and
construction are further reduced and, in effect, partially reassigned to
agriculture."1

The troublesome feature of the two estimates is not that GNP nor-
mally shows less growth, as for 1966-70 and 1971-75, but the unusual
disparity for 1976-79. In NMP, growth declines moderately in this
period compared to 1971-75, continuing a downward trend shown in
1971-75 compared to 1966-70. In GNP, the reduction of growth is
abrupt in 1976-79. The source of the problem, as shown clearly in both
tables, is a disparity in estimates of value-added growth in industry.

"* Rabotnlchesko delo. December 21.1977.
A Rabotnichesko dlo, March 6, 1979.
"* RPER. Bulgarian Situation Report/2 (February 6. 1980).
Service financed through taw state budget influence the weights of other sectors ac-

cording to the assignment of budget Incomes among the other sector
"a Behind this change is the effort in the GNP estimate to weight sectors proportionately

to estimated factor costs In them. Official weight for Industry and construction appear
higher than estimated actor costs because of the disproportionate assignment to them of
state budget income (turnover taxes and proft remittances).
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If the Bulgarian estimate of industrial growth were applied to the
GNP weights. more than half of the difference in the growth of the
aggregates. GNP and NMP, would disappear. The remaining differ-
ence would approximate the "normal" differences in 1966-70 and
1971-75. Furthermore, there would be no abrupt downturn of GNP
growth in 1976-79.

TABLE .- BULGARIAN GROWTH INDICATORS-OFFICIAL AND ALTON ESTIMATES

1966-71 1971-75 1976-79

"Ntional product:
National daa.......... ............... ........ ...... .. L 7.8 3
Alton associ ............................................ 5.1 4.7 2.

1976-78

Valu-added Mi iadusty:
National data .... ................... ........ ............... 12. 7.1 .
AltoM associate ............ ......... ......... ............. 6 5.7 .4

Vale-added is aiculture:
National data ................................................ -. 9 1.7 --4.1
Alte ssocianut........................................... .4 2.2 -3.

SGeometric rate.
National data for sectorl value-added ai 1979 were unavailae.

SAgricultte and forestry.
Sou ce: Alton data tfro pri•Siniry commaicatiomi to the author. national data, se M races to table 3.

TABLE 6.-THE STRUCTURE OF OFFICIAL AND ALTON ESTIMATES OF BULGARIAN NATIONAL PRODUCT

1975 weights 1975-78 growth

Setor Of cra Alto OlciJa Altle

Industy................................................... 54.0 35.9 131.6 110.4
CoMtructiom ............................................. 9.0 .26 116.1 109.0
Aricture and foestr..................................-- 1. 25.07 8.l1 91.5
Transportation and communiatioas........................... 2 9.62 122.4 116.2
Trade ....- -- .............-.....--.......-............ 7.2 7.17 97.6 114.4

thw tui sectr-------------------------...................................------ 2.7 1.92 NA 114.7
Servics............................................................... 14. ............ 107. 5

NA-hot available.
Source: See table .

The difference in industrial growth arises out of the differing esti-
mating methods used. While no detail of the Bulgarian method is
available, it is believed to be based on deflating output in current
prices by pn index of industrial prices. The implicit price index for
industry, as calculated by the author, is shown m Table 8. Bulgarian
industrial prices fell very rapidly from 1973 to 1977, far more than
any other sector except trade, a special case to be discussed. A different
method of estimating industrial growth in the GNP estimates is justi-
fied by a suspicion that the Bulgarian industrial price index, in com-
mon with those of other CPE's, overstates price reductions because
quality improvements in industrial product flows are overstated.

- - - -- - - --- - - - - - - - --
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In the GNP estimate of industrial growth, base year prices re
applied to physical output series of individual industrial products.
Ths method may bias growth rates downward. Its possible bas arises
from the limited representation of the machinery branch of industry
in published physical output series.' In rapidly growing countries like
Bulgarian and Romania, both growth and product improvement have
been concentrated in the machinery branch. If this branch is under-
stated, the industry index will grow more slowly. Thus, while the
official data may overstate industrial growth, the GNP estimate pos-
sibly understates it.•

A minor conflict in the two indicators, seen in Table 6, concerns

growth of the trade sector. Here, the different growth hardly matters
in terms of the aggregates, NMP and GNP. Rather, it is the appar-
ently odd behavior of the trade sector in Bulgarian data that deserves
explanation. In the official indices of real value-added, in Table 7, the
trade sector, after having been the most rapidly growing sector in the
Bulgarian economy, suddenly declined by nearly 30 percent in 1978.
Table 8 shows that the trade sector also suffered an implicit price
reduction in 1978 of about 6 percent. Altogether value-added in trade
fell 542 million leva in 1978, or 3.5 percent of the 1977 NMP in cur-
rent prices. How is one to explain such a fall when employment in the
sector rose about 1.4 percent, sectoral money wages increased 3.8 j,..
cent, retail trade rose 3.7 percent in constant prices, and foreign trade,
in constant prices, rose 9.2 percent? Behind this apparent paradox
lies a different way of treating foreign trade in the NMP accounts.
An excess of imports over exports, as measured in domestic prices,
adds to value created (or NMP) in the trade sector. Then part of the
loss of foreign exchange is charged against the gain." In 1978, a
rising deficit (see Table 13, below) would have caused foreign ex-
change losses to be charged against "output" of the foreign trade sec-
tor. But, in 1974 and 1975, equal and even larger increases in the
foreign trade deficit were not accompanied by a reduction in the trade
sector's output. Something else must have happened in 1978. Logic
suggests that the Bulgarian foreign trade balance in domestic, or
internal prices moved abruptly in a surplus direction. Just why, can-
not be answered because Bulgaria publishes no trade balances in
domestic prices"

"3 In Bulgaria and the other CPE's large portions of machinery output are reported in
value, not physical units, because the physical units are dissimilar and, in any case, make
less economic sense.

* Am interesting test of the GNP method would be to apply It to output of a non-socialist
country where heavy emphasis had recently been placed on growth and technological
change in the machinery branch of industry. The result might also show less growth than
by the method of price deflation

, See. Frankly D. Holsman. Foreign Trade in the Ba'ance of Payments and ONP Ac-
counts of Centrally Planned Economies (University of Pittsburgh : Pittsburgh. 1978). p. 18n Rosanla. also. had declining value-added indices for its trade sector ia the last half of
the 1960'. Then, in 1971, the series was no longer published.

- - w



583
TAsI 7.-STIUCTURt AND GOWTr OF NET MATERIAL PRODUC

Tnre.
eadiatand cam

lade. Csstae Aricd- msis-
TYr Tald ty tib toe Foermry ti Trade Om

A. Shre is ceodaM price:190,, ................. oL S 3 9 .2 It 5 IL 7.1 ,1 Ls17'... ... --------------.. . 100.0 55. 1.2 165 6. 7.1 6 2.1I ................ I00.6 51. 1.3 22.6 7.3 56 33
1,.................. 1o 51.1 . 22.6 . 7.4 & 3.
I9m ................. lIA 51. 11 2 .7 .6 7.7 7.1 L
197. ................. o I 0 K. S. IL 0 . t 7.5 2.7
19, .... .. ......... . 100. 55 I 14 .6 .3 .6 2.3
196. ................ 10L 53.9 &4 17.? . L.6 65 2
1977................. 1069 5 S Lt 9 1.2 .5 0 3 t. 2.5
197..................... IOL 5 & 6 Its RA U.3 L6 NA
17o ............................... .............. ........... ............................................

8. Indacs ucoaa t prices:
197 ................. 9 .............................................................. .....
1971.................. 100. 100.6 100.o 100.0 100.0 100.l 100. 100 Il
127 ................. 107.7 i07. 103.1 107.7 2.3 101.2 117.0 101.
197 ................. 116&4 11.5 113. 106S 9.8 122.8 142.5 102.3
1974.................. 12 52 132.6 121.2 9.7 107.3 140.6 161. 102. 4
1975...-.............. 162 142.9 13 110.9 116.7 154. 187.9 K.9
1976........ ....... 14.1 153.3 131.1 113.0 lo 170.9 212.6 10.9
1977................. 154.3 168.5 147.7 96 110.2 175.4 263.4 11L
1978 ................ 164.3 187.2 152.5 97.9 NA 16 1 1834 NA
1979 ................ 17s5. .................... ... ........................................

I s 1371 Imetodolo and price bs revised.
SOnly agriculture is sm oI tie Bdlarat Yarbook in o iodeu wit one docim Oti. r 0 tor iadac me calcadatd

irem be It iNde WI I decmad d eu shaMre with e decimOd.
NA-Net aville.
Sourse: So tabe

TABLE L--INDICATORS OF RECENT BULGARIAN PRICE CHANGES

Iplicit ntioMa predt priou denabi

Transuprtatios

YeM Total ladetry Colruction AIriulre m icatio Trade

1971.................. 10 0 10. 0 100. 0 10.t 100. 100. 6
1972.................. 100.3 10. 100. 7 9. 4 99. 6 103.
1973-....... ........... 10 3 .2 101.6 101.7 3S 7 . 9
1974 .....---.......- . 100. 4 97. 100. I 9 1. 5 97.
1975.. . - 100.6 S96 100.8 115.1 99.4 S.2
17.-......-.......... 10. 2 K .5 100. 115. 90 103. 4
1977................ .SL 4 t. 5 97.5 118 7 117.2 L 9
178.................. 95 018 97.8 123.9 12 4 S2.7

Dealsis
lavetd Stat ret pric Coop -

Expert la rt mot tiv Consump*
pncr pice price Told Food Other market Wae tie

1971............ 100.0 I 100 100. 100. 100.0 100. 1 100. 0 100. 100.
172. ........... 99.6 9 6 ........ 100 100.1 99. 100.5 10 0. 10. 2
1973........... 102.5 102. 100.1 110.1 99.5 106 8 00. 2 100.6
1974...........- 110. 110.7 .....-..... 10.7 102. 0 91.7 115.1 100. 10L 3
1975 ........ 111.5 122.6 100.0 10L 102. 6 9.6 122.3 10O 101.7
1976 ....-....... 120. 13 3 .......... 10.L2 103.1 9 125. 2 10. 2 102. I
1977. ....... 122.3 1.1 99. 10L 10 1 4 10 .5 136.1 102. 103.6
1978. .... . 122.6 144.5 .......... 102.6 104 102.2 NA NA NA

XA-Met availda.
Seer:: UN, "Malt BiluNis f Stacti s" (Februa. y,10). p. 201 amd source ciud is tale

6..607 0 - 81 - 36

- l I
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The possibility that Bulgaria's trade balance in internal and
external prices could have shown different balances is not sur-
prising." Table 8 shows the distinctly different movement of internal
price levels and external (export and import) prices. Changes in rela-
tive internal and external prices are also likely to have taken place."
However, current price ohanl es do not aC'ct indices of real NMP by
sector. Export and import Hfows influencing the trade sector are in
constant prices. Indicators of the real volbune of trade, presented in
Table 16 below, show a very large rise in the real import deficit in
1976 and then a large decline (or rising surplus) in 1976, followed by
smaller movements in 1977 and 1978. The lack of corresponding
changes in the real output index of the trade sector in Table 7 sug-
gests something less explainable was happening.

The movement of relative prices in Table 8 suggest other incon-
gruities in measuring real growth. If relative producer prices of 1978
were used to measure growth from 1971 to 1978, a lower growth rate
would result. In fact, Bulgarian wholesale price reforms currently in
progress (see below) may shift the weights of subsequent official NMP
estimates in this direction. By itself, such a shift will lower the growth
rate of future NMP." Similar differences may arise in the measure-
ment of changes in real income and consumption. Food prices in state
retail trade have obviously been kept below levels of prices in coopera-
tive markets causing a growing disequilibrium between the two sources
of food. In addition, rising producer prices in agriculture imply the
necessity of state budget subsidies to finance deliveries of food prod-
ucts to the state trade network. Another disequilibrium appears in the
virtually constant prices of nonfood products in state retail trade
compared to the rising unit value indices of consumer manufactures
in foreign trade. By 1976, the export price index was up 58 percent
compared to 1970, while the import price index increased even more,
nearly 120 percent, in the same period. In November, 1979, Bulgaria
finally moved to decrease both instances of disequilibrium and budget
subsidies by significant consumer price increases. 25 With both whole-
sale and consumer price changes, measuring real economic change in
Bulgaria will become even more diffcult.

V. LABOR RESOURCES AND INCOME PoLICY

Increasing constraints on Bulgarian labor supplies are evident when
changes in labor planned or projected for the period, 1976-80, are

" For an illustration in the Soviet cae, see, Holzman op cit., p. 13.
- Data are hard to match by sectors. Unit export prices of food materials and products

had risen by 30-40 percent by 1976, while those for machinery exports remained about
constant. Thus. the relative movements have Leen similar to the re.ative movements of
Internal agricultural and industrial products. But In the industrial category, export prices
of consumer manufactures rose more than for agricultural products and so did prices of
chemical imports and exports.

SThat Is, assuming sector growth in Industry countries to outpace growth in agriculture.
This point raises the possibility of "induced growth cycles in the official Indicators of
rapidly industrializing countries like Bulgaria and Romania. That is, growth may be re-
duced each time a more recent set of price weights are appled If agricultural prices rise
faster than industrial prices.

*New price Indices are unavailable. The unwelbhted versee of about twenty food prod-
ucts increased about 35 percent, roughly the difference na the movement of prices in state
and cooperative trade since 1970. Construction materials and new housing Iucreased about
40 percent. Household energy consumption has become even more expensive. See. RFER.
Bulgarian Situation Report (November 13, 1979).



compared to actual changes in the previous five years. In the period,
1971-75, the working age poulatn increed 2.4 percent and the
occupied population about 37. percent; in the plan period, respective
figures of 1.4 percent and S percent have been projected." Part of the
increased supply was lost in a shortening of the workweek from 46
hours to 42. hours for about 65 percent of employees by 1975. A fur-
ther reduction to 40 hours by 1980, which was planed in 1972, was
abandoned in 1976." Labor m the productive sectors grew only 0.6
percent from 1970 to 1975, with no growth planned for the next five
years. Hence, non-productive services received nearly all the labor in-
crease in 1971-75 and were planned all the increase in 1976-80. Within
the productive sectors, agricultural employment fell 18 percent from
1970 to 1975, representing a transfer of 282,000 persons.' The plan
envisaged a smaller subsequent reduction of 7.2 percent, or only about
89,000 from agriculture by 1980. Industry's employment grew a large
14.3 percent from 1970 to 1975 (186,000 persons) and then was planned
to grow by only 3.3 percent (49,000 persons) by 1980.

TALE --POPULATION AMi LAsMB SOUACES

UN on s n a

L »l (tm ).................................. S1S 731 471 (** eoS -- A NAI Weringa« pepideign (thoagi)...................... 41 55 M0 NMA ,A,
& .ti,. . ,i- (»oi ce|0.............................. % % 9.9 I.2_ ..4 UresBoriae opstia(a....................... 12 NA NA
5. AiwM Weuls ( m .................... 2 4 4 413 440

NMricl dwr (ioMMd) .................... 2 1,211 27 3.29 3.
Industry ad construction (ousnds)............ 1.659 1.41 LI. 1 1.8 1.917
Oear aaericuamalM (hm ds)................ 112 1371 1417 1421 144

Arstcloral I- r(tisa-d)............-......-.. -- 506 1.224 1.164 111 1104
Psrductiem wcto osads).................. .... 3717 73 717 3.60 732
Nomaeadauciw seco (btous-e-d).................. 5 5 6 724 711 737

S ....(o........................ 2.4 73. 147 7 3
Industry eCMtr1tM(9pcna3............... A8 41.5 41.9 42.J 42.9
Ohmr asaric~Irl (pece0) .................. 2. 30.9 31.9 32. 32. 4

Agriai (pemMO .......................... 3. 2 27.6 t2Z 25.3 24.7
Prd. tiMetors (pewr......................... M9 .3 1 .7 L.7 3 .5
Newrodtive secd (paem...t) .................. 1 15.7 I1.3 16.3 i. S

Seame: Absoulb omber o ACCpied prosm estimated by tie other, a eapiMd Mi tah at. Other d0sta, use te S.

By 1978, as shown in Table 9, the occupied population was growing
more slowly than projected." Productive sector employment dropped
in 1976 and again in 1977. Then, in 1978, it jumped back up, near to
1975 and planned levels. The evident labor shortages in 1976 and 1977
were noted by leadership complaints, but with no explanations of
them." Industrial employment had increased at a rate faster than
required in the 1976-80 plan. A larger problem was agricultural labor's

* As noted In Table 9. the Bulgarian statistical yearbook gives no growth rate or absolute
numbers for the occupied population. The growth for 1971-75 Is the author's estimate. Also.
no ofcial plan figures could be found for working-age or occupied populations. The projee-
tiona are from Godfrey Baldwin. "Population Estimates and Projections for Eastern
Europe: 1950 to 2001." in JEC-1977. p. 456; and UN/ECR, Economic Survey of Europe In
1976. Part II (New York, 1977). pp. 19-20.

" Allen, op. cit., p. 688
* Of course, In reality part of those leaving agriculture were employed in services and

some of those entering the labor force did ro in the productive sectors.
* By UN/ECE and not Bulgarian projections; see footnote 26, above.
* In December 1977. the shortage was said to be about 15-20.000 persons and two months

later about 27.000. See. Rabotnichesko delo. December 22, 1977: and February 9. 198.
REvdences of labor shortages In 1975 are noted by Allen, op. cit. p. 66&

_ ~_ I
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decrease, faster than planned. By 1978, it was down 10 percent com-
pared to 1975, more than the whole reduction planned for 1980. In
fact, the rate of decrease was no different than in the period, 1971-75.
Movement continued despite an increase in per capita real incomes of
35 percent in the rural areas compared to only 20 percent for state
employees from 1970 to 1974. In that year money incomes per capita
in cooperative agriculture equalled the national average. Economic
measures to slow urban immigration were supplemented in 1974 by
administrative ones which temporarily closed all but 32 Bulgarian
towns to new residents.3*

The rural exodus continued at higher rates than desired by Bul-
garian planners in spite of income policies and administrative restric-
tions Part of the problem may have been a failure of income policies
after 1974. As shown in Table 10, large numbers of cooperative farmers
in 1975 and 1976 had their status changed to "employees", thus re-
ceiving rising and more certain wage incomes. In 1977 and 1978, the
shift ceased. At the same time, money incomes of those remaining as
cooperative farmers fell compared to employee incomes. The relative
reduction was slight in 1975 and 1976, but more abrupt in the follow-
ing two years, to relative levels of only 72 percent per person and 61
percent per family (compared to national average money income).
Reduced money incomes of the peasants were clearly the results of
agricultural production failures. However, the evidence shows that
conditions in 1977 and 1978 only exaggerated the effects of a more
basic problem. Even with equal money incomes, conditions of life in
Bulgarian villages were not equal to those in urban areas. Urban
externalities, amenities and opportunities for advancement, were
especially valued by younger and better educated persons. In August
1978, the Bulgarian leadership openly recognized the basic problem,
demonstrating, at the same time, its evident concern that agriculture's
reduced performance, in no small measure, could be attributed to
shortages of labor, especially skilled labor and specialists. Table 10
shows their very lower shares in agricultural compared to industrial
labor. Agriculture's relative disadvantage was less the failure to edu-
cate specialists than a failure to keep them in the sector, once edu-
cated." A decree on stabilization of labor in agriculture, then enacted,
included provision to improve education and training and to intensify
the use of agricultural captial. However, its most important provisions
called for raising incentives for labor, including reduced pension ages
and work days m animal husbandry, higher salaries for specialists
directly in production compared to those in administration, and ex-
emptions from either waiting periods or initial installment payments
for house and automobile purchases on credit. Incentive provisions in-
cluded an extraordinary appeal to specialists who would move back
into local, rural production. They were offered a year's salary bonus
with the right to keep their urban residence and housing permits."

* Rabotalchesko delo. December & 1974.
* For example, in 1972 a survey revealed that, of those trained nl agriculture from 1960

to 1970, only 54 percent with higher education and 16-37 percent with secondary educa-
tion worked In the sector. Ikonomika as selskoto stopanstro, 1974:6, quoted In ABSEES
(April 1974), item No. 388

* Rabotnicheshk delo, August 80, 1978
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resources In 191-75 both higher productivity and greater pNArticip-

tion were encouraged by combmaWition of greased free time and
increased real wage I fact, incomes rose faster than planned and

contributed to the unexpectedly large external imbalances of 1974
and 19a75." The trend could hardly be sustained. In 1976, further

NA--Nd etaWl
SeMs: SeM tWigl &

worThese serious measures to stabilize agricultural income growth wasgen-

erally more limited opportunities, at least in the short run of the

plan period, to stimula events turned out, the economy failed labor
resources. In the715 both higher productivity and 979ter participa-h
tionabrupt upward adjustment of consumer pceaged by a combalsotion of increased free time and

increased real wages. In fact, incomes rose faster than planned and

by abontributed to the unexpectedly large external imbalances of 1974her
andtt or productive could hardly be sustained. been stm1976, further

More hkely the failure to meet consumers' rsing expectations worked
to the detriment of productivity.

Bulgaworkweek reductions were populated and lower real income growth waspidly

planned through 1980. As events turned out, the economy failed to

proviby 1982de83. Beyond that a limited possibilities to in 1979 came tihe
abrutio upward adjustment of employees rose from 42. percent increased
190 to 46.9 percent, hardly enoughpartly asto raise rea incltucooperator Higher

participation or productivity could hardly have. been stimulated&
More likely the failure to meet consumers' rising expectations worked
to the detriment of productivity.

Bulgarian working age population will start to grow more rapidly
by 1982-83. Beyond that are limited possibilities to increase partic-
ipation. The female share of employees rose from 42.5 percent in
1970 to 46.9 percent in 1975, partly as female agricultural cooperators
changed labor status to employees. By 1978, the female employee
share rose to 48.0 percent, higher than in all other CMEA countries

a See. Alen. op. det. pe. 660,686-9.
* rBEB, Bularn SitatUo Rep ort 114 (November 13, 1979).
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except the GDR and the Soviet Union." Some marginal increase in
labor force may result from a reduction of the 104,000 in higher edu-
cation (1976/77) because some specialties at this level are evidently
oversupplied. But, at the same time greater emphasis is being given to
secondary and related specialized education. 31

Recent indications that Bulgaria suffers a shortage of specialists
with secondary education may indicate a direction for improving
labor's contribution to economic growth." The present emphasis on
labor training, as shown in Table 10, is on-the-job qualification. Its
limits are be indicated by the fact that 75 percent of employees in
material production have only elementary or partial elementary edu-
cation.* In any case, Bulgaria, at present, has about the same percent-
ages of employees with secondary and higher education as do other
CMEA countries."

Considering Bulgaria's immediate past, one may question how well
formal educational indicators, trends in income policy or even the
availability of capital explain the relatively lower productivity of its
labor. Rapid structural change may be a major contributing factor. In
1970, only 30 percent of the 18 year old age-cohort then entering the
labor force had been born in urban areas. The fraction rose to 32 per-
cent in 1975 and will reach one-half only by 1985. With rural origins
and recent migrant status, most Bulgarian worker families must have
consumed the major part of their resources just finding the urban job
with housing connected to it and then solving their problems of food
and service acquisition in new and constrained circumstances. If
time has yet been too short to have learned the new job well, it is
understandable.

