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LETTER OF TRANSMITTAL

SEPTEMBER 18, 1985.
To the Members of the Joint Economic Committee:

Transmitted herewith for use by the Joint Economic Committee,
Congress, and the interested public is a study consisting of a compi-
lation of papers assessing the economies of East Europe entitled
‘East European Economies: Slow Growth in the 1980’s, Volume 1—
Economic Performance and Policy.” Companion volumes contain-
ing analyses of foreign trade and individual country studies will be
transmitted in the near future. This compilation is part of the com-
mittee’s continuing effort to monitor economic trends in the Com-
munist countries.

The present volume examines trends and developments on a re-
gional scale. It evaluates the East European adjustment to changes
in the international environment, and discusses industry and em-
ployment, consumption, energy, agriculture, and the defense sector.
A general conclusion drawn from the studies is that the region will
experience slow growth for the foreseeable future.

We are grateful to the Congressional Research Service of the Li-
brary of Congress for making available the services of John P.
Hardt to help plan the study. Dr. Hardt and Richard F. Kaufman
of the committee staff coordinated and directed the project and
edited the present volume. Dr. Hardt was assisted by Donna L.
Gold of the Library staff. We are also grateful to the many govern-
ment and private specialists who contributed papers to the study.

It should be understood that the views contained in the volume
are those of the authors and not necessarily those of the Joint Eco-
nomic Committee or of individual members.

Sincerely,
Davip R. OBEy,
Chairman, Joint Economic Committee.

(rm



CONTENTS

VOLUME 1. ECONOMIC PERFORMANCE AND POLICY

Letter of Transmittal .
Policy Highlights: A Regional Economic Assessment of Eastern Europe—John
P. Hardt and Richard F. Kaufman

1. EcoNoMIC PERFORMANCE

Overview: Assessing Economic Performance—Morris Bornstein.............ccuu.uu.e.

SECTION A. ADJUSTMENTS TO EXTERNAL FACTORS

Impact of Changes in the Global Environment on the Soviet and East Europe-
an Economies—Daniel Bond and Lawrence R. Klein

Macroeconomic Adjustment in Eastern Europe in 1981-83: Response to West-
ern Credit Squeeze and Deteriorating Terms of Trade With the Soviet
Union—dJan Various. .

Policy Responses to External Shocks in Hungary and Yugoslavia: 1974-76 and
1979-81—Bela Balassa and Laura Tyson

SECTION B. MEASUREMENTS OF GNP AND GROWTH

East European GNP’s: Origins of Product, Final Uses, Rates of Growth, and
International Comparisons—Thad P. Alton
Alternative Estimates of the Dollar GNP and Growth Rates of the CMEA
Countries—Paul Marer

SECTION C. INDUSTRY AND EMPLOYMENT

Industrial Policy in East Europe: A Comparison of Poland, Czechoslovakia,
and Hungary—Josef C. Brada and J. Michael Montias
Employment Policies in Selected East European Countries: Poland, Czechoslo-
vakia, and Hungary—Jan Adam

SECTION D. CONSUMPTION AND POPULATION

Consumption, Living Standards, and Consumer Welfare in Eastern Europe—
Elizabeth M. Clayton
Population Estimates and Projections for Eastern Europe: 1950-2000—God-
frey Baldwin

II. ENERGY

Overview: East European Energy—Ronnie L. Goldberg
East European Energy Outlook Through 1990—Analysts of the Central Intel-
ligence Agency
EnﬁrgykiPolicy and Conservation in Eastern Europe—Leslie Dienes and Victor
erkin
Electric Energy in Eastern Europe—Alex Wynnyczuk
Ealstern Europe’s Relations With OPEC Suppliers in the 1980’s—C.H. McMil-
an

III. AGRICULTURE

Overview—John P. Hardt and Donna L. Gold
V)

Page

57

81
133

194
226

249
263

299
303

332
356

368

383



VI

Comparative Growth of Agricultural Outl;:ut, Inputs, and Productivity in
Eastern Europe, 1965-82—Gregor Lazarci

East European Agricultural Trends and Prospects: A European Perspective—
Karl E. Waedekin

IV. THE DEFENSE SECTOR

Overview—John P. Hardt and Donna L. Gold
The Costs of Defense in Non-Soviet Warsaw Pact: A Historical Perspective—
Thomas W. Clements
East European Defense Expenditures, 1965-1982—Thad P. Alton, Gregor La-
zarcik, Elizabeth M. Bass, and Krzysztof Badach

V. PourricaL Facrors AND PoLicy IMPLICATIONS

Overview—Angela E. Stent

The Implications of Economic Stringency and Political Succession for Stabili-
tg' in Eastern Europe in the Eighties—Sarah M. Terry

U.S. Interests, Issues, and Policies in Eastern Europe—Francis T. Miko ............

U.S. Legislative Framework for Commercial Relations With Eastern Europe—
Kate S. Tomlinson

Page
388
426

447
451
475

497

502
541

565



POLICY HIGHLIGHTS: A REGIONAL ECONOMIC
ASSESSMENT OF EASTERN EUROPE

By John P. Hardt and Richard F. Kaufman

The papers in this volume deal mainly with the six East Europe-
an allies of the Soviet Union who belong to the Council of Mutual
Economic Assistance (CMEA): Bulgaria, Czechoslovakia, East Ger-
many, Hungary, Poland, and Romania. In addition, there is some
discussion of Yugoslavia, which is an associate member of CMEA,!
is located in the region, is a Communist system, and has close eco-
nomic ties to the region. Albania, the smallest country in the East
European region, has not been included because of the lack of reli-
able information about current economic performance.

