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ECONOMIC CONMI TTEE 

APPRECIATION OF TIIE ECOPJOI4IC POSITION OF XATO AND 
biAFGAII PACT COUNTRIES FOR T'HE PERIOD THROUGH 1982 

Note by the Chairman 

The attached revised. d ra f t  of  the t ex t  o f  the 
Economic Appreciation takes in to  account the proposals made 
a t  meetings o f  the Economic Cormittee on 7th and 14th 
November. 
I propose t h a t  the t e x t  should be f ina l i sed  a t  the mee+,ing 
t o  be held on 21st Novernber and t h a t  i n  i t s  f i n a l  form the  
table  of  contents and the  annex containing s t a t i s t i c a l  t ab les ,  
as circulated i n  the f i r s t  revision of AC/127-WP/407, be 
included, with minor anendnnents pi"oposed. 

In  view o f  the urgency or" clearing t h i s  paper, 

(Signed) O. DEBUNNE 

NATO 
1110 Brussels. 
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AC/127--WP/407 (2nd .revi-se ) 

APPRECIATION OF T€TE ECONOMIC POSITION O F  NATO 
&ND VARSA!! PACT COUNTRIES FOR THE PERIOD 

TYifiOUGH ~ I980 

INTRODUCTION 

The first economic appreciation(1) prepared in 1972-73 
covering the period up to 1980, while still valid as regards the 
evaluation of the main economic factors influencing defence, was 
based on the assumption thzt no radical changes would take place 
in world political and economic relationships. 
strong worldwide inflationary development and the serious 
deterioration of the balance of payments of most NATO countries 
as a consequence of the energy crisis, the economic outlook for 
the period up to 198.2 has worsened drastically. The same seems 
true for most East European countries. However, for the USSR 
the economic developments in the Plest have, if anything, made the 
outlook slightly more favourable than that described in the pre- 
vious appreciation. 

2 .  The longer term effects of the fundamental economic 
changes which have taken place since 1973 are very difficult to 
foresee at this early stage, particularly for the NATO member 
countries, and only tentative foreczsts could be made. The first 
part of the appreciation, which covers economic developments in 
NATO countries &rd the economic basis for defence in these 
countries, have beer, based on certain assumptions. It has been 
assumed that the current inflationary problem is brought under 
control, that the recycling of the oil exporting countries' 
incomes in the international monetary system is successfully 
arranged and that the restructuring and readjustment processes 
develop smoothly in Western economies. 

3 c  The second part of the report covers the economic 
development in Warsaw Pact countries and the development of the 
ability of these economies to support the defence effort. The, 
evaluation of the prospects for the Yarszw Pact countries in the 

developments on their economies should be fairly limited, on the 
whole beneficial to the Soviet Union, detrimental to the East 
European countries 

Following the 

3 appreciation remains broadly valid. The impact of external 

1 
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SLJMMARY APPRAISAL -3- 
. .  

4. The year 1973 was a-turning point for the economic 
development of member countries. Up to that year it seemed 
that the growth performance of the 1960s might be repeated in 
the 1970s and that the strength of the economies of NATO countries 
would increase substantially over the period under review, thus 
permitting a greatly improved resource base on which to draw for 
defence purposes. The strong inflationary developments from 
1972-73 and the foreseeable balance of payments problems of NATO 
countries created by the steeply rising energy prices during the 
last quarter of 1973 have completely altered the growth outlook 
for the 1970s. These factors and increasingly difficult political 
and social problems have made the immediate outlook very uncertain 
and led to inore fragile economic inter-relationships that make 
long-term ecmomic projections hazardous. 
the possibility of recession taking i: grip cannot be ruled o u t  and 
decisions taken by any country could have considerable reBercussiom 
on the others. 

In such circumstances 

5. Even supposing that IWTO governments can cope with the 
many difficult economic problems mentioned above, in the present 
far from clear situation, the outlook points to reduced growth 
rates with inflation only slowly being brought under control. 
the best conditions it will take time for corrective measures to 
take effect and therefore over the period,to 1978 average growth 
rates of the order of 2:6 to 376 per annun, appear a reasonable planning 
assumption. 
ing on developments relating to inflation, energy supplies, the 
balance of payments, the level of employment and the corrective 
policies applried. If these-policies are a gradual improve- 
ment in the annual rate of growth to 3*576 to 4.5% could be expected 

Under 

Growth rates may differ from country to country depend- 

- -~ - -- ~~ -~ -- ~~ ~-~~~~ ~- ~ ~ af-ter -1 978-=-- - _ ~  - ~- ~- ~ ~~~ ~- ~ ~~~ ~ ~ ~~ - . 
6. The events that have hit NATO countries are likely to have 

an overall positive effect on the Soviet Union so far as it can take 
advantage of higher raw material. prices in export markets, but 
possibly less favourable o r  even adverse effects on other Warsaw Pact 
countries. Nevertheless, even the latter will be less affected than 
the Allied countries. Economic growth could average some 5% per year 
in the Soviet Union and increase the economic strength of the Warsaw 
Pact. 

7. The concentration on- armaments productien in the üSSR and 
the very considerable R & D effort made over the last decade place 
the USSR in a relatively very favourable position to make optimal 
use of resources for military purposes over the coming years. The 
rate of increase of military expenditures of the Soviet Union is 
expected to accelerate to 3 t o  576 annually for the next year o r  two 
as conventional weapons are replaced o r  modernised and a new 
generation of strategic arms are brought into service. This reflects 
a cyclical development that is expected to leave the longer-term trend 
in military spending în the-Soviet Unlon at a rate of the order of 3% 
yearly in real terms., 
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8. While, due to the enhanced economic capability of the 
Soviet Union, the military potential of the Warsaw Pact is likely 
to increase relatively rapidly over the period under reviews the 
resources available to defence in nost NATO countries could increase 
only slowly. In both the Eastern and Western group of countries 
the impact of economic developments will vary considerably. For 
NATO member countries in particular, circumstances are likely to 
arise that would seriously weaken some economies, at least in the 
medium-term. For the hardest hit countries implementation,of the 
defence effort has indicated in the 1975-1980 Force Goals might 
be difficult because of economic and political problems. 
underlines the necessity of obtaining the maximum effective value 
from the resources that countries allocate to defence through 
rationalisation and co-operation in arms procurement on a NATO- 
wide basis. 

