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THE CONVERTIBLE CURRENCY BALANCE OF PAYMENTS OF THE
USSR AND EASTEHN EUROPE AND THrlNDS IN
EAST-WEST ECONOMIC RELATIONS

Iraft report by the Eccnomic Committee

SUMIARY

(i) 1In 1978, the Soviet convertible currency trade
balance rose to ¢€32.8 milliard from the 1377 figure of €3.3%
milliard(1). There was a sharp upswing in imports
(£17.0 milliard), which rose by 16% as against a drop of 4%
in 1977, mainly because of the big increase in grain purchases.
The rate of growth of the Soviet Union's exports (16% as against
175 in 1977), which amounted to $13.2 milliard, was reduced
slightly because of the stagnation in the value of oil sales:
these account for almost half of the country's export earnings
from commodity sales. In all likelihood, the USSR's terms of
trade with the Western industrialized countries worsemed last
vear as a result of the continued rise in the unit value of
equipment imported from the West and the standstill in world
0il prices (parasraphs 3 to 6).

(ii) The trade balance of the East European countries,
taken globally, vis-a=-vis the industrialized non-Communist
world deteriorated notably in 1978, with the deficit going
from the 1977 figure of $5.9 milliard to some ¢6.7 milliard.
L1! East European countries showed a trend towards large trade
ceficits except Poland, which, by carefully selecting imports
succeeded in reducing its deficit for the second year running.
In absolute terms, however, Poland's imbalance remains the most
rronounced of all these countries (paragraphs 7 to ©).

(iii) The value of Soviet gold sales (§2.5 milliard) rose
sharply last year as the conbined result of increases in the
price of gold and ap appreciable augmentation in the volume of
sales. Arms sales to the developing countries were again an
important and growing source of hard currency for lFoscow,
which earned €1.7 milliard as against $1.5 milliard in 1977.
£t the same time, the Soviet Union's traditional surplus in
net invisible transactions gave way in 1978 to a small deficit
of €59 million, due mainly to increased interest payments on
its debt. All in all, during the last two years, the USSR has
impressively redressed its balance of payments on current account:
after deficits of £2.7 milliard in 1976 and $0.2 mililiard in 1977

(1) Lata provided by the US experts from the official Soviet
roreipgn Trade Statistics, converted into US £ on the basis,
for each year, of the average monthly cfficial rouble:

US £ exchange rate
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there was a surplus of §C.3 milliard in 1978. Most of the

East European countries probably recorded deficits im their

invisible transactions because of the increased cost of interests
on the debt (paragraphs 10-14).

(iv) The decrease in the Soviet Union's credit requlrements
went hand in hand with a slackening of the rise irn net
convertible currency indebtedness in 1977. And estimates
indicate that the debt remained unchanged at £11.2 billion in
1978. As things stand, this debt burden is well within the
scope of the Soviet economy, which has a debt servicinaz/
convertible currency goods and services exports earnings ratio
of only 17%, with a sizeable part of the debt being made up of
self-liquidating credits (paragraphs 15=21).

(v) Eastern Eurove's net convertible currency debt rose
by $7 milliard in 15/8 to an end of year total of $38.8 milliard,
of which £15.0 milliard were owed by Poland and $7.3 milliard
by East Germany. At present, Czechoslovakia, Hunzary, Romania
and the GDR have no difficulty in meeting the repayments on the
debts and all four have apparently acceptable debt servicing
ratios. On the other hand, Bulgaria's debt servicing ratio is
much more onerous although it continues to be able to obtain
credits on comparably favourable terms and Poland, while
remaining generally solvent, is in the tightest financial
positicn of all; big repayments are falling due and the
servicing burden will be such as to make it virtually certain
that Poland will have to refinance a part of its debt. But in
all probability Western banks will extend new credit facilities
to Warsaw to make this refinmancing possible and so avoid a
financial crisis which would only increase its difficulties with
debt repayments (paragraphs 22-28).

(vi) The Soviet Union will likely suffer a substantial
increase in its hard currency trade deficit in 1979, perhaps
to §5 billion or more. The anticipated poor harvest this year
will increase outlays for grain imports while problems in metals
procduction will boost imports of steel products. The cutback in
Soviet orders for Western capital equipment in 1977-78 should
entail a fall-off in imports of these goods in 1979, althouch
preliminary Western trade data indicate that the drop may not
be substantial. Cn the export side, there will be probably an
increase in earnines from o0il sales, even if there is a dror in
“he volume of deliveries because the latter could be offset by
vrice increases. Th2 Soviet Union will probably register a new
advance in sales of natural gas and certain semi-manufactured goods.
Moscow can probably cover most of its 1979 trade deficit from
arms shipments, gold sales, and invisibles. Heeting the balance
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of funding requirements will entail some increase in net hard
currency dedbt as the Soviets draw down their hard currency
assets and/or borrow from Western commercial banks
(paragraphs 29-34).