FroMm RAPID TO SLow GROWTH AND AUSTERITY

During the 1970’s, the overall economic performance of Eastern
Europe was probably the most impressive since the introduction of
socialism into the region: not only was quantitative growth high,
but there was also improvement in the quality of goods produced.
Both the rate of investment and consumption exceeded the overall
growth of production, made possible by an import-driven growth
policy. This past growth of supply was buoyed by increased imports
financed by favorable credit arrangements from the West and com-
paratively cheap energy imports from the U.S.S.R. In addition, the
East European regimes subsidized consumption programs to elicit
popular political and economic support by rising living standards.
However, when economic growth slowed in the late 1970’s, several
countries had difficulty servicing their foreign debts and, as
new credits were reduced or withheld, experienced numerous
difficulties.

The future for each of the CMEA-Six countries and Yugoslavia
" holds not rapid economic growth but slow growth and austerity.
Each of the countries faces difficult economic decisions on how to
allocate the slowly growing supply of resources among pressing
claimants. Consumer demand may be especially difficult to meet,
despite the need for rising per capita consumption to sustain
worker morale, provide incentives for higher productivity, and to
ensure political stability. At the same time, greater investment is
needed to modernize plant and equipment.

Economic PERFORMANCE So FAR IN THE 1980’s

In general, there was a modest recovery in the region during
1984. In 1983, several countries seemed to some to be on the brink

! Associate membership status governs the affiliation of Yugoslavia since 1976, participating
in 21 of 32 key CMEA institutions as if it were a full member.
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of economic crisis. The situation was considerably alleviated by last
year’s improvements. Estimated rates of GNP growth ranged from
1.3 percent for Hungary to 4.3 percent for Romania. Growth rates
for the other four CMEA countries were in the 3 percent range,
except for Czechoslovakia, which grew at 2.2 percent. Growth rates
in 1984 accelerated over 1983 in each country except Poland. Its
growth rate of 3.4 percent was the second highest but represents
less than the 4.6 percent growth registered in 1983.

The 1984 growth rate for the six CMEA countries averaged 3.1
percent. For the five-year period, 1980-84, overall growth averaged
only 1.2 percent. This five-year growth rate represents a continu-
ation of the slowdown in economic expansion for the region as a
whole that began in the early 1970’s. For the first five years of that
decade, the six countries had an average growth of 4.9 percent; for
1975-80, the rate was 2 percent. Although Poland’s large economic
contractions in 1980 and 1981 brought the average for the region
down somewhat (Poland’s GNP declined in 1980 by 3.2 percent and,
in 1981, by 6.8 percent), the other countries also had sluggish
growth throughout the period.

TABLE 1.—ANNUAL RATES OF GROWTH OF GNP, SIX EAST EUROPEAN COUNTRIES, 1970-84 1

[Constant prices; percent)

Country 90 197 1 e ee 1em w9m 198 198

Bulgaria 4.5 1.2 L6 37 -28 30 1 =17 31
Czechoslovakia . w34 22 1.2 09 L7 —05 14 1.0 2.2

e 35 24 13 27 24 20 0.0 L6 30
Hungary 34 2.3 11 06 05 —01 15 ~12 13
Poland 6.6 0.9 66 L7 -32 -53 06 46 34
Romania 6.2 3.9 18 38 -7 0.5 23 0.3 43

TOAIS e 49 20 12 10 —-04 -10 08 16 3l

* The World Bank has been studying various methods for estimating East European GNP growth rates. See the paper in this volume by Paul
Marer, “Altemative Estimates of the Dollar GNP and Growth Rates of the CMEA Countries.”

Source: Thad Alton and Others, “Research Project on National Income in East Central Furope, Occasional Papers Numbers 70, 80, 85" LW.
Internationat Financial Research, Inc. (New York, 1982, 1984, and 1985).

The slowdown in growth during the five years is even more pro-
nounced when measured per capita, that is, taking into account
growth of the population. This is an important measure because an
economy with slow GNP growth, say 2 percent, whose population is
expanding at a higher rate, say 2.2 percent, will experience a per
capita decline and, therefore, a reduced standard of living unless
the government gives large subsidies to the consumption sector.

GNP per capita growth was a robust 4.2 percent in 1970-75. In
1980-84, no country’s GNP per capita growth averaged more than
1.4 percent and the average for the region was only 0.7 percent. In
comparison, 1984 was a good year as growth reached 2.6 percent,
about twice what it was in the next best year, 1983, of the five-year
period. The 1984 regional growth rate was about twice as high as
the average for 1975-80, but considerably below the rates for the
two previous five-year periods. Table 2 shows GNP growth rates
per capita.

Yugoslavia grew by about 2 percent in 1984, a slight rebound
from the stagnation of the two previous years. The growth in GNP
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per capita was about 1.4 percent. In both 1982 and 1983, GNP per
capita declined. Growth, in 1984, was led by a surge in industrial
production of 5.5 percent and an increase in exports to hard-cur- .
rency countries of nearly 9 percent. Agricultural production gained
by a very modest 1.2 percent, but that should be compared with the
1983 decline of about the same percentage.