This 
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PmT I. ECONOl'IIC DEVELOPDENTS I N  NATO COUNTRIES . 
___y 

( a )  

9. 

Main econonic trench over the 7972-1973 period 

In s p i t e  o f  the breadown i n  the ear ly  1970's of  the 
international monetary system s e t  up under Bretton Y ~ o o ~ s ,  aî 
econonic upsurge s ta r ted  ear ly  ir, q971 i n  the United States and 
during the winter of  1971-1972 i n  Yestern Europe. For the 
Western world as  a whole 1973 w a s  a year o f  strong economic 
growth. In most countries growth tended t o  s low down sornewhat by 
the end of the year, pa r t ly  because cf f u l l  capacity u t i l i s a t i o n  
i n  several sectors of  the economy, and pa r t ly  because o f  xeasures 
taken by countries t o  dampen increasingly serious inf la t ionary 
pressures. A t  the end of  1973 a s l i g h t  slowing down i n  the 
economic growth was foreseen for 1974 (some 4 6  growth on averzge), 
but i n  the longer term the economic growth was expected t o  be 
simila? t o  t h a t  achieved i n  the A96ûts, soine 570 yearly on zverage. 
However, the increase i n  the pr ice  of  o i l  contributed towards 
accelerating an already unprecedented r a t €  o f  world i n f l a t ion  cnc! 
changed fundamentally the economic outlook o f  most menber countries. 

The medium-$e onomic outloo,k., 1975-7978 

I O .  The impact of  the higher prices for o i l ,  the e f f ec t s  
of which have not yet  been f u l l y  felt i n  price leve ls  OY the 
balance of payments, and the sac i a l  and p o l i t i c a l  d i f f i c u l t i e s  
experienced i n  curbing in f l a t ion  will create increasingly à i f f i c u l t  
choices f o r  policy rnakers 

having t o  deai,  a t  t h e  SFGE tiïne, w i t h  i n f i e t ion ,  growing unemployment 
and balance of sayments problens ksuniing however tha t  

I I  d Vestern governrnents w i l l  be faced with the problem of 

(i) in f l a t ion  i s  brought unCter control, 

(ii) the recycling of  the o i l  exporting countries 
surplus funds i n  the international monetary 
system i s  successfully arranged, and the 
absorptive capacity o f  the OPEC countries '  
economies i s  increased, 

(iii) the restructuring aiid readjustment processes 
develop smoothly i n  Western economies, 

member countries nay witness a slow growth o f  t h e i r  econoinies up 
t o  1978. Failure t o  cope successfully with these problems could 
cause serious consequences for NATO member countries individually 
and for the  Alliance as a whole. 

I- - " ~ . .  
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- I i k - a t i o n  

12. PTerinures now being taken by nost goverments airii a t  
reducing the current high rr tcs  of in f la t ion .  T h i s  w i l l  w r k i n l y  
produce an econornic slowdown i.n most  countries. Sore  of  the 
external fac tors  which zccelerated in f l a t ion  i n  1973 anci 1974 are , -  
however, w l i k e l y  t o  give E, new ~ a s l  -to i-nflalion i n  1975. O i l -  prices 
are i73t l i k e l y  t o  risc dras t ica l ly  arid, durizig 1974, r m  r!ï-,E.terit.l 
pr ices  other than energy and f o o d  have declined considerably. r-Iowever, 
f o r  1974 lower i r q o r t  yr ices  are unlikely tr! have tint t o  great ly  
influence constuner prices e Furthermore the anti-inflationary neasures 
now being increasingly applied by governiients are not l i ke ly  t o  have c: 
decisive influence on prices t h i s  year. By 1975 the combined e€fects  
of these fac tors  should h d t  the acceleration and even begin t o  
reduce the r a t e  o f  increase o f  prices and cos ts (1) .  There i s ,  never- 
thel.,ess, a danger t h a t  governments squeeze t h e i r  econociics t o o  long 
and t o o  hard, causing reduced demand, nigher unemployment and. wide- 
spread soc ia l  imrest. In sumary, the outlook i n  the medium-term i s  
f o r  pr ices  t o  r i s e  l e s s  shczrply tnan i n  1974 but poss ib ly  considerably 
f a s t e r  on average than the 3.096 increase real ised i n  the 7960s. 

- The probleii! o f  external pay:ieiits Iilibalances 

7 3- During 7974 huge external pay-r-lents imbalances are building 
up as a consequence o f  the oil price r i s e s .  
exporting countries are by f a  the h r g e s t  element o f  these inb,alctucesE, 

Sursluses of  the o i l  

i (i) The s ize  o f  the probl-en 

14,, High o i l  priccs a r c  gradually reducing the consumption of- 
inported o i l  and w i l l  , i n  t h e  lcirger-teru, stiinul%te tne development 
O f  ~ i = n t ~ ~ a l ~ f t l ~ ë s o u r c e s  ,, -TEëTiëffect- 0-f Fuchrzd justment -pr~cessi-s  == ~~ 

w i l l ,  however, ;>e only narginal i n  1974 when the  o i l  exporting countries 
c?re estimated t o  r ea l i s e  a $60 b i l l i o n  increase i n  t h e i r  receipts  
compared w i t h  ‘1973. The current balance o î  payments d e f i c i t s  o f  NLTO 
countries w i l l  grow substant ia l ly  over the next f ive  years from 
$25 b i l l i o n  i n  1974 t o  $90 b i l l i o n  i n  7978(2).  
d e f i c i t s  aggregzting between US $200 and US $300 b i l l i o n  w i l l  have t o  
be financed by NLTO countries t o  pzy for t h e i r  o i l  requirements over 
these years. 