VI. DOMESTIC AND INTERNATIONAL SOURCES OF CAPITAL

Up to this point, Bulgaria's economy is seen in mostly labor terms--
its structure, productivity and currently constrained supplies. Ob-
viously neither labor structure nor its productivity have been inde-
pendent of Bulgaria's access to and use of capital. The Bulgarian
pattern of high relative productivity of agricultural labor demanded
application of capital to agriculture. Urbanization consumed capital
for both job-creating industrial facilities and facilities for housing and
services. Hence, Bulgaria's development pattern required a relatively
broad distribution of available capital. Is this perhaps why Bulgarian
labor productivity appears to be relatively lowf Is there a connection
here with the fact that the only major target close to being met in the
present five-year plan is the one for investments? Meeting only this
target implies either that circumstances have been very favorable for

"T he largest pool of unused labor are females Just over the female retirement age of
54 In the 55-59 year group. of whom only 26 percent were active in the 1975 census (com-
pared to B6 percent active males of the same age).3 Compulsory secondary education was approved in principle in 1969 and presumaLly
implemented In 1973. Average school years were projected to increase from 6.8 to 8.9 in
ten years. However. implementation appears to be behind schedule. Ve'lchko Dobrianov,
"Changes in the Socio-Class Structure of Bulgaria." In Bulearia Past and Present. Thomas
Butler (ed.). (Cnlumhus. Ohio: 1976). p. 162: RFER. Bulgarian Situation Report 18
(June 13. 1976): RFIHR. Bnlrarian Situation Report 12 (January 27.1978)."R RFFR. Bul-arian Situation Report 12 (January 27. 1978).

* RFER. Bulgarian Situation Report 18 (June1 11976)."0 CMEA Yearbook. 1979, p. 452.



investment or that investments have received priority consideration.
If the latter, then Bulgarian planners must view increasing capital as
the key to their economy's further progress

Discussion of Bulgaria's access to an use of capital resources will be
done in two parts. The determinants of capital supply will be reviewed
in this section. The section following will focus on the allocation and
use of capital A. Pre-1970 Acces to Capital

An average Bulgarian worker is safely assumed to have had less
capital at his dissl than his counterparts in the G.D.R. or Czecho-
slovakia. Probably, but less certainly, the same could be said comparing
Bulgarian conditions with those in Hungary and Poland. Bulgarias
lower labor productivity is understandable in this condition, that is a
result of its having lower capital: labor ratios. But, how well the
latter explains the former is unknown for the simple reason that no
comparative measurement of total capital stock levels has been made.

One is left to consider, comparatively, the growth of Bulgarian capi-
tal and capital: output ratios. In these dimensions, even granting
reservations about the comparability of capital stock indices, Bulgaria
and Romania have far surpassed other CMEA members. That Bul-
garia's capital:output ratio has grown marginally faster than Ro-
mania's is the result of its more slowly growing labor, a margin gained
before 1965. Since then, Romania reduced the difference, with a com-
bination of slightly faster capital growth and slightly slower labor
growth. But, not knowing either country's beginning level, except that
both were undoubtedly comparatively low, leaves no answer as to where
they have arrived, except both probably have improved their com-
parative positions. How they succeeded u. another question requiring
an evaluation of their sources of investment as seen in three categories:
(1) Internal investment effort; (2) foreign capital flows; and (3)
terms of trade.

The appropriate measure of internal investment effort, the ratio of
gross total investment to GNP, or GDP, in current prices, is generally
unavailable for CMEA countries.4 A commonly used substitute indi-
cator for socialist countries is the "accumulation rate." It measures the
ratio of saving, net of depreciation (or net accumulation), to "net
material product used," or value-added in production, net of deprecia-
tion, plus imports minus exports, both in domestic prices."

The principal defect of this statistic is its exclusion of depreciation
which in Bulgaria, as shown below, and other socialist countries fi-
nances considerable investment in excess of capital retirements. A sec-
ond problem in its use is that the body of socialist country data
provides no easy identification of net exports in terms comparable to
the accumulation rate. One ends up with no way to differentiate inter-
nal effort from foreign contribution.

a e5. Altoa in JEC-1977, pp. 213-4.
SMore preesely, lo-me I production are also subtracted from both denominator and

aumerator. Als, the measure f production is material vale-added, which deletes services
mot supported by the state bd servicee supported by the state budget are Included -
directly by ehas added to price of materia goods, il iml to Indirect bul•aes taxes In
weter aona product aceountUn).
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In any case, its use for comparisons among countries or for changes
in one country faces hazards of misidentification. Sometimes indicators
in current and constant prices are mixed together and rarely is the
constant price base given."

Scattered data in current prices suggest that from 1955 through
1965 Bulgaria "accumulated" greater shares of net material product
used than others in the European CMEA group, including Romania."
From 1965 to 1970, Bulgarians and Romanian shares are about equal,
both higher than in other countries.

TABLU I.-BU-8ULARIA-4STUCTUV OF NATIONAL INCOME USED*

CoaNmetps Totd Fuied capia mlnatril

f1Mt,-..................................... 77.1 22. 12.2 11.7
195-0.... .................................. 7. 21 13.1 1.*
1961L-5................................... 72. 21.4 1LI8 11.
196-.......................................... 6 31.5 1 .5 13.0
1971-7..................................... 71.4 2. 6 NA MA
17iS-77 ................ ...... .......... .. 72.7 2 NA NA

Coatat prim: 152 puris; 162-65................. 77.8 22.2 A NA

2 .................................. 77.0 23.0 167 12.3
195M-L ................................. 76.7 23. 13.4 9.9
1961 5.................................... 65.4 34.6 IL7 22.9
19-62.................................. 63.2 36.8 12. 24.3
166-M..................................... 2 41.8 144 27.4

162 prim:
196 .................................. 71.4 2L6 NA NA
196-76.................................... 67.2 3 A NA

U171 pricn:
1Vl-L ................................. 7. 2.2 NA NA

17 -7................................... 72.3 27.7 A NA

s ilnUiio nfiaishe inretmeal.
< Z63 a 195 oaly.
NA-MovaiabL
Sourw: Caluiaed iroM dta is vwaious iassu t e BulrM sttaiical yearbook, th CMEA statisicl yearbook aed

tm Usi" Nasio " .aiuO Qi NOD"ub y*fbook

Bulgaria's high accumulation rates before 1965 corresponded with
foreign capital inflows are higher, relative to population or trade, than
for other members of the European CMEA group. Inflows not only
reflected special Soviet favor, but included western debt estimated to
have reached by 1966, absolute levels equal to those of Romania,
Czechoslovakia and Hungary."

After 1966, Bulgaria had large trade deficits with the Soviet Union
and other European CMEA countries in 1967 and 1968. In 1969, this
trade moved to a surplus, reaching in 1970 the highest surplus ever re-
corded by socialist Bulgaria. Growth of its western debt by 1970 is less
certain because part of it was probably covered by convertible currency

* For example, Bulgarian data nl the CMEA Yearbook are In current prices. Those for
the G.D.L are la constant prices. Other country data defy positive Identificatio n cross
checks again other comparative source. See. CMEA Yearbook 1976. and 1976, p. 44 and
p 48: Alton In JEC-1977, p. 214; George R Felwel, Growth and Reforms is Centrally
Planned E'onomles (New York. 1977), p. 281.

"* On Romanian data, me following paper on that country.
*See. Paul Marer. "Soviet Economic Pollcy In Eastern Europ," and Edwri M. Sell,

"Eastera Europe's Trade and Payments With the ladustrial West," n Joint Economle
Committee Print (August 1974), pp. 162, 69-718; Marshall I. Goldman, Soviet Foreign
Aid (New York, 1967), p. 28.
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loans from the Soviet Union. Total convertible currency debt in-
creased, but to an absolute level that was the lowest in CMEA, with
the possible exception of Hungary."

Bulgaria's official terms of trade declined nearly 13 percent from
1950 to 1970, thus offsetting at least part of the benefits of capital
inflows. But nearly all of the decline took place between 1955 and
1960. They rose slightly from 1960 to 1965 and then declined to 1970,
barely 2 percent lower in a decade. From 1960 to 1970, Bulgaria's terms
of trade with socialist countries fell over twice as much. Hence, her
export surpluses of 1969 and 1970 were acquired with a considerable
drain of domestic supplies.

Throughout the period capital flows and terms of trade combined to
change the growth of domestic supplies compared to what would have
been available from domestic production without trade. Differences
in the growth of production and domestic supplies are approximated
by the ratio of growth of NMP produced and NMP used. From 1952
to 1955, they grew the same percentage. In the next five years, with
terms of trade declining, capital inflows sustained a supply g.Rowth
about 2 percent over production growth. From 1960 to 196tk, a larger
favorable margin of 8.4 percent resulted. But from then to 1970, pro-
duction grew 7 percent more than domestic supplies.

B. Interiu Investment Effort in the 1970'4

The 1970's were preceded by a brief reversal of the relatively favor-
able external conditions for Bulgaria's growth. The Sixth Five-Year
Plan, 1971-75, saw their return. From 1971 to 1975, the accumulation
rate (in constant prices) rose from 26.8 to 32.8 percent Allocations to
net investment from the combined real flows of domestic production
and net flows from abroad rose very rapidly, an average of 12.9 per-
cent a year. The Seventh Five-Year Plan, 1976-80, called for reduced
rates of accumulation, 28 percent in earlier versions and about 26 per-
cent in the final plan. The actual accumulation rate in 1976 was higher
than the plan average, 29.0 percent. The actual rate fell to 26.4 percent
in 1977 while 26.9 percent was planned for 1978. Instead, only 24.0 per-

cent was relized."'
Contrary to impression, Bulgaria's internal investment effort did

not rise sharply from 1971 to 1975 and then decline sharply until 1978.
In fact, during the first period, real consumption (in producer prices)
rose 7 percent a year. In the second period, as already discussed, real
investments were planned to grow in 1976-80 about as rapidly as they
actually increased in 1971-75. After 1975, by in large, investments
were on target

Estimates in Table 11 give more accurate answers to what has been
Bulgaria's investment effort. Sums heretofore identified as "invest-
ments," line 1 in the table, have been only part of the national product
allocated to, or spent on gross investments each year. Additional allo-
cations for fixed capital formation have been made as capital repairs.

* See. Aliea. op. cit. pp. 688-9. 694-&"Ra botachako delo 28 October 197; 30 October 196; Planoveo topautvo. 1978: 1,p. 4; I79: 1. p L.
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Finally, total gross investments included accumulations of producers'
inventories and unfinished investment projects. The grand total has
exceeded "investments" in the plan and m the usual statistical reports
by 28-45 percent. As a measure of investment effort, gross investments
are compared to the sum of net material product (produced) and
depreciation." By this measure, Bulgarian investment effort appears
to have been relatively constant. The share of production allocated to
fixed capital investments has been more constant than the gross invest-
ment ratio. Larger fixed capital investment flows were obtamied in 1977
and 1978 partly by reducing inventory accumulation, especially unfin-
ished investment projects (as explained in the following section).

TABLE II.-GROSS INVESTMENT EXPENDITURES AND GOSS VALUE-ADDED

lI mlie of current loy

1971 1:72 1173 1974 1975 1971 1177 1171

L Capital nvestments...................... 3.603 3.953 4.236 4,577 5.361 5,373 6,143 186
L. Capitalrears.......................... 3 463 570 6 842 1 1 21

. Total--fhd catal................ 3,978 4.416 06 5.274 6.203 6.371 7. 20 402
4. lacfteu ivenAtoier................ 667 1,266 1,193 1 14 1.495 L 37 1. 269 1.10

5. ToWta estmb t...............6.. 45 S,642 5.999 6,420 7.6M 7.741 8 540 ,510

& NMP prod-.......................... 10.411 11.241 I,148 13,093 14.2 15,145 15, 41 16.388
7. DeprecaaO ......... ............ 1.046 1.34 1.61S5 1. 2.387 28.31 3224 44

L Total........................... 11.457 12,556 13.763 15.07 16.676 17.971 18710 1. 837

. Gross isvetmt is fixed capital as prcet
(S)...................... ..... 4.7 35.2 34. 35.0 37.2 3-3"V 15 37.3

10. Total anssnvestmnaspercent of()... 40.5 45.3 43.5 42.6 46.2 43.1 45.7 42.9
11. "Acumoulation" a percent of m satral

product used:
Cotant pces ................... 6. 8 26.0 27.7 30.7 32.8 29.0 264 NA
Carrestpric.................... 23.1 26.7 30.1 2.7 32.5 261. 2.0 24.

NA-Nt available.

Source: Item (1). (6). and (11) ae iven is regul ulgaria statistical sources. Item (4) is derived from the Bulgarias
si on producers' iiventories, iacludilng un•hed invistmnts, in amdyear values. The value for 1978 i estate from
the 1977 value by ubtracta the reported reductio in unfinsied nveaories. Estiates of items (2) oad (4) re based o
a Bulgrian sour which gives tUh accunulatd totah for 1971-77 and the valves or 1971 and 197. Intri valves a r
estmautod as moving percentage of capital stock and 1978 values asthated a t sae percentage of aital stock a is
1977. See, "Fnansi i credit," 1979 7 pp. 20-1.

Begianing in 1977, Bulgaran capital sttck figures have ben revalued to high values. In order to avoid distorting tI
estimates, capital socks for 1977 and 17 have bns reestimated. uing Bilgaria figure for 1376 and indices of captl
stock is tl CNEA yer bok.

The actual financing of investment in Bulgaria is a matter of small
consequence. Sufficient flows have been built into the cost and price
structure as depreciation, profit and taxes. In turn, planners have con-
trolled flows for investment and its allocation. Private saving has
hardly affected total saving and neither private nor enterprise invest-
ment decisions have really mattered."

* The total Investment figures are close to the 4.557 million leva for 1970 and 6.449.9
million leva for 1974 estimated by Thad Alton and his associates. As expected, their Ia-
vestment- ratios are lower, 34.4 and 35.8 percent. because their denominator. GDP, ln-
cludes the value of services. Thad P. Alton et al. Expenditure on Gross Domestic Product
In East European Countries. 1975. Occasional Papers of The Research Project on Na-
tional Income In East Central Europe (OP-52), (New York. 1977), p. 9.

* Investment financing was shifted from the state budget to bank credits and orga-
nisational funds in the second tar. of the 1960s. At that-tme. the shift was part of an
effort to decentralize decision making. With the subsequent annulment of economic re
forms. the apparent investment financing arrangements were maintained. Their only
notable feature is that the share of investments financed from the budget fell to a low
of 21.2 percent in 1978. The trend since then has teen reversed, both in flnres for 1977
and 1978 and In the plain figures for 1979 and 1980. See. Georgd Petrov. Finansirane na
rasshirenoto vusproizvodstro I na tekhnicheskila progress. (Sofa. 1978). pp. 74-.
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C. Foreign Trade Balance

Bulgaria entered the Seventh Five-Year Plan after having experi-
enced a very rapid growth of trade, with increasing import deficits.
The less favorable conditions noted for 1966-70 were reversed. From
1970 to 1975, the trade volume, in constant prices, increased 12 per-
cent a year, compared to a plan rate of 9.5-10.5 percent. Import deficits
were larger than planned as Bulgaria's CMEA trade balance moved
from a surplus to a deficit and small initial deficits with developed
market countries turned into large ones in 1974 and 1975, raising Bul-
garia's hard currency debt by 226 percent in two years." Combined
with her relatively small exports to developed market countries, the
added debt gave Bulgaria in 1975 the highest debt: export ratio in
CMEA.

The 1976-80 plan called for a higher growth of exports than im-
ports in all markets nnd a lower growth of foreign trade volume, 9.9
percent a year. Planned CMEA trade was to grow faster, 12 percent a
year, or by 76 percent, by 1980, with exports rising from 46.8 percent
to 52.9 percent of total turnover. The figures imply a planned in-
crease in the CMEA share of Bulgaria's total trade from 73.8 percent
in 1975 to 81.2 percent by 1980. Trade with all other countries was
planned to increase only 15 percent from 1975 to 1980.

Bulgaria's planned shift of trade toward CMEA reflected its de-
velopment priorities which called for increasing industrialization and
emphasis on the machinery and chemical branches. Half of Bulgaria's

"* M. tUe pape bt Jon Zeter In peut 2.
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exports in 1980 were to be machinery, compared to 41 percent in 1975.
Some 43 percent of machinery exports to CMfEA were to be within
its specialization agreements. Specialization agreements with the So-
viet Union were to cover a yet higher 51-52 percent. Part of Bulgaria's
planned machinery exports to the Soviet Union involved its new com-
mitments of 610 million rubles, or 793 million devisa leva, for invest-
ments in Soviet natural resource projects. In return, the Soviet Union
was committed to provide virtually all Bulgarian supplies of petro-
leum, natural gas, wood pulp, apatite concentrates and cotton. In
addition, it would be virtually the sole source of significant import
supplements to Bulgarian production of electrical energy, coal, coke,
iron ore, pig iron, rolled steel, timber and paper. Beyond this, the
Soviet Union committed itself, in 1976-60, to technical assistance for
100 Bulgarian investment projects. Among these was the long-planned
Varna-nlichevsk ferry boat line providing direct railcar connections
between the two countries across the Black Sea. It began operation in
November, 1978."1

As trade developed after 1975, total turnover in real terms aver-
aged a growth rate of 8.3 percent, slightly below that planned. In cur-
rent prices, exports generally increased faster than imports, reducing
Bulgaria's trade deficit, as was generally planned. But in Bulgaria,
as in other countries where trade is conducted largely in bilateral clear-
ing agreements with inconvertible balances, movement in the total
trade balance has only an obscure meaning for the country's balance
of payments. For example, Bulgaria's rising export surplus with the
LDC and other CMEA countries probably generated no means of pay-
ment for her import deficits with developed economies. In fact, the
distinctive character of country group trade balances goes beyond
financial inconvertibility. Given Bulgaria's economic structure, the
large export surplus with LDC's cannot be seen as having contributed
to developed market economy deficits because exports to the former
probably were poor substitutes for exports to the latter. Given these
circumstances, it is best to discuss Bulgaria's trade balance separately
for each country group.

1. LDC's--The notable feature of this part of Bulgaria's trade is its
export surplus, which became very large by 1978. After 1975, imports
from LDC s grew only 11 percent by 1978 and were lower than in 1977.
In real terms they may have failed to grow. The large export surplus
no doubt reflects Bulgarian credits extended in the form of equip-
ment deliveries and project assistance. Actual hard currency payments
to Bulgaria have been minimal. Instead, Bulgaria expects payments in
goods flows. Her non-Soviet oil imports did rise by 53 percent from
1975 to 1977, but hardly enough to reduce dependence on Soviet sources.
By and large, benefitting goods inflows are still in the offing."'

* Details snd background on the ferry boat line are given in Radio Free Eurt.pe Research.
"Bulgarian Situation Report 120" (Dec. 4. 1978); other sources: Vunshna Turgovila 1979:
2. p. 4: 1979: 4. pp. 2-3: Novo Vreme 1976: 12. p. 8-12: Bulgarian Foreign Trade (In

nltlsh) 1979 : 4, pp. 9-10.
* Bulgaria's major third world partner Is Libya, to whom Ia 1976 It exported 127 mil-

lon devise leva and from whom It imported only 20.4 million, Including 214.600 tons of
petroleum or 2&3 percent obtained from non-Soviet sources. (For reasons that are unnx-
p'alied, the Direction of International Trade shows much smaller Bulgarian exports). The
most recent Bulgarlan-Libyan trade agreement called for the volume of trade to Increse
2-3 times from 1979 to 1985. About 3.000 Bulgarians worked In Libya In 1978. They had
built and now operate an oi refinery, were Involved with Libya and Italy constrneting a
super hilhway link to Nigeria, and were recently reported to have sought Japanese financial
and technical assistance to develop Libyan petroleum reserves. See. RFER Bulgarian tStu-
ation Report/4, (March 26.1980).
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S. Developed market countries.-In the first half of 1979, Bulgaria's
exports to non-socialist countries increased 47 percent in current prices
above the corresponding period in 1978 By the same comparison, trade
balances moved from a 30.1 million leva deficit to a 191.5 million sur-
plus. If trends continued, Bulgaria would have had a much lrger sur-
plus in 1979 from uon-aocialist countries (LDC's and developed mar-
ket countries) than in 1978. In turn, 1978 saw a major change compaed
to 1975; Bulgaria's trade balance moved from a 544 million deficit to
a surplus of about 132 million devise leva in current prices.

It is not yet known what happened to Bulgaria's balance with the
developed market countries in 1979; partner-country data suggest a
surge of Bulgarian exports. If so, there was good reason. After the
sharp rise in Bulgaria's hard currency debts from 1978 to 1975,
large, but lower trade deficits continued through 1978. Estimated hard
currency debts rose another 65 percent in 1978 over 1975, outpacing a
55 percent export increase. Debt appears to have marginally increased
again in 1979.

Little is known of possible changes in Bulgaria's apparently good
position in Western financial markets." Possible hard currency pres-
sures may explain a series of recent moves to promote tourism and
foreign investments. After being discontinued in 1975, tourist premium
exchange rates on convertible currencies were reintroduced in Octo-
ber, 1978. Bulgaria's unusual agreement with the Pepsi Company for
opening pizza restaurants must be considered.another stimulant to
foreign tourists At the same time, in a yet unclear change of rules
beginning in 1979, the government may have decided to encourage
private organization and operation of tourist facilities. Finally, Bul-
gara now appears to be seeking joint ventures with western com-
panies, not only expanding them on third markets, but beginning
Shem in Bulgaria, even with minority Bulgarian ownership and com-
plete foreign management." These apparently liberal investment terms
are m surprising contrast to either Bulgaria's political stance or in-
vestment terms offered to western capital by her northern neighbor,
Romania. But, judging by Romania s experience, no quick or large
reductions to Bulgaria ' hard currency debts can be expected.

3. CMEA countries.-Bulgaria's planned increase of 70-80 percent
in real total trade with the Soviet Union for the period, 1976 to 1980,
just brackets the 76 percent increase planned for all of CMEA. Larger
increase were planned for Romania and Poland, respectively 100-150

and 100 percent, but small ones with other CMEA countries."
As opposed to the plan, Soviet trade in constant prices grew an

average 19 percent a year in 1976 and 1977, with real imports and ex-
ports rising at about the same rates. In current prices, Soviet imports
ross much faster. From 1974 to 1977, the value of Soviet petroleum
imports grew by 431 million devisa leva and accounted for about one-

"* See Alien. op. dt. pp. 694-T.
. See RVER. Bull rias Situation Report 14 (February 24. 1978) and 14 (February 24

1979). Total foreign arrivals Bularia decre-ed about 1 percent nl 1976 and then aineased 14 percent In 1977 and 4 percent la 197O. Transit arrivals remained constant, o"most of the Inream was for tourism and work. In 1976, arrivals from Brope CMAcountries ell 2 pereeat, sugesutin a large grease from western countries. More recent
data ar avolable. ar additional bachgrosu on C A touarim se, Flaast I kredlt,lT78 *4, pp. 1s-40.

84e Ma"Ics of reports from est Europea newspaper in ER Bulgarias Situation
atort/12(SePGtnmaw 14. 19T9).

t k -M percent. Cechosovakla 50 percent. Hunary 45-40 percent, arCaba 40 percent Vaahna torgovila 1979:4. p. 2: Planovo stopeastr 1979:8A p. 2
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fourth of the increased value of total Soviet imports The volume of
Soviet petroleum imports increased about 20 percent in the same
period, accounting for only 12 percent of increased value of imports.
The remaining 379 million leva increase came from Soviet price in-
creases. The significance of this figure can be seen by looking at the
change in Bulgaria's trade balance with the Soviet Union. It moved
from a small surplus in 1974 to a deficit in 1977, a net change of -328
million devisa leva. Thus, increased Soviet prices of petroleum im-
ports more than account for the increased Bulgarian trade deficit
through 1977.

What happened in 1978 is less clear. Total Bulgarian petroleum
imports increased 7.5 percent; imports from the Soviet Union can be
assumed to have increased the same percentage. Soviet prices for
petroleum exports were projected to increase about 24 percent over
1977."' Combining both figures suggests the Bulgarian petroleum im-
port bill went up 33 percent, or by about 227 million devisa leva. If so,
it falls very short of the total increase in the Soviet deficit in 1978 of
642 million devisa leva, leaving about 415 million to other factors.