TABLE 2.—ANNUAL RATES OF GROWTH OF GNP PER CAPITA, 1970-84 *

[Constant prices; percent]

Country 1970- 190 18- g9 e 198 19 183 198

Bulgaria 39 09 13 35 =11 26 21 -19 29
i 21 15 0.9 0.3 12 06 15 0.7 20
38 25 14 2.8 24 21 -02 1.6 3.0
3.0 19 12 04 04 01 37 -1l 15
Poland 5.7 00 -03 -23 -41 -—-62 -18 37 25
Romania 5.2 29 13 29 =24 -02 21 -0l 40

TORIS .oveernencnssecssesssssns 42 1.4 0.7 05 -09 -15 0.5 1.2 26

¥ The World Bank has been ing various methods for estimating East European GNP growth rates. See the paper in this volume by Paul
Marer, “Alternative Estimates of %%ar GNP and Growth Rates of the CMEA Countries.”

Source: Thad Alton and Others, op. cit

It can be seen that 1984 diverges from previous years in several
respects. Of course, it is too soon to tell whether it is the beginning
of a new trend or a temporary upturn.

Factors THAT CONTRIBUTED TO THE IMPROVEMENTS IN 1984

What accounts for the improvements? Several domestic and
international factors have been identified: .

Continued growth of industrial production.—Five of the six
CMEA countries have had sustained growth in the gross
output of industry, in the 3-4 percent range, over the past sev-
eral years. Poland is the exception with declines in the early
1980’s, but with growth averaging close to 6 percent in 1983
and 1984. Industrial output was particularly good in the region
in 1984, rising above 5 percent in three countries (East Germa-
ny, Poland, and Romania), and reaching close to 4 percent or
better in two countries (Bulgaria and Czechoslovakia), and a
respectable 2.6 percent in Hungary. However, the record for
gross investment in fixed capital was quite mixed. Growth of
investment was moderate to high in three countries (Czechoslo-
vakia, Poland, and Romania), but only 1 percent or less in the
others (Bulgaria, East Germany, and Hungary).

Recovery in agriculture.—Agriculture has been a problem
sector in most of the six countries for the past decade, and
1983 was an average year for three (Czechoslovakia, East Ger-
many, and Poland) and a poor one for the others (Bulgaria,
Hungary, and Romania). All had a good year in 1984, with

. record harvests for several. Hungary’s growth of about 2 per-
cent was the least impressive, but it reversed the decline of the
year before.

There was a drought in the region in 1983. Favorable weath-
er in 1984 accounts in large part for the good results in agri-
culture and the economy benefited from these developments in
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several ways. Greater food supplies improves worker morale
and productivity. Agricultural production includes raw materi-
als consumed by industry and increases in this area have posi-
tive effects on industrial production. The increases in food pro-
duction also reduced the need for foreign imports and thereby
permitted higher imports of raw materials and manufactured
goods.

Improvement in energy.—Energy performance improved in
the region as a whole, although not uniformly. There was an
overall increase in production of domestic supplies especially
coal, natural gas, and electricity. Poland’s gains in coal produc-
tion were high enough to enable her to become, once again, a
net exporter. There was improvement in energy efficiency of
most economies, that is, a reduction in energy consumption rel-
ative to net material production. The world energy situation
was also helpful to Eastern Europe. World prices, and there-
fore the prices charged by the Soviet Union, were held down
by the increase in non-OPEC oil production and the slow
growth in oil demand.

Favorable international developments.—The relative decline
in prices paid for energy imports reduced the need to export
manufactured goods and conserved hard currencies. The in-
creased agricultural production, as has been mentioned, had a
similar result. Both developments contributed to a continued
improvement in hard-currency balance-of-trade payments
which reduced pressures to hold down imports. Most countries
increased modestly their hard-currency exports and imports.

Economic reforms.—Several countries (Bulgaria, East Germa-
ny, Hungary, and Poland) are engaged in varying types of eco-
nomic reforms initiated in 1983-84. For the most part, the re-
forms involve use of economic incentives to increase productivi-
ty. For example, in Bulgaria, privately farmed plots and indi-
vidual and family contracts for certain types of farming have
had good results. However, these initiatives as well as new
forms of planning and efforts at energy conservation being
tried in East Germany are in the experimental stage and do
not seem to portend fundamental change. It is too soon and
may not ever be possible to quantify the results for 1984.

Issues FOR THE REST OF THE 1980's

The transition from rapid growth to slow growth and austerity in
Eastern Europe poses serious dilemmas for all concerned. The prin-
cipal issues are:

Relations with the West.—The CMEA countries need goods and
services from the West. Such goods and services are essential for
furthering economic modernization, which is critical to foreign
trade competitiveness and improving consumer standards. The per-
ceived need for expanding East-West trade is shared by many
Western industrial countries. The West requires the East to service
its debts, and many in the West see resumed economic growth
throughout the East European region and an expansion of the
CMEA market as in both their own economic interests.
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There are also forces operating as constraints on East-West trade
expansion. The need to service rather than acquire additional debt
and urgent domestic claims on the kinds of resources the CMEA
countries could export for hard currency are slowing the trend
toward further interdependence.

In addition, East Europeans are aware that there are advantages
and disadvantages to East-West ties. The opening. to the West
brought in new technology, and higher quality goods, exposing the
CMEA economies to healthy market competition. But the oil
shocks, inflation, and recession in the West during the 1970’s re-
duced demand for imports from the East European countries,
brought about a credit squeeze, and had adverse effects on the bal-
ance of payments.

The individual countries responded quite differently in making
the necessary adjustments, with varying success. In general, how-
ever, the region went into recession.