_ _  

In  these circumstances 

(ii) Possible solutions through foreign trade pol-icies 
15.- If a l l  countries t r i e d  t o  solve t h e i r  balance of pûyments 

?:-oblems by increasing exports and decreasing imports a destructive 
trade w a r  might develop. To avoid t h i s , t h e  OECI? inember countries, on 
30th Play, 1974, pledged t o  avoid new‘ r e s t r i c t i o n s  3n internat ional  
trade f o r  a period o f  a t  l e a s t  one year. 

1 
2 

See Lrmex t zb le  2 for movement o f  prices o f  r û w  materials 
Based on estimates made by the OECC and the VJorld Bank 
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(iii) The recycling of international liquidity 

16. Because of the oil. price increases, NATO member countries 

During this period, financing of import needs will 
as a whole are not kxpected to attain current account equilibrium 
for some years. 
be one of the major eccmomic problems. 

(a)  Borrowing through banks 

17. It now seems likely that the major part of the oil 
consumers deficits in 1974 will be met, at least in the case of 
NATO countries, from bank-arranged borrowing through the kiro- 
d o l l a r  and other capitz.1 markets. Oil producers have, in recent 
years, invested the bulk of their reserves in Eurodo$lars ... It is, 
however, inipossible to know whether these inarkets c~ ,made arrange- 
ments for their surpluses on the present scale, and the future of 
the financial markets iii industrial countries is very uncertain, 

(b) Investgents by oil producing countries 

IS. SurFlus oil funds will find their way back to the oil 
consuming nations either in the form of oil producer investments, 
loans  or grants. The direction of investment flows will in part 
depend upon the attractiveness and security of investment markets 
in individual member countries. The bulk of the oil- producers 
funds s2ems likely to be invested in the major financial centres. 
The oil producers have also turned to multilateral channels such 
as the IMF oil facility and to bilateral sssisJance. So far this 
has not been sufficient and the econonic situavion of the develop- 
ing countries might take a serious turn f o r  the worse chring the 
next few years. 
member countries can be satisfied, they w i l l  gain the time needed 
to adjust and restructure their economies to the new situation. 

On the assumption that the borrowing needs of 

- Structural changes necessitated by 'high energy prices 

19. To reach a higher degree of selfsufficiency in energy 
is a longer-term task requiying considerable capital resources. 
For some countries, sufficient mounts of capital might not become 
available f o r  this purpose. 

(i) Medium-term measures 

Energy conservation is the most important area for remedy 
of problems associated with increased oil expenditures, until new 
technology for energy production can be developed and in the absence 
of new sources of fossil fuels. As a consequence of measures taken 
the growth of consumption of energy in EEC countries is expected to 
drop considerably from the 67; level achieved between 1968 and 1973. 
Iri terms of balance of payments the energy deficit which will grow 
substantially up to 1978, might stop rising after that year and 
start to fall considerably by t k  end of the period (1962). In the 
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longer run, during the next four o r  five years, efforts must be 
directed to increases in domestic production among the oil-importing 
nations to the development and implementation of new technology for 
energy produçtion, and to the establishrnent of machinery to permit 
continuing d-iscussion with oil exporters ,  dissemination of information 
about production and pricing of fossil fuels, and the establishment of 
emergency facilities including stockpile and pooling arrangements. 

- Implications for the standard of living 

21. All deficit countries will be facing a difficult choice 
as to the rate at which domestic demand should be controlled in 
order to make way for a shift of inesources for the benefit of the 
oil producing countries and the pressing restructuring programmes to 
ease the balance of payment pressures. 
from a certain contraction of the growth of internal demand if the 
problems are to be solved,-the standard of living increases experienced 
during the last 20 years might well not be repeated in the medium-term. 

As there seems to be no escape 

- > 
22. With regard to the period up to 1978, there remain three 

- the success of the ti-inflationary measures 
which are- now being taken by all governments. 
If the squeeze is tao hard a worldwide Üeflation 
might result; 

major areas of uncertainty: 

the behaviour world trade under -present conditions- 
whereby many countries may be trying to expand exports 
and~cut=do~~=on=im:,orts -torease their-balance-ofdpay-=-- - 

ments difficulties; 
-- 

-- 

- the international shortage of credit that will develop 

ing this period will necessitate increased domestic 
savings to finance vital restructuring and and adjust- 
ment programmes, 
urther internal demand and thus economic growth. 

. . . as a consequence of the financing of oil- imports d u r -  

Such savings will tend to: reduce 

Z3* In the cuprent confused international economic situation it 
is very difficult to make even approxirllate forecasts of future economic 
growth. 
for the year 1975. For example, for the four major European countries 
the OECD, without exception, takes a considerably less opthistic view 
and indicates a growth rate f o r  the countries taken together, ,of just 
over 1% compared with over 37; in the EEC estimate. Such.differences, 
are due to the assumptions on which the projections are based. Even 
supposing that NATO governments can cope with the many difficult 
economic problems mentioned above, in -the present far from clear 
situation, the outlook points to reduced growth rates with anflation only 

Recent EEC and OECD studies vary widely in their estimates even 
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-9- 1 
slowly beinr. brought under c o i l - F i o l e  
w i l l  tzke bine L o r  coirec-tivc mcaçuri's to take e f fec t  < i d  therefore 
Over the period t o  1973 Zverzge growth r a t e s  of the order of 2% 'CO 
3% per snnm q q e a r  2, reâsonabie planning ass-mption. G r o v r t f i  r z t e s  
may d i f f e r  from country t o  country depending on developments r e l a b -  
ing t o  i n f l a t i o a  cnergy suF-91.ies the balmce o f  payments -Che 
level  02 eixployment and- the corrective pol ic . ics  zppiied. 