Total Bulgarian trade with other CMEA countries through 1977
rose about as rapidly in real terms as was planned. In current prices,
Bulgarian surpluses with other CMEA countries just about matched
its deficits with the Soviet Union in both 1976 and 1977. In 1978, Bul-
garian exports dropped slightly, but imports declined nearly 39 per-
cent, resulting in a large surplus. The surplus was not large enough
to offset Bulgaria's even larger Soviet deficit in 1978. But, strangely
enough, the 440 million surplus just about matches that part of Bul-
garia's deficit with the Soviet Union, 415 million devisa leva, that
could not be attributed to increased costs of Soviet petroleum. It is not
known if two matching figures are coincidence or indicate the opera-
tion of a clearing arrangement whereby Bulgarian surpluses with
other CMEA countries are credited against part of its Soviet deficit
not covered by petroleum imports.

The external financial resources available to the Bulgarian economy
since 1975 may now be viewed with appropriate qualification. In gen-
eral, their flow, considered as supplements to Bulgaria's own invest-
ment effort identified in Table 11, has been far below levels of 1974 and
1975. A crude measure of the changing supplement is given by the ra-
tio of Bulgaria's trade deficit (in devisa leva) to its combined total
of NMP and depreciation (in internal leva), which fell from 4.2 per-
cent in 1975 to 0.8 percent in 1978.U Part of the reduction is seen as
growing surpluses to LDC's and other CMEA countries and part as
reduced deficits with developed market countries. External pressure on
Bulgarian growth would have been greater without the large increase
in Bulgaria's import deficit with the Soviet Union. But this point is
subject to a qualification. Was the rising deficit with the Soviet Union
independent of changing trade balances with other country groups?

*Fa1 und Diet1 "Price Changes In Soviet Trade with CMEA and the Rst of the
World Since 1975. in Joint Economic Committee Print, Soviet Economy In a Time of
Change (Washington. D.C.: October. 1979). p. 270.

*The measure is crude I:ecause numerator and denominator are in two different unit
It understates the level of foreign supplements in both years because the average value
of an internal lev was less than one devisa lev. But it overstates the reduction of the
supplement because foreign trade prices rose more than domestic prices from 1975 to
1978 (see Table 8 above).
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If the Soviet deficit would have been smaller, would Bulgaria have
borrowed more from the West Or, would Bulgarian planners then
have decided or been forced to reduced exports to LDC's or other
CMEA countries

D. Terms of Trade and Real Balance

Changes in trade balances in current prices are meaningful for their
financial consequences, but they obscure an important set of planners'
decision parameters, as well as the impact of trade changes on eco-
nomic growth. Trade balances in current prices are generated by three
factors: changes in real imports and exports, changes in foreign trade
prices, and changes in the terms of availability of foreign credit. Bul-
garian trade planners may be viewed as having chosen particular real
trade flows in a decision situation where the impact of changes in do-
mestic supplies have been compared to the terms upon which foreign
credit has been available.

A bridge between changes in Bulgaria's trade balances in current
prices and changes in domestic supples is found in her terms of trade.
Table 13 shows them in a comparative light. The first years of inter-
national and then CMEA inflation had little impact on Bulgaria's
terms of trade. In 1976, they began a sustained fall so that in 1977 and
1978, Bulgaria's comparative position was worse than those of the
two CMEA countries and at least three other less developed European
countries.

TAML IL-TEMMS OF TRADE OF BU•rMA AMO SELECTED OTHER COUNTIES
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Table 14 exposes Bulgaria's foreign trade prices and real trade in
greater detail. Relative trade prices have moved with significant dif-
ferences in the two market groups. In 1974, protected from OPEC oil
price increases, her terms of trade with non-socialist countries im-
oroved. Then. with CMEA's first round of price changes, her socialist
terms of trade hardly fell, but those with non-socialist countries fell
significantly. Since 1975, Bulgaria's prices with the latter group have
faed very well, again probably because only few oil imports included.
Her declining socialist trade terms, covering 80 percent of total trade,
have dominated the downward movement of overall trade terms. 'he
fall in the latter in 1978 clearly indicate that price trends in socialist
markets were again unfavorable.

«> *
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As might be expected, within socialist trade price trends have also
been very different. Soviet data indicates very large declines in Bul-
garia's terms of trade with that country. They fel 9 percent in 1975,
7 percent in 1976 and another 7 percent in 1977. By contrast, with other
CMEA and socialist countries, Bulgaria's terms of trade probably rose
about 11 percent in 1975, then fel about 4 percent in 1976, and rose
again in 1977 about 5 percent."

TABLE 14.--FORIGN TRADE PRICES AND REAL VOLUME

Tota trade Soeiliit trade Oer tade RAt

Expert Imprt Export Imparts Exper Iimpt lrte Told Scial Oer

Terms trade
A. F i brl (uAwt iest/rort index)

17io ...... 100. 100. 100.l 10 10 0.o0 10.0 io Io o10. 6
1171...... 100.8 1t 2 100. 102. 100. 101.7 916 .S IL
1972...... 10 4 10. I 110.0 104.1 7 8 M1 I S 105.2 .1
1973...... 103.3 10.2 109.8 10 I 43 101.0 91I 104.5 L.5
1974...... 110.9 111 11 04 107.9 11. 127.7 II1 102.3 I 1
1975...... 120.5 125. 3 124.1 12. 3 95. 2 1164 IL2 I8 I1. 8
1974..... 121.7 13i32 133.2 142.3 I9 109.6 9L4 L.6 82.0
I197...... 1233 141.1 131 151.3 .5 113.3 87.4 0.0 71.0
978...... 123. 147.7 NA NA NA NA 83.3 NA NA

Rielti ch mne i
deuk sappiees

I. rad vls (import ladi/enpert ade)
of trade:

197...... 100.0 I o0 100.0 100.0 100.0 Io.0 100.0 100. 10. 0
1971 ...... 10 IS 113 31 107.6 10. 104. 9 10.o 5 .9
1972...... 12. 5 12.4 110.9 129.5 1514 124.8 10 6. 11l 891.4
1973...... 132. 142.1 124.6 146.3 161 12184 107.6 117.4 79.8
1974...... 143 173.2 137.8 167.1 163.5 192.4 121.0 121.3 117.7
1975 ..... I1 L 195. 151.4 17.)3 1I 7 244. 121.3 118.4 124.4
a970...... 12. 3 195 16.o7 I ot. 234. 22.4 10 45 107. K 94
197?...... 2014 200.6 190.5 197.4 277.0 210.7 95W 103.6 7.1
197...... 23L0 214.9 NA NA NA NA 912 NA NA

I Clculated from wOk ijdi Md tan d res is currie price.
NA--4C amilabia.
Soume: See te &

Changing foreign trade prices have meant that movements in
real exports and imports differed considerably from those measured
in current prices. From 1977 to 1978, for example, when Bulgaria's
trade deficit increased in current prices, real exports increased more
than real imports. The country received increased foreign financial
flows but net real domestic supplies from trade were reduced. In a
similar fashion, the large increase in Bulgaria's deficit from 1974 to
1975 saw no change in real domestic supplies from trade. Deficit re-
ductions in 1976 and 1977 were obtained with greater real losses than
the immediate financial losses.

In order to more fully evaluate recent changes in Bulgaria's real
trade flows, estimates are made in TPble 15 which attempt to match
them with changes in real net production and in net production dis-
tributed between net accumulation and consumption.

* The movement of Bulxaria's termed of trade with the Soviet Union are takes to be
the Inverse of Soviet terms with Bulgaria as estimated by Ralmund Diets (op. cit., p.
284). Bullgria's other CMEA and soelalist country terms have been estimated, uslng the
Diets prices, by subtracting Soviet trade from socialist trade nl real and In current prices.
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Values in the table reflect constant prices at 1971 levels. Exports and
imports are converted to approximate internal price levels." The
item, "NMP for use," is the difference between NMP produced and
estimated imports minus exports. Both NMP produced and NMP
used are calculated from Bulgarian official data for 1971 and growth
indices since then. The division of "NMP used" into accumulation
and consumption, and growth indices of them also reflect Bulgarian
data.

The estimates contain errors as is obviously shown by "NMP for
use" being smaller than "NMP used." ' The fatter should be smaller
than the former by annual losses in production (for example, crops
lost in harvest and distribution)." Foreign trade may have been
converted from foreign to domestic prices with a scaling error. An-
other possible error is suggested by a report that, in 1977, Bulgaria
suffered losses of 1,500 million leva. Earthquake damages of 350-400
million leva, included in the sum, were probably mostly capital losses
and not production losses. Even then it is improbable that losses would
have declined from 1976 to 1977, as suggested in Table 14."

Despite its limits, two conclusions may be derived from Table 14.
First, changes in the Bulgarian "accumulation rate," except from 1970
to 1971, are correlated with changes in the real trade balance."6 Bul-
garia "accumulates" more of NMP used with a real import deficit and
less with a real export surplus. Changes in real trade have less influence
on consumption flows. The relative impacts result from the relatively
large shares of trade in machinery and producers' supplies while
relatively small amounts of consumer goods are either exported or
imported (small compared to both total trade and total domestic
consumption). However, trade induced fluctuations in the accumula-
tion rate, as explained above in Table 11, have not caused fluctuations
in the rate of gross investment in fixed capital.

Second, during the period, 1971-75, Bulgaria benefitted from hav-
ing supplies for domestic use grow faster than domestic production.
Moreover, production growth must have been stimulated by relatively
abundant supplies, both equipment and materials. Since 1975, the
economy has faced decidedly more difficult circumstances. Supplies for
domestic use have grown at just over half the rate enjoyed in 1971-75.
Domestic production has grown faster than domestic supply, but
probably faced supply restrictions which tended to reduce its growth
rate.

*The conversion factor of 1.76 Internal leva equal to one devisa lev is said by Allen
(op. cit., p. 659) to equal average foreign trade values in the two prices during the
1960s. The estimates bear Inaccuracies because (1) average rates for exports and Imports
probably differed from the conversion factor in the 1971 base year and (2) subsequent
movements of real exports and imports In domestic prices probably differed from the
movements in foreign prices used in estimating.

"e Among the estimating errors are (1) differences n actual internal and external for-
eign trade values in current prices in the base year. (2) differences Ia the Indices of
real foreign trade based on internal and external values. (3) excluded invlnible Imports
and exports that are counted in NMP produced, (4) differences in price deflators for NMP
produced and NMP used. and (5) statistical discrepancies.

* Estimates of the same relationships in current prices are made by Allen (op. cit.,
p. 659). He indicates that still other reductions are involved, possibly a statistical dis-
crepancy like the one in western GNP by expenditures and incomes. However, hbi attribu-
tion of foreign credits to the balances Is in error.

" See. RFER, Bulgarian Situation Report/1. (17 January 1978).
* Observations from 1970 to 1971 are affected by a change n .lulgarlan national account-

ing methods.

"6-67 0 - 81 - 39
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r. Commodity Trade Balances

Less than satisfactory evidence is available concerning Bulgaria's
planned commodity balances in 1976-80. The combined exports of
machinery, metal products and chemicals were targeted to rise from
54.2 percent of total exports to 62 percent in 1980. In that year,
machinery's share alone (including electronics) was planned at 50
percent, up from 41 percent in 1975."

The food industry's share of total exports is reported to Lave been
planned at 35 percent in 1980." Possibly this figure includes all food
exports. It not, given that the industry's export share was only 25.4
percent in 1975, the target would imply an average annual growth of
exports of over 17 percent Plans on the import side are essentially
unknown.l

Bulgaria's realized commodity shares in Table 16 indicate ma-
chinery export shares had risen enough through 1978 to meet the
plan. If chemicals had only maintained its 1975 share, the combined

* Rebeotmichtke del, 28 October 1976; Plamove stopw.tvo, 1978; 1. p. 6; 1979:
1. .

"_Thomas A. Vankal, Progress and Outlook or East European Agriculture, 1974-80,
USDA. Forelga Agricultural Report No. 153 (Washington. D.C.; September, 1978) p. 11.

*aEarlier projection, that Imported consumer xoods would increase as a share of
domestle supplies from 1I percent la 1971 to 20-25 percent Ia 1980. suggest plans for
Increasing pecliaUtion, but give no basis for estimating the shares of total Imports
planned for the commodity group. Rabotnscheeko deo, 14 December 1972.
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export share of machinery, metals and chemicals planned in 1980
would have been virtually achieved by 1978. By contrast, the processed
food export share had fallen. Even combined with food materials, it
was impossibly below the 1980 target.

Bulgaria's rapidly growing import deficit for fuels and other
materials needs little explanation at this point. It is obviously con-
ncted with Bulgaria's deficit in Soviet trade and has been a point
fr ~n which pressure emanated throughout the economy. More note-
worthy is the deficit in food materials since 1976 and the rising surplus
of processed foods. The former reflects agriculture's problems; that
the same problems did not cause a reduction in processed food exports,
suggested a possible decline in Bulgaria's food reserves.

By far the most interesting part of Bulgaria's commodity trade bal-
ances is the large machinery export surplus since 1977. Compared to
1975, by 1978 net machinery supplies through trade decreased, in cur-
rent prices, 700-750 million devisa leva. Translated to domestic leva at
parity, the sum represents for 1975 nearly a third of the total value of
machinery in capital investment (without capital repairs), and about
56 percent of the value of imported machinery in investment. Even
with reported increases in the output of the domestic machinery indus-
try of 41 percent by 1978, in these circumstances total domestic sup-
plies would have grown slowly.

Commodity balances provide some clues to the behavior of Bul-
garia's trade balances by country group. From 1975 to 1978, her trade
deficit with developed market countries was reduced 444 million de-
visa leva in current prices. Still, hard currency debts, as noted above,
rose 65 percent, certainly more than was planned. As debts rose, so did
exports to this group, by 55 percent in current prices, while imports
were reduced 18 percent. Which side of trade, exports or imports failed
to develop as planned? With food exports below planned levels, ex-
ports may have been the problem. It is yet unclear if other exports
were substituted and, if so, were lower average export prices a result.
Whether imports from developed market economies were planned to
fall even more than 18 percent is not known. But their further reduc-
tion to avoid debt increases would probably have resulted in unac-
ceptably constrained domestic machinery supplies.

The immediate costs of Bulgaria's rising export surplus with the
LDC's now appear even higher. Large portions of them must have
been machinery. Moreover, the cost was not just that of reducing sup-
plies, but of diverting possible exports to other markets. Large quanti-
ties of Bulgarian machinery exports to developed market economies
would hardly be possible at present. That they could have been ex-
ported to the Soviet Union is more possible. That they were not, raises
questions. After all, the Soviet Union must have extended Bulgaria
credits to cover the rising import deficit. Did the Soviet Union find it
more preferable to give credits than to accept even more Bulgarian
machinery in payment? Or, was Bulgaria's export surplus to the
LDC's increased with positive Soviet encouragement? Similar ques-
tions may be raised about Bulgaria's export surplus with other CMEA
countries. especially the large jump in 1978 because of the abrupt re-
duction of imports. Domestic supplies had to be restricted in this case.

- U U - -____



TABLE 16-COMMODITY TRADE SHARES AND BALANCES

1971 1972 1973 1974 1975 1176 1977 1197 11 3

A. Exports (pert):1. ...................................
2. Fuels, minors, mtli.........................
3. Chmils.....................................
4. Construction materials........... ..........
5. Other nonfood material....................
6. Food materials................................
7. Processed foods...............................
1. Consmer manufactures........................

I. Imports percentt):
1. Macid y....................................
2. Fues, minerals, motals........................
3. Chemicals........... ......................
4. Construction materials ....................
5. Othcr nonfood materials........ ...........
6. Fod materials...............................
7. Procsedt fods...............................
8. Costwum manufactures.................

C. Bai@W (milon devs ltva):
1. Machiney .................. .......
2. Fuel. mir erals, metals..... ...........
3. Chemicals............... ....................
4. Construction materials ........................
5. Other nonfooJ male ilals.... ...................
6. Food materials.............................
7. Processed fo i..............................
. Consumer manufacture. ................... ...
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7.3
1.4
.9

4.2
8.3

31.0
13.5
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.9
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2.0
5.7
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-512.3

-83.2
+.9

-124. 3
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+743.0
+201.5

34.4
8.3
2.9
1.0
3.8
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12.4
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7.
:.0
8
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6.0
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-521.4
-115.8

"+. 8
-137.4
+177.2
+76). 2
+184.9
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8.2
3.2
.9
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6.8
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11.

44.0
28.3
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8.6
3.1
1.8
5.7

-152.8
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+110. 0

-1.1
-164.9
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+70. I
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9.8
6.2
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2.6
5.1

24. 3
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7.2
.7
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5.0
2.9
5.9
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+71. 7
+138.39
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5. .
1.u
*.2
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4.4
1.8
5.1

-316.6
-1,401.5

-33.6
+3.2

-212.0
+11.2
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+201.0
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8.8
4.4
1.6
2.2
6.2
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34.7
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3.5
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4.9

-57.6
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-77.8
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-211.3
+112. 0
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40.3 (35.7)
3. 6 (41.) )

.5 (5.)

.8 .
5.6 5
3.2
1.2
4. (I

+91.0 (+415.4
-2.035.3 (-1t.5.6)

-123. (-78 6)
+90.7 (+44.)

-250. 3 (-122.
-69.7 (-t. !)

+1,30. 5 (+29.)
+371.9 (+185.1

' 1979, January-June only.

-·



Which domestic supplies, machinery or consumer manufactures, is not
known. But, given other pressures on the Bulgarian economy, a gratui-
tous extension of credits to other CMEA countries is implausible. Per-
haps, as suggested, they earned Bulgaria some compensating credits
against her Soviet deficit.

VIL CAPrraL AL LcATIO AND SECTOR DEVELOPMENT

The remaining task of linking more concretely Bulgaria's external
balances to its domestic activities poses statistical and conceptual chal-
lenges. In national accounting, net exports are correctly viewed as in-
vestment. But, real net exports, showing the combined influences of
terms of trade and capital movements on domestic supplies, are not
limited to investment goods. That is, changes in real net exports impact
on consumer supplies and on producers' supplies of energy and ma-
terials, as well as on supplies of investment goods. Therefore, a com-
prehensive identification of changes in domestic supplies requires
statistics in the relevant categories for imports, exports, and produc-
tion in comparable prices. These data for Bulgaria are availablel"

The conceptual cl "'nge is that of simultaneity, in which cause and
effect are easily confused. The problem may be seen in these terms.
The planned direction of the Bulgarian economy was disrupted by
two initial disturbances. One, internal, took the form of unexpected
weather conditions that caused agricultural output to fall short of the
plan, The other, external, was the unexpected rise in import prices.
The plan was then further changed as planners responded to the initial
disturbances. Substitutes had to be found for exports planned from
agriculture. Planned imports of some commodities were reduced, while
other commodities were subject to unplanned exports to cover declin-
ing terms of trade. This meant domestic supplies had to be diverted
with secondary reductions of production. And so on. Lacking an ap-
propriately specified econometric model, the discussion will be devel-
oped in less comprehensive and analytical terms. It is divided in three
parts: (1) Capital productivity and investment allocations; (2) in-
dustry; and (3) agriculture.

A. Capital Productivity and Investnent Allocation

Bulgaria's stocks of fixed capital grew considerably less than Ro-
mania s from 1970 to 1975, although more than in other CMEA coun-
tries. What marked Bulgaria's case was that it was the only one in this
group to have fixed assets grow less than in the preceding five years
(1966-1970). Both Bulgaria and Romania, as expected, experienced
declining marginal productivity of capital. Yet Bulgaria, with the
slower growth of both capital and capital/labor ratios, had the faster
decline of marginal capital productivity. Possibly more than just a
relative lack of capital accounted for Bulgaria's low labor productiv-
ity. Disaggregating capital productivity discloses that the problem

"* Bulgarian imports and exports recorded in the relevant categories (investment goods,
producers' materials and consumer goods) were available to the author only through 1976.
However, the series are give n foreign prices and cannot easily be converted into domestic
prices for the appropriate comparisons to production series.
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was limited to two sectors, construction and agriculture. Part of the
problem in construction was that its capital stock was nearly doubled
from 1970 to 1975. With a 22 percent increase in 1975, unfinished con-
struction shot up by 85 percent that year alone. Bulgarian agriculture
faced more serious problems. It had been subject to no abrupt increases
in investment and, moreover, 1975 was a relatively good production
year."

Investment targets set in the 1976-80 plan show no loss of faith
by Bulgarian planners in the power of more capital. In fact, agri-
culture's declining capital productivity was matched with a plan
calling for faster investment growth in 1976-80 compared to 1971-75
than had taken place comparing the latter period with the five pre-
ceding years. After 1975, faith in capital growth, if anything, in-
creased as shown when planned investments were maintained as other
targets were revised downward. As seen in Table 17, investment
growth was highly erratic, but its structure much less so. Construction
shares declined while the inventory of unfinished projects in the
sector declined even more. A more significant and as yet unclear
decline in agriculture's share took place m 1978. 70 As suggested above,
it is possible that agricultural investment priorities were changed in
1978, pending a reorganization of the sector.

Given constrained labor supplies, Bulgarian emphasis on invest-
ments would have been misplaced without increasing emphasis on
directing investments to modernization rather than new construction.
Plans for this in 1971-75 failed by a considerable margin (less than
24 percent of investments in productive sectors used for moderniza-
tion compared to 35 percent planned). More success has been achieved
since 1975, an average of about 43 percent through 1979, although the
target set for 1976-80 was a higher 53 percent. Shifting investments
to modernization probably accounts for the considerable success re-
cently in reducing unfinished construction. In 1975, the ratio of inven-
tories of unfinished construction to annual investment flows had risen
to 101 percent compared to only 86.7 percent five years earlier. In
1976, they rose to 113.1 percent in what appeared to be a typical rise
during a five-year plan. A major campaign, then launched, stopped a
further rise. The ratio fell to 98.9 percent in 1977 and 95.6 percent in
1978. Although a planned level of 89 percent in 1978 was not achieved,
pressure continues with a ratio of only 78 percent planned for 1980.

Rising shares of modernization in investments would appear to have
placed even greater strain on machinery imports and net domestic sup-
plies of machinery. The share of imported machinery in total invest-
ments fell from 24.7 percent in 1975 to 19.1 percent in 1977 (later data
are unavailable). During the same period, the total machinery share
of investments fell cnly from 42.7 percent to 40.3 percent. In effect.
modernization was being carried out with decreasing shares of foreign

4Marginal capital productivity, from 1970 to 1975. fell 21.4 percent in agriculture and
42.8 percent la construction. In industry. It had declined from 1966 to 1970. but then
remained about constant. In other sectors significant aains took place.

SAs the table Indicates, there Is an apparent discrepancy in agricultural investments
reported for 1978. The CMEA yearbook for 1979 (p. 173) gives a figure of 793 million
leva for agriculture and forestry. A larger figure of 836 million leva for the two sectors
Is given In 8tisticAch•et vutite (Sofia: August, 1979). p. 13.



machinery." If the trend continued after 1978, Bulgaria's highly
specialized and technologically-limited machinery industry would
have been severel) challenged.

TABLE 17.-STRUCTURE AMD GROWTH OF INVESTMENTS,

1971-75
Sector average 1975 1976 1977 1578 19789

1. Structure percentt total):
Industry ........... ............................ 41.0 39.9 40.4 41.7 41.7 ..........
Coastructioa............................ 3. 4.1 3.7 3.5 3.2 ........
Asgukuture......................... .. 153 14. 1 4.7 14.2 It2 ...........

ores ...................... ....... ...... .t .1 1 .1 114 ..........
Transport and communations ........... . 11.5 13.4 1!.2 11. 14.4 ..........
Trade......... ................ .... 2.9 3.1 3.7 3. 2.7 ..........
Other material sectors.......... ........ 0 .5 .4 .3 .4 ..........
Housing.............................. 10.4 9.5 10.8 10.3 1.7 ..........
Other ronproductice sectors.............. 14. 5 14.8 15.1 14. 3 14.1 ..........