Socialist integration.—Many within the CMEA urge a turn
toward increased socialist integration. A move away from Western
ties would avoid the economic uncertainties and the destabilizing
effects associated with such Western economic problems as reces-
sion and inflation, as well as the political vulnerabilities associated
with Western sanctions and embargoes. The proponents of CMEA
autarchy are the counterparts of many in the West who argue for
more restricted Western trade with the CMEA because of security
and human rights concerns. The integrationists also point to the
dependence of CMEA on Soviet energy supplies. Even though the
Soviet terms of trade have been toughening—prices are rising
toward the OPEC level and supplies are restricted at concessionary
rates—the U.S.S.R. still retains a strong economic lever over politi-
cal-economic policy in the CMEA Six. Soviet restrictions have, how-
ever, forced the CMEA to look more toward OPEC for Middle East-
ern oil. But the East Europeans have limited hard currency or
“hard goods” to trade. The result has been a restriction on hard-
currency imports and domestic investment contributing to slow
economic recovery and technological improvement. Likewise, the
Soviet determined defense burden is growth retarding and probably
unpopular in the CMEA-Six.

Others in CMEA argue for continued economic interchange with
the West to promote competitiveness and improvement in Eastern
economic performance. They point out that, because intra-CMEA
prices are derived from market prices and because CMEA techno-
logical progress in the past has depended upon imports from the
West, the option to insulate the CMEA from the world market is
not really viable. Moreover, intra-CMEA requirements tend to be
the residual claimants of limited resources. Each member of the
CMEA tends to give priority to the demands of the Soviet, Western,
and domestic markets rather than to the import requirements of
their smaller CMEA colleagues. :

Relations with the Soviet Union.—The Soviet Union and the
CMEA-Six look to one another for important economic require-
ments: the CMEA countries look to the Soviet Union for more and
cheaper energy resources as well as other raw materials; the Soviet
Union looks to the CMEA-Six for more high quality machinery and
consumer goods. Still, there is great concern among East Europe-
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ans about overdependency on Soviet energy and the ability of the
Soviets to alter the terms of trade in their favor.

Many East Europeans argue for more diversity in their systems
of planning and management to improve the efficiency of their
economies, to reduce their reliance on Soviet energy imports, and
to increase the quality of their exports to the West and the East.
There is great resistance to reforms. Basic changes in planning and
management mechanisms are considered uncertain, prone to fail-
ure in the existing low-growth environment, risky politically in
terms of upsetting the dominant role of the Communist Party, and
likely to lead the Soviet Union to reduce the benefits of bilateral
trade. Nevertheless, reforms in Hungary and elsewhere have been
demonstrably successful and the movement towards greater reform
and decentralization will probably continue in much of the region,
although at a slow pace.

ProsPECTS

Problems and prospects for the CMEA economies in the decade
of the 1980’s are of pivotal concern for Western and Soviet deci-
sionmakers. The economies whose GNP grew at a rate of 4.9 per
annum in the first half of the 1970’s (1971-75) and 2 percent during
the second half (1976-80), slowed to virtually no growth in the
early 1980’s, with Poland’s performance the singular most retard-
ing factor. Yugoslavia, not a full CMEA member, suffered from
similar growth retardation because of comparable economic mal-
aise experienced during the same period. This downward trend in
economic performance was compounded by poor agricultural per-
formance resulting from an adverse weather cycle, and a global re-
cession restricting foreign trade earnings. The long-term and short-
term problems may lead to further economic decline—or to re-
sumed growth with good luck, good policy choices, and favorable
Soviet and Western policies toward the CMEA-Six and Yugoslavia.
The d1mproved performances in 1984 could be the start of a new
trend.

The aging leaderships undoubtedly hope for favorable economic
fortunes, such as good weather and stable energy prices in the
future. But their choice of economic policies will obviously affect
not only the day-to-day functioning of the economies, but longer
term prospects as well. Some of the decisive factors that will influ-
ence the outcomes of the economic policies of the CMEA-Six and
Yugoslavia in the rest of the 1980’s include:

Allocation.—The structure and efficiency of investment, the
incentives for and adequacy of consumption, and the manage-
ment of the defense burden.

Reform.—The effectiveness of short-term and long-term
changes in planning and management, and particularly the in-
troduction and success of new economic incentives.

Regional policy.—The efficient distribution and utilization of
labor, capital, and natural resources among the unevenly de-
veloped regions of Eastern Europe

CMEA.—Improvement in economic performance through
changes in the interrelationship of the Soviet economy with
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the economies of Eastern Europe, Vietnam, and Cuba, and off-
setting of reduced Soviet subsidies.

Western commerce.—Growth of effective commercial interre-
lationships between the technologically advanced Western
economies and the countries of Eastern Europe.

Predictions are hazardous at any time, but especially so in a time
of economic travail, with a new Soviet leadership, an uncertain
world energy market and reliance on weather forecasts. The
papers in this volume offer an analytical basis for evaluating the
range of likely problems and prospects faced by the Eastern Euro-
pean economies in this decade.

Economic growth is a problem high on the agenda of the East
European leaderships for the 1980’s. Economic collapse—a series of
negative growth periods with a loss of political control by the
Party—seems beyond the ranges of reasonable probability in most
Western, professional assessments. Crises—economic problems seri-
ous enough to trigger basic changes in priority allocations and sys-
temic characteristics—are possible, although not generally predict-
ed. Most foresee a general continuation of slow growth and no
systemic changes. Slow growth of 2-3 percent annually for the
second half of the 1980’s would allow some mcrease in consumer
standards.