Under tho best  conditions it 
2-0 

24. k genel-al inproveilient i n  the economic conditions o f  
inenber countries might be e:mected i n  the years ?975 t o  'IgE2. 
I\iational e f fo r t s  t o  save energy and t o  increase domestic production 
must b e  expected. t o  have madLe inportant progress by 1978. During 
the five year period through ? 9(32 Zurt1-m- considerable irriprovenients 
night be expected. Such 2 developient would progressively allow 
countries t o  d i r ec t  econonic resources fron restructuring yx-poseç 
t o  other  séctors of-the' economy,- thus making higher r a t e s  of 
economic growth possible ouring the las t  years of  the period. 
S U C C ~ S S ~ U ~ ,  ner?bers of t h  A l l i a x e  cou2.C~ expect a gradual impmve- 
ment i n  the aimual growth rats- t o  3 5 t o  4.96 af ter  1978. 

The accu;nulation of a debt  burden during the years U? t o  
1980 o f  perhaps U S  $300 billion o r  m r e  wcüid impose l imitations 
on the r a t e  o f  j-ncrease OS standard o f  l iv ing  inprovements, 
i n t e re s t  pyments alone OE t h i s  debt iiilgh-t for NATO countries 
amomit t o  VS $3G b i l l i m  p e r  year i n  ÎgCO, 

on the s ive i i  conditions, the d ~ v e ï o p i ~ r n t  aiid the severity of  the 
economic p-oblems u z i l l  vary between merrker cou.qtries The basic 
energy posit ion of Nortk: Ssm-rica i s  xuch s t r o a g e r  than thxt  o î  
most E w e p e a  membrr couirtrles, and tine a b i l i t y  of -heir economies 
t o  cope with the current pr?obl.ems consequently be t te r .  
term balance of payments problem f û r  the North American meaber 
countries shoulc? be less serious 2s r e l z t ivc ly  l e s s  resources will be 
needed t o  iIqdemerit restruckuring p-ogrames than i n  Europe 
the whole per iod up t o  1982 economic growth ~ i g h t ,  therefore,  be 
higher than i n  L2urepe 

If 

25. 

- 

26. Even i f  the s i t u a t i o n  on "c'ne irhoïe i s  l i k e l y  t o  imfrove 

The longer- 

For 

27. IY.. Europe the e a r l i e r  GECD projections o f  econ0mj.c 
growth ricr the years 1975-192'3.0 has been l a rge ly  invalidated by 
the erüptior, o f  i n f l a t ion  and the balance o f  payments sroblems, - 

Exceptions m e  the three o i l  and gas lroducing member cc.untries, 
whLch should see t h e i r  economic conditions inprove considerably. 
For  Xurope as  a whole econoaic growth might, however, pick up 
from some 2 t o  3$6 on average between 1974 and 1978 t o  some j t o  
4$5 durizg the l a s t  years o f  tlac per iod ,  
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(d) Economic Basis -rz f o r  Defence 

V: ene rc? 1. 

28. The -micertaint ies  h=iiich surround even .the short-term 
ecorlomic outlook se;Terely :?eC\uces -the r e e l i a b i l i t y  o f  assessments 
of resource avai lab i l  i t y  f o r  d-efence duriiig -tie next f  PI years 
In  view of t h i s  mcertûii i ty a perizdic reapgraisaf. of the ecoriomic 
outlook i s  cz1.led for a t  ;nore freqiient in te rva ls  than i n  the past, 
For m ~ s - b  corntr ies  economic resources might continue t o  grow Sl0;iily 
over the period under review if the  m i n  assurnptions made above prove 
coryect. - This would create t'ne necessary economic foundation f o r  the 
niaintenance or a slight increase o f  the defence e f f o r t  of member 
countries as a whole, par t icu lar ly  during the period a f t e r  1978;. Mo-t 
only the economic growth but a l s o  the growth o f  the population is  
expected t o  slow down during the next e ight  years, 
not ,  however, l i k e l y  t o  a f f ec t  seriously recruitment o f  mil i tary 
mmp ow e r  

This fac tor  i s  

K e y a c t o r s  influericing resource allosvation 
t o  defence 

(i) g 
29. .The very much higner Y- i n f l a t ion  t h a t  are now 

in prospect compared with past m e r t g n c e  have very serious implicût- 
ions f o r  defence. 
d i s to r t ing  e f f ec t  on al locat lans  within the defence Suciget UrileSS 
provision i s  mede f o r  Recessary adjustments. 

rece3t years has been on personnel costs,  IrTi-th nuch higher general 

countries o f  conscript service vli-t;h regular recruitment, the outlook 
is  f o r  an even sharper escalation of personnel costs over the years 
ahead. Experience has shoi,jn t ha t  f a i lu re  t o  accommodate a t  l e a s t  
t h a t  p a r t  of tne increase due t o  higher pay could seiierely d i s t o r t  
the a l locat ion o f  e,qenditure within the defence budget, The system 
adopted by some neniber countries o f  supplernentary appropriations f o r  
meeting the wage increases of a l l  public employees, considerably 
a l lev ia tes the  problems tha t  arise, 
member coUnt~~-es ,  would contribu-ke t o  resolving the problem i n  t h i s  
sector.  