Total................................ 100.0 1000 100.8 100.0 100.0 NA

2. Growth (arerage percent :
Industry .................. .............. 6.0 19.9 1.7 17.7 1.3 (- .6)
Constructo ............................. 16.7 30 -11.6 7.9 -7.8 (1.3)
Agriculture........................... .1 5.0 1.4 10.9 -9.5 (-11.4)
Foesty ........................... -31.4 -8.5 -12.1 54.3 -4.7 ..........
Transort and communcations............. 11.3 25.5 -16.1 19.6 21.5 (- 6.)
Trade....................... .... . 6.2 26.5 21.5 16.1 -27.9 (2 .9)
Other materials -tors.......................-- ..--..--..-.-... .... --------.- ------------- ---- . -Othor uinaIrial setors. I 4.9 '5.6
Housing............................... 5 .1 11.5 13.8 5.9 4.t «8.6
Other nonproducti v ctors...............................................-----------------------

Total................................. .. ..... 6 17.3 .6 14.2 .6 (-4.7)

1 Excludes capital repairs.
* Growth Ist hal of i979 compared to the 1st half of 1978.
SODiferent figures for agriculture and forestry were reported in the CMEA Yearboot and StiaatickAai iUzeai.
* Excuding private housing.

Source: See table 3

After 1975, agriculture's poor production record pushed marginal
capital productivity in the sector down 25 percent by 1978. Earlier, in
1976, marked the first time in socialist Bulgaria that the ratio of cap-
ital to labor in industry compared to agriculture no longer exceeded
the labor productivity ratios of the two sectors measured in terms of
NMP.:' Even a 6 percent rise in capital prroductivity in industry and
construction, combined, was insufficient to prevent a similar percent-
age decline in total capital productivity (in the productive sectors) by
1978.

B. Uneven Industrial Growth After 1975

Table 18 assembles the growth targets set for industry in the 1976-80
plan and compares them with growth achieved in 1971-75 and through
1978 or 1979.

Bulgaria's emphasis on development of its machinery industry, F.
62 percent higher growth than total industrial output both achieved
in 1971-75 and planned in 1976-80, is the highest in CMEA." As dis-

" The share of machinery in Investments had risen sharply from 1973 to 1975 possibly
reflecting a normal five-year plan investm-nt cycle in which projects initiated at the
beginning of a plan began to receive equipment deliveries two or three years later. The
share of foreign machinery declined from 1970 to 1972-73 and then also rose sharply.
possibly reflecting the same cycle.

"In other words, until 1975. relatively higher industrial labor productivity was
accounted for by even higher capital: labor ratios. See Table 2. above.

"*See, UN/ECE, Ecosomic Survey of Europe in 197, Irwt II (New York. 1977), p. 77.
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cussed above, machinery growth has been tied to exports and to inten-
sified Bulgarian specialization within CMEA. Chemicals are the other
priority sector and also have been keyed to export development. How-
ever, in the spectrum of CMEA industrial plans, Bulgana's emphasis
on this sector is less exceptional than in the case of machinery. Food
and light industries (the latter with a growth target of 7.4 percent
a year, covering principally textiles, clothing and footwear) received
lower priorities in the 1976-80 plan. Still, given a planned growth of
about 4.5 percent a year for per capita income and their probable in-
come elasticities, both sectors were projected with ample margins for
growing exports. The increased growth of the food industry in the
plan compared to 1971-75, as noted above, was matched by an excep-
tionally high planned growth of its exports.

TABLE IL-INDUSTRIAL PRODUCTION-PERFORMANCE AND PLAN

Awenr annual growth rat

Performance Plan

Brana or proddt 19l-79 196-78 1979 193 19716-I

L Electric pow....................
Electricity....................

2. Fels...........................
Coad.........................

loke ..... .................

. Frrou metllu .................Ptg ......................

St eel 4 ...................
4. CheimIs and rubbe............

Sods ah .....................
Sfri acid..................
Nitroee ftrtilize.............
Po ertiizw............

Cemical fibM ..............
Sythetic fibenr.............

. Machir ad metalworking.......
TSactors......................

Eledrc truck.................
. Constructi e m --ateal.........

CmeatL........... .... - .
7. Wood.........................
L Paper..........................
L. Tla.........................1A. T"ies......-.................

CoUat--Type fabrics....-.....
Wool-Type fabrs............
SiUk--Type fabrics.............

IL I ---=:: --------------1L Clothinr..........................
oo t,5 r......................

1t Leather........................
"11 Priati-...g......... ........
14. Food..........................

ULMeat.........................
Vegetalr oil...............- .
Sugar. ............-...---..
C J fruit..................
".iaed vegetabl.............

L 4
7.1
L 5I.5

-1.L
10. 2

4.7
4.7

11.9
1.3

26.9
11.25.6
10.7

12.5
14.53.0
9.7
9.8
9.2
3.5
5.8

12.0
L.4
7.3
4.1
1.1LI
LS
7.5
9.2
6.7
3.9
is5.8

-1.5
-3.2

.9
1.6

5& ............................. ...........
7.7 ............................ L6
3.5 .& 4 .........................

-2.5 ...................... . ...... 5.
1. ...........................-...- ...- ..
.8 ........................... 1I.5

1.0 ...................................... ....
-. 4 ......................................
2.9 ........................... .2
6. ............................ L1. .-----..................---- ...................
9.3 .9 14.3 12.5
4.5 ............................ 3.5
4.5 ........................ ..............
1.7 -.-.....-......-.........- . 13.5
4.1 ............................ 12.

S........................... ... .... 0
2.9 ...........................- 22.0

12.1 7.9 12.1 IL. 0
14. ............................. 2.1
24.2 ......-... --..............- 24.6

2 ........ .................... . 7.0
. 5.2 ---..................------

.2 ........................... 4.0
-2.0 ........................... 4.4

4.8 ............................ 12.9
2.0 -- .....................-..- - .....

---------------------,,,,------------------

5.9 ........................... 7.7
1.2 ......--...- -----....................

14.2 ....... ........................-....

1.3 ...........................---- 9.5
7.4 ............................ .5-

.3 --...........................--------- 7.0
12.1 ...................... ------- .7

Sources: U.NJECE. Ecoomic Srvey of Europe in 1976, pt II (New York. 1977), p. 77; Planovo stopatv 1979: 1
M.3-11l ika Poao . TIhe ldustr of Tmh People' Repubic of Bulgaa (So 199), p.. . 37 39; and sourc cit

Indicators of industrial growth after 1975 show a general failure
in all sectors to meet the plan. Moreover, the physical indicators in all
cases, except meat production, show greater failure than the related
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value indicators.' Even the exceptional performance of meat produc-
tion may indicate a plan failure in the form of fodder shortages and
higher than planned animal slaughter rates.

Investment effort in industry, shown in Table 19, gives no ready
clues to explain production failures. Its most noticeable feature is an
apparent lack of correspondence with branch output plans in Table 18.
Machinery, with a planned growth rate higher than in 1971-75, by
1978 had received a smaller growth of investments than in 1971-75.
Still, output grew rapidly suggesting that at the end of 1975 the branch
had significant amounts of unfinished construction. The investment
effort in textiles has been remarkably large since 1975. so much larger
than growth planned for specific textiles that a shift in priorities seems
to have taken place. Investment in fuels has increased at a faster rate
than the planned growth of coal production. Here, one probably sees
the heavy capital demands for opening new coal pits.

TABLE 19.-INVESTMENTS IN INDUSTRY I

Averages Share of total Chne

1976-781
Branch 1971-75 1976-78 1971-75 1976-78 1971-7

Electric power....................... 262 332 14.8 13.6 127
Fuels b...... ...................... . 115 202 6.5 & 3 192
Ferrous metalrgy.................... 104 98 5.9 4.0 94
Machinery and mtl working.......... 346 311 19.5 12.8 91
Chemical and rubber ................ 298 33 16.8 14.7 120
Buidin materials..................... 285 201 16.0 .2 71
Wood pocessin.. .................... 123 75 6.9 3.1 61
Paper .............................. 39 22 2.2 .9 56
Glass and porcelain.................... 47 24 2.6 1.0 51
Textiles ......... ..... ............. 32 95 1.8 3.9 297
Clotnl............................ 14 8 .8 .3 57
Leather............................ 9 6 .5 .2 67
Printing.............................. 10 10 .6 .4 100
Food................................ 159 252 9.0 10.3 15

Total ......................... 1,776 2,437 100.0 100.0 137

SExcdudins capital repairs.
* MiMioM Iva0 current prices.

Source: See table 3.

The glaring failure of the coal industry since 1975 provides a start-
ing point for analyzing the larger problems faced by Bulgarian in-
dustry. As the CMEA country most dependent on energy imports,
Bulgarian coal and nuclear energy development were the only direct
means of reducing rapidly rising costs of energy imports. Unfortu-
nately, Bulgarian coal is also the lowest quality in CMEA so it de-
pends on imports to support the metallurgical industry."*

Along with other East European CMEA countries, Bulgaria neg-
lected coal in favor of a fuel policy based on Soviet petroleum and
natural gas.71 As recently as 1973. coal production was forecast to grow
by a total of only 15 percent by 1990, while energy consumption was

S As noted above in Section IV, this could be why the American and Bulgarian estimates
of industrial growth show so much deviation.

* See. UN. World Energy Supplies 197$-1978 (New York, 1979), pp. 38-39: CIA. Energy
supplies in Eastern Europe: A Satistical Compendium (December, 1979), Table 11, p. 9;

RFER, Bulgarian Situation Reoort/9 (11 July 1979).
"* John R. Haberstroh, "Eastern Europe: Growing Energy Problems." in Joint Economic

Committee Print, East European Economies Post Helsilki (Washington. D.C.: August,
1977), pp. 383-7.
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projected to grow at an average annual rate of 5.6-6.6 percent from
1970 to 1990. At that time, petroleum and natural gas were expected
to supply 60 percent of primary energy by 1975 and not less than 65
percent by 1980 (the calculations were based on a methodology dif-
ferent than the one used in Table 20)."

The 1976-80 plan envisaged an annual growth of energy consump-
tion of about 8.1 percent. 7 This was a faster growth than in 1971-75
and Above the planned growth rate for net material product of 7.1 per-
cent. While statements made in the five-year plan and since have urged
energy saving it is clear that Bulgaria's leaders did not intend for
the energy crisis to deter their sectoral emphasis for the growth of
industry.

A further increase in nuclear-generated electric power, already pro-
viding the highest share in CMEA, was planned by 1980, but this
source and hydropower contributed relatively small portions of total
energy sources.7' Soviet petroleum deliveries were scheduled to rise
only 5 percent in 1980 over 1975, but total plan deliveries for 1976-80
were 26 percent more than in the previous five-years." Even larger de-
liveries of Soviet natural gas, initiated in 1973, were expected. Finally,
coal production plans were radically revised. In place of only 15 per-
cent growth to 1990, the new plan called for a 32 percent increase by
1980, with increases to 65 percent and 100 percent projected for 1985
and 1990. The balance of energy supplies and domestic demand for
inputs into the chemical and metallurgical industries was based on
plans to reduce electric power and fuels per unit of NMP of about 4
and 8.4 percent, respectively."'

After 1975, coal output declined in place of the planned increase.
That the Bulgarian fuel industry managed to increase output by an
average of 3.5 percent a year in 1976-78 was due to increased pe-
troleum refining. The industry's performance did improve markedly
in 1979. Possibly investment in coal started to pay off in coal output
which rose 10.8 percent in the first half of 1979 compared to the same
period in 1978. Import figures in Table 21 show other details of Bul-
garia's energy supply situation. Increased electric power imports were
partly offset by increased exports. Coal imports did not increase from
1975 through 1978, but import figures (covering only part of coal
imports) for the first half of 1979 rose 83 percent over the first half
of 1978. Coke imports, already higher in 1978 than in 1975 by 24 per-
cent, increased 19 percent in the first half of 1979. Bulgarian petroleum
imports from the Soviet Union were planned in 1979 at levels nearly

" Ikonomiche~sk zhivot (Feb. 28. 1973). p. 8. quoted in ABSEEB (July 1973), item 470.
Item 470.

" fGrowth rates of 6.0 and 4.2 percent were projected for 1981-85 and 1985-90. See.
UN/ECE. Coal: 1985 and Beyond (New York. 1978). p. 7.

* Nuclear generators are planned to supply 20 percent of electric rower by 1980. up
from 12 nercent in 1975. and 42.7 percent br 1990. The existing facilities at Kozludin
received their third and fourth reactors in 1979 and 1980. with capacity due to rise irom
800 to 1800 megawatts: two other stations are planned or under construction. Otechestven
zov (10 January 1975), n. 1. quoted in ABBEE8 (July. 1975). item 409: Plrnove
stopanstvo. 1979: 1, . 6; Nikola Popov, The Industry of the People's Republic of Bulgaria
8ofia. 1979). p. 16.
* Haberstroh. op. cit., p. 396.
* Lower eletrle power and fuel use per unit of NMP does not include energy materials

consumed as raw materials by industry. Hence. It does not contradict the point made
above that total consumption of primary energy was planned to rise faster than NMP.
See. Reboticheske del* (Oct. 28. 1979).
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TABLE 2.-PUOUCTION AND CONSUMPTION OF PRIMARY NEMWIY

Sbae (permcem Gmw 197O-100 Growth rae

1970 1975 1978 197S 1178 11-75 1976-78

L Distribution:
Productio.................... 100.0 100.0 100.0

Col and ligiput........... 91.4 918 S 5
Petroleum.--------..-....-.......... 3.0 LZ L3
Natural -----....------..... .9
Hydra ad nucer power.... 1.7 4.1 8.2

Import (percent f production)..
Export percentt o production)..
Coesmptio.........-......

10 3 177.7
2.6 .2

100.0 100.0

92.6 0.9 -1.5 -2.1

e8. 8I6. -LI -3.3
-.....-..-.. -......-.-....-.. oo..oo.....

22e.0 43.1 18.0 214

225.8 15i2 181.3 .7 &6
. -..--..-----------.....---- ...- .....-..

106.0 122.3 132. 2 4.1 L

Solid tfeels..................
Liquid ulus...............
Natural as...........-----
Hydro and nuclear power....

60.2 50.3
37.2 43.
1.9 3.8
.8 2.6

430 102.3 94.4 .5
43.6 142.6 154. 7.4
1. 244. 696.7 1 .6
3.5 406 603.11 32.6

Pr capital consumption....................................... Il 19 127.3
2. Production-cosumption ratios:

Total.......................... 4.4 36.7 3L .....................
Solid fuels.................. 73.6 68.4 67.1 - ..-- ..--.........
Hydra and nuc r power........ 103.9 58.1 74.1 -................

3. Value o production per 1,000 units of
ene consumed:

NMP (eva).-..-...-......... 291.2 346.3 386.6 11 .9 132.
Net industrial product (eva)..... 144.8 184.4 223.6 127.3 154.4

NP (dollrs).................. 451.2 464.1 465.5 102. 103.2
Value-added iindustry(dollars). 52.4 166.1 176.3 100.0 115.7

-2.t
2.8

41.8
13.8

2.3

-......-......... . .

3.5 3.7
.0 6.6
.6 .1

L7 .0

Source: Calculations based on production and consumption in tons of coal equivalent found in, UN, "Word Enery
Supplies" various issue a.d data cited in tabes 3 and 5.

27 percent over those of 1975.8" Total petroleum imports must have
increased even more, given the 53 percent rise in non-Soviet sources
from 1975 to 1978. Table 20 shows an overall increase in Bulgaria's
energy consumption of 23 percent from 1975 to 1978, an average rate
of 7.1 percent. By 1979, the average rate of increase probably was
higher, approaching that planned.

Details of Bulgaria's coal failure are yet unavailable. More than
likely, investment delays followed the rapid shift in policy from
1973 to 1976. Bulgaria's production, nearly all lignite and brown coal,
was planned mainly for electric power generation." Electric power
generation was very nearly on the planned target in the first half of
1979. This indicates that both coal and other energy materials may
have been diverted from other planned uses.

Diversions would have likely centered on the chemical and metal-
lurgical industries. Problems in the chemical industry show up in rel-
atively large failures for chemical fertilizers (us noted below, plans
in agriculture also suggest that planned production of pesticides and
herbicides was not met). By contrast, chemical fiber production was
about on target. The figures indicate an obvious shift of priorities.
Both fertilizer and fibers were important exports. Bulgarian plan-
ners may have responded to international price changes which saw

"*Bulgarian statistics show les petroleum Imported from the Soviet Union than do
those cited by Haberstroh (p. 381).

SIn 1977. 3.1 percent of brown coal was used in meta-lurgy. 3.5 percent in chemicals
and 5.5 percent in other industry. Most black coal was used In industry with the respec-
tive figures 31.2 percent. 16.0 percent and 10.1 percent. See UN, Annual Bulletn of
General Energy St taitice for Europe, 1977 (New York, 1979), Table 2.

3.6



610

fertilizer prices fall by half between 1975 and 1978, while synthetic
fiber prices appear to have increased slightly."

TABLE Z--IPORTS OF SELECTED EN•A MATERIALS

Uetricapo(wear(mio kWh) Peros (.00 ) e t Natwal sa Cod Co

Yor Totd U.S. Told U.S.S. Total l total

1970 ................. 232 2 .69 47m ............ 4.94 296
175................... 4.066 4.007 10 459 9,61 1.2 6.379 330
19i -...............-. 4010 3.916 1083 10,022 2.2 1l 33
197, .................. 4K100 A 1763 10.49 .9 6251 367
I ................... 4631 NA 6A NA 6.38 410
1u ................. NA NA KA 12 50 4.6 NA NA

IA- Noi avuila.

IPnlriMly.
Seurc: "V'•Nhas turmiia" 179: 4 (Sofi), pp. 2-3, and sources cited ia tabe 3.

Figures for Bulgaria's ferrous metals industry suggest that basic
metal output was held back. Bulgaria's two major facilities, the Krem-
ikovtsi works north of Sofia and the Lenin works at Pernik, have
been planned for conversion from metal production to metal working
because of the rising costs of materials." Like Romania, Bulgaria is
planning a third large metal combine located on the Black Sea coast
for access to both coke and iron ore. But its first stage will not be in
operation until 1985. It appears that Bulgaria might have been forced
to switch to greater imports of basic steel after the 1976-80 plan was
approved. In 1974, about half of Bulgaria's iron ore was imported.
Imports fell 20 percent in 1975 and another 14 percent by 1978. Do-
mestic iron ore production increased only 9 percent from 1975 to 1978,
so domestic supplies were reduced. Pig iron production did not in-
crease from 1975 through the first half of 1979. But net imports of
pig iron an rolled metal increased respectively 29 percent and 46 per-
cent, from 1975 to 1978.

C. Sources of Agriculture's Failure

The record of Bulgaria's agricultural plan failure in Table 22 ought
to be read with care. Growth rates of value indicators for 1971-75
and for plan indicators are calculated as averages for succeeding five-
year periods. Figures for 1976, 1977 and 1978 are calculated to show
average growth rates since five years earlier.

Bulgaria has done better in animal production than crop produc-
tion, following a general pattern in Eastern Europe. However, its
apparent success in raising meat production must be viewed with the
failure, shown in Table 23, to increase cattle and pig herds as planned.
With cattle herds low, planned milk production has not been achieved.
WProbably meat production has taken the form of young animal
slaughter in order to keep herds in line with the capacity to feed
them; Because Bulgaria's planners were not prepared to spend

"0 About 40 percent of Bulgaria's chemical fiber exports had gone to the develooed mar-
ket countries and the LDCs (Economic News of Buloria. 1979: 10, p. 6). In 1976 at least
half of its nitrogen fertilizer exports went to LDS's. For International price statistics.
see: UN, Monthl Bulletin of St•atatcr (February. 1980). on 162. 17X.

See. Popov, op. Vi., p. 18: and RABR, Bulgrian Situation Report/20 (4 Dcember
1978).



611

TABLE 22.-AGRCULTURAL OUTPUT-PERFORMANCE AND PLAN

"an
Indicter 1971- 75 197 19 1 97 1979 197-4

Grm aculturiali oluti (prc•...O 2.L 113 1.2 LI .........-- - 17
Crmp prducti on (rc-t)......- 14 1.6 -. 0 .... NA
Anauml productMo (pe re)..... 3.8 4.2 4.3 5 .........--... NA

Wi (th•o s as)............... 7.399 51. o 7,50 7,50 .8307 %.6
WhMt (tWousON 3ries)........... .193 3.511 384 4 _ ........................
Cor, (tusad t )............ 505 31.031 513 2 ........................
Bare (thsand s) .......... 1.477 1. 71 1481 1, 4 ......... -

VeetaUes (thousand tons) ......... 1,577 15 61 1 ... ........ 2,20
Oil-sed rops (tUhosand l s) ....... 475 46 516 49 .....---- ....---...--

beets thousandd bas).. . 1,711 2.327 1.751 1,600 ......... 2,
Tocco(thousnd tBes).-..-.--- 145 165 Is 13 ...--...- 16
Frit houmsnd tM).... ... ..... 1,073 1,026 90 93 ...--....... 60
Grapes (thousand lees).. .........- , 058 1 207 6 1100 ............ 1, 3
Co silage ad foddw thousandd ies). 4. 91 755 4,251 5,067 ..... ......... .....
Mat (thousand ................ 574 732 701 726 (30) 650
Wod (UhoMund n)............... 32 34 34 34 .... ...-- 3
Hw,' .,, ( »,a_........-- 1.721 15 16 1.993 2.174 ,7 '.34 210
M l k.(,•O lit).. ....-... 1.6--- 1762 1.I 1.944 (2173) 2

SAnual average.
sFor 1971-75. te average rowth compared to 1966-70. For 1976. 1971 and 137 the rsra growth since S yer

earfiew.
a Jaay to June only on & annual rate.
NA--ot available.

Source: Se table 3

larger sums of foreign exchange on imported animal feed, herds
were limited by the weaker crop side of Bulgarian agriculture. The
major aim of the 1976-80 plan in crop production was to support the
animal sector with increased production of fodder grain and green
fodder." Subsequently, supplies of hay and green corn silage in-
creased, but not supplies of high quality animal feed from grain (corn,
barley, oats) and oil seeds. As a result, animals received far less than

TABLE 23.-AGRICULTURAL INPUTS-PERFORMANCE AND PLAN

Peforoacoe
Pman

ladater 1975 1976 1977 1978 1979 19M

Investmets (prcmt rowth).................... -5.6 7.5 7.3 s4.4 _-.....--.. 9.
Fixed capital (millo va).................--- ....--- 983 . 423 6727 7,031 ....-.--. . NA
Fixed apt (inde)............................ ----- ----- 100 107 112 111 .......... NA

On arroiadustial complexes (•dex) ......... 100 104 114 --..-----------..--- 127
Irrited land (1.000 hcts) --.................... , 12 1.147 ....--............----- ------------ 1,32
Tractors (1.000 units/15 hp)...................... 136.6 143. 14L .......-------------....... 148.
Combine-total (1.000 units).................... 22.6 232 ..---..--..--..--------------.

Grain comb (1,000 its).............------------.... 10.3 10.5 10.6 10.5 ..........
r 1. animas)........................... , 7------------25 1, 7 1797 , 81 1, 843 2
Pis U0 mals)------...............----.............------------ 3, 3,4 3, 3 3 6,000
Sheep (1•0~ amals)------------------. 10,014 9,723 10,144 1,10S l, 54 1, 000
Mineral ltliar (k1/ha arabl) .................. 151 146 165 164 ----------..... 25
P ide ( )......... ...... 514 ...............--------------.-------... ----------. NA
Luan-trea w.t h icid (1,00 ha)*.......... 2,200 .-..--....---------------------------- 200

SGrowth rats for 1975 and 1910 ma averal rates achieved or planned for the 5-yer peiods. 1971-75 and 1976-08
compared to ti average of the pieceedin er period. Rates for 197, 1977 and 1978 are aveap rates Sce

rs earlier.
s A plan targt of 23,000 combine hwarves did not specify type.
* Laod is assumed to be aricuttral land.

NA-Nt available.
Source: Dindr S . "actors For Raisinl The Eectiveness of Agricultral Productio•" from "Nw weme"

1977 is s truasated in "'nformati BuMti," 1971:1 (Soo). p. 47-8; and sorcs cited for table

"* Rabotnickheke dle (28 October 1976).
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optimal amounts of protein. Only 60 percent of supplies from the
mixed-feed industry were said to meet minimum quality standards."