(vii) The 1979 convertible currency trade deficit of the
Fast Eurocean countries is likely to remain high and give rise
to larre credit requirements and extensive recourse to Western
capital. These countries will probably obtain sufficient new
credits which will, of course, increase 2n already heavy debt
burden (paragraphs 35 and 36).

(viii) Industrial co-operation is of only marginal importance
in East-West esconomic dealings and is likely to remain so for
*he foreseeable future. The most promising prospects in this
field would seem to be for tripartite co-operative ventures
with Western, Eastern and Third World partners (paragraphs 37

and 38),

(ix) Within the constraints of the primacy of political aims
the Soviet Union's motives for trade with the industrialized
West are essentially economic. Imports are intended to promote
the modernization of the economy and offset the shortcomings of
demestic rroduction while exports are supposed to fund these
imports. After having seemingly overestimated the advantages
which capital equipment procurement in the West would bring,
and bearing in mind the difficulties they encountered in earning
convertible currency with exports, expecially manufactured goods,
the Scviets have come to a better understandine of what trade
wizth the West can do for their economy withocut however questioning
the rdle of this trade. Among other thines, they probably over-
estimzted the advantages stemming from transfers of technology.
Llonrside this approach. born of a more realistic appreciation
of the situation, the Soviet Union has pursued a more consistent
and tighter financial policy aimed %o a large extent at severely
curbiner the growth of the net convertible currency debt. It is
zCc be expected that the same strategy will be applied for the
foreseeable future (paragraphs %9-43),
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THE CONVERTIBLE CURRENCY BALANCE OF PATMENTS OF THE
USSR AND EASTERN EUROFPE &ND TRENDS IWN
EAST-WEST ECONOMIC RELATIONS

Note by the Economic Directorate

1. This report deals in turn with the convertible
currency payments on current account and capital movenments of
the Soviet Bloc countries and with the likely trends in the
main chapters of their convertible currency balance of
rayments. It ends with a few comments on the strategy and
motives behind Soviet trade with the West.

2s It is based chiefly on the comments and conclusions
of the Economic¢ Committee's reinforced meeting on 21st, 22nd
and 23rd May 1979 and on the information contained in the
documents provided by certain delegations for the meetinz(2)(3).

1 SOVIET BLOC CONVERTIBLE CURRENCY PAYMENTS ON CURRENT
ACCOUNT IN 1977 AND 1978

PUBLI C DI SCLOSED' M SE EN LECTURE PUBLI QUE

A, Trade balance

(i) USSR

Be In 1978, the Soviet Union's hard currency trade deficit
increased from the 1977 figure of #3.3 milliard to $£3.8(4). This
is a contrary trend to that registered in 1977 when the trade
deficit was reduced significantly (see Table III, page 14).

4. After falling off by 4% in 1977, Soviet convertible
currency imports rose significantly by 16% in 1978 to a total
value of §17.0 milliard(1). These conflicting trends from one
year to another are altributable chiefly to big fluctuations in
the value of Soviet grain procurementcs whick went from £2.6 milliard

DECLASSI FI EDY DECLASSI FI EE -

(1) These percentage changes include the effect of the
appreciation of the rouble vis-a-vis the US & (2.4% in 1977
and 8.2% in 1978)

(2) AC/127-D/588; AC/127-D/589 (NATO SECEET); AC/127-D/590;
AC/127-D/592; X(79)1157 (NATO SECRET)

(3) The Economic Committee's previous report on the convertible
currency balance of payments of the Sovist Union was issued
on 6th September 1978 as C-M(78)52

(4) The totals for Soviet foreign trade include equipment and
ripe imports for the Orenbureg pipeline reported in footnotes
in Soviet foreign trade statistics. In 1977 and 1978 imports
of this nature amounted to £420 million and £245 million
respectively

NATO SECRET
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in 1976 to ¢1.0 milliard in 1977 and to $2.4 milliard in 1978(2).
Purchases of mackinery and capital equipment, which is leading
category of imports (accounting for around 1/3 of the total),
rose from §5.7 billion in 1977 to $6.0 in 1978, which means that
the effect on Soviet imports of the fall-off in orders observed
since end-1976 was not felt in 1978,

5e In 1978 Soviet convertible currency exports were worth
$13.2 milliard and registered a slightly lower growth tempo
(+ 16%) than in 1977 (+ 17%) and 1976 (+ 24%)(1). Oil retained
the lion's share of Soviet convertible currency exports and
accounted for 4%% as against 49% in 1977 of the overall total.
Hoscow's o0il earnings rose only slightly in 1978 (from US §5.6
billion in 1977 to £5.7 billion) because of a standstill in the
volume of sales (around 1.7 million barrels per day(3)) and
unchanged world oil prices(4). But at the same time, Soviet
exports of natural gas rose sharply, (+ 75%) amounting to
$1 billion) along with those of several non-energy raw materials
and semi-manufactures (chemical products particularly).

o. Among the various factors which determine the develop-
ment of the Soviet trade balance, the rdle of price movements
is difficult to assess with any accuracy because the statistics
are unreliable(5). During the period 1972-1976, and except for
1975, it seems, however, that in its transactions with the
industrialized Western countries the Soviet Union enjoyed a
steady improvement in its terms of trade expressed in