This projection assumes a continuation of the favorable condi-
tions that prevailed in 1984, and further improvements in the
energy sector and in the ability of the East Europeans to import
Western technology and manufactured goods. The consensus of the
experts is that a resumption of the high growth rates of the early
1970’s is highly unlikely, and that several countries could fall back
into the crisis or near crisis of the early 1980’s under certain cir-
cumstances, including: a return of bad weather and crop failures, a
new round of world energy price increases, a let up in efforts to
increase domestic energy production and in energy efficiency, and
an inability to attract Western credits or to trade with the West. In
addition, the countries of Eastern Europe are highly dependent on
the Soviet Union for energy, and run high trade surpluses with the
Soviets. If Moscow were to place new restrictions on energy exports
to its allies or insist that the trade surpluses be substantially re-
duced, growth in Eastern Europe would be seriously constrained.



I. ECONOMIC PERFORMANCE

OVERVIEW: ASSESSING ECONOMIC PERFORMANCE

By Morris Bornstein*

The papers in this section analyze and evaluate various aspects
of the economic performance of East European countries. These
papers reach a number of important conclusions about the causes
and extent of the internal and external problems of these econo-
mies, and their success in dealing with them.

Of the eight studies, three examine adjustment to changes in the
world economy; two address measurement of economic size, struc-
ture, and growth; and three consider aspects of human capital, in-
cluding population characteristics, use of the labor force, and per-
sonal welfare.

ADJUSTMENT TO THE WORLD EcoNoMY

The role of East European countries in the world economy, and
their ability to adjust to changes in it, are discussed in the papers
by Bond and Klein, by Vaiious, and by Balassa and Tyson.!

Bond and Klein trace major changes in the world economy after
OPEC’s increases in oil prices in 1973-74. In the industrialized
market economies, the consequences were greater rates of inflation
and unemployment, larger budget deficits, restrictive monetary
policies, and higher interest rates. In turn, East European nations
(and Third World developing countries) had to pay higher interest
rates on their convertible currency debt but could not increase
their convertible currency exports much. As a result, borrower
countries found it difficult (in some cases impossible) to meet debt
service obligations in the form of repayments of principal and in-
terest payments on outstanding balances.

In the rest of the 1980s, the growth of world trade and of East-
West trade is likely to be modest. The evolution of the East Euro-
pean countries’ convertible currency merchandise trade, balances
of payments, and debt depend on various related factors in the
world economy. These factors include domestic growth rates in the
industrialized market economies, world market prices for fuels and
other commodities, interest rates in world capital markets, and the
strength of the dollar compared to other world trading currencies.

Because of the uncertainties concerning these factors, Bond and
Klein offer three alternative sets of projections through 1988 for
the convertible currency earnings, payments, and debt of the six

* Professor of Economics, The University of Michigan.
! In this essay, papers are cited by the name(s) of the author(s).
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East European centrally planned economies (CPEs)—Bulgaria,
Czechoslovakia, the German Democratic Republic, Hungary,
Poland, and Romania—as a group and also of the Soviet Union.
Their alternatives include an intermediate “baseline’ scenario and
more optimistic and more pessimistic versions. The various projec-
tions indicate that Eastern Europe’s convertible currency trade and
debt situation is likely to show only slight improvement in the next
few years.

The study by Vaiious complements that of Bond and Klein in
two important ways. First, Various treats separately each of the six
East European countries, showing significant differences among
them. Second, he explains that the East European Six have serious
external payments problems not only with the industrialized
market economies but also with the Soviet Union, a major trading
partner and chief supplier of imported fuels and raw materials to
the East European countries.

Moreover, Eastern Europe’s payments problems with the Soviet
Union are linked to developments in the world market. Trade
among CMEA member countries—including the Soviet Union and
the East European Six, as well as Cuba, Mongolia, and Vietnam—
takes places at “contract” prices that are supposed to be based on a
moving five-year average of the world market price for the particu-
lar commodity. Thus, increases in world market prices are reflect-
ed, with an attenuating lag, in CMEA contract prices.

Following a nearly 50-percent increase in the world market
dollar price of oil in 1979 and an additional 65-percent increase in
1980, the Soviet foreign-trade ruble price of oil to East European
countries increased 30-45 percent in 1981 and an additional 19-27
percent in 1982—depending on the East European country—and
about 20 percent on the average in 1983. For the East European
Six as a group, the average prices of their imports from the Soviet
Union rose faster than the average prices of their exports to the
Soviet Union. As a result, the East European countries’ terms of
trade with the Soviet Union deteriorated by about 6 percent in
1981 and again in 1982, and by about 4 percent in 1983. Hence, to
maintain the quantity of imports from the Soviet Union, the East
European countries had to increase the quantity of exports to it.

Thus, the East European economies were forced to cut the do-
mestic use (“absorption”) of output in order simultaneously to cur-
tail imports from the West and to expand exports to the Soviet
Union. This painful adjustment process involved slower growth or
absolute declines in new fixed investment and in consumption.

Vatious concludes that, at least for the next few years, Eastern
Europe is likely to remain on a “low-growth” plateau—with annual
increases in net material product averaging perhaps 2 percent,
compared with 3.6 percent in 1976-80 and 7.6 percent in 1971-75.

The third paper in this group, by Balassa and Tyson, examines
government policy responses in Hungary and Yugoslavia to exter-
nal shocks to their economies in 1974-76 and 1979-81. :

Since Yugoslavia has a socialist regulated market economy,
rather than a socialist centrally planned economy, it is excluded
from discussions of the centrally planned economies of the East Eu-
ropean Six. Yugoslavia’s involvement and problems in the world
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economy over the last two decades are in many ways similar to
those of developing countries in Latin America or Asia.