Bulgaria's obvious difficulties in raising the level of crop produc-
tion has been attributed officially to a sequence of three years' poor
weather in a row, from 1976 to 1978. The validity of official claims
cannot be easily judged. One suspects that weather problems have not
been greater than in past years. In fact, the range of variation of grain
production around the average was considerably lower from 1976 to
1978 than it had been in 1966-70 and 1971-75." But, regardleFs of
what might be shown by the best methods of weather analysis, it is
certain that Bulgarian agriculture has faced other problems. By their
actions, Bulgarian leaders indicate major organizational problems
(discussed in the following section). In addition, the statistical record
shows major deficiencies in the flow of agricultural inputs.

The quantitative and qualitative shortcomings of Bulgaria's agri-
cultural labor force were discussed in Section V, above. Among them
is the problem of the high average age and the low average educa-
tion of agricultural labor. But obsolescence has not been confined to
labor inputs in Bulgarian agriculture. For example, planned work
on Bulgaria's system of irrigated land in 1976-80 called for extending
the system by 200,000 hectares, or 13 percent, but slated an even larger
270,000 hectares of existing obsolete systems for reconstruction. In the
case of machinery. Bulgarian norms considered the optimal time for
use of tractors as 6 years and for grain combines as 7 years. Yet, in
1975, some 33.8 percent of tractors and 98.3 percent of grain combines
in stock were over eight years old.8* Probably significant portions of
the increased investment planned for agriculture were scheduled for
modernization rather than expansion of the capital base. A plan figure
is unavailable, but figures reported for 1976 and 1977 indicates a mas-
sive redirection toward modernization, from an average of 13 percent
of investments in agriculture in 1973-1975 to over 40 percent. The
shift was far more abrupt than in the case of industry. The plan
figures in Table 21 indicate that expansion of agricultural capital was
directed primarily to livestock. Tractor stocks were to increase only
8.3 percent. The increase planned for combines is unclear. If the plan
figure refers to grain combines, only, then a very large increase was
planned: if it refers to total combines, no increase was planned. Total
stocks of fixed capital on the agro-industrial complexes were to rise
by 27 percent, but part of the increase could have represented shifting
of organizational jurisdiction.

As noted already, investment plans were not met after 1975. The
particularly low figure for 1978 (about which there is some doubt, as
indicated above) may have indicated delays while agricultural reor-
ganization was completed. Still, the stock of fixed capital increased by
about 17-18 percent from 1975 to 1978, or an average rate of 5.5 per-
cent a year. enough to meet the figured planned for agro-industrial

" Dimiter Sinapom. "Factors for Rasing the Effectiveness of Agricultural Production "
from Novo Vreme 1977: 12. as translated in Information Rusletin. 1978: 1 (Roflia. n. 53.

" See. B. Askanas. H. Askanas and F. Levcik. "The Economies of CMEA Corntriel
in the Second Half of the 1970's." Eastern European Economlcs (Fall. 1979). pi. 44-4.'.
Data In this source for 1975-77 was recalculated for 1978-78 by the author.

* Binapov. op. cit.. pp. 52-3.
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complexes. Probably there were significant departures from the
planned composition of capital, as indicated by the failure of animal
herds to grow. In addition, the tractor stock in 1978 fell below its 1976
level, rejecting significant changes in foreign trade. By 1978,
Bulgarian domestic production of tractors had increased 50 percent
over 1975. But production minus exports increased over four times. By
contrast, production minus net exports decreased 15 percent in the
same time period. Planners sharply reduced imports, but failed to in-
crease production enough to meet planned domestic supplies.

Similar changes account for the failure to meet plans for chemical
inputs in agriculture. In 1971-75, application of pesticides and herbi-
cides increased very rapidly both in amount per hectare and total area.
The 1976-80 plan called for herbicide application to increase from 45
to 69 percent of the agricultural land. But domestic production of
chemical protection agents remained below 1975 levels from 1976 to
1979. In 1975, however, Bulgaria imported about 3.3 times the ton-
nage it exported. Domestic supplies to agriculture had to be reduced.
Production of chemical fertilizers did increase after 1975, but much
less than planned. In 1975, Bulgaria imported more tonnage than it
exported. Then, in 1976, exports rose abruptly and continued to ex-
ceed imports in the following years. In this case, not only were total
domestic supplies reduced, but the mix of them was changed because
Bulgaria exports nitrogen fertilizers and imports both potash and
phosphate fertilizers. Changes in supplies of petrol fuels for agricul-
ture are not known. but one may believe they were marginally
restricted at least.

VIII. ORGANIZATION AND A SECOND NLM

Bulgaria experimented briefly, from 1965 to 1968, with a "new eco-
nomic mechanism," or NEM, that promised, but did not finally result
in any significant decentralization of economic organization." The
evolution of economic organization since 1968, except in agriculture,
has been undramatic and unclear. One thrust has centered on the sys-
tem of finance. As noted above, the role of budget financing of invest-
ments was reduced and roles of bank credit and organizational funds
increased. Yet, there has been no significant decentralization of either
saving or investment decisions. The latest step in ambiguous financial
changes has been the conversion, since 1976, of economic ministries
and other units of national administration to a self-financing basis."

A second direction of organizational change has focused on efforts
to improve central planning. Since 1971, resources have been commit-
ted to the design and equipping of an Automated Management Sys-
tem. But, as in other CPE's the concept has proved difficult to im-
plement. In 1978, work on it was criticized as "too piecemeal." No fixed

"- See, Allen. op. cit., pp. 66-7: Heinrich Vogel. "Bulgaria." in The New Economic
Systems of Eastern Europe. Hans-Hermann Hokmann. Michael Kaiser. and Karl C. Thai-
helm (eds.). (Berkeley and Los Angeles: 1975) pp. 199-222; L.A.D. Dellli, "Bulgarian
Economic Reforms--Advance or Retreat." in Problems of Communism (Sept-Oct. 1970),
pp. 44-52: and Felwel. op. cit.. DD. 91-102.

* RaboteickheA dele (14 January 1976: and FILet 4i redit, 1976: 1, and 3, p. 8 and
p. 12.
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program had yet been set for actuating an "automated system of plan-
ned estimates (ASPE)" nor was it yet linked conceptually with 'the
unified system for social information (USSI)." " A more conventional
approach took the form of a campaign for counterplanning, launched
in 1971." Little success seems to have resulted. Discussions at the Na-
tional Party Conference in April, 1978, which were especially directed
to planning, listed all the "classic" problems of central planning as
prevailing in Bulgaria's system.' But the only concrete change then
issuing from the Conference was the innovation of annual planning
for two years rather than one, began in 1978 (for 1979 and 1980).

The third direction of organizational change has taken the form
of continuous structural reshuffling. It centered, first, on the formation
of economic associations, a relatively standardized integration of
smaller enterprises, which, since 1974, has been confused by the crea-
tion multiple forms of integrative units." The more significant part of
structural change has been in agriculture. It began in the 1970s with
the formation of agro-industrial complexes and recently has culmi-
nated in a new NEM in that sector, which is being applied more broad-
ly to other parts of the economy.

"The major purposes of the agro-industrial complexes and their
lesser numbered counterparts. the industrial-agricultural complexes,
have been to incease agricultural productivity by: (1) increasing the
scale of organization; (2) increasing organizational specialization:
and (3) combining agricultural and industrial processing units. In the
latter case, it has been hoped to solve a recurring problem of having
either too few or too many agricultural workers. depending on season,
by appropriate scheduling of related industrial processing and shifting
labor from field to factory."9 Both the size and character of basic farm
units changed radically within the system of complexes. The number
of subordinate cooperative farms fell from 679 in 1972 to only 48 in
1978. Subordinate state farms were reduced from 156 to 34. Many of
both types were converted to specializedd units," the number of which
rose from 265 in 1972 to 1862 in 1977 (in 1978, their number fell to
only 565). By this time. 75 percent of agricultural production came
from the agro-industrial complexes. Cooperative farmers, in a most
fundamental political and economic change, were reduced to only 20
percent of the agricultural labor force.

Another significant change in agriculture organization took place
in late 1978. The agro-industrial complexes were reorganized to have
contiguous boundaries with the "systems of inhabited places." estab-
lished a few years earlier as loose units of local coordination. One pur-
pose in the union of the two was to reduce the size of agro-industrial
complexes. Their administrative centers were considered to have grown
too large and to have moved agricultural specialists too far from

"a Stanish Boner. "Main Directions for the Improvement of Planning" from 'ore creme,
1978: 9. as translated in Information Bulletin, 1978: 10 (Sofia). p. 41: Allen, op. cit.,
pp. 19f-4.

s Allen. op. cit.. p. 661.
"*Thee were poor balance. neglect of counternlanninr. over centralization. too many

plan "correction," and neglect of five-year planning and targets. Rabotnichesto dele (26
April 1978).

- Allen. oe. cit.. Do. 684-4. By 1978. emnhasis seemed *o he moving, back toward a more
unified structure. emnhasu-int the "combine." Rabotwichesak delo (26 April 197).

WDetails of the arro-lndustrial complexes and related institutions are described by
Allena op. ct.. pp. 676-82.
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production. The 143 agro-industrial complexes were scheduled to be
increased about 283.1 The other significant element of reorganization
was that councils for the "system of inhabited places" replaced muni-
cipal and communal units as the primary organs of territorial admis-
istration. Not only was the structure of local government, established
since 1958, changed, but the councils were also to be the primary polit-
ical units and, with a respective agro-industrial complex, the primary
units of economic organization."

In the broadest sense, the change, with the virtual elimination of
cooperative farms, may be viewed an effort to eliminate the social,
political and economic differences between rural and urban life. Ter-
ritorial unification of economic administration has not yet included
the bulk of industry. Possibly it might in the future. In April, 1978,
party chief, Todor Zhivkov, mentioned that in the future the coun-
try will be divided into six regions, combining "industrial and terri-
torial concentration and specialization." Still, little is known about
these plans."

Changes in organization structure alone could hardly be expected
to eliminate differences in rural and urban life in Bulgaria that have
so far escaped the comparatively great administrative effort through
central planning. The evidence of continuing differences was eloquently
presented by measures taken to "stabilize" the agricultural labor force
in 1978, discussed in the section on labor, above. In March, 1979, the
NEM in agriculture was announced. It could provide the economic
force to finish a task that, so far, has eluded Bulgaria's planners.

The NEM announcement highlighted the formation of a National
Agro-Industrial Union whose governing council replaces the Ministry
of Agriculture and Food Industry. District [okruz] agro-industrial
unions were also formed, having, among other rights, the possibility
of merging all district economic organizations into a single agro-
industrial complex. There are only 28 districts, including the City of
Sofia, so now the status of the 283 "systems of inhabited places" and
contiguous agro-industrial complexes is less clear. Does Bulgaria need
more layers of administration or larger management units!

In any case, the more interesting parts of the NEM are not changes
in organizational structure, but possibilities for decentralizing
decisionmaking.1" Its provisions include, and again "possibilities"
must be emphasized: (1) Reduction of centrally determined plan indi-
cators, at least in the stage of setting control figures; (2) granting to
agro-industrial complexes the right to negotiate (a possibly larger
amount of) extra-plan delivery contracts directly with procurement
and export organization, even to export on their own account; (3)

W It should be noted that while the number of agro-industrial complexes was increased
and their average size reduced, the number of their subordinate specialized units was
reduced from 1862 in 1977 to only 565 in 1978. Management was then increasingly con-
centrated in medium sised units.

" RFER. Bulgarian Situation Report/6 (28 March 1978) : Bulgarian Situation Report/8
(2 May 1978) : and Bulgarian Situation Report/1 (16 January 1979).

" Two examples were given: (1) The Northeast Region, covering the districts of Varna.
Tolhukhin. 8iliatra, Russe. Shouman. Razgrad and Turgovishte. which will specialize on
shipbuilding. transport engineering, heavy-element chemistry, silicate industry, cereals.
livestock and viticulture; and (2) The Southwestern Region, covering the City and Dis-
trict of Sofia. Pernik, Kyustendll and Blagoergrad. which will snecialize on metallurgy,
machinery, electronic and electrical equipment, cereals, livestock, tobacco and trut.
RAbotatcheske del (26 Anril 1978).

* See, Babt•icheCke dele (6 March 1979) and (7 March 1979).
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incorporation of more flexible pricing arrangements; (4) reduction
of budget contributions to a single fee on land (with a higher fee if
land abandoned since 1970 remains unused): (5) exemption of capital
investments on credit or with organizational funds from central ap-
proval; (6) elimination, within two years. of budget subsidies in
agriculture, even in cases of natural disaster (the latter are to be cov-
ered by state insurance paid for by the agro-industrial complexes) ; and
(7) reduction of wage payments to a residual after payment of land
fees, insurance, amortization of credit and reserves, with greatly low-
ered wage advances (average gross wage increases, in any case, must
be limited to productivity increases). Beyond these measures, the
"systems of inhabited places" are expected to become self-sufficient in
basic foods. To this end. a special stimulation to private farming was
created by the distribution of 53,800 hectares of previously abandoned
land.10'

Among the more uncertain measures of the NEM are those for
planning and prices. Available descriptions say that central indicators
will be reduced in the stage of control figures, leaving it unclear if
indicators "counterplanned" by the agro-industrial complexes will be
subject to central scrutiny in later plan stages.102 Also, while the agro-
industrial complexes are said to have been given the right to set their
own plans for production costs and capital investments, major items of
machinery, materials and energy will be centrally allocated. Their
right to plan wages is also limited.

Price provisions indicate that uniform state procurement prices will
be set for a more limited number of obligatory deliveries (see the
previous footnote). However, procurement agencies are to be given
special funds for offering incentive prices for items in short supply.
Prices for products outside obligatory deliveries, including those for
exports, are to be negotiated by the seller and purchaser. Maximum
retail prices will still be set by state agencies for goods "in excess
demand."

If the NEM is seriously executed. the most critical part of it will be
prices. This has been recognized at least partially, by a revision of
agricultural prices in advance of the general wholesale price revision,
now in progress. But, as indicated above in Section III, the disparities
among export, wholesale and the two retail price systems have been
significant. If export prices rise quickly, what will happen to domestic
supplies for consumption and processing? If domestic retail prices rise
too quickly, worker incentives in nonagricultural sectors will surely be
dulled. On the other hand. if prices paid to the agro-industrial com-
plexes rise insufficiently, then under a new non-subsidy regime, the
agricultural sector could find itself without investment funds and, even
more seriously, without workers.

m In 1977. private (or personal) farming used 567.000 hectares of agricultural land.
It provided 67.0 percent of sales in cooperative markets in 1976 (which. In turn, was 33.5
percent of retail sales). with planned shares for 19,80. 19i5. and 1990 set, respectively.
at 52. 37 and 29 percent. Vrtreshna turgoriia. 1978: 4. pp. 35, 37.

"mCentral and obligatory indicators are to be limited to (1) deliveries for sale of not
more than eight specific products, including their part for export. (2) maximum import
expenditures and minimum export earnings. (3, payments of land fees to the state budget,
and (4) allocations of supplies of major machinery, raw materials and en.-rgy. Farm units,
in turn. will set indicators for crops, areas scwn, productivity, production costs, personnel.
wages and capital investments.
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It is maid that the NEM is progressing favorably in agriculture.
Application of its principles are now being extended to the construc-
tion and transportation sectors, with plans under way for subsequent
extension to the food industry, domestic trade, foreign trade, and to
an ubiquitous "others." Extension is considered necessary because of
agriculture's interdependence with other sectors. One may ask, how
far does interdependence reach in the eyes of Bulgaria's leaders and
planners? Is it seen as a need for a one time readjustment of internal
prices and incentives f Or, does it go beyond to Bulgaria's external
environment ? With that environment unlikely to stop changing, even
with its large Soviet component, a one time adjustment will hardly
suffice.
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1. INTBoovcrCox

Although economic relations between the People's Republic of
China and the People's Socialist Republic of Albania were not severed
until the middle of 1978, a study of the relevant official documents
makes it clear that the Albanian leadership was aware by 1975--if not
sooner-that it would be unable to rely on significant amounts of Chi-
nese aid in formulating its medium-term development plans. This
paper analyzes the Albanian economy in the period of the (Sixth)
Five-Year plan, 1976-80.

The discussion is divided into three sections.
In the first, attention is focused on the Albanian planning system.

Although the Albanian economy has never experienced a reform which
gives greater decision-making power to the enterprise, the 1970 re-
organization shifted some economic units from ministerial to district
people's council control and there was a reduction in the number of
plan indicators. It is argued that a degree of de facto decentralization
to enterprises occurred in the wake of these formal changes and that
the PLA (Party of Labour of Albania) leadership has felt a conse-
quent need to recentralize the management of the economy. In the new
system, detailed planning in physical units has been restored and the
ministries have regained most of their former economic decision-mak-
ini power.

The PL.T s development strategy and its modification are considered
in the light of the loss of Chinese economic aid, in the second part rf

*Lecturer in economics. School of Social and Industrial Administration. Grifth Unl-
versity, Queensland, Australia.

(619)
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the paper. It is shown that, whereas the PLA's response to flib split
with the Soviet Union in 1961 was conditioned by a desire to fulfill
industrial output plans at the expense of the rest of the economy,
the most recent crisis has elicited a more balanced response. Thus,
while the rapid growth of industrial sectorss such as engineering re-
mains high priority. they have been joined in that position by agricul-
ture (particularly bread grain production). The dearth of recent Al-
hanian statistics on economic performance is also considered in this
section, it being suggested that fulfillment of the targets of the cur-
rent five-year plan is most unlikely in the vast majority of sectors.

Finally, there is a brief discussion of the immediate impact of the
departure of Chinese experts in July, 1980 on the economy. It is
argued that. in view of tile advance warning given to the PLA, the
final departure was something of an economic non-event. It is even
possible that the burden of foreign debt repayment led the Albanian
leadership to precipitate the crisis and final split.

II. THE PLANNING SYSTEM

In his report to the PLA's Seventh Congress on November 1, 1976,
Enver Hoxha spoke of a steady improvement in the level of economic
organization in Albania. He noted the working class's "irreplaceable
role in the organization and management of production" and indi-
cated, with justifiable pride, that the attempts of enemies such as the
former Chairman of the State Planning Commission, Abdyl Killezi,
to "set our economy on the road of revisionist self-administration"2
had been "strongly dealt with by the Party and prevented from find-
ing any Feld in which it could operate." '

It is highly unlikely that Killezi would have ever seriously sug-
gested the implementation of a Yugoslav-type reform in Albania-he
certainly never approached this position in public. The only moderate-
ly expansive account of Killezi's ills to come out of Albania appears
in an article by his successor, Petro Dode.' According to this report,
an attempt was made to replace party and working class political and
ideological leadership of the planning system by the method al-
legedly used elsewhere in Eastern Europe. i.e., technocratic lead-
ership. Dode proceeds to equate this witl a distortion of the core of
democratic centralism via the introduction of self-management meth-
ods and a denial of the mass line. Bearing in mind Albanian realities
and translating out of marxist-leninist jargon, it seems reasonable to
argue that Killezi was probably arguing for a limited decentralization
of economic decisionmaking power frtmn the central level to the en-
terprise and/or a firmer concentration of existing power into the
hands of enterprise management and specialists at the expense of
local state and party organs and workers. Indeed, the second alterna-
tive could be construed as a desire for technocratic leadership with-
out implying a contravention of stalinist economic ideology.

1 8 Hoxha. Report Submitted to the Reventh Congress of the Party of Labour of
Albania. (Tirana. 1976). p. 67. (hereafter E. Hoxha. Report .

SIlid.. p. 68.
SIbid.
SRruga e parties. May. 1977. pp. 5-11.
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Hoxha's criticisms of the planning system were decidedly mild and
gave no indication that changes were imminent. First, some "mani-
festations of subjectivism and haphlzardness, routine and narrow
practicism" 5 were noted. Hoxha argued that these could be overcome
only if advanced experience were used as the "criterion for the planning
of production, work materials and costs, in all sectors of the economy.,
Prime Minister Shehu lent typically colourful support to this argu-
ment in his own report to the Congress:

Advanced experience and the best example are the new which is forging ahead.
to which the future belongs. Dialectics is witn the new. I)ialectic is the .Marxist-
Leninist method of our Party in its appraisal of phenomena and in revolutionary
action. Therefore, let us grasp the advanced, the best experience, the best example.
continually disseminate advanced experience, encourage people to always forge
ahead, raise the backward to the level of the advanced, and help the advanced ta,
go still further forward, smash any liberal, bureaucratic, and technocratic ol-
stacle which hampers the spread of advanced experience an;d reliance on the
progressive new! This is what the Party requires of us all, this is what the
interests of the people, of socialism, require.'

A detailed exegesis of this statement is beyond the scope of this
paper. Suffice it to note that Hoxha and Shehu are arguing for
taut planning. The former's second criticism concerned the failure of
the Finance Ministry and the General Management of the National
Bank to implement "rigorous financial control and discipline every-
where." *

Finally, HIoxha confirmed the prevalence of "globalism" and in-
dicated his disapproval in unambiguous terms:

. . . the struggle and efforts of the party organizations, state organs, and all
working people, must be centered on fulfilling the plan without fail, not only in
overall figures, but also in all its separate indices, in quantity, range and quality,
productivity and cost.

It is interesting to note that neither Hoxha nor Shehu spoie at any
length of the excessive centralization and bureaucratization which had
been singled out so often in official statements accompanying the 1970
reorganization. Indeed, given the criticisms of Kellezi and the banking
system and the demands for advanced experience, it seems that the
PLA leadership might even have been feeling it was time to recentral-
ize the economy.

The next major statement on planning was made by the new Chair-
man of the State Planning Commission Petro Dode and reported in the
May, 1977 issue of the PLA's theoretical monthy, Rruga e parties.'1
Dode begins with the above-mentioned criticism of his predecessor
Kellezi and other purged colleagues, Minister of Industry and Mines,
Theodhosi and Minister of Trade, Ngjela. He goes on to note that, these
purges notwithstanding, internal and external enemies remain. In
explaining the correct formulation of planning system rules, Dode
provides a classic defence of stalinist economics. He explains that the
leading role of the party is the decisive factor in economic develop-
ment. This is particularly true for the party organization at the base.

* K Hoxha, Report, loe. cit.
* Ibid.
T M. Shehu. Report on the Sirth Fire-year plan (1976-19.01) I'lfrast. 1977). p. 99.

(hereafter M. Shehb. Report).
* B. Hoxha. Report, p. 69.
* Ibid., p. 70.
* Rruge e partisf. May, 1977. pp. 5-19.
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whose primary function is to provide political and ideological leader-
ship. It is, of course, also an economic leader, but it does not duplicate
the role of experts. Dode is unclear as to the line of demarcation be-
tween "red" and "expert", but Albanian practice has always tended
to place technical problems in the hands of experts while leaving the
enterprise party committees with mobilization and control functions
and, in view of what follows, there is no reason to suspect that any
changes were being proposed in the direction of further party
involvement.

Dode notes that Albania has entered an intensive stage of develop-
ment. He probably means not only that the Albanian economy has
developed to a point at which returns to extensive development might
be diminishing but also that, given the imminence of a zero foreign
aid situation, intensive development may prove the only rational path.
Under these circumstances, Dode insists that an efficient planning
system is necessary and notes surplus stocks, low production yields
and material and labour wastage as the three major problems of the
system. Dode's solutions to these problems are as follows:

(1) Democratic centralism, defined as the rule of the working
class via the party and the proletarian state, combining centralized
direction with the creative initiatives of the local organs and work-
ing masses, must be strengthened. Although the formulation of this
definition has remained unchanged since the mid-sixties, Dode intro-
duces a shift in emphasis. He stresses that workers must have a say
in planning and that worker control, along with control by the lek
and the work of control agencies in the hierarchy, are the only means
to assure successful plan implementation. However, he argues that
worker control groups should be set up with clearly defined tasks
and that experts should join the groups to help the workers. In his
origins formulation of the worker control system in Albania, Enver
Hoxha had explicitly rejected the recruitment of experts onto the
commissions on the grounds that this led to "marked manifestations
of revenge towards the workers' criticisms". 1 It is perhaps signifi-
cant that an important policy change should 1h announced in the
Albanian press by a member of the PLA leadership other than Enver
Hoxha, especially as a "creative development" of the ideology is im-
plied.