(1) See footmote (1), page 7

(2) In 1978 the Soviet Union imported approximately 23 million
tons of grain

\3) Some 55 million tonnes

(4) Recent statistics published by the International Energy
Agency (1979/1 guarterly statistics) for all the OECD
countries except Belgium and Turkey, show growth of
approximately 5% in the volume of Soviet sales in 1978

(5) The series of unit value on which estimates of the terms
cf trade are generally based make too little distinction
22tween real price movements and the effects of changes
from one year to another in the commodity pattern of
trade

NATO SECRET
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United States dollars; the improvement was particularly marked
It is possible, though, that in 1977 the
Soviet Union's terms of trade in its dealings with the indus-

in 1974 and 1976(1).

NATO SECRET
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trialized West varied little because the rises in the unit

values expressed in dollars of its exports and imports were

roughly the same. ILastly, in 1978, Moscow probably recorded

a slight worsening in its terms of trade with the Westerm
developed countries expressed in dollars(?2).

(1) The unit value statistics in US dollars established by
UNO for trade between the USSR and the Western
industrialized countries show the following trend
(annual percentage increase):

1974 1975 1976 1977
Soviet exports 68 9 12 12
Soviet imports 20 23 =15 14
Source: UNO, advance copy of Economic Bulletin for
Europe, number %0, table 3-1
(2) The preliminary GATT estimates indicate that in 1978

the increase in the unit value in dollars of the
overall export of manufactures from the developed
market econoxy countries was around 14%. On the
other hand, the development in the unit wvalue
expressed in dollars of Soviet exports was probably
influenced to a great extent by the standstill in
0il prices

N&A&TO SECRE
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TABLE I EA3STERN BUROPE: RECENT TREMNDS IN TRADE ITH THE YeSTERN
in millions of USS

PUBLI C DI SCLOSED' M SE EN LECTURE PUBLI QUE
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1974 1975 1976 1977 1978(3)
Total
Exports 11,326 11,282 12,819 13,275 15,140
Inports 16,470 17,637 19,168 19,181 21,820
Dalance - 5,144 | - 6,405 |- 6,349 |- 5,906 |- 6,680
Bulgaria
Exports 466 474 628 608 700
Imports 990 1,289 1,050 997 1,270
Balance - 524 | - 3815 | = 422 | - 339 |- 570
Czechoslovaxia
Exports 1,702 1,673 1,671 1,903 2,130
émgorts Z,Zgg 2,244 2,429 2,63? 3,000
alance - - 571 |- 758 |-~ 7TH |- 870
Sast Germany
Exports 2,558 2,631 3,170 2,930 3,370
Imports 3,549 3,704 4,626 4,070 4,880
Balance - 891 |- 1,073 |- 1,456 [~ 1,140 |- 1,510
Hungary
Exports 1,353 1,327 1,553 15712 1,580
Imports(2) 1,965 1,966 2,027 2,441 3,210
Balance - 602|- 639 |- 474 - 729 |- 1,230
Poland
Exports 3,062 | 3,278 | 3,563 | 3,852 | 4,250
} Imports 5,335 6,199 6,798 6,374 6,160
3alance ~ 2,293 |- 2,921 |- 3,235 |- 2,522 |- 1,900
Romania
Exports 2,095 1,899 2,234 2,270 2,700
Iuports 2,529 2,285 2,258 2,660 3,300
Balance - 434 |- 386 |- 4L |- 390 |- 600

(1) A1l the OECD ccuntries plus Israel. These figures do not
provide a completely accurate picture of Eastern Curope hard
curreiicy trace since (i) they may include dealings with the
western couatries coverz2d bv bilateral agreements and akove
all (ii) trhey do not take account of hard curreacy

ransactions batween Easteran Europe and the Third Verld.

52; Celasf.
3 Provisional estimates
Source: AC/127-D/588
HATO SECRET
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(ii) Eastern Europe

7. The estimates of 1978 trade between Eastern Europe
and the developed market economy countries as a whole show,
with the notable exception of Poland, an appreciable increase
in the trade deficit of the East European countries
(see Table I, page 10). For the whole of the area, the
deficit for this trade rose from $5.9 milliard in 1977 to
some $6.7 milliard.

8. Of significance is the big increase in the Hungarian
trade gap, which rose from the 1977 figure of $0.7 milliard to
€1.2 milliard (FOB c.i.f.) as the result of imports (up 3%1%)
rising twice as fast as exports (up 16%); this rise in purchases
by Hungary is largely explained by a surplus of investments
and the building up of stocks by national enterprises. Romania,
which in 1976 balanced its trade with the VWestern industrialized
countries has since sustained a growing disequilibrium which
reached $0.4 milliard in 1977 and £0.6 milliard in 1978; the
widening of Romania's trade gap last year was chiefly due to
the poor grain harvest and unexpected difficulties(1) in the
0il industry which led to a drop in the country's sales of
refined petroleum products. .