Because of an economic reform (“The New Economic Mecha-
nism,” or NEM) introduced in 1968, and reiterated in 1980, Hunga-
ry has a somewhat modified centrally planned economy with more
flexible prices and exchange rates than the other countries of the
East European Six. Through these and other features of the NEM,
the Hungarian economy has become more integrated with—and
thus more vulnerable to disturbances in—the world economy. Hun-
gary is therefore the member of the East European Six most appro-
priate for a comparison with Yugoslavia.2

Balassa and Tyson compare Hungary and Yugoslavia in detail in
two respects. First, they examine the nature and size of the effects
on these countries’ balances of payments from external shocks, in-
cluding the consequences for the terms of trade, export volume,
and interest rates on foreign borrowing. Second, they consider how
the two countries responded to these developments by additional
net external financing, import substitution, export promotion, re-
strictive domestic'economic policies, and institutional reforms.

Balassa and Tyson find striking parallels between Hungary and
Yugoslavia in 1974-76 in their reluctance to take macroeconomic
adjustment measures and in their preference for external borrow-
ing and for import substitution. In contrast, in 1979-81, when net
foreign borrowing on the earlier scale was not possible, both coun-
tries were forced to adopt strong deflationary economic policies, es-
pecially in regard to investment, and to tighten import restrictions.
However, the two countries differ in the role of marketizing eco-
nomic reforms in the adjustment process. Hungary undertook new
reform measures, but Yugoslavia, for internal political reasons, did
not.

EcoNomic SizE, STRUCTURE, AND GROWTH 3

Official statistics of the East European countries and the Soviet
Union do not provide an adequate picture of the size, structure,
and growth of their economies, for a number of reasons (some of
which are more applicable to one country than another). First, sta-
tistics are not published on many internal and external economic
activities of interest. Second, the statistical concepts used may give
an incomplete picture of the activity; for example, figures for na-
tional income in terms of net material product (NMP) exclude most
services. Third, statistical methodologies—and changes in them—
often are not fully explained. Fourth, administratively set non-scar-
city prices are used to aggregate physical output series. Also, the
uneven incidence of indirect taxes and of subsidies on different cat-
egories of goods and services distorts the relative shares of differ-
ent end-uses of national product. Commonly, the share of consump-
tion is higher, and the shares of investment and defense are lower,

% The Hungarian and Yugoslav economic systems are discussed in depth in several papers in a
succeeding volume of this collection. . .

3The paper “Industrial Policy in East Europe: A Comparison of Poland, Czechoslovakia, and
Hungary,” by Josef C. Brada and J. Michail Montias, referenced in the overview on the de-
fense sector, is not specifically discussed in this overview.
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at the officially established prices than at factor cost excluding in-
direct taxes and subsidies.

Hence, Western specialists—notably Alton and his associates—
have devoted much effort over a number of years to estimating var-
ious aspects of East European countries’ national product according
to the concepts of gross national product (GNP) and gross domestic
product (GDP) recommended by the United Nations and used by
most of its member countries.

Alton’s paper in this volume presents estimates for selected
years during 1965-81 or 1965-82 for each of the East European Six
covering the composition of current GNP by sector of origin and by
end use; the growth of real GNP and its components; the growth of
employment and of labor productivity; and GNP expressed in con-
stant 1981 dollars.

In regard to economic structure, the shares in total national
product of industry and agriculture are higher, and that of services
lower, in Eastern Europe than in Western Europe. However, the
share of private consumption in total domestic use of national
product (about 60 percent) is similar to that in Western countries.

The average annual percentage rate of growth of GNP in the
East European Six as a group has fallen markedly, from 4.1 in
1970-75 to 3.1 in 1975-80 and —1 in 1981-82. Within these totals,
industry continued to grow more rapidly than agriculture. Labor
productivity, measured in terms of GNP per worker, has declined
sharply since 1975.

The most difficult and least reliable of Alton’s measures is the
expression of East European GNPs in dollars. Exchange rates are
imperfect convertors for the translation of GNP (and its compo-
nents) in one currency into another currency. This is true even in
the case of two market economies in which prices generally reflect
relative scarcities and changes in exchange rates are expected to
play a significant role in equilibrating the balance of payments.
First, some goods and services are not traded internationally.
Second, foreign exchange is acquired for capital movements and
other purposes besides the purchase of (internationally traded)
goods and services. Third, governments intervene in foreign ex-
change markets. The use of exchange rates to convert national
product aggregates in other currencies into dollars is even less ap-
propriate in the case of CPEs, in which administratively set prices
do not correspond to relative scarcities, and arbitrary official ex-
change rates do not seek to measure the relative purchasing
powers of currencies or to regulate the balance of payments.

Marer’s paper addresses the problems involved in efforts to ex-
press in dollars the GNPs of the East European countries (and the
Soviet Union and Cuba). The first, and relatively much easier, step
is to estimate GNP, rather than the official concept of NMP, in the
national currency. The second, and extremely difficult, step is to
convert the GNP figures in national currencies into dollars. For
reasons already explained, official exchange rates are not a truly
suitable method. A theoretically superior method is, in essence, to
calculate the relative purchasing powers of an East European cur-
rency and the dollar in terms of the number of units of each re-
quired in the respective country to buy the same basket of goods
and services. A third method calculates a regression relationship
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between (a) relative performance on a set of physical indicators of
economic development and (b) estimates, by the first or second
method, of per capita dollar GNP for selected countries. The statis-
tical relationship obtained is then used to estimate the per capita
dollar GNPs of other countries for which the physical indicator
data are available. i

Marer explains and evaluates each of these methods, and combi-
nations of them, and compares the results of numerous statistical
tests of the different methods. This exhaustive study indicates that
each proposed method has its shortcomings and that estimates of
dollar values of the GNPs of East European economies may have a
large margin of error.