Inflationary pr ice  and cost  increases for major equipment 

Anti-inflatiancrry pol ic ies  are likely t o  have a 

- 

30. In t h i s  respect the-most marked e f fec t  o f - i n f l a t  

r ~ t ~ ~ ~ f ~ i ~ f ' ~ t j - ~ f  ~~~~ in--prospec~ano-c~e=repl-aceLlei?t =in-ri;lay- -= 

= ~ 

This system, i f  adopted by a l l  

31. 
which will also be much higher than i n  recent years pose special  
-Qrohlenis. 
expenditures f o r  neeting mil i tary equipment needs provides a rough 
c r i t e r i a  t h a t  w i l l  t a k e  care of the in f l a t ion  factor .  

The se t t i ng  o f  spec i f i c  gercentages o f  t o t a l  àefence 

Ilawever, 

14 -4 T O R E S T R I C T E D  
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in f la t ion  coupled w i t h  the continuing sharp r i s e  i n  costsdue t o  
sophistication of  equipment, w i l l  make it essentiad f o r  economies 
t o  be achieved through equi:pent; staidardisation, rationalisatioi? 
measures and co-operative prociuction/procurement on a scale  t h a t  
has not yet been achieved in !ZATO. 

(ii) _ _ y -  Public expenditure trends 

32. The immediate imylications o f  the economic s i tua t ion  

Between 1968-1973 the budgets o f  inember countries increased 

and outlook f o r  budgetary pol ic ies  are  t h a t  the rapid increases 
i n  public expenditures o f  recent years will need t o  be slowed. 
down. 
considepably f a s t e r  than the simul-kaneous g rowth  o f  C-NP( i ) 
Defence budgets rose l e s s  rapidly and t h e i r  share i n  the budget 
t o t a l  has with few exceptions declined. The d ras t i c  real locat im.  
of resources tha t  has taken glace increases the need f o r  a close 
scrutiny of the p r i o r i t i e s  i n  national budgets. 
made more urgent by the additional claims on resources tha t  are 
required for meeting investnent and other expenditures f o r  economic 
restructuring and- read justriient prograrmes 

This has been 

Possible trends I n  defence expenditures 

Projections o f  defence spending provided f o r  the  NATO 33. 
f o r c e  g o d s  exercise covering the 137~-1980 period, give one 
indication of possible future  trends The Iriternational Staff  
estimates of defence expenditure increases over this  period as 
summarised. i n  the f i n a l  report  are  rem~oduced i n  the attached 
s t a t i s t i c e l  Annex ( P a r t  I ,  taLile 3(b)'). As c ' a  be seen froin the 
table ,  the increases i n  defence expenditure required t o  implement 
the lorce goals agreed i n  May t h i s  year varies considerably from 
corntry t o  country. For the MATO European member cowitries taken 
as a whole the yeerly ôveragc increase i s  o f  the order of 3.5 t o  
4% i n  r e a l  terms and j u s t  under 3% i n  North America. 
&-ope and Canada the projected r i s e  i s  substant ia l ly  higher than 
the r a t e  o f  increase ac-tually implemented over the years ')96s-)97SO 

For MATO 

34. Assuming economic growth r a t e s  o f  only 2 t o  390, the 
implementation of  the Force Goals would imply an increase o f  the 
share o f  GNP taken by defence. Such a development would be no 
more than a continuation o f  the trend o f  the l a s t  few years of 
slowly r i s ing  defence share o f  C I W  î o r  t h i s  period and, a level- 
l i ng  o f f  a f t e r  1978 when eccjnoaic growth ra tes  are assumed t o  be 
higher e The economic situaLion i n  soine member corntr ies  is  l i ke ly  
t o  become d i î f i c u l t  over t h  next few years with serious inflation- 
ary acd balance of paynients problems d.eveloping. In such comti ie i ;  
conditions could be crczted t h a t  might a f fec t  unfavoicrably theil: 
economic and p o l i t i c a l  s t a b i l i t y -  For the hardest h i t  countries 
the implementation of a defence expenditure growth as recomler,deG 
i n  the Force Goa l s  1975-79 might r a i se  d i f f i c u l t  econornic and 
p o l i t i c a l  problems, 
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PART II ECONOMIC DEVELOPMENTS IX T E  ii7ARSAW PACT COUNTRIES 

( a )  Current Trends (Performance i n  1972/73 and prospects 
f o r  1974) 

35. Over the years 1972/73 economic growth i n  the Warsaw 
Pact countries was a l i t t l e  l e s s  than i n  the NATO countries. 

.- Progress i n - t h e  East European countries was -steady, G W  r i s ing  
5-6% per  year. 
was uneven2- Growth i n  1972, owing largely t o  a bad harvest, was 
the lowest i n  the post-war period. In 1973, the harvest reached 

1 - record levels, and GNP rose by more than 6%. 

In  the  Soviet Union on the  other hand performance 

36. There was an unprecedented r i s e  i n  East-West trade i n  
1973, the Soviet turnover i n  par t icu lzr ,  r i s ing  by more than 
40%. Trade was fostered by eas ie r  access t o  Western c red i t s ,  
the  r e s u l t  of  détente, but t he  USSR, and t o  a l e s s e r  extent 
Poland and Romania, benefit ted by the r i s e  i n  world pr ices  of 
energy and raw materials. As the r e su l t  of higher pr ices  
obtained f o r  gold and o i l ,  there  was a big jUmp i n  the convertible 
currency earnings o f  the  USSR i n  1973, o f  the order o f  a t  l e a s t  
US $1 b i l l i ondo l l a r s .  
t o  pay cash f o r  arms supplied by the Soviet Union. 