9. On the other hand, Poland last year reduced its hard
currency trade deficit from the 1977 figure of $2.3% milliard
to £1.9 milliard (Table II, page 1Z2). This redressing of the
Polish trade balance continues a trend already observed, and
to an even higher degree, in 1977(2); <this ic the result of
official efforts to stem the deterioration of the foreign
payments position by being much more selective over imports
from the West than was the case in the past. Much greater
strictness has been shown in granting convertible currency
allowances and import licences, and in some cases closer
correlation between the granting of import licences and
export performance has been established. In spite of the
positive trend registered over the last 2 years, Poland's hard
currency trade deficit remains very high and obliges Warsaw to
make extensive use of Western capital.

(1) For instance, an explosion in a refinery and the
interruption of Iramian oil deliveries

(2) Imn 1977, the reduction in Poland's hard currency
trade deficit was $0.9 milliard

NATO SECRET
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TABLE II RECENT TREMD3 TN POLISH CONVERTIZSLE CUARENCY TRADE
in nillions of USE

~ 977 1578
Fxports Izports |Balance|Exports|Imports|Balance

Multilateral trad
with Jfesterm
Europe 3,047 | 4,982 [-1,935 | 3,299 | 4,714 | -1,415

Multilzteral trac
with the indust-
rialized lestern
countries as a

thole 3,551 6,114 |~2,583 3,877 5,997 -2,120

ffultilateral trade
with the devel-

oping countries 511 195 |+ 326 487 270 | + 217
Total multi-

lateral trade in

hard currency 4,042 | 6,293 |-2,257 | 4,364 | 6,267 | -1,903

Source: Official Polish statistics proviced by the Canadian

Delegation.
De Gold sales

10. Tne Soviet Union has traditionally used gold sales to
orffset 1is hard currency trade deficit. The value cf such sales
grey last year (from the 1977 figure of 1.6 milliard to
$2.5 milliard) under the combined effects of the rise in the
price of gold and a 21% incrsase in the volume of sales, which
amounted to 401 tons. The high level of Soviet gold exports
in 1978 (Moscow had not been so active or the msrket since 1965)
reflects a wish to curd the use of estern credits and to cash
in on high world prices. Moreover, in 1978 there were larger
requirements for liquid assets to fund grein imports, which
are paid for in cash or through short-term credits.

Ca Lrms sales

11. Exports of arms to Third World countries continued to
be a big source of hard currency earnings for the Soviet Union in
1978, Available estimates show that the value of such sales stood
at $1.7 milliard as against $1.5 milliard last year(1). Sales of

e to value (1.c. iIncluding transactions not pald for
convertible currency) of Soviet sales to the Third World is
estimated to have risen from §3.5 milliard in 1977 to
$3.8 milliard last year.

NATO SECRET
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weapons by £ast Zurovean countries to developing countries
totalled some £300 ailliionm in 1972 and came chiefly from

East Germany and Czechoslovakia. Assuming that the preportion
of the arms paid for im hard currency is the same zs for Soviet
sales, i.e. about 45%, the total value of sales works out at
between §$1%0 million and £140 million.

D. Invisible transactions

(i) USSR

12. After having remzined stable at around €190 xillion
for the three years 1975, 1976 and 1977, the Soviet Union's
traditional surplus from invisible transactions (services
plus transfers) gave way in 1973 to a small deficit of £59
million (see Table III). This is attributzble mainly to
the increase in payments of interest on the debt which, in
net terms, amounted to $£1.1 milliard. There was a stasnation
in earnings from transport operatiomns in 1578 (£970 million in
net terms); in this connection, it is worth notingz the scale
of Soviet cross trading cperations which brought in £410 million.
Net tourist industry earnings continued to rise and stood at
$200 million ccmpared with $175 million in 1977. Lastly, for
official transfers there was a deficit of €145 million,

corresponding to the Soviet nard currency coantributicn to the
United Nations Budget.
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(ii) ZEastern Europe

13, The Economic Lirectorate does not have sufficiently
recent and detailed informastion on the hard currency invisible
transactions of the East European countries to be able to draw
valid conclusions. All that can be said is that most of the
countries concerned appear to have deficits due essentially
+0 the increase in interest payments on the debt.

E. Balance of payments on current account

14, The forezoing description of various chapters of the
balance of payments shows that the Soviet current payments position
was sharply redressed during the last two years; after having
recorded larze deficits in 1975 and 1976 (€5.3 milliard and
U). $£2.7 milliard respectively), that of 1977 was considerably smaller
5 (80.2 milliard) and last year there was a £0.3 milliard surplus.
O. In the case of Eastern Europe, statistics are available for
= Hungary and Romania and show that, for both countries, in 1978

CLOSED/ M SE EN LECTURE PUBLI QUE

@ the hard currency balance of payments on current account deterior-
7T ated badly, with Hungary's deficit going from the 1977 figure of
€0.6 milliard to 1.6 milliard and Romania's from €0.3 milliard to
Q €0.7 milliard. It is possible, however, that Bulgaria's deficit
0 sunk slightly.
o
5 1I. SOVIET BLOC CAPITAL MOVEMEWTS AND CONVERTIBLE CURRENCY TLEBT,
2 1077 AND 1978
g (1) USSR
E 15. With the improvement in 1976 and, above all, the redressing