(2) Dode argues that bottlenecks, inbalances, low productivity
and all the other common dysfunctions of the centrally-planned
economy occur, not as a consequence of the system rules, but because
these rules are improperly understood and implemented. Thus, it is
noted that plans which are drawn up merely by adding a mark-up
to the previous year's output figures cannot )e expected to yield out-
comes which accord with the fundamental law of socialism, viz. the
fulfillment of the continually growing demands of the population.
Inflated demands by enterprises for inputs are similarly detrimental.
The only way, it is argued. that society's needs can be fully met is if
a realistic plan is drawn up. This can happen only if the central plan-
ners are fully informed and this is clearly not the case when primary
economic units report "global figures" and the ministries perform
further roundingss." Nor is it the case when prices are used in ag-

"n See A. Schnytzer. "Planning and Management in Albania." East European Economies
Post-.elsinlk (Washington, 1977), pp. 592-595 (hereafter JEC 1977).



gregation. In other words, the Central Planning Bureau must be
provided with data for the goods needed by the economy "strictly
nm physical value, quantity, assortment, variety and quality." For
their part, the planners must improve balances and quotas and gen-
erally raise the level of sophistication of plan-formation.

(3) In the past, there has been a tendency to consider the financial
plan as a mere supplement to the production plan. Dode argues that
these represent an organic unity and must be treated as such by enter-
prises and hierarchy alike.

It should be noted that Dode nowhere mentions the distribution of
economic decision-making between the ministries and the executive
committees of the local People's Councils. It can only be assumed
that this was to remain, for the time being, unchanged. There is, how-
ever, a more serious omission in his presentation. Dode ignores the
issue of motivation completely. Thus, it is assumed that enterprise
performance will improve if the central planners are kept fully in-
formed with respect to resources at the base. But why should the con-
trol agencies perform their role I Dode's assumption of Homo Al-
banicu-whose behavior is not unlike Homo Sovieticus--is, in fact,
similar in its misdirection to the common assumption of Homo Eco-
nomicus in the capitalist world.

The new State Planning Commission chairman elaborated further
on the new system in an article on technical-material supply published
in September, 1977."1 Albanian awareness of imminent Chinese de-
parture is reflected in the fact that the second Plenum of the PLA
Central Committee-convened in June 1977--discussed the economy
in a blockade situation. The organization of the technical-material
supply system was apparently one of the major topics under con-
sideration. Dode notes the "harsh class struggle" against enemies at
home and abroad and against liberal and bureaucratic tendencies,
and-on this occasion-accuses Kellezi, Theodhosi and Ngjela of
trying to decentralize supply along Yugoslav lines and then suggests
that the purged ministers attempted to shift functions which were
"properly ministerial" to the local People's Councils and "other
units". It is not inconceivable that the deposed ministers were purged
for inspiring and then attempting to implement an economic reorga-
nization (1970) which did not provide the results expected of it.
According to the Albanian economics literature of the early seventies,
very few functions were considered "properly ministerial."

By 1977 the Council of Ministers was issuing orders designed to
give ministries more control of supply at the expense of the executive
committees, centralizing the mechanism of interenterprise orders and
increasing the speed with which imported industrial goods are
distributed.

Within each ministry there is a department responsible for material-
technical supply. According to the new rulings, this department now
draws up balances for the distribution of domestically produced and
imported goods. It also makes up import orders and "pursues step-by-
step" the contracts with foreign trade enterprises, providing regular
information on the arrival of imports and organizing their distribu-
tion. The department is also expected to motor the implementation

"i Probleme ekonomike, July-September, 1977, pp. 3-21.
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of all distribution directives issued to enterprises under the control
of the particular ministry. Technical-material supply enterprises have
been stripped of all planning functions--although it is not clear what
these functions ever were-and now make contracts with foreign trade
organs, receive imported goods, and distribute them in accordance
with the ministerially approved plan.

The primary function of the executive committees of the district
People's Councils is now one of control and information, not plan-
nin. They, therefore, simply watch the enterprises under their
jurisdiction and, presumably, all enterprises have now been shifted
back under ministerial planning.

Dode notes that changes have been made to the system of import
reserve stores designed to increase the efficiency of distribution.
Criticizing the tendency to inflate import orders, Dode explains that
in 1976, mmistries and other central institutions submitted orders for
about 60,000 tons of fuels and lubricants in excess of the plan, where-
as, in fact, around 30,000 tons less than planned were eventually used.
According to Dode, this problem can only be overcome if material-
technical supply indicators are discussed with workers and all bal-
ances are drawn up in complete detail. Further, a change was made in
scheduling whereby import requests from enterprises must now be
received by the end of February in the pre-plan year and preliminary
interenterprise contracts must be finalized by September of the preplan
year.

The recent modifications to the Albanian planning system appar-
ently came to a temporary halt in the middle of 1978, with a further
series of Council of Ministers decisions. These decisions, accompanied
by a more detailed discussion than was hitherto available, were out-
lined by-yet again-Petro Dode in a speech to planning cadres in
July, 1978." There, it was reported that the Council of Ministers es-
tablished the new planning methodology on the basis of the following
considerations:

(1) Albanian economic development is predicated on the principle
of self-reliance. This demands that there be a "better and more effec-
tive mobilization, with planned human, material and economic fac-
tors, of our socialist economy so that in the future, too, the economy
can develop rapidly . .. through total self-reliance." [Emphasis
added.] If these conditions are met the economy will also be able to
withstand the "imperialist and revisionist blockade."

(2) Socialist relations of production may only be improved by in-
corporating production indicators for the collective farm sector
into the state plan and, by a strict adherence to the mass line in all
sectors of the economy.

(3) Lessons must be learned from the "rich, revolutionary experi-
ence" of socialist development in Albania.

(4) The class struggle against both liberalism and bureaucratism
must be intensified.

(5) The growth of socialist production demands tighter control over
the economy.

The revolutionary tone of the rhetoric notwithstanding, these pre-
conditions can only give rise to the "old-fashioned" highly centralized

SPubilahed in Probleme ekonamlk, July-8eptember. 1978. pp. 9-4.
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classic Soviet model. The most immediately relevant point-given the
Chinese withdrawal-is of course, the first one. The Albanian concept
of self-reliance and the attempts made to ensure its implementation
are considered in the next section of this paper. For the present, how-
ever, it is necessary to outline those changes i system rules specifically
designed, according to Dode, to facilitate self-reliance.

(a) At the Seventh Party Congress, Enver Hoxha's request for the
incorporation of advanced experience into all plans apparently gave
rise to some "voluntary" plan-tautening in 1977. In September of that
year, however, the Politbureau showed its dissatisfaction with the
extent of the new trend by demanding that, prior to plan discussions
with the workers, the district executive committees must supervise the
planning bureaus of state enterprises and collective farms in the de-
termination of the best enterprises in each district. At the sectoral
level this task must be performed by the planning departments of the
ministeries and the Central Planning Commission. When the data has
been collected it must be presented to the workers, whose job it is to
discuss how-not whether-the advanced experience might be in-
corporated into their enterprise's plan.

There can be no doubt that lukowledge of advanced experience is
essential if it is to find its way into the plan of every enterprise. How-
ever, it seems that the major problem-that of motvation--has again
been overlooked. Further, it is somewhat surprising that the Politbu-
reau waited so many years from the time the central planning model
was instituted (1959) before instituting a mechanism designed to
determine advanced experience, especially as exhortations to use it
in plan formation have been frequent throughout the period.

(b) In a situation where no foreign aid is expected to be sought or
forthcoming, new projects, innovations, the production of new goods
and the like will all have to be financed out of increased labour pro-
ductivity. reductions in the consumption of raw materials per unit of
output and increased investment efficiency. The new planning method-
ology introduces two measures designed to affect these improvements.

First. starting with the 1979 state plan, a special plan for research
and development of technology is also approved. This plan is to cover
not only research and development in the narrow sense, but also the
assimilation of all innovations. Every economic unit in the state sector
is to be assigned such a plan as an integral part of the state plan.

Second, for those enterprises in the engineering industry and others
producing capital goods of importance to the economy cooperation
plans will be appended to their production plans. The aim of this
measure is presumably to ensure that those goods which are accorded
that highest priority by the planners are produced efficiently.

(c) A self-reliance development strategy-whatever its specifics-
must inevitably be based on a tight savings policy. Dode notes that a
mandatory savings policy at enterprise level has been in force for
some years, but-and here he implies that it has not always been
implemented-stresses that this matter is now of the utmost import-
ance. The methodology sets new requirements for the planning of those
economic and financial indicators which relate to savings. According
to Dode, for these requirements to be met will demand a tightening up
of work norm elucidation. Thus, in addition to calculating norms on
the basis of progressive averages-wherever norms are in use-the



ministries, state enterprises and collective farms will set a plan for
the better working out of norms and for monitoring and controlling
their implementation. Further, ministries and other central organs
will be required to ensure that identical jobs have the same norms
throughout the country. The unified norms are to appear in the min-
isterial central plans.

Dode also calls for the institution of norms in such sectors as health
and culture, although he does not expand on this idea, and wants norms
used for working capital, material and financial outlays throughout
the economy. A further change comes in the cost reduction plan. In the

ast, enterprises had submitted draft plans to the centre in aggregate
form. Henceforth, cost-reduction planning is to be carried out on the
basis of cost per unit, with outlays being restricted by specific input.

Nor is a high disaggregated savings plan the only such detailed
document. In the new system, all indicators will be sent to the central
planners expressed in physical and financial units for all products.
This, it is argued, will aid coordination at the centre. As has already
been noted, this increase in detail was first considered in 1977 and it
seems that a start was made in this direction with the 1978 state plan.
However, Dode points out that some problems arose with respect to the
technical material supply plan. It seems that enterprises were often
late in signing contracts and presented unrealistic orders. Contracts
between producing and consuming enterprises are expected to be
signed by August of the preplan year. Dode argues that greater
realism will only be achieved if all demands are based on a "scientific
norm system," using advanced experience and the method of balances.
This included taking into account needs for the following planning
period so that production is not interrupted.

In the planning of consumer goods output, it is argued that there
must be a scientific sudy of consumer demand. Macrobalance requires
that a sufficient quantity of goods is forthcoming to cover purchasing
power, while detailed surveys throughout the economy will assist in
achieving microbalance. Finally, Dode criticizes "the manifestations of
subjectivism and voluntarism" which appear in the form of demands
for certain consumer goods-presumably luxury durables-whose pro-
duction is not thought necessary by the leadership. After all, says Dode,
theparty has a policy on well-being!

To summarise, in the new system enterprises plan every item in de-
tail and pass them on to the executive committee of the Local People's
CounciL From there the information proceeds via the relevant minis-
try to the Central Planning Con mission which, theoretically, now has
a complete picture of resource and technology in the Albanian econ-
omy. All production planning must take place in physical units and
financial indicators are to be derived from the physical indicators and
prices.

The new system also provides for more intensive discussions with
workers. The deadline for drafting plans at the base has been extended
to ensure thatat a series of meetings, the workers "judge, discuss and
decide for each indicator."

Finally, so that every enterprise knows how to draw up plans in
accordance with the new methodology, each ministry is required to
draft a specific "methodic" detailing the full procedure.

It seems clear from the above outline of the new system of economic
management in Albania that the classic Soviet model has been re-
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introduced with, if anything, more bureaucratic checks on primary
economic units than existed in the past. One question inuediately
arises: Why has the Albanian leadership chosen to revert to a set of
system rules dismissed elsewhere in the socialist world some years ago
and even in Albania in 1955 1 The following are probably among the
most compelling reasons although to rank them would be impossible.

(1) From its very earliest days the official ideology of the Albanian
Communist Party-as it was known until 1948-has been Stalinist.
Since its publication in 1952, Stalin's Econonmic Problemns of Socialism
in the USSR has been the Albanian blueprint for socialist construc-
tion. The reasons for Albania's maintenance of an ideology long dis-
carded by other socialist states have been discussed in detail elsewhere. 14

The following summary will, however, provide some insight into the
psychological make-up of the Albanian leadership.

No foundation member (1941) of the Albanian Communist Party
Politbureau had ever visited the Soviet Union. Prior to the Second
WVorld War Albanian conununists acquired their knowledge of Marx-
ism in France or Italy. Thus, they were able to see the apparent benefits
of Stalinism, while remaining ignorant of its weaknesses. Further, they
were free to develop an independent Albanian road to socialism which,
while adhering to the Stalinist theory, differed significantly from the
Soviet practise.

Albania's adherence to Stalinism during its founder's lifetime and
beyond was probably guaranteed by Stalin's behaviour towards the
small Balkan state. First, it should be re-called that no Soviet troops
fought in Albania either during, or after, the Second World War.
Second, Stalin was unstinting in his aid to Albania." Finally, it was
probably due only to Stalin's personal intervention in 1948 that Enver
Hoxha was able to retain the leadership of the party and keep Albania
out of the Yugoslav Federation.' Thus, if there is a country in East-
ern Europe where the myth and reality of Joseph Stalin coincide, it
may be Albajia.

From an economic viewpoint also, the current maintenance of Stalin-
ist ideology is based on fairly solid grounds. In other words, the level
of unsophistication of the Aloanian economy is still such, that if a gov-
ernment wishes to maintain a high degree of control over economic out-
comes it may adopt centralist system rules without foregoing high
levels of economic growth.

(2) It is well known that, for all its relative inefficiency in some
respects, the centralised economic system remains the best way to insu-
late an economy from undesirable external influences and affect high
priority domestic resource allocation. Given the present uncertainties
of the world market and the cessation of Chinese aid, the Albanian
leadership has probably decided that this would not be a good time
to decrease their uncertainty vis a via economic outcomes. On the other
hand, while this argument helps to explain why there has not been a
further decentralisation in economic decision-making power, it does
not explain the drastic recentralisation.

(3) The solution to this problem probably lies in the unanticipated
consequences of the 1970 reorganisation. It is becoming a noticeable
feature of Albanian attempts to decentralise decision-making power

" A. Schnytzer. The Albanian Economy (Oxford, forthcoming).
0 M. Kaser, JEC 1977, pp. 1326-1327.
' A. Schnytser, op. cit, chapter 1.
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within the policy, planning and administrative hierarchy that there
is a spillover to the enterprise level. Thus, in 1968 there were persistent
signs of autonomous enterprise decision-making as local state func-
tionaries became more concerned with ideological campaigns than
investment problems and, finding they could not cope with both,
relegated the latter to the directors of enterprises supposedly under
their control. In addition to the ideological campaigns, the Albanian
leadership showed its incomplete understanding of central planning
when it almost dismantled the banking system's financial control
function."

The 1970 reorganisation sealed off the possibility of illegal enter-
prise investment by reinstating full "control by the lek" but it extended
the power of the executive committees of the local People's Councils at
the expense of the ministries. The major reason given for this change
was the need to combat excessive bureaucracy. It seems, however, that
the call to fight red-tape was taken too seriously in some quarters.
An article in an early December 1977 issue of Zeri i popullit 1 exhorted
enterprises to submit detailed statistics to the centre and hinted that,
in some cases, these figures were not even being recorded. Several days
later, the same source was more explicit in its revelations. Its report
begins on an ominous note with the assertion that essential documenta-
tion is not bureaucracy. It goes on to note that in the Ishull-Shengjini
sector of the Lezhi district, no trace can be found of documents for
the years 1957 to 1960 and 1968. In the Zejmeni agricultural coopera-
tive in the same district, no one knows where any documentation for
the period prior to 1971 could be found, nor those of Kallmeti before
1974. Bolldren before 1973 or Dajc prior to 1972. This lack of concern
for documentation and its location led to an inability to calculate ac-
curately pension entitlements. It is noted that, in some cases, the
relevant officials were inventing figures. Finally, it is revealed that
some cooperatives were losing money because they had not kept records
of recent transactions.

Whilst it does not necessarily follow that the above-mentioned dys-
functions were widespread in the Albanian economy at the end of
1977 it may be that the small size and relative simplicity of the Al-
banian economy, together with the vigour of ideological campaigns.
makes a decentralisation of economic decision-making power to execu-
tive committees of district People's Councils which attempts to keep
enterprises as mere plan executors, impossible.

Tn theoretical terms, these factors may interact as follows. In an
economy where adherence to the party line is seen, by the leadership,
as paramount, functionaries at the base are likely to rank alternative
actions according to their short-term ideological consequences. Thus.
in the midst of a vigorous, but inevitably, brief campaign which
stresses some particular form of behaviour, the cadres are likely to
both maximise rewards and minimise the risk of punishment by play-
mg up to the demands of the campaign to the utmost. But in this case.
who makes the routine economic decisions which the functionary no
longer has time fort There are two alternatives: either the decision is
not taken or the cadre delegates authority to someone else in the sys-
tem. In the former case, if inaction has important consequences for the

SA. Schnytaer. JEC 1977. p. 590."M zer I popullit, December 7. 1977.
* Z Mr I popullt, December 21, 1977.
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centre, only the functionary concerned can normally be penalised. He.
therefore, is unlikely to be worse off if he takes the latter option and is
confident that the recipient of his choice will act responsibly. Where
economic decisions are concerned it is fairly certain that enterprise
management will be in as good a position, if not better, to act bene-
ficially. This is likely, not only because enterprise management prob-
ably knows more about the state of its resources than the functionary
but also, penalties and rewards for enterprise personnel are more often
tied to economic than ideological performance. [In the Albanian
enterprise, "party-mindedness' has always been considered an impor-
tant quality in a manager but "red" has never usurped the "expert"
role as it has done on occasions in China.] Now, since the very transfer
of decision-making is an illegal act which carries penalties, this trans-
fer will become more likely--involving less risk-as the size of the
economy under consideration becomes smaller. As this happens, there
is a greater likelihood that state functionaries and eltr:l rise managers
in any given district will be well acquainted in non-work situations.
I'nder these circumstances, the probalilitv that the center will dis-
cover the informal change in system rules is reduced considerably.

In this type of economy. tlhe position of the ministries is likely to
approximate that of enterprises in the sense that economic perform-
ance criteria will probably outweigh ideological factors in judgments
by the party leadership. This is because ministries will all be located in
the capital and will thus •e less able to become involved in mass mobili-
sation campaigns than the local party and state cadres who are "on the
spot." This isolat ion from t he ma jorit v of the economy's enterprises is
also likely to render it difficult for informal devolutions of decision-
making power to take place from ministries to enterprise directors.

Therefore. if the leadership does not want enterprises to Ie given
economic decision-making- power while not wishing to burden the cen-
tral planners with what it considers relatively unimportant problems.
it should decentralise decision-making power within the ministries
and not to the local People's Conecils. Viewed in this ulirht. the recent
changes in the Albanian planning sv-temn -eemn almost the only logical
outcome of an attempt by the leadership to maintain control of the
economy.

(4) Finally, it should be noted that tlie Albanian economy has prol-
ably never been as well equippld with the cadres necessary to man a
centrally-planned economy as it is today. The following tables reflect
the rapid growth of human capital in the state sector of the Albanian
economy since the Second World War. Figures for years since 1973 do
not appear to have been published, but there is no reason to suspect
that sustained growth in numbers has not been sustained.

TABLE I.-NUMBER OF WORKERS AND EMPLOYEES WITH TERTIARY OR SECONDARY PROFESSIONAL
QUALIFICATIONS

1938 1950 1960 1970 1973

1. Tertiary----.... ---------------------------------... 330 620 4, 245 15, 200 21, 284
2. Secondary professional................................... 2,000 3.030 11,600 37, 700 52, 381
. Total workers and employees.....-...-- ..---...--------- 22.000 83,000 202, 0O 392,000 463,000

4. Ratio of all workers and employees to the total (line 1 plus litn
2 divided by line 3) ..---.. --.--.. -.....-- ............ 0.108 0.044 0.078 0.135 0.159

Source: 30 vjd shqipiri sociahte (Tirana 1974). pp. 41, 47.
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It should be noted that the falling ratio of qualified workers ana
employees to the total between 1938 and 1950 is due to the rapid rate
of urbanisation following the war. Thus while the number of workers
and employees almost quadrupled, the Albanian population rose only
15 percent."

TABLE II.-C-OWTH IN THE NUMBER OF EXPERTS IN THE STATE Sru;TOR

1950 1960 1970 1973

(A) With ertay qualistihom:
1. Eliw r........................................ 64 956 3,491 4.807
2. Economsts, plains sxt4. accounatats............... 35 668 1.732 2,331
. ALooma, wteinaana, z techaologst.......... 65 679 1,765 2.914

4 Teacherm ---............. ...-........---------- 1,097 4.050 5.255
5. Physicia...---------------------------------............................ 129 44 1.581 2.158

(B) With secodary pro•esioml qtadiuatos:
1. Mechanics. elecri-ci ...................................... 00 3717 8.362
L MiMeal nd oil oloirtab.................................... 235 429 532

SBookkeepers ...........................................----------------------------------- 1,010 4.066 6.233
SMedical ssista------------------------------------............................................ 995 3057 3E77
5. ODeuty onst ...................................-.. -------- .977 3~27
6. iil mnd rtrictur eqimeewriO techauiae...................... 900 052 3,171

Sourw: eti t S okipi sarwe. (Tiraea 1974) p. 51.

On the basis of the foregoing discussion it seems reasonable to con-
clude that the contemporary Albanian planning system is the most
highly centralised in Eastern Europe. There can be little doubt that
the break" in relations with China has had some effect on the recent
recentralisation, although the Albanian press has never explicitly re-
latd the two events. Further, it seems clear that, even on the basis of
domestic considerations alone, a recentralisation is not as unlikely to
yield undesirable economic outcomes as it might in a more sophisti-
cated socialist economy.

The new system rules have not been in force for a period sufficient to
enable their consequences to be assessed. It does, however, appear that
the Albanian leadership is pinning its hopes of success on marxist-
leninist socialisation of the population. If those whose task it is to
make the planning system function on a day-to-day basis are con-
vinced of its superiority over other possible systems and the necessity
of its existence in Albania--the thoughts of Homo Albanicu--then
the Albanian argument that it is not the centralised model but its im-
plementation that has been faulty may gain new supporters elsewhere.
If, on the other hand. the preferences of the "average" Albanian are
more nearly those of Homo Economicus the centralised model will fail
in Albania as it has failed elsewhere to date.

III. TIE DEVELOrn *ENT STRATEGY

A succinct definition of the PLA's development strategy v.as pro-
vided by Enver Hcxha in his report to the Seventh Congress:

To go on at rapid rates with the socialist construction of the country for the
transformation of socialist Albania into an industrial-agricultural country, with
advanced industry and agriculture, according to the principle of self-reliance,
for the further allround strengthening of the economic independence of the
country; to further improve the socialist relations of production and the super-
structure; to strengthen the dictatorship of the proletariat and enhance the de-

"*30 vjet Shqip~r so oialste (Tirana. 1974), p. 21.
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fence potential of the homeland; to raise the material and cultural level of the
working masses higher by carrying further the narrowing of distitincti as between
town and countryside. This is to be achieved on the basis of the consistent wag-
ing of the class struggle and the mobilization of all forces and energies of the
people under the leadership of the party."

This development strategy had been the outcome of an interesting
combination of historical, political and economic circumstances. Its
origins may be summarised as follows::2 When the Albanian leader-
ship decided to side wholeheartedly with the Chinese side in the Sino-
Soviet dispute, it did so largely for non-economic reasons. Whilst the
nature of Soviet and CMEA aid had been such as to encourage very
high rates of growth, the Albanian economy was nonetheless becoming
more dependent on the Soviet bloc with every passing year. By 1960,
the situation was already such that the Albanian leadership must have
been aware that a break with the Soviet Union would place the econ-
cmy in difficulties. In the event, although Chinese aid fully replaced
projected Soviet aid in monetary terms, it was not until 1964 that the
structure of production had been altered sufficiently to allow rapid
rates of growth in all sectors to again become the norm. But having
once suffered the economic consequences of a fierce determination to
retain full independence in decision-making the PLA leadership re-
solved never to do so again.