In the USSR prospec ts  for growth i n  the year 1974 are  
mixed. Industr ia l  production i s  r i s ing  more rapidly than i n  
1973. The harvest w i l l  reportedly be smaller than i n  1973 though 
s t i l l  be the  second la rges t  on record. Agriculturally t h i s  may 
be quite sat isfactory,  but it does mean t h a t  overall  economic 
growth w i l l  probably be l e s s  than i n  1973. External factors  a re  
favourable; owing t o  the r i s e  i r i _  commodity pr ices  the Soviet 
trade balance w i t h  the convertible currency area may well be 
i n  surplus for the first time i n  many years, t h i s  despite commit- 
ments t o  buy Western equipment well i n  excess o f  $2 b i l l i o n  
both in  1972 ônd 1973. As  foreign trade only amounts t o  6% o f  
Soviet GDP, such developments w i l l  not have any s ignif icant  
immediate e f fec t  on growth but they may increase Soviet 
leveragé i n  foreign relat ions.  

favourable. Industr ia l  output could be affected by a shortage 
o f  energy. L a s t  year already the output o f  hydro-electric 
s ta t ions  was reduced by drought, and, possibly i n  anticipation 
o f  future d i f f i c u l t i e s  i n  the purchase o f  o i l  from the Soviet 
Union, general energy Conservation measures were introduced. 
Industr ia l  growth i n  Poland, Romania and Hungary i n  1974 i s  i n  
exeetis of  plan but- -in E a s t  -Germany and Bulgaria the  reverse i s  
the case. Agriculture prospects i n  the area are  uncertain. A 5  
can be seen from the tab le  below foreign trade i s  more important 

The Arab countries, ~ moreover,-- were able 

37. 

38. The outlook for  the other Varsaw Pact countries i s  l e s s  
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I 
14.3 36.0 
37*9 * 25.3 
46.5 26.1 

18.2 35.4 
56.2 18.2 
31.4 16.6 
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i n  the  economies of these countries than i n  th.e Soviet.Union. .The bulk of ..... th-elix;. ..trade-î s w4i-tkiin' .COMECON. .but ra-ae .... wit3- th'e - .i-B ... 
expanding rapidly. . For the.present ,  - a t  l e a s t ,  these countries seem ready. to .accumu~-at.e ".d-efic.it's....w-ï...fi-. .tkie -... T:Jë'-st ~ ........ ..--. . . . . . . . . . . . .  

28.1 

1 17.0 
I 17.7 
23.0 
10.8 

7.7 

TRADE IN PLELATION T O  GNP 1972 

I USSR 

I I 1 GNP(1) $ b i l l , [  Trade as share o f  GNP % (2 )  . l 

548 0 7 1 5.7 1 3.4 1 1.3 I O. 7 

Bulgaria 
CSSR 
DDR 
Hungary 
Poland 
Romania 

West i Developing w.orldi 

6.7 5 * 5  I 
9.3 
5.9 
6.2 

2.2 
1.8 
0.8 
2.0 
1.0 
1.4 

(1) Estimates: Planetary Product i n  1972, US Department o f  State  

(2 )  
i n  1972 $ 
ECE Geneva and Comecon Yearbook 7913 
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industry in the past has promoted rapid growth and might well 
continue tt> do so, even though at a diminishing rate. Present 
efforts to computerise the economy to Linpro-ue the educational 
level are likely to pay off too. If the enormous resources of 
Siberia were sold to the West, ihc equipcientvhich could be bought 
with the proceeds would help to speed up growth. At present 
foreign trade contributes t o o  little to the national income 
for this to be a very signifioant natter but conceivably the 
situation could have changed somewhat by the end of the period 
under review. 

41. The leaders of these oountries have long been faced 
with the problem of maintaining growth while gradually changing 
the character of the economy. The Stalin system had entailed 
a constant expansion of resources with priority for investment 
and defence at the expense of the consumer-related activities. 
As human and material resources became less abundant and less 
easy t o  mobilise, new policies became necessary. The various 
attempts at economic reform, the drive to improve technology, 
the preoccupation with living standards, the new attitude to 
agriculture and foreign trade, the idea that consumption might 
prove a factor of growth are all aspects of this trend. 

- Resources 

424 The problem o f  resources is less acute in the USSR than 
in other countries but in the longer term is equally applicable. 
Despite the slowdown in the growth of population in the 
Pact area tine labour force in nost countries is still expanding. 
There is, nevertheless, a labour shortage which is due to the 
fact that the various means of bringir?,g in labour from house- 
holds and the counitryside are practically exhausted. Everything 
now depends on natural growth which is insufficient to maintain 
economic expansion unless productivity rises considerably. 
Material resources, which are short in Eastern Europe, are 
plentiful in the Soviet Union. However, even there, the most 
easily accessible resources, located, like the bulk of the 
population and the industrial centrês, in the European part of 
the country, are fairly fully exploited, while the massive 
resources beyond the Urals are costly to exploit. 

- Policies and Sti-uc-Lure 

430 The radical alteration of policies which might seem 
appropriate to the new situation is not too easy to achieve. 
The leaders understand that increased em2hzsis on consumer 
satisfaction is necessary not only to ward- off dissatisfaction 
which could be politically dangerous, but also to provide the 
motivation for increased productivity. A cut-back in invest- 
ment as a whole and stress on consumer orientated investment 
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could seem t o  be necessary. One problem i s  tha t  investment i n  the 
JSSR i s  not as productive as it should be o r  ra ther  investment 
lutside the  defence sector has no t  been very productive. The 
iefence sector i s  r e l a t ive ly  very e f f ic ien t .  It has a t  i t s  disposal 
the best  human and material factors and production i s  carefully 
uatched by the customer, the filinistry o f  Defence, which ge ts  
sxtremely good value f o r  i t s  money. Western observers consider 
that the defence sector i s  almost d i s t i nc t  from the  r e s t  of the 
economy s o  t h a t  it i s  very d i f f i c u l t  simply t o  switch resources 
without a fundamental reshuffle.  