.after 1977 of its current payments situation, lMoscow's recourse to
Western financial sources has gradually declined. The global value
of the net influx of capital first went down sharply from an all-
time hich of €5.8 milliard in 1975 to $2.7 milliard in 1976 and
€1.1 milliard in 1977 to, according to preliminary estimates, a
£1i-h+ net outflow of €13 million in 1978 (see Table IV, pace 18)
Lonsequently, the net Soviet hard currency debt which went up
sharply in 1975 and 1976, rose much more slowly in 1977 and was
apparently slightly reduced in 1978 to an end-of-year figure of
€11.2 milliard(1)(2).

DECLASSI F

(1) Compared with the previous estimates shown in C-M(78)52,
paragrzph 20, this fisure implies a bic downward revision of
assessments of net Soviet indebtednmess. This revision is based
on 2 re-estimate of the debt of the COMECON banks (the ficures
for which are included in the BIS statistics under the Soviet
Union) and also on rew and lower estimates of drawings net of
reimbursements of officially-backed Western credits. On the
last point, the revision was made partly oa the basis of the
export credit statistics established by the Economic Committee

(2) Estimates of the Soviet debt in 1978 take no account of
advance repayments made by the USSR at the end of the year
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16. After having been obliged in 1975 (because of the
scale of the external payments deficit) to make wide use of
+he financial facilities offered by Western banks, the
Russians in 1976 and 1977 reverted to a policy of making
creater use of officially-backed credits. It is notable that
in 1977 they made no use of publicised syndicated Eurocredits
and even turned down an offer of $500 million at a rate of
one point over the LIBOR.

17. Thanks to renewed confidence on the part of Western
pankers and liquidity in the market, in March 1978 the Soviet
Union obtained a loan of $400 million (%100 million more than
originally planned) on especially favourable terms (0.75 of a
point over the LIBOR). But for the year as a whole, the
Soviet Union's commercial debt, expressed in net terms and
taking into account the substantial rise in Soviet holdings
in Western banks, dropped by £1.7 billion. Again in 1978, the
dussians relied largely on officially backed credits for new
borrowincs and according to provisional estimates, the
corresponding debt rose by §1.0 billion. As a result, the
share of net debt covered by Western official guarantees
rose from 52% in 1977 to 62% in 1978.

-
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TABLE IV - USSR: SUMMARY OF CONVERTTBLE CURRENCY

a

C-1

in milliocns of USS

&0

1975

1976

1977

1978(1)

(1)

4

5

L

1.

Cagital flow

Dravings on officially-
backéd Western export
credits (principal
only)

Repayment of principal
- officially-backed
V'estern export credits

Net drawings on
officially-backed
Western export credits
(3=1-~-2

Receipts, net of
repayments, of all
credits not backed by
offical Westerm
arencies

Met veriation in Soviet
holdings in “estern
banlis

TOTAL NET CAPITAL
REC?IPTS (6=3+4
= 5

Soviet dert (2nd c¢i
year positioa

. Commerrial debt

3

Cutstanding debt for
orfficially-backed
Vestern credits

3aviet holdings in
‘testern banks

TOTAL NET SOVIEZT DE31
4 =1 + 2 - 3}

1,972

7320

1,242

4,160

- 395

5,797

6,947
3,631

33127

7,451

2,611

1,057

1,554

2,720

+1,611

2,663

9,567
2,185

4,738

10,114

1,991

1,305

686

191

- 250

117

9,858
5,870

11,230

i

- e s

TR )

——

2,500

1,459

1,041

458

+1,512

=13

- 10,316

6,911

6,010

41 517

T T T T ETITTETEY

TR

(1)

Provisional estimates
dJATO
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18. Among the couponents of the Soviet convertibple
currency comaerical debt, it is difficuit to estiimate *he amount
of supplier credits which are not officially-racked and not
included in the assets of the banks reporting to the BIS. Most
of the bills of exchange are probably rediscounted without
recourse by the Yestern exporters on the A forfait market;

‘the yearly volume of these transactions seems to have gone

down slightly in 1978 from an average of %500 million from
1974 to 1977 to $400 million. Soviet indebtedness in this
respect was estimated to be around $i1.4 milliard at the end
of last vear. In 1977 the Russians tool: steps to limit the
transferability of their promissory notes (and the adverse
publicity on their debt standing to which the widespread
circulation of these bills on secondary markets might have
given rise). Tha Bank of Foreign Trarde can refuse to back a
bill of exchange if the exporter negotiates it on the 2
forfait market and it alsc retains a preferential option in
the event of discounting.

19. As matters stand at present, the hard currency debt
burden puts no strain on the Soviet economy., IT the
commitments arising from this debt are considered, it is seen
that the debt servicing(1)/hard currency goods and services
exports earning retio was 17% last year, This was a fairly
modest percentage and means that ths Soviet Union has no
problems in meeting its duc payments.