This led to the elucidation of a strategy known as "relying on one's
own resources." This was, however, to some extent a misnomer. It
was never suggested that the Albanian economy should develop a
strong industrial base without recourse to "internationalist" aid;
rather, it was hoped that foreign aid could be used to start and com-
plete industrial projects whose production processes require raw mate-
rials readily available domestically. Further, it was decided-or so the
outcomes suggest-that, if Chinese aid proved sufficiently generous,
big projects would always be preferred to small ones on the grounds
that the differences in running costs would be very small relative to the
differences in fixed capital costs and these latter would not be an
Albanian problem

The predication of major projects on Albania's natural resource
base was motivated by an unwillingness to witness enormous cuts in
the level of output in the event of another politically-motivated change
in external economic relations. A crucial determinant of the success or
otherwise of this strategy is, of course, the resource base itself-and
here Albania is very fortunate. Not only is the country well-endowed
with oil and coal, but the situation of its rivers and mountains is such
that hydroelectric power, which is exported to Yugoslavia, has allowed
Albania to become the first country in Europe where every village is
on the national power grid. Albania also has an enviable mineral base.
Thus, iron, nickel, chromium, copper, aluminum and a variety of other
metals are all in plentiful supply.

In the presence of a generous aid donor who was willing to let the
Albanians determine the direction of the aid, the superstructure re-
mained at the core of the development problem. The rapid growth
of the education system has already been noted, but the general skill-
level of industrial workers remains low and only the passage of time
can ultimately solve this problem.

m Hoxha. Retasp. . 3.
* For further detail see JEC 1977.
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An asesment of the wisdom of the self-reliance strategy requires
a careful choice of performance criteria. From an economic effiency
viewpoint, the development of an extensive hydroelectric power grid
and the extraction of metals for which there is considerable demand.
on the world market, makes a great deal of sense. On the other hand,
the domestic production of industrial consumer goods and spare parts
for imported machinery is certain to militate against efficiency. How-
ever, this performance criterion-which is used too frequently in the

assessment of socialist centrally-planned economie--ttally ignores
political considerations.

The most important of these is likely to be the fact that the Soviet
Union is constantly striving to extend its influence in the socialist
world-as- indeed, elsewhere. Given the flexibility of means used to
achieve this goal, a communist regime often relies on the good graces of
Moscow for its survival. Although this fact has tended to become
buried under the rhetoric of detente, it has always been well known
to Enver Hoxha. Having survived Soviet attempts to remove them
from power in 1961, Hoxha and his colleagues evidently concluded
that power is more valuable than economic efficiency. In formulating
the self-reliance strategy, the Albanian leadership probably also took
into account the relative unpredictability of the Chinese government.

It could be argued that the PLA leadership would have been able to
maintain power while taking full advantage of its comparable advan-
tage in natural resources if it had looked to the West for trading prt
ners. But the inflation and unemployment experienced y the
Yugoslav economy where Tito's power and autonomy could hadly be
questioned-and a belief that they might fall into the grip of multi-
ntionals, probably disuaded the Albanians from adopting an open
model

Having thus decided on a development strategy which took account
of its preferences, the Albanian government faced the inevitable prob-
lem of what it would do if it lost its generous aid donor. The targets of
the current (1976-80) five-year plan clearly indicate that economic
growth is expected to continue, albeit at more modest rates than in the
past. An analysis of the various facets of the development strategy, as
it is has been implemented since 1976, occupies the remainder of this
paper.

Agrioulture

Although the contribution of industrial output to net material prod-
uct has outweighed that of agriculture since 1970." Enver Hoxha was
probably justified in stating that:

... the constrtion of soclalasm requires advanced and modern agriculture.
Agriculture Is the basis of the economy, which to a large extent, determines and
conditions the fulfllment of tasks in the other branches, the raising of the
general wellbeing of the people, and the strengthening of the defence potential
of the country.

The importance of agriculture to the Albanian economy was given
more concrete expression in a major policy statement in April 1977 by
the country's first female Minister of Agriculture, Themie ThomaLi.

"* A. Shajtr, JC 1977, p. 17.
j Hha, Rapo4, p .A 4
PPn>bms ekom6lmk0 AprlJuns 197T, pp. 15-2.
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Taking the above quotation from Enver Hoxha as a starting point,
she gives the following reasons for the economy's dependence on agri-
culture:

(a) Albania is still an agricultural-industrial country; 70-75 per-
cent of consumer goods are either agricultural or livestock products or
industrial products made from predominantly agricultural raw mate-
rials. The light and food industries, which account for around half of
Albania's total industrial output, use largely agricultural inputs. Fi-
nally around 35-40 percent (by volume) of all exports are agricultural
products.

(b) The share of agricultural output in the global social product
and in net material product is high. Thomai gives no figures although
the contribution to the latter is almost certainly still over 30 percent.
The 1973 figure was 34.2 percentL*

(c) Two-thirds of the Albanian population is engaged in agricul-
tural employment.

(d) Agriculture and industry are the two most powerful sectors
of the economy. Therefore, the rapid development of agriculture in-
creases the productive capacity of the economy and strengthens the
principle of self-reliance.

(e) The development, under the leadership of the working class,
of agriculture strengthens the bond between workers and peasants
and between town and country, thus strengthening the social base of
the dictatorship of the proletariat.

(f) Through the provision of food, agriculture strengthens the de-
fence capacity of Albania.

It is interesting to note that the only point clothed in Marxist-
Leninist rhetoric is probably the most controversial from an ideological
viewpoint. The suggestion in (e) appears to be that if the PLA at-
empts to use agriculture simply as a source of investable surplus the
peasantry will fail to perform as well as they are able. Putting it posi-
tively-and this is how Thomai has expressed it-if the PLA, in its
capacity as vanguard of the working class, accords agriculture a high
priority in i ts development strategy it will reap the benefits through-
out the economy. Now, whilst Stalin's Economic Problems of Socialism
in the USSR stresses the need to eliminate the distinctions between
agriculture and industry and town and country 2 and he nowhere
suggests that industry shold exploit the peasantry, an elegant piece
of sophistry would be required to show that Stalin thought even
limited priority development for agriculture to be essential for
socialism.

Now, to accuse Thomai of hersey over an issue where the religion
plainly makes no sense is unfair. The Albanian leadership has always
realized that without peasant support the construction of socialism is
impossible. It did, however, allow workers' incomes to rise more
rapidly than those of peasants until 1971, when the Sixth Congress
of the PLA heard from Prime Minister Shebu that peasants would
be favoured by a redistribution of income during the 1971-75 five-
year plan. During that period, per capita real income in the country-
side rose by 20.5 percent as against an 8.7 percent increase in the

J A. Schnytser, JEC 1977. loe. ct.
"3J. V. Stalin., Economic Problems of Socialism in the USSR (Peking, 1972), pp. 24-29.
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towns." The current five-year plan calls for an 11-14 percent increase
in per capita real income by 1980-as compared with 1975-with
farm incomes rising at three times the rate of town incomes.L

This policy shit in favour of agriculture probably accounts in
some measure for the increase in global agricultural production of 33
percent during the Fifth Five-year Plan (1971-75) as against the 28
percent of the previous five years." In terms of self-reliance, there can
be little doubt that self-sufficiency in bread grains is an essential com-
ponent even if food prices on the world market are below Albanian
costa

Given the relative importance attached to agriculture, it is perhaps
surprising that in no case has the five-year plan target for the percent-
age growth of global agriculture output ever come close to being ful-
filledL The relevant figures are as follows: =

sU- 1u46e 1m -s mwn Im-M Um-S
P A P A P A P A P A P A

7n 9 9 a n a7 41-4 a 3eo --.

I Th m- iwss 17 4?n N s prW.&

It is notable that actual performance has been remarkably consistent
over time while plans have tended to vary widely in the extent of their
unrealism. It may be a reflection of the PLA's desire to face realities
that the current target is the least ambitious thus far and that it was
announced in the wake of a record gain harvest in 1976.

In 1975, the plan for bread gKmn production had been only 96 per-
cent fulfilled. The plan for 1976 was typically ambitious, calling for
a 29 percent increase over the previous year." In the event, the actual
increase was 36.2 percent," leaving Albania self-sufficient in bread
grains for the first time in her history. The priority accorded to bread
grains is indicated by the taret of 56-60 percent increase over 1975
by 1980," in compareon with the projected 38-41 percent increase
forlobal agricultural production.
The Albanian press not published statistics in recent years in

even the meager quantity of the early seventies. Consequently, con-
clusions about the success of agricultural production must be tentative
but an increase of 11.5 percent in the output of bread grains over the
planned output for 1976 was announced." In a December, 1977 inter-
view in Bashmikim the Minister for Agriculture, Themie Thomai
noted that Albania had again been self-sufficient in grains in 1977 but
gave neither figures for plan fulfillment nor targets for 1978. In a
second-hand report of Petro Dode's 1978 plan presentation a 30
percent increase in bread grain production is targeted.

M. Sheba. Report, pp. 2-26.
* IbMd. p. 70.
SSee table below.

m M. Kaner JWC 1977. p. 17.
SZert I popluUlt. February 11, 197.

-Ibid.
* Bashdim December 26. 197. A. Hoxaa. Report, p. 47 give "around 80 percent."
SIbid.
SBashkllt, December 26 197&
SBashkiml December 24. 1977.

*t I popelSt. February 21. 1978.
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The reporting on the 1978 plan results was equally uninformative.
Minister Thomai noted "a good increase in production" and the
appearance of Albania's first domestically produced tractor. Further,
despite continuing rains in the spring and a long drought in summer,
Albania was again self sufficient in bread grains. It should be noted
that the announcement of self-sufficiency is an indication that bread
grains were not imported but does not throw any light on the level
of domestic consumption. Without giving details, Thomai indicated
that there had been heavy investment in agricultural mechanization.
She gave no 1979 plan figures and Dode's annual report * restricted
its quantitative discussion of agriculture to that statement that grain
yields were planned to rise by 19.9 percent.

If the above results are taken at face value, it may be assumed that
agricultural performance has improved in recent years. Even if self-
sufficiency does not mean increasing levels of per capita bread grains
consumption-and it well might-there clearly have been no disasters
since 1975. The reason for this apparent success probably lies in the
PLA's consumption and income distribution policy, to which attention
is now turned.

Consumption and Income Distribution

The PLA's interpretation of Stalin's fundamental law of socialism
has always been more literal than its author's own. The law may be
put as follows:

. . the securing of the maximum satisfaction of the constantly rising material
and cultural requirements of the whole of society through the continuous expan-
sion and perfection of socialist production on the basis of higher techniques.a

On the consumption side, the Albanian leadership has always taken
this law to imply that per capita consumption must rise annually if
this is at all possible. The folk ving estimate of an index of real per
capital consumption shows that the PLA has been reasonably success-
fulin meeting this goal.

TAmz III.-Indes of per capita consumption (1950=100)

1950. ------------------------ 100 1965------------------------- 200
1955-------------------------- 145 1966---- --------------------. 220
156--------------------------- 141 1967-------------------------- 231
1957-------------------------- 165 1968-------------------- ------ 242
1958 .------------------------- 180 1969 -------------------------- 259
1959-------------------------- 212 1970..---..---....---------.. 265
1960,------------------------. 184 1971-------------------------- 277
1961------------------------ 184 1972.-------------------------- (1)
1962....-----------------------. 186 1973....---------------------- 800
1963 -------- ------- -------- 188 1974---------------- --------- (1)
1964 ...----------------------- 196 1975 ------------------------- 318

I Not available.

Source: A Schnytser, The Albanian Economy (Oxford, forthcoming), chapter 6.

The one year in which consumption levels fell, 1960, was the year
of the split with the Soviet Union. Further, 1959 had seen global agri-
cultural output rise to a level not to be repeated until 1966. The Al-

* Bashkimi, December 22. 1978.
SZrl I popullit, February 20. 1979." J. V. Stain op. cit. pp. 40-41.



banian leadership's determination to allow per capita consumption to
rise, however slowly, in the period following the break with the Soviet
Union was probably based partly on ideological considerations and
substantially on an unwillingness to incite popular unrest which might
place its power in jeopardy.

The anticipated break with China notwithstanding, the PLA lead-
ership again appears determined to keep consumption levels rising
while giving priority to the growth of the accumulation fund. Thus, the
Sixth Five-year Plan calls for an 11-14 percent growth of per capital
real income in 1980 over 1975. This is to be financed out of a 38-40
percent growth in net material product. The consumption fund is ex-
pected to fall to 65 percent of national income by 1980. The increase in
retail goods turnover during the current five year plan is targeted at
22-25 percenL't

In his discussion of the standard of living, Premier Shehu informed
the delgates to the Seventh PLA Congress that it was important to
provide everyone in the society with work, but only under certain
conditions:

It is the duty of the state to ensure jobs for alL But the state wil ensure jobs
for people in these places, and in the sectors, where the interests of the homeland,
the people, and Socialism require them, and not according to the petty-bourgeois
view of a few who want coey jobs and only close to home ...

It is a fine thin that the flow of the labour force away from the countryside
has been disciplined and that our wonderful youth are responding to the call of
the Party to go from the town to the countryside, to work there for several years
or to settle there for good. We must support this revolutionary movement of the
youth with all our means, creating housin and working conditions for them In
the countryside, In the sector of agriculture.'

It has already been noted that rural real incomes are expected to rise
at three times the rate of those in urban areas. One way m which this
is to be accomplished while accommodating the anticipated population
shift to the countryside is in the construction of new housing. Thus,
Hoxha notes that about 65,000 flats and houses will be built in Albania,
of which around 42,000 will be in the agricultural cooperatives and
state farms."

Hoxha blamed past problems in consumer goods supply on "the hos-
tile, sabotage activity of the purged Minister of Trade Kico Ngjela
and called for greater efforts to attain microbalance:

The leading organs of production as well as those of distribution must make
thorough and complex studies to ensure the best harmonization of production with
consumption, to clarify the problems stemming from the increase in the popu-
lation, the growth of its demands and purchasing power, and the distribution of
productive funds. They, and the trading organs in particular, must become a
strong barricade against the creation of stocks of unsold goods which cause
disorder and great economic-financial loes.

Attempts to assess the success or otherwise of the PLA's consump-
tion policy since 1976 face the same data problems as those encoun-
tered in the discussion on agriculture. The two major sources of data
are the Ministry of Food and Light Industry reports on plan fulfil-
ment and those for retail trade turnover. In reporting that the 1975
plan for food and light industry had been fulfilled 101.2 percent, Min-

* Mf. Sheb, Report, p. 70.
* Ibid., pp. 7TS-
*a . Hoxba, Keport, p. l.
* I&d.A, 62.
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ister Myaerem Fuga failed to give a target for 1976 but noted that the
labour force in this sector would not increase and that the anticipated
growth would be accomplished "chiefly on the basis of the most rational
exploitation of the existing production capacities."," In other words,
there would be no Chinese aid for new projects. At the end of 1976, the
same source indicated that an increase in output of 3 percent over 1975,
representing, 100 percent plan fulfillment, had been achieved.,' The
planned 4.8 percent increase in commodity turnover was evidently
also forthcoming." Again, no plans for the coming year were an-
nounced in the Albanian press.

During 1977, the trade portfolio, which had previously covered
foreign and domestic trade, was split in two. The new Minister for
Domestic Trade, Viktor Nushi announced in December of that year
that prtail trade turnover would be up 5.8 percent on 1976 but did not
indicate how this fitted in the plan." He did, however, note a change
in grain collection procedure, which is now carried out in party by
village trade enterprises, perhaps in exchange for industrial con-
sumer goods. He also urged that closer links be forged between trade
and production enterprises to overcome the perennial imbalance
problems in consumption. Another new minister, Kristaq Dollaku of
the Ministry of Light and Food Industry, voiced the same sentiments
:.d noted that the plan had been fulfilled for a large number of indi-

vidual products.50 He gave no aggregate result, noting only signifi-
cant improvements in the quality of output in 1977. In keeping with
the practice of his predecessor, bollaku gave no plan figures for the
coming year.

In an article published in the PLA theoretical monthly Rruga e
parties in March, 1978,51 Dollaku was a little more forthcoming. He
claimed that the production and financial plans of enterprises under
his ministry's control had been fulfilled "in the major branches." He
noted quality as a continuing problem which had not been solved by
discussions between producing and trading enterprises in 1977. For
Dollaku, this problem is a manifestation of the class struggle in that
producers are not thinking -s users when they overfulfill work norms
at the expense of quality.

Another problem facing the light and food industries is the fact
that many workers in these sectors do not have the skill ratings
formally required to perform their tasks. Thus, in light industry the
average skill ratings of jobs is 3.49--on a scale of unknown limits,
but probably 1 to 5--while workers average only 2.5. In the food
industry the respective values are 2.63 to 2.34. Given the priority
accorded to heavy industry in the Albanian economy, it would not be
surprising if the best trained workers were placed in that sector at
the expense of light industry.

The 1978 plan for the light and food industries was again reported
as having been fulfilled "for principal products." Stretching the
permutations of statistical reporting to their limits, it was announced
that production for 1978 exceeded that of 1977 by 125 million leks, "as

* Bahkiml. Dec. 26, 1975.
" Bashkiml Dec. 22, 1976.
* BashMml. Dee. 19. 1976.
* Bahkimi. December 15, 1977.
* Bashkill. December 17, 1977.
* Rruaa partial. March. 1978, pp. 38-47.
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predicted." This figure may be used to calculate an approximate
value for the percentage increase in output in 1978 as against 1977.
Given the value of output in 1970 and the percentage increase during
the Fifth Five-year plan, the value for 1975 output may be computed
as 5322 millions leks." Given the above noted 3 percent increase in
1976 and assuming no increase in 1977 gives a value for the latter
year's output of 5482 million leks. An increase of 125 million leks over
this amount is equivalent to a (very modest) growth rate of 2.25
percent for 1978.

On the basis of these figures it may be concluded that per capita
consumption is probably rising, but at a very low rate. Further, it
seems certain that the growth targets for the food and light industries
set in the current five-year plan-22-25 and 22-24 percent respec-
tively-will not be met.

Before proceeding to a discussion of Albanian heavy industry, an
important PLA policy measure affecting income distribution should
be noted. The PLA leadership has shown a keen awareness of the con-
trol over the distribution of income accorded it by a centrally-planned
economy. In addition to its attempts to narrow the gap between agri-
cultural and industrial incomes by such measures as increases in grain
procurement prices, increases in the supply of industrial consumer
goods to the countryside, increased budgetary support for rural areas,
and the like, the Albanian leadership has also reduced the income gap
between workers and employees--white collar workers, management,
experts, etc-by sharp cuts in the salaries of the latter.

The most recent "instant" change in the distribution of income be-
tween workers and employees took place on April 1, 1976 when the
Council of Ministers and the PLA Central Committee issued a joint
Deciss2ion The lower limit on higher salaries was redefined from 1,200
leks to 900 leks per month and all salaries above this level were to be
reduced by between 4 and 25 percent-presumably on a sliding scale.
Lower and middle wages would not be affected, "save certain cases to
preserve the necessary levels." The motivation behind this income
reduction was explained as being to ensure:

. . . the further revolutionization of the cadres, bringing their standard of
living nearer to the general standard of living of the masses, barring the road to
career-seeking, the preference of office work and many other evils which lead to
bourgeois-revisionist degeneration."

In addition to the pay cuts, it was announced that writers would no
longer receive payments for their publications, that there would be a
reduction in the bonuses paid for scientific titles and degrees and that
the wages of state farm workers would be increased. Finally, it was
decided that, henceforth, all specialists would be paid according to
their area of specialization rather than the district or enterprise in
which they worked.

It has been officially reported that these measures reduced the ratio
between the nominal wage of an average worker and the highest sala-
ries of employees to 2.5 This ratio is probably the lowest in the world.

* Bashkiml, December 19. 1978
* M. Shebu. Report. p. 17. 30 rvet shqlpirl socialite. op. cit.. pp. 93. O7.
" A New Victory of the Policy of the PLA la Uplift of the (General Weelllng of the

People (Tirana 1976). pp. 3-14.
*Ibid p. T." Ibd., p. 14.
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Heavy Industry

Another facet of the PLA's self-reliance development strategy to
be discussed in this paper is the policy of heavy industrialization.
Mehmet Shehu provided a neat summary of the PLA's industrializa-
tion policy during the current Five-year Plan in his address at the
Seventh Congress:

. . . the fundamental task of industry is: the rapid development of industrial
production, the extension and improvement of the structure of production by
giving greater priority to the industry producing means of production, utilizing
the natural resources and wealth of the country in a more compkx manner, to
create a broader and sounder basis in meeting the needs of the economy for raw
materials, fuels, electric power, spare parts, chemical fertilizers and the indis-
pensible products of broad scale use.m

The following table gives the targets for various sectors, set by the
Sixth Five-year Plan:

TABLL IV.-Growth targets (1980 as against 1975)
Percent

Global industrial production---------------- ------------- 41-44
Oil industry----- ------------------------------ ---- 27-29
Coal industry--------------------------------- 63-65
Chromium industry ----------------------------------- 71-7
Copper industry--...--------------- ------------------------- 40-42
Iron-nickel industry_---------------------------------------- 500-610
Electric Power industry ------------------------------- 145-150
Engineering industry ----------- ---------------------- - 40-42
Chemical industry-------------------------- ------- 140-145
Building materials industry---------------------------- - -5-53
Timber and paper Industry---------------------------.- 18-20
Glass and ceramics industry ----------------------------- 20-23
Light industry ---------- -------------------------- 22-24
Food industry, .----------------------------------- 23-25

Source: I. Shehu. Report on the Sixth Five-year Plan (1976-1980). (Tirana, 1977).
pp. 39, 4.

Several points may be noted. First, the target for global industrial
production (41-44 percent) is considerably lower than that set for
previous five-year period (61-66 percent) and lower even than the
52 percent increase in industrial production recorded during 1971-
75." The PLA leadership has never been noted for its lack of
ambition in planning; thus, it must be assumed that the Albanians
were already aware m 1976 that they could not count on Chinese aid
to help finance another five-year plan.

Second, the enormous projected increase in the iron-nickel sector
(500-510 percent) is due to the anticipated completion of the indus-
trial complex at Elbasan. This project, whose construction was begun
in the 'sixties with Chinese assistance, is expected to provide the
Albanian economy with about 250,000 tons of various iron and steel
products by 1980. Some idea of the size of the complex is given by
the fact that it has around 25 kilometers of internal railway tracks."*
In accordance with the self-reliance principle outlined above, this
complex has been planned as a vertically integrated set of enterprises
ranging from mines to consumer durable producing plants.

Third, a large part of the increase in the output of the petroleum
industry (27-29 percent) will come from the completion of another

* I. Shehb. Report. 9. 42.
SA. cBhnatser, JC 1T7., p. 687.

8-401 0 - 81 - 41
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major project, the oil refinery at Ballsh. This enterprise, with a ca-
pacity of one million tons per annum, will double the refining capacity
at present available in the country's three other refineries. The cur-
rent five-year plan also calls for an 11 percent increase in the output
of crude oil by 1980." Albanian oil is high in quality and bitumen
content.

Fourth, the sharp increase in the supply of electrical power is ex-
pected to come from the new hydroelectric station at Flerze, in the
mountainous north of the country. This station will be one of the
largest in Europe, with a power output of 500,000 kilowatts.

Finally, it should be noted that the targets for the various industrial
sectors are fully in accord with the Shehu's stated priority for produc-
tion of the means of production. The emphasis on energy and mineral
products is also an accurate reflection of PLA policy, relying as it does
on the exploitation of Albania's natural resource base. This consist-
ent application of Stalinist ideology in the face of external economic
difficulties is superficially reminiscent of the PLA's reaction to the
Soviet blockade of 1961. Thus, as has already been noted per capita
consumption during the 1961-65 plan was allowed to rise only very
slowly while all efforts were made to ensure the fulfillment of the in-
dustrial production plan. In the event, that plan was 96 percent ful-
filled but all other sectors failed dismally. The substantial difference
between then and now lies in the current concern for agriculture, a
concern which it has already been argued may have been born of a
realization that economic development in a relatively closed economy
is impossible without a healthy agricultural sector and a contented
peasantry.