Agriculture i s  a good i l l u s t r a t i o n  o f  t h i s  problem. 
The cruc ia l  nature of ag r i cu l tu re t s  rô le  i s  well real ised by the 
Soviet leaders. They a re ,ve ry  keen t o  improv,e the  nation's d i e t  
and have invested considerable sums i n  the sector.  Agriculture I 

however remains inef f ic ien t .  

technical developments i s  another consequence o f  the  t r ad i t i ona l  - 
system. 
f a c i l i t i e s  t o  study and apply the l a t e s t  technology and i s  very 
successful i n  doing so.  In t h e  other sectors there  i s  l i t t l e  o r  
no end user  influence on the enterprises which a re  concerned t o  
carry out plans imposed by the centre. 

charac te r i s t ic  of the Warsaw Pact economies i s  e f f i c i e n t - i n  
mobilising resources o r  redirecting them radical ly  i n  .the 
l i g h t  o f  c lear ly  defined priori-kies. It is  much 1 ss effect ive 
i n  advanced economies where resources are already-committed and 
the problem is  t o  e f fec t  marginal changes as the  s i tua t ion  
developF,p:Thi-spi-s-no-doubt why-developed count-ries -Like=-- _cp_-- - 
Czechoslovakia and East Germany have suffered more from the 
system than r e l a t ive ly  undeveloped countries l i k e  Bulgaria and 
Romania. 

4 7 e  Idhat s t ruc tura l  changes are  the Party lead 
Warsaw Pact countries l i k e l y  t o  accept? In the E a s t  European 
countries, it i s  i n  the economic sphere where the scope for 
independent, national decision i s  grea tes t ,  and since, i n  addition, 
economic problems are  par t icu lar ly  acute i n  many of  these countries 
it i s  understandable t h a t  various p o s s i b i l i t i e s  o f  economic reform 
have been toyed w i t h .  In  most cases l i t t l e  has come o f  these ideas 
largely because they turned out  t o  be unreconcilable w i t h  the 
p o l i t i c a l  imperatives. In the Soviet Union the  pressure f o r  reform 
i s  evidently l e s s ,  The. leaders enjoy t h e i r  p o l i t i c a l  p 
against any measures which might threaten Party control 
freedom t o  d i c t a t e  p r i o r i t i e s ,  The leaders are  ready t o  accept 
measures t o  improve the f l o w  o f  economic information o r  t o  intro- 
duce cer ta in  economic c r i t e r i a  so long as  the pr inciple  of  cen t ra l  

44, 

45. The slowness of  the non-defence sectors  t o  absorb 

The defence establishment has a l l  the  motivation and 

. .  
46, 

I The central isat ion of decision making which is 

- 
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planning and control i s  not cal led in to  question. 
economic growth continues a t  a reasonable pace, it i s  unlikely 
tha t  any major s t ruc tura l  change w i l l  be undertaken. 

A s  long as  

( i i )  External Influences 

48., The import of Western equipment incorporating advanced 
technology i s  recognised as  2 good means o f  ra is ing the 
efficiency of the non-defence sector. This implies, however, 
a need, sooner o r  l a t e r  t o  s e l l  competitively on Western 
markets a corresponding amount o f  home-produced products, which 
given the s t ructure  and economic pol ic ies  o f  the  Warsaw Pact 
countries l i m i t s  the  scope o f  t h i s  business. 
Soviet Union i s  concerned, the recent r i s e  i n  the pr ice  of 
materials has great ly  increased i t s  earnings from the sa le  of 
materials and energy and therefore i t s  capacity t o  import. 
Moreover, the r i s e  i n  pr ice  o f  products i n  which Siberia i s  
so  r ich  would make more prof i tab le  the development o f  t h a t  
area. 

A s  f a r  as  the 

49. This tu rn  i n  events i s  not l ike ly ,  however, t o  favour 
the East bt3ropean countries. Only Poland and Romania have raw 
materials which they can prof i tably s e l l  a t  the present moment. 
The other countries o f  the  area are  short o f  raw materials and 
energy and are l i k e l y  t o  become s t i l l  more t i e d  t o  the USSR. 

may be quite small. Though East-iJest trade i s  basical ly  carr ied 
on i n  Western currencies a t  Western pr ices ,  these have l i t t l e  o r  
no influence on domestic pr ices .  True, the East has i t s  own 
form o f  in f la t ion ,  but the excess purchasing power i s  not 
allowed t o  a f fec t  pr ices  o r  influence production o r  investment. 
Moreover, the prevalence o f  i n f l a t ion  and other disorders i n  
the West w i l l  be used by the  Party leaders as  evidence o f  the 
superiority o f  t h e i r  system and as an argunent against tho-se 
who urge radical  change i n  the Eastern-system. 

A slowdown i n  the Xest however could a f fec t  the E a s t  
i n  a nuinber o f  ways. There might be a f a l l  o f f  i n  the Western 
demand for EasJern products.-and the need t o .  r e s t q c t u r e  
Western economies might reduce the volume o f  cap i ta l  available 
t o  finance Eastern purchases o f  equipment. 
joint  %a&-Vest production schemes might t o  some extent be due 
t o  p o l i t i c a l  considerations, i n  some cases Xestern f i r n i s  may 
also have..been a t t rac ted  by the  prospect o f  lower cost ~ 

manufacturing i n  the  East a t  a time when f u l l  employment 
prevailed a t  home. If there  was a period of  recession and 
unemployment i n  the  West, these schemes might well be 
c r i t i c i s e d  as tlexporting jobsf1 and thereby lose some of-.Mze 
at t ract iveness  t o  Western businessmen. 

50. The impact o f  ?:restern in f l a t ion  on the Eastern economies 

.- . _ -  ._ ~ 

5.1. 