20. An illustration of the healthy financial position of

the Soviet Union is that since Septamber 1978 it has repzid

in advance a large provortion (at least 50%) of the Euro-
credits (81milliard) borrowed in 1975 and 1676. So far it
seems that the Russians have only refinanced £250 million

by m=ans oI a fresh loan on the Euro-marlket contracted early
in 1979 or especially favcurable conditions (8 years at

0.625 of a point over thz LIBOR). Moreover, a large part of
the Soviet debt is made up of self-liquidating credits.

21. The various Soviet banks in the Vest provice FHoscow
with effective back-up in some of its financial dealings. They
provide valuable commercial information, eifect transactions
on behalf of the Soviet Union and even participate in
syndications. Their assets include a significznt proporticn of
Soviet-baclted promisscry notes vhich they can heip to resirict
the circulation of. But their scope for extending credit to the
USSR is governed by national legislation where maxizum
commitments to foreign borrowsrs is concerned.

(1) DLeot servicing comprisas repayment OL: (i) tie principal
and interest on officially-bacled expert creditc,
Eii) interest on the vhole of the commercial debt and
iii) the principal on the medivm-term commercizl debpt.

I ATO SECRET
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(ii) =asterm “urgoe

22, Contrary to what was the case Ior the Soviet Union,
the convertible currancy dett of the zZast European countrics
continued to rise appreciably last year fto reach a to*zl of
$33.3 milliarg (see Table V). This neans that the 2fforts
by these countries to reduce the deficit of their balance of
payments on current account have been unsuccessful or
insufficient. Poland is faced with the heavizsst debt
(315.0 milliard a2t end-1978), followed by’ the GDR ({7.3 milliard)
and Hungary (-.5.8 milliard), with the latter's indebtedness
rising by a sharp 57% last vear.

2>. 0f *na2 different types c¢f Icans contracted by the
East Burcpezn ~ountries, the availalle data on publicised
medium-Tern syndicatad Zu:o-credits icrez2l a biz rise in
1978 inr lcans of this typme (“row 1.5 milliard in 1977 to
$2.3 milliard, & rise of 447:), The GOR and Eungary wers the=
most active torrowers with {732 mill:en and £515 million
respectively (see Table VI on page 20).

PUBLI C DI SCLOSED' M SE EN LECTURE PUBLI QUE

TABLE V - ZASTERL EUROPZ: NIT CONVCRTIBLE CURRENCY DEBT VIS~
A=VIS THE voariT)

L)

L (in milliard US$, end of year position)

L

5 1675 1976 1877 1978
]

<

. Total 19.1 25.9 31.6 38.8
A Bulzaria 1.8 243 2.6 3.0
E. Czechoslovakia 1.5 2.1 27 3.2
m East Cermany 3.8 5.2 6.0 7.3
%. Hungary 261 2.8 3.7 5.8
8‘ Poland 6.9 10.2 12.8 15.0
u Romania 5.0 3.3 3.8 4.5

(1) Thaese are Amzrican estimates based on z method iworked out
several years ago. Eastern Eurcpe's indebtedrness is now
being recalculated by means of a revised methodeolegy wiich
eneng cother things will seek to brezk dovn the debts owed
by the COMECON banks to the West (appro:imstely $4.6 milliard
in net terms) among the different East Zuropean countries.
Apart frcm the addition of tie banks debt, there should be
no significant changes to the current estimates of the
herd currsncy debt.

Sourc=2: AC/127-D/588
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(1) Credit commitmeats for a period of more than one yeer.
Source: Yorld Bank, "Borrcocwing in International Capital Markets",
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o TADLY VI - I'UBLICISED SYNDICATLL MEDIUM-TERM(1) EURO~CREDITS EXTENDED TO THE SOVIET BLOC
= in milltons of UCH
5 Country Jan--June | July-Dec | Jan-June |July=-Dec TOTAL TOTAL
" 1977 1977 1978 1978 1977 1970
E USSR » - 400.0 - - 400.0
- GDR 150.0 542,0 562,0 220.0 692.0 782.0
E Bulgaria 20,0 225,0 149.0 90.0 245.0 239.0
N Czechoslovalila & 150.0 150,0 - 150.0 150,0
Eg Hungary 150,0 200,0 400.,0 115.0 350.0 515.0
a Romania 125.0 - 225.3 - 125.0 225.3
g Total Eastern Europe Le4,0 1,117.0 1,790.3 495,0 1,581.0 2,285.3
é’ Internatinnal Investment Bank 500.0 600.0 - 500.0 1,100.0 500,0
O
a
[ah)]
)
o
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c4, The strain of servicing the hard currency debt varies
from one rist European country to another. Czechoslovakia
apparently remains in the strongest financial position, for
in absolute terms its debt is small and the ratio of debt
servicing to export earnings in the industrial West is in the
region of 30%, 2 proportion which raises no problems. Romania
would also seem to be fairly well placed with a relatively low
debt servicing ratio of some 20% and financial facilities
extended by the IMF and the World Bank. Hunzary and the GDR
can still easily meet their repayment schedules which amount to
approximately &40% of their earnings from exports to the
developed market =cconomy countries., The GDR also has the
advantage of extensive invisible earnings from its dealings
with the Federal Republic of Germany.