PoPULATION, LABOR, AND WELFARE

Estimates of the size of the population and its distribution by age
and sex, such as those provided in the paper by Baldwin, are neces-
sary for a number of purposes. In comparisons of East European
countries with each other and with other nations, it is often desira-
ble to “normalize” figures for GNP, convertible currency debt, and
other economic indicators through their presentation on a per
capita basis, as in the studies of Alton and Marer. Also, these popu-
lation estimates are necessary for assessments of the success of em-
ployment policies, like the paper by Adam. Finally, population esti-
mates are essential in the measurement and evaluation of individ-
ual welfare, undertaken in the essay by Clayton.

The East European Six claim to achieve full employment, in con-
trast to often serious unemployment in capitalist market econo-
mies. This alleged superior performance by the former is ascribed
to the combination of socialism’s commitment to economic security
(“the right to work”) and central planning’s assurance of high ag-
gregate demand.

Adam’s paper on employment policies in Poland, Czechoslovakia,
and Hungary explains how, despite relative stagnation or decline
in output in recent years (discussed by Vatious and Alton), these
countries avoided significant rates of unemployment. The number
of jobs was maintained at, or above, the full employment level
through the primacy of output (rather than cost or profit) as the
key performance indicator; restrictions on dismissals; and changes
in pension arrangements, maternity leave provisions, and the scope
of the private sector.

However, these three (and other) East European countries have
been less successful in regard to the other aim of employment
policy—the efficient use of labor. Workers are often underutilized
in their jobs. Enterprise managers hoard labor in response to (and
thereby increase) labor shortages. Labor turnover is excessive.
Labor discipline is weak. Efforts to overcome these problems—
through such methods as lower labor quotas in enterprise plans,
wage regulation, and taxes on wages—have proved inadequate.
Adam concludes that much more fundamental measures would be
necessary, including the introduction of scarcity prices and the cur-
tailment of subsidies. _

Individual perception of well-being depends not only upon con-
sumption of goods and services, measured by Alton, and job securi-
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ty and work effort, analyzed by Adam. Clayton examines a number
of additional social indicators, including the extent of inequality in
the distribution of income and wealth, life expectancy, environmen-
tal quality, and human dignity, She finds that, compared to West-
ern societies, East European countries are more egalitarian and
offer greater job security, but are clearly inferior in regard to per-
sonal freedom.

CONCLUSION

The precise measurement of the economic performance of the
East European countries and comparisons with the performance of
other economies are difficult both because of incomplete statistical
data and because of a number of methodological problems. Yet the
studies in this section clearly show that East European economic
growth has been low in the early 1980s and is likely to continue so
in the rest of the decade. An important cause is a set of related
adverse developments in Eastern Europe’s economic relations both
with industrialized market economies and with the Soviet Union.
However, in the face of slow growth—or sometimes stagnation or
even declines in output—the East European countries remain com-
mitted to full employment policies and to limited inequality in
income distribution. ’
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I. ImpacT ON THE SoviET AND EAsT EUROPEAN ECONOMIES

Some of the economic implications for the Soviet Union and
Eastern Europe of future changes in world conditions are illustrat-
ed by research undertaken at Wharton EFA on the outlook for the
world financial situation.! Specifically, Wharton’s projections of
Soviet and East European hard currency trade, balance of pay-
ments and debt clearly show the significance of changes in factors
external to the region—such as the rate of growth of the Western
economies, world trade prices for fuels and for other commodities,
interest rates, the strength of the dollar.

At the end of 1982, the net hard-currency debt of the six East
European CMEA countries—Poland, East Germany, Czechoslova-
kia, Hungary, Romania and Bulgaria—was estimated by Wharton
to have been almost $54 billion.2 (Of this amount $25.5 billion was

* Wharton Econometric Forecasting Associates and the University of Pennsylvania, respec-

tively.

1 &e Wharton Econometric Forecasting Associates, “The World Economy at a Crossroads:
International Financial Crunch, Crisis or Crash?” (1983 and subsequent updates on this report
issued by Wharton). .

? The data and estimates of Soviet and East European balance of payments and debt used in
this paper for the period through end of 1982 are those reported in the Wharton Centrally

Continued
D
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Polish and $9.1 Romanian.) The Soviet debt at this time was ap-
proximately $8 billion. Although in total this represents only about
three-fourths of either the Brazilian or the Mexican debt alone, it
has created considerable concern in world financial markets. The
Polish figure is quite large, by itself, on a world scale. As a result
of the necessity of rescheduling debt repayments first for Poland,
and then for Romania, Western lenders became very hesitant to
provide additional sums to these countries, and even to others in
the region. As a result Hungary and East Germany have recently
faced liquidity crises.

Adjustments made by most East European countries to reverse
the deteriorating trends in their balance of payments have been
both dramatic and successful, at least in the short run. In 1981 and
1982 there have been sharp reductions in imports from the West,
while exports have been maintained at high levels, especially given
the generally weak demand for imports in the West due to the eco-
nomic recession there. The region’s current account deficit dropped
from —$8.0 billion in 1979 to —$3.6 in 1981 and showed a surplus
of $1.7 billion in 1982. Today, none of the East European countries,
with the exception of Poland, appears to be near insolvency.