Pioreover although 
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(iii) Growth i n  1975-1982 

52 0 Economic prospects for Warsaw Pact countries a s  a whole 
thus do not seem s igni f icant ly  changed from the  outlook described 
i n  the  1972-73 Appreciation. The r a t e  o f  grbwth'pYojected therein 
(4.5%) is  accordingly retained i n  the current projection (see 
Table below and Annex.attached). Like the OECD pro jec t ions , - th i s  
i s  based on estimates of future variations i n  past r a t e s  of growth 
of labour force and productivity. The influence o f  agriculture on 
t o t a l  economic growth i s  s t i l l  considerable especially i n  the 
Soviet Union. In  t h i s  country, judging by Brezhnevfs plan f o r  
agr icul tural  development, the  leaders appear t o  be will ing t o  
devote considerable resources t o  t h i s  section. 

some extent Poland and Romania and these advantages might on 
balance outweight the  disadvantages affecting the  other Warsaw 
Pact countries. By the  end o f  the  period development projects  
i n  Siberia may have provided adequate raw material  resources for 
the  whole area which would imply increased dependence on the 
Soviet Union. 
East European countr ies  have t o  reduce t h e i r  t rade with Western 
countries they might well achieve the same t rade turnover by 
developing fur ther  intra-COMSCON relat ions.  Howeverp the  
reduced import of Western equipment incorporating advanced 
technology w i l l  delay the development o f  these economies along 
more ba1anced.lines. 

t o  envisage a s l i g h t l y  higher growth r a t e  for the  
and =tbe-Wai-saw-Pact-area=as=a- whole=and-a4slightly=lower==r_ate- - ~ -~~~ ~ 

i n  t h a t  o f  the  East European countries. 

53. Present trends seem t o  favour the Soviet Union, and t o  

If owing t o  price r i s e s  on Western markets.,the 

, 

-~ e i a t i v e .  to. e previous estimate i t n o w  ~~ 

WÀRSAW PACT COUNTRIES O ESTIMATED GROIJTH OF GNp 1971-82 

Eastern Europe 

SOURCE: See Annex, Table I ,  P a r t  II 

( c )  The defence burden i n  the FTa,rsaw Pact countries 

550 Within the  ldarsaw Pact Alliance the Soviet Union weighs', 
defence-wise, considerably more than the United S ta tes  within 
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NATO. It i s  d i f f i c u l t ,  however, t o  make s t a t i s t i c a l  comparisons 
In the Soviet Union pr ices  are  o f f i c i a l l y  fixed and r e f l e c t  very 
imperfectly the re la t ive  scarc i ty  of resources, Certainly 
defence pr ices  do not adequately r e f l e c t  the overriding p r io r i ty  

n t o  the defence sector where the best  manageme 
sc i en t i f i c  personnel are  employed arid the best  

materials concentrated. Financial comparisons w i t  
can therefore be misleading. 
defence and science budgets, it can be calculated t h a t  outlay on 
defence i n  rubles since 1969 has r isen on the average about 3% 
per year. 
price system t h i s  increase has made possible a considerable 
mili tary build up which, i n  a comparable NATO country, where 
prices normally r e f l e c t  market forces, would have necessitated 
a much la rger  annual increase i n  outlay. 

The other Warsaw Pact countries appear over the l a s t  
few years t o  have increased t h e i r  defence e f fo r t  ra ther  more 
than the Soviet Union. However the burden o f  defence i n  these 
countries i s  cer ta in ly  l e s s  than i n  the USSR. i n  terms o f  GMP 
perhaps one-half. 

On the basis  o f  o f f i c i a l  Soviet 

Because o f  the p r i o r i t y  f o r  defence and the  peculiar 

560 

- Outlook 

57. There i s  reason t o  believe tha t  i n  the near future the 
Soviet defence e f f o r t  may increase a t  a f a s t e r  pace than over the 
last  f ive  years. 
vote remained j u s t  under 18 b i l l i o n  rubles, whereas the t o t a l  
allocation t o  science rose from 10 b i l l i o n  i n  1969 t o  16.4 
b i l l i on  i n  1974, o f  which about one-half t o  two-thirds  i s  
believed t o  go on mil i tary Research and Development. This tends 
t o  confirm t h a t  i n  recent years the emphasis has been on 
developing qual i ta t ively superior weapons and systems. It i s  
known t h a t  a number o f  new s t ra teg ic  weapons and missiles have 
been developed and are  going in to  production on a large scale, 
which would not preclude fur ther  e f f o r t s  i n  the  R & D f i e l d ,  
but would imply a r i s e  i n  hardware costs.  

Between 1969 and 1974 the  o f f i c i a l  defence 

58. The Soviet au thor i t ies  could probably maintain o r  
s l igh t ly  increase the pace of  t h e i r  defence e f f o r t  without 
impinging t o o  obviously on consumption though there  would be 
fewer resources f o r  other forms of  investment. Moreover should 
serious recession o r  social  unrest h i t  the  West, the leaders 
might find it eas ie r  t o  r e s i s t  pressure from the  consumers. 

- Conclusions 

5% The Soviet Union has several options a s  regards 
defence spending. 
consumption a t  4% it would be possible t o  maintain a r i s e  i n  

With GNP growing a t  say 5% a year and 
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defence spending of 3% or more pe r  year, a s  i n  the past .  
Soviet  leaders believe t h a t  they have achieved par i ty  w i t h  the 
United S ta tes  they can f a i r l y  eas i ly  adjust  t h e i r  spending t o  
requirements. On the other  hand it seems unlikely t h a t c t h e  E 
European countries w i l l  continue t o  push up t h e i r  defence spending 
a t  the same ra t e  as over the l a s t  few years. 
year might be expected. 

If the 

A r i s e  o f  1-2% a 
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