25. Although in absolute terms it has the lowest debt in
the area, Bulgaria has a very high debt servicing ratio (probably
between 50 and 70%) which, if it were to persist, might entail
economic difficulties. Be this as it may, Sofia does seem to
have succeeded last year in reducing the deficit of its convertible
currency balance of payments on current account. Moreover, should
a pressing need arise, Moscow might well grant Bulgaria financial
aid in view of the close political links between the two countries
and the smallness of the Bulgarian debt. In any event, Bulgaria
continues to enjoy the confidence of intermaticnal banking circles
which in 1978 granted it credits on comparatively favourable terms.

26. Poland’'s financial positiomn is the most vulnerzble of
all. Ir absolute terms, its debt is the heaviest and, what is
worse, the proportion of current hard currency earnings allocated
to debt servicing is probably very hizh (perhaps as much as 70%
in 1979). Poland has certainly made significant progress during
the last two years %towards narrowing its convertible currency
trade gap, mainly by cutting back on imports from the West. But
in view of the fairly close relationship which seems to exist
between capital equipment purchases in the West and investments,
if severe restrictions on imports from the West were kept up for
any lencth of time there could be repercussions on the production of
ccnsumer goods (2 potential source of public discontent) and on the
output of exportable goods.

7. In spite of its heavy debt, Poland remains financially
solvent althouch the big repayments fallins due in 1979 and 1980
will probably make some rescheduling necessary. In all likelihood,
Western banks will grant Poland further credit facilities to
refinance part of its debts, firstly because they retain confidence
in the country's long-term economic soundness and also to avoid
driving Poland to a financial crisis which would only increase
the country’'s difficulties with debt repayments.
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28. The Soviet Union nas not so far directly contracted
hard currency loans on behalf of any East European country and
does not seem likely at present to depart from this attitude
for the sake of Poland if only in order not to establish a
precedent which might lead other East European countries to
ask for similar assistance. In any event, although the
possibility of Soviet intervention on private money markets
on behalf of a COMECON partner has been discussed in Western
financial circles, it may well be that there is no clearly
defined Soviet policy in this respect and that the approach
will be empirical.

ITI. LIKELY FUTURE TRENDS

(1) USSR

29. The Soviet Union will likely suffer a substantial
increase in its hard currency trade deficit in 1979, perhaps
to £5 billion or more. Declining domestic economic performance
is largely responsible for the growing deficit.

30. The dollar value of Soviet hard currency imports
could rise by 15% or more over last year's level of £17 billion.
Because of an anticipated poor harvest this year, hard currency
outlays for grain and soya beans will probably rise to
$£3.8 billion from last year's £2.6 billion. DMounting problems
ir mstals production could push imports of steel products from
€2.5 billion in 1978 to over $3.5 billion this year. The drop
in orders of machinery and equipment in 1977-78(1) presages a
sharp decline in deliveries from last year's £6 billion;
however, available 1979 Western partmer country data indicate
that deliveries could run to $4.5 billion or more.

31. Trends in exports durins the first months of 1979
sugrest that Moscow will not improve its export performance
sufficiently to offset its increased import bill. However,
the value of Soviet oil exports for hard currency is likely to
increase from last year's level, even if there is a drop in the
volume of sales because of higher prices. Earnings from exports
of natural gas, chemical products, and manufactured goods should
rise, but the zaims are likely to be less than in 1978,

i ") The value of Soviet caritzal =guipment orders fell from
£5.0 z=illiard in 1976 to £3.8 milliard in 1977 and to
§£2.3 zilliard in 1978. The fall-off in orders reflects
Soviet determination and ability to redress the payments
situation and also the difficulties encountered in making
use of eguipment already purchased
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52. Iloscow should be able to cover a trade deficit of
€5 billion or more without difficulty. Because of a drop in
new military sales, net earnings from arms shipments and
invisibles may decline somewhat; nevertheless, income from
these items will remain substantial, covering roughly
€1.5 billion of this year's deficit. If the price of gold
remains relatively high and market demand strong, the Soviets
could earn up to £3 billion from gold sales. Soviet sales
through July 1979 tctalled an estimated €1.5 billion.

3%3. The Soviet Union enjoys a number of options to cover
the balance of its funding needs. Moscow could probably tap
up to €2 billion of its €6 billior in Eurocurrency holdings
without endangering its ability to meet trade related financial
requirements. Much of the equipment ordered but not yet
delivered i1s covered by officially-backed exports credits
already sranted by Western countries(1). Although the USSR
apparently has not been very active i1n intermational capital
narkets thus far in 1979, it could easily borrow several
hundred million from Western commercial bamks at favourable
rates. If it wishes to use bank credit, the Soviet Union will
benefit from the present very favourable borrowing conditions
on the Euromarket and from the confidence of Western bankers
(who recently granted it- conditions comparable to those reserved
for prime rate borrowers).