It has been argued elsewhere that "the Albanian notion of self-
sufficiency for the engineering industry implies heavy reliance on ex-
isting levels of technology." In other words, the PLA leadership
has set itself the limited objective of producing domestically the spare
parts required to keep industry's imported capital stock in running
order. The Sixth Five-Year Plan calls for a 63 percent increase in
the production of spare parts by 1980 (against 1975). If fulfilled,
about 95 percent of the economy's requirements for spare parts would
be domestically produced."

A consideration of the annual plans and results published since 1976
provides a reasonable indication of progress in high priority sectors.
The 1976 state plan called for a modest 4.5 percent increase in global
industrial production." " In his speech accompanying the plan. Petro
Dode noted that an attempt would be made to substitute coal for liquid
fuels in Albanian industry whenever possible. This policy initiative
was almost certainly prompted to increase the level of oil exports, but
Dode gave no indication of the costs involved in such a substitution
in production activities, nor did he indicate how extensive "whenever
possible" mirrht realistically turn out to be.

In December 1976. the new Minister for Industry and Mining,
Xhafer Spahiu. announced that the 1976 plan had been fulfilled "in
some areas" but gave no global figures. Nor did he give plan figures

"* M. Shehu. Report. p. 43.
L A. Bchnytser. JEC 1977. p. 627.
* M. Shebh. Report. p. 48.
* ZUrl I popullt. February 11. 1976.
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for 1977, noting only that priority would be given to the extraction,
enrichment and processing of petroleum and gas and useful minerals
"which constitute the bread of industry and the chief source of ex-
ports." Another source gives 5,500 as the number of new articles to
emerge from the engineering sector in 1976 and gives 6,000 as the num-
ber planned for 1977 and 3,500 for 1978. It also announces the forma-
tion of the Institute of Mechanical Studies and Designs, whose task
it will be to study import lists in different sectors of the economy and
determine which spare parts may be produced domestically." The
spare parts compaign was apparently facing the kind of problems that
demanded a detailed study of lists. Thus, a June 1977 issue of Zeri i
popullit notes that consumers are not always careful in specifying
their needs."

The only sector of Albanian industry for which 1977 plan fulfilment
results have been published is the engineering industry. In this sec-
tor, the global output plan was fulfilled 103.3 percent, that for ma-
chines and equipment 102.5 percent, for castings 110.5 percent and for
instruments, molds and presses 103.8 percent. However, particularly
with respect to articles which had previously been imported, the as-
sortment plan was not fulfilled. The same source * further complains
that enterprises often claim fulfilment of assortment plans in con-
densed reports to the center whereas only detailed documents can be
judged to determine how close the economy is to 95 percent self-suffi-
ciency. This author dares not speculate on the precise meaning of the
expression "95 percent of spare parts." The Albanian press has given
no indication of the nature of the weights used in aggregating the
individual parts.

The 1978 state plan called for an 8.5 percent increase in global
industrial production." This relatively ambitious target probably re-
flects the PLA's desire to overcome the previous year's shortfalls. Two
Albanian economists, Andrea Nako and Esat Boshari, in an article on
domestic sources of accumulation," claimed that at the time of writing
the Albanian economy was already producing 95 percent of her spare
parts requirements and 90 percent of her consumer goods needs. These
claims are surprising in light of the authors' admission that the 1977
plan was not fulfilled, although given the priority accorded the engi-
neering industry and the undoubtedly arbitrary measure of consumer
goods requirements. no contradiction is implied. A July 1978 report n
disclosed that, despite problems of organization, mining plans for the
first two years of the five-year plan (1976,1977) were fulfilled. Further
figures on plan fulfilment contradict the claims of Nako and Boshari.
Thus an article " in late 1978 in Zeri i popullit states that, while the
spare parts production plans for 1976 and 1977 were fulfilled 104
percent, the 95 percent self-sufficiency target had only been reached
in the light and food industries, the relevant levels for agriculture
and mning being 90 percent and, for automotive needs 84 percent.
In 1979 and 1980, 11,500 new articles are earmarked for design, assim-
ilation and production. In this presentation of the state plan for 1979.

* BashkimL December 25, 1976
"* Zrl I populllt, May 24. 1977." Z7 rl I populllt. June 25. 1977.
a Zrli I populilt, February 7. 1978.
* Zr I populllt. February 21. 1978.
* Rruga e partial. April 1978. !p. 29-42.f Zhri popullit. July 4. 1978.
" Zer I popullit October 29. 1978.
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Petro Dode gave the increase in global industrial production in 1978
over the previous year as 6 percent." Dizziness with success may ac-
count for the 10.1 percent increase scheduled for 1979. The report again
stressed the need to substitute coal for liquid fuels in production but
gave no details of progrcs to date.

On the basis of the above evidence it seems reasonable to conclude
that the heavy industrial sector of the Albanian economy has not gen-
erated the levels of output foreshadowed in the PLA's plans. On the
other hand, the high priority accorded the engineering industry has
permitted that sector to perform adequately. It would be ironic indeed
if agriculture met its 1980 targets while industry did not! The final
aspect of the PLA's development strategy to be considered in this
paper is investment policy.

It is not surprising that the majority of Albanian investment is
directed into productive activity in industry and-to a lesser extent--
agriculture. The targets set for investment during the current five-
year plan are given in the following table.

TABLE V.-STATE INVESTMENT PLANS, 1976-0

Psrcntae 197100 a
w2i against 1971-75

Total wlume iavstmnt.......-.............-............ 100. 0 143
Of which:

Productie Mi s tmets- . ............................-...-..... 77.5 135
No emoduictii stm ts....................------------ ...------. 22. 5 178

By sector:
Industry.....- -.-...---..---..-.-.--......-......-- .. 53.1 151
Agriculture---.-.-.----------------------------.-- ----- 14.7 141
Transport and communications -......-------.... --------.... . .. 0---- - 97
Education, culled and hath-----------..........-----........---....2.5
Housing............................................................ 5. 2 110
Other sec s--------------.................................................... 1 5 176

Source: M. Sbehu, Repodt on t Sixth Five-year Pla (1196-1 ) (Triana, 1977), p. 64.

Construction will account for around 51 percent of total invest-
ment-an increase of 48 percent over the previous five years-while
investment in the cooperative sector of agriculture is expected to
amount to 22.5 percent of the country-wide total.,

The above targets share with the remainder of the Sixth Five-year
Plan the latter's modesty. Indeed, the planned reduction in expendi-
tures on transport and communications and education, culture and
health is unprecedented in socialist Albania's history. Shehu gives
no reason for these reductions but makes several recommendations,
regarding investment in general, which indicate that Albania is fac-
ing problems in that area. Thus, he argues that detailed studies
should be made of all new projects, concluding that:

. . . no work should begin on any project without first ensuring the design,
specifications and cost estimates of the project.*

Shehu hints at the existence of tolerated cost overrun inflation when
he insists that construction activity:

. . . must be pervaded by the spirit of proletarian discipline and a vigorous
savings regime, keeping absolutely within the funds planned for the building

U ZUrl I popullit, February 20, 1979.
"A M. Sbehu Report, p. 65.
*Ibid., p. 66.
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of the project and ensuring the ... effectiveness of . . investments and con-
struction.

Finally, the Albanian Prime Minister attacks the tendency to make
buildings more comfortable than the "situation of the encirclement
and blockade" warrants:

... we must strip our designs of unnecessary frills and a tendency to luxury,
and build better, cheaper and faster."

The 1976 state plan called for an 18.8 percent increase (by volume)
in investments over 1975; for construction the figure was 6.1 percent."
It was hoped that domestic sources of accumulation would grow by 9
percent to compensate for an expected 30 percent reduction i foreign
capital inflow. A cut in the number of on-going construction projects
from 1,000 in 1975 to 428 during the plan period, was also announced.
It was expected that the major reduction would come in small proj-
ects.'* Minister of Construction Rahman Hankii's summary of achieve-
ments for 1976 notes only that there were "successes" but gives no
figures." In common with other sectors, no 1977 plan targets were
published.

An article in the PLA's political monthly Rruga e partisan 1 pro-
vides more details. Thus, it is anticipated that during the current
five-year plan a total of 22 billion leks will be invested countrywide.
At Albanians prices, this is apparently enough to build 700,000 apart-
ments accommodating 2.5 million Albanians. The source gives 22.5 per-
cent as the share of investments in defence over the five-year period.
In an attempt to improve efficiency it is noted that priority will be
given to the completion of on-going projects prior to the commence-
ment of new ones. Further, an attempt will be made to complete
those new projects whose construction is planned for this five-year
period and only then begin those with long completion times.

It is argued that such problems as "asking for too much," rechan-
neling funds without authorization and cost overruns are ideological
in nature. The author suggests that a greater proportion of com-
munists in construction would solve the problem.

Finally, a change in investment planning is disclosed. Prior to
1976, project design had always followed the planning of the projects.
In this patently inefficient situation, the central authorities decided on
the way in which investment would be undertaken without the benefit
of alternative blueprints. It may be that in the case of Soviet or Chinese
built projects this would not have presented any problems but it sug-
gests that many domestically financed projects were undertaken on an
irrational basis. It is surprising to find that, for the first time, designs
and estimates were available for the projects planned for 1977 at the
beginning of the plan period. In future, it is anticipated that "serious
study" and project design will precede planning and execution al-
though it is not clear how a choice between different projects will be
made, either in the design or planning phase.

In October 1977, the same author, Shinasi Dragoti-his profession
is not known-provided a detailed account of a problem common to

"Ibid."w Ibid., p. 67.
ZAErl I popullit. February 12, 1976.
ZIAr I uopulllt, February 11, 1978.

"*BahkrlaL December 23, 1976.
*Rrua e partiui, February, 1977, pp. 20-8L
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many developing economies, but never previously admitted in public
by the Albanians." This is the prevalence of seasonality in the con-
struction sector.

Seasonality is a feature of construction activity in allbackward
economies, the use of handicraft techniques being particularly sensi-
tivity tW changes in the weather. In Albania, as elsewhere, construction
activity rises to a peak in summer and falls off dramatically in winter.
Thu., as recently as 1977, if 100 is an index of activity within the ambit
of the Ministry of Construction during the first three months of the
year, the.figure rises to 145 during the next three months, it peaks at
165 during the July-September period and falls to 135 in the final
quarter. In terms of latour planning, there is an increase of 5.000
workers between the first and second quarters, a further increase of
2,000 for the summer and 5,000 more workers are employed in the final
quarter than the first. Dragoti concedes that, neither improvements in
technology nor PLA attempts, since the revolution, to convince workers
that they should work in the rain have had any significant impact on
the situation.

The important implications of seasonality for the rest of the
economy are not lost on Dragoti, who lists the following:

(a) The construction industry employs most of its workers
when they are required in agriculture. During the winter, these
7,000 workers are either on paid, extended vacations or unem-
ployed; Dragoti does not say which.

(b) Seasonality creates difficulties for the producers of build-
ing materials, who operate at a fixed daily and monthly rate and
production capacity, and have fixed storage facilities.

(c) In the summer there is excess demand for transportation
facilities, both within the construction sector and intersectorily.
In the winter, there is excess supply with its concommitant dis-
guised unemployment in the transport sector.

(d) The fixed capital employed in construction is over-utilised
in summer and underutilised in winter. If capital utilization is
taken as 100 percent during the third quarter, the respective values
for the first and final quarters are 73 percent and 83 percent.

The solution to this problem clearly rests with the central author-
ities. In setting targets for rural Albania, the Ministry of Construction
has the right to divide the annual plan into quarterly plans as it sees
fit, while enterprises are free to produce their own monthly break-
downs. Dragoti calls on the higher authorities to intervene but there
has been no evidence of a change in system rules to cope with this
problem.

Minister Hanku's 1977 summary " of results notes that the volume
of construction was around 18 percent tIp on 1976-which was prob-
ably, therefore a bad year-and that global industrial production (in
the construction sector) was up 17 percent. He further noted that twice
as many small projects as in 1976 had been completed. He gave no
details on the 1978 plan, although another source 8 claims that 11.6
million leks were being invested daily in 1978. Since this report
appeared in April of that year. it seems reasonable to assume that this

* Rruxa e parts. October. 1977. pp. 33-40.
* Bashkim. December 20. 1977.
"* Rug e partial, April 1978, pp. 29-42.
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is a plan figure. 4.2 billion leks is thus the annual planned value of
investment for 1978. This is only 10.23 percent of the 22 billion leks
investment planned for the 1976-80 period. If the Five-year Plan
envisaged regular annual increments in investment-as seems most
likely-the percentage share of investment in 1978 might be expected
to have been higher unless earlier plans were not met.

A plan result for 1978 in investment and construction has never
been published although there is evidence-a vague interview with
Hanku in Bashkimi " that the plan was not fulfilled. The 1979 plan
called for a 12 percent increase m investment (by volume) and a 6.4
percent increase in the volume of construction, both as against 1978."

On the basis of the above discussion it can only be concluded that
investment and construction have, along with most other sectors of
the Albanian economy, failed to fulfil their annual plans since 1976
and seem unlikely to come very close to their five-year plan goals in
1980. The PLA's seemingly haphazard approach to investment plan-
ning and the persistent seasonal fluctuations in construction activity
are an indication that Albania is still a genuinely underdeveloped
economy-a fact which is often overlooked when comparisons are
drawn with other East European economie.

IV. Tam IxMEDAT T PACT OF CHInxES WrrIHDRAWA

On July 13, 1978 Zeri i popullit announced the Chinese decision to
cease all aid, credits and technical assistance to Albania. It remains to
consider the impact of the final break in economic relations between
China and Albania on the latter's economy. Throughout the previous
section it was argued that the Albanian economy has experienced diffi-
culties since 1976-in fact, W175 was the year in which the downturn
began. As Kaser has shown," it was in 1975 that Albania first began
to make serious repayments of their huge debt to the Chinese. It would,
therefore, be surprising if a final break some three years later had any
serious consequences for an economy governed by-to put it mildly-
a government very sensitive to changes in the external environment.

Although concrete evidence in support of the claim may never be
forthcoming, it is conceivable that the PLA leadership provoked the
final split on the basis of a calculation that continued repayments of
the foreign debt would probably put more pressure on the economy
than doing without long-term credits. The implications of a split
between fraternal communist parties invariably includes a cancellation
of all debts owed by the former aid recipient and Enver floxha had
already been through this maneuver in 1948-with the Yugoslavs-
and 1961-with the Soviet Union.

In any event, Albanian press reports subsequent to the Chinese
departure exude a defiant air of confidence. Thus, three days after
the official announcement workers at the Fierze hydroelectric plant
were reported " to be completing the construction of the dam with
sand, rock and seemingly any other available material. A meeting of
communists and vanguard workers was held at the Elbason metallurgy
combine to discuss "recent" party guidelines for the further expan-

* BashkM , December 31, 197.
* rl I popullt& February 21. 19T9.
"* Ka. ert., 19T7, i. 1840.

Z IAt I popaUlt, July 1, 197.

- U U
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sion of the technical-scientific revolution." There followed a spate
of articles " on recent innovations and successful import substitution
ventures. There is also evidence of the PLA's predictable attempt to
turn the Chinese departure into a mass mobilization weapon. Thus,
Albanian copper workers approved a 1979 plan which provided for
an increase in industrial reserves of copper, 10,000 tons above that
foreshadowed in the five-year plan.*

Much of the existing evidence on the impact of the split on specific
projects suggests that the Chinese presence operated to the detriment
of the Albanian economy. Thus, workers at the Ballsh oil refinery
reported " that Chinese specialists in the platform section had in-
stalled only one of three blocks-Albanians had since erected the
other two-and caused considerable damage to the enterprise. Another
report U noted that workers all over the country had denounced the
Chinese, accusing them of "Khrushchevite" tactics, failure to fulfill
contracts "for years" and causing damage to the Albanian economy.
The workers had, of course, also pledged support for the PLA in its
heroic stand and undertaken tn increase the level of exports and re-
duce the level of imports. It was also announced " that the Fierze
hydroelectric station would be completed on schedule despite the fact
that the Chinese experts had taken all installation documents witU
them. The same source also announced that Albania's first domestically
produced tractor was on the way to completion and that there would
be a significant increase in the output of pig iron in the near future.

Some problems were, of course, admitted publicly. Thus, the ma-
chine works in Stalin City were said " to have faced "hostile pressure"
from the "blockade and imperialist-revisionist encirclement" in the
past, when machinery and spare parts, particularly for the petroleum
industry, had arrived late and prices were very high. Now, "the dis-
graceful hostile action of the Chinese leadership against Albania" had
led to the problems which, however, the workers would overcome. The
Albanian press was full of reports similar to those cited above for
some weeks and it would be pointless to present them all here, suffice it
to note that three points emerge from them:

(1) The Chinese had tried to damage the Albanian economy
during their sojourn in Albania.

(2) The Chinese departure has given rise to some problems but
these will be overcome without difficulty.

(3) Although the Albanian economy had received Chinese aid
in the past it could in no way be argued that Albania's economic de-
velopment had been predicated on this aid.

Of these assertions, the one coming closest to the truth is probably
the second in view of the-at least-three years warning given to the
PLA when the Chinese forced credit repayments in 1975 and the likeli-
hood that Albania precipitated the break. The first suggestion, of Chi-
nese sabotage, must be considered false. It is inevitable that in a rela-

"* BashklmL July 19. 1978.
* See issues of Bashklmi and Zer I popullit. late July. throughout August 197M.
SBashkimL July 26, 1978.
" Zrl I popullit. August 5. 1978.
* BuahkimL Auust 1. 1978.
"Ziri I popullit August 1. 1978.
* Zirl I populist. August 11. 1978.
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tionship between two states lasting nearly two decades, some problems
will occur and it is all too easy for the PLA to publish every instance
of such difficulties in a short space of time, thus magnifying the issue.

The claim which is most difficult to evaluate is that limiting the in-
fluence of Chinese aid on Albanian economic development. Measured in
terms of aid as a proportion of gross investment, the claim has some
merits. Thus, over the previous three five-year plan periods--1961-65,
1966-70 and 1971-75--the ratio of foreign aid to gross investment has
been estimated " as 11 percent, 12 percent and 15 percent respectively.
However, what is more significant is that the aid allowed the PLA to
pursue a development strategy which, because it was not founded on a
rational economic-as distinct from political-basis, would have
proved impossible in the absence of that aid. Thus, aid had been a nec-
essary but not sufficient condition for the application of a Stalinist de-
velopment blueprint to the Albanian economy of the sixties. Indeed,
given the difficulties experienced by the Albanian economy in meet-
ing the targets of the current five-year plan, it seems reasonable to
argue that foreign aid is still a prerequisite for genuine Stalinist de-
velopment.

V. CONCLUSION

The foregoing analysis suggests the following conclusions:
(1) To the extent that a centrally-planned economy is better able to

generate outcomes in priority sectors when decision-making is highly
centralized, it may be argued that the withdrawal of Chinese aid
prompted the PLA leadership to recentralize the management of the
economy. It seems more likely, however, that recent changes in system
rules have been motivated primarily by the leakage of economic deci-
sion-making power from the executive committees of the local People's
Councils to enterprise directors and the consequent loss of PLA con-
trol over economic outcomes.

(2) In a small, unsophisticated centrally-planned economy, it may
not be possible to decentralize economic decision-making power with
the policy, planning and administrative hierarchy on a territorial
basis, without some leakage to enterprises taking place. This is an
almost certain outcome if the leadership uses ideological mass mobili-
sation campaigns to achieve its goals. Consequently, if stalinist eco-
nomic ideology is to be respected-as has been the case in Albania--
economic decision-making power must be kept in the hands of minis-
tries or other central organs.

(8) Hindsight almost allows the PLA's development strategy to be
viewed as a self-fulfilling prophesy. Thus, the PLA has attempted
to use Chinese aid to make the Albanian economy capable of further
development in the eventual absence of foreign aid. Albania's unwill-
ingness to accept long-term credits from the Soviet bloc or the West is
based on the notion that such aid brings with it political constraints
on the PLA's freedom of action with respect to Albania's further de-
velopment. While there can be no doubts that the Soviet aid invariably
has strings attached it is not clear that the Albanian leadership would
lose out if it carefully sought sources of aid in the West.

"- A Schaytaer. The Albanian Economy. op. cit. Chapter 5.
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For the time being, however, there seems little likelihood that this
will happen.

(4) Throughout the past decade, the PLA has shown an awareness
of the fact that a strategy of self-reliance must be tied to a sucessful
agricultural sector. Measures taken to assure this end include a redis-
tribution of income from urban to rural Albania and increased invest-
ment in agricultural mechanization. It was this shift in priorities
which probably led to Albania's achievement of self-sufficiency in
bread grains in 1976, 1977 and 1978. [The data for 1979 are not yet
available.] Given the relatively modest targets set for agriculture in
the Sixth Five-year Plan, they may be achieved for the first time in
communist Albania's history.

(5) Considered in terms of the Albanian past, the lot of the con-
sumer continues to improve but at a very slow pace. Political consid-
erations appear to have forced the PLA to allow regular increases in
the level of per capita consumption. Not surprisingly, the difficulties
facing the Albanian economy have led to regular failures on the part
of the light and food industries in their attempts to meet recent plans.

(6) The Albanian engineering industry has been, since 1968, the
high priority sector of Albanian industry. It has been charged with
making Albania 95 percent self-sufficient in spare parts by 1980 and,
although the precise meaning of this task has never been clear, official

- reports suggest that this goal will be met. f so, it will be one of the
few succeess in an otherwise bleak five-year plan period for Albanian
industry.

(7) It seem certain that there will also be shortfalls in the state's
investment and construction plans. An interesting aspect of recent
Albanian literature on this sector is the admission that construction
activity was still-in 1978-subject to severe seasonal fluctuations
That these fluctuations have been planned is an admission by the plan-
ners that the Albanian economy is still very much an underdeveloped
economy with prerevolutionary rural attitudes to labour more wide-
spread among the population that Albania's impressive industrial
growth rates over the past thirty-five years would suggest.

(8) There can be no doubt that the difficulties experienced by the
Albanian economy in recent years are directly related to the crisis in
relations with China. The latter's insistence that Albania begin to
repay its extensive debt in 1975 placed enormous pressures on the
Albanian economy and global industrial output has not grown by
more than 6 percent in any year since that time. This is a considerable
drop for an economy which had been averaging well over 10 percent
industrial growth per annum since 1950.

Under these circumstances, it is not unlikely that the PLA leader-
ship began to feel that economic relations with China had outlived
their usefulness to the Albanian economy. Given the Albanian pro-
pensity for debt annulment in the event of a split with a communist
ally. it would not be surprising if the PLA leadership precipitated the
final break with China. On the basis of internal Albanian evidence
alone, the above conclusion cannot be dismissed.
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Even if this scenario is not correct, the modest targets of the Sixth
Five-year plan leave no doubt that the PLA was aware that China
would no longer finance a huge balance of payments deficit. This made
a final break mevitable and there is no evidence to suggest that when
it finally came it had any further significant effect on the Albanian
economy.

"(9) Finally, it is difficult to envisage any major upturn in economic
activity in Albania in the near future unless it accompanies a depar-
ture from the stalinist development strategy or a change in the Al-
banian constitution permitting foreign aid from the Soviet bloc or
the West. In other words, for the first time in its history, the PLA
appears to be faced with economic problems which its ideological
framework cannot support. It remains to be seen whether the Al-
banian government remains content with slow growth in heavy indus-
try and diverts resources to the further development of agriculture
or whether it attempts to finance continued rapid industrialization
with ideologically tainted foreign capital. One thing deems certain:
whereas the rhetoric may persist while Enver Hoxha remains in con
trol of the PLA, the stalinist development strategy-at least in Al-
bania-has joined its founder in the dustbin of history.
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