This has been a costly adjustment for Eastern Europe, as domes-
tic growth has had to be sacrificed. Initially, cutbacks were made
in domestic consumption which allowed reductions in food and con-
sumer imports. But further reductions in imports were required,.
and machinery and intermediate goods imports have now been re-
duced. This has resulted in lower levels of investment and under-
utilized capacities in some industries that are dependent on im-
ports from the West. It is estimated that the region as a whole ex-
perienced a decline in GDP in both 1981 and 1982. And it is likely
that the costs in foregone growth will continue to mount unless
there are some increases in imports from the West, especially for
machinery and intermediate goods. Thus, changes in the world
economy affecting this situation are of great significance for the
region.

Although the Soviet Union currently has a rather healthy finan-
cial picture, having reduced its net hard-currency debt by almost
$3 billion in 1982 alone, it is expected to need, over the next few
years, access to considerable amounts of Western machinery to re-
alize its investment plans for the agricultural and energy sectors.
Currently its ability to earn hard-currency for these purchases is
threatened by lower than expected energy trade prices. The Soviet
and East European situations are linked by the fact that most of
their trade is with each other. In particular, the East European
countries are dependent on the Soviet Union for much of their
energy imports. Thus if the Soviet Union has to divert additional
quantities of oil to Western markets to earn hard currency, this
could have important implications for the other countries of the
region.

Planned Economies Service Balance of Payments and Debt Reports released during the first six
months of 1983. In preparing these reports the Wharton staff draws upon the trade and finan-
cial statistics released by the governments of the countries covered, supplemented by data from
Western sources. Commodity trade figures are given on an f.o.b. basis, except in the case of
Hungary where imports are given on a c.i.f. basis.
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To analyze the implications of projected changes in world econo-
my, projections of Soviet and aggregate East European hard-cu--
rency accounts were prepared corresponding to three scenarios of
world economic conditions. The models used for this exercise are
designed to relate changes in Soviet and East European trade and
financing to the following international variables: ®

* This model was designed to help in projecting nominal hard-currency (i.e., convertible cur-
rency) trade and external financial balances for the Soviet Union and the major East European
countries. Its structure is based on the prototype developed by Dr. William R. Cline of the Insti-
tute for International Economics and described in his recent paper “Developing Country Debt
under Alternative Global Conditions: 1983-86” (unpublished). Certain modifications in Cline’s
model specification, choice of variables and parameters were necessary, and are noted below.

The first step in the modeling process is to determine trade flows, which are disaggregated
into two commodity groups—fuel and non-fuel. The nominal value of fuel exports and imports
are calculated on the basis of previous year trade values times the change in average world
price of traded fuels. (Where quantity changes are expected to occur, this is introduced exoge-
nously.) The nominal value of non-fuel exports is linked to the rate of real GDP growth of the
OECD countries, the change in average world price of non-fuel trade, and the value of the dollar
relative to other maj~r world currencies.

In his model, Cline assumes that above a threshold of OECD growth of 1 percent per year
each extra percentage point of OECD growth would result in a 3 percent increase in LDC non-
fuel exports. This was considered to be too optimistic for projecting the future growth of Soviet
and East European hard-currency exports. Thus the threshuld was raised to 2 percent and the
elasticity was reduced to 1.5 for the projections presented here.

Non-fuel imports are linked to the rate of real GDP growth in the country being examined,
and also the change in average world price of non-fuel trade and the valueé of the dollar. Both
long term and short term import effects are captured in this formulation. As in Cline's analysis,
a long term import elasticity of 1 and a short term elasticity of 3 were used.

The non-fuel trade projections include an adjustment for changes in the value of the dollar to
reflect the fact that while the financial balances are recorded in current dollars, a large portion
of this trade is conducted in other currencies. Thus “if the dollar depreciates from its currently
high level, the effect will be a rise in the dollar value of LDC exports and a recuperation of the
level of these exports relative to the largely dollar-denominated external debt.” (Cline, p- 6)

In contrast to Cline’s model, no term was included in the export equations to capture the re-
sponse of export prices to short-term changes in OECD growth, since most of socialist nonfuel
exports to the West consist of manufactured goods. Also, no term is included in the trade equa-
tions to reflect the impact of changes in a country’s real exchange rate. This was necessitated by
the lack of data on effective exchange rates or real trade prices for the socialist countries.

In order to calculate the hardcurrency trade balance it is necessary to adjust the value of net
exports to the West by subtracting the value of net Western trade conducted on barter terms
and adding the value of net trade with other socialist countries conducted on a convertible cur-
rency basis. Both of these adjustments are set exogenously, in line with past trends.

Turning to the invisibles component of the current account balance, the value of net hard
currency service trade, transport fees and transfers is tied to the value of the hard currency
trade balance, using relationships estimated on the basis of past trends. Net interest payments
are calculated on the basis of gross hard currency debt (medium and long term) held at the end
of the previous year, with a reduction for the interest earned on hard-currency reserves held at
the end of the previous year. Since a share of each country’s debt is held at fixed exchange
rates, interest on it is calculated at a fixed average rate. For the other portion of medium and
long-term debt, the interest rate is set to fluctuate with the London Interbank Offer Rate
(LIBOR) with a spread of 1.5%. The interest earned on reserves is set at 1.5% below LIBOR.

The capital account is specified as follows. First, external hard-currency reserves are assumed
to change relative to the change in imports f