34+. To the extent Moscow draws down its assets and/or
increases borrowings from Western banks, it will sustain the
firct significant increase in its net hard currency debt since
1G7¢€. Assuming the USSR maintains a heavy volume of gold sales
for the balance of 1979, the growth of Soviet debt should fall
far short of the increases in 1975-76.

(ii) Eastern Europe

35. In 1979 the East European countries intend to step up
their efforts to restrict imports from the industrialized market
economy countries. In most cases however, the success of these
efforts is by no means certain because of the relationship
between imports of Western zoods and the fulfilment of erowth
tareets; only Foland and Hungary have reduced their growth
tarfets to any extent. Any crowth of exports frcm the East Zuropean
countries beyond the volume reached in 1973 would appear problem-
2tical because of the slow growth in Western demand, the increase in
these countries' domestic reguirements and difficulties in certain
exrorting sectors.

{1) At end-1973 officially backed credits committed by Western
countries to the Soviet Uniomn and not yet drawn uron stood at some
47 milliard (capital only)
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26. So, it is probz2ble that the trade deficit of these
sountries taicen as a whole vis-a-vis the Western industrialized
countri=2s will remain high ia 1979 (alcthough it could be somewnhat
smaller thap last year) and that funding requirements will
necessitate continued and extensive recourse to Western capital.
In 1979, they should have no difficulty in again securing export
credits backad by official Western agencies(1). And because of
continuad ligquidity - at least in 1979 - in the private capital
markets, the banks will probably remain receptive to a strong
East European demand for medium-term Euro-credits(2). On the
other hand, leasing, which has sometimes been mentioned as
another possible funding source for East-West crade, and in
which some countries (Poland and Hungary notably) have shown
interest, is unlikely to be of sigmnificance now or in the near
future,

(1ii) <East-West industrial co-overation and trirartise
East-West-South co-queration

37. Industrial co-operation(3) at present plays a very
spall part in East-West trade and the situation is unlikely to
change 1n the near future. Western f{irms hesitate to take in
sucn ventures Yecause they consider that more often than not in
teres of profitapility they have no advantage over direct
commercial dealings. Despite the lack of success, however, at
least some of the Zast European countries will continue to
epcourase such agreements in order to improve manaZerial and
maciteting efficiency within their industrial sectors.

38. A possibility for indus*trial co-operation could be in
the development of tripartite Zast-West-South co-operative acresments.
3ut in this respect it is necessary to distinguish between senuine
agrezspnents cn industrial co-orveration, which are few, and the =u:zh
Zore commeon specific agreements on marketing in the devsloping
countries concluded between enterprises in the West and East. In
these cases, the Third World plays a passive consumer rdle.

(1) Poland ip particular seems to have left a large fraction orf
the committed credits undrawn

(2) During the period January to July 1979 these countries
aprarently negotiated ¥2.25 milliard worth of medium-term
publicised syndicated Euro-credits (Source: CECD). A laree
oroporticn of this amcumt was to fipance imports. A sigmii-
icaat aoount however was usad o refinance part of the existing
debt in order to takXe advartaze of the favourable terzs
currently available in the Euro-currency market

(2) This paragraph does not take account of the compemsation
acreements which, althouch the East Zuropean countries try <o
portray them as such, cannot really be considered as industzial
co-operation acreements
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30, Soviet trade with the industrialized zarket eccromy
count-i2s appamrs to ve motivated by purely economic considerasions,
withia, h:-wever, the constraints of the zZeneral orimacy of political
a:ms in the Soviet Union. Trade is seen above all in terms of
inports, which are meant to remedy inadeguacies or shortfalls in
Scviet domestic production. And exports are seen mainly as a

reans of paying for imports. In order to pay for vital imports, exports

of certain products may be promoted even at the expense of
domestic requirements. It is probeble that Soviet trade with
the Third World, particularly when it takes the form of

clearing arrangements, is more politically motivated and reveals
a desire to assert some presence in the areas concerned.
However, even in its bilateral trade with the developing
countries, Moscow obtains economically important commodities
(bauxite from Guinea, for instance) and rarely grants its
trading partners specially favourable terms, even when they

are underdeveloped.

«0. While ncot questioning the zrinciple of its trade with
the industrialized West, the Soviet Unior now has a more realistic
visicn of the score it offers for develcping the national 2concay.
In the early Seventies it apparently believed that <rade with the
West had creat potential for solving nany of its =conomic problexms.
This pelief was based on the assumptiorn that the country wculd be
able to absorb easily the imported techrnolozy, that it would et
active co-creration from the Wes<tern governments {or the promotion
of trade and that it could penetrate the Western markets with 1its
pmanufactursd coods.

«1, ioscow now realises that things have not turned cut
exactly as expected for several reasons.

In the first place, Western governmeats cannot - cr
will not - influence the course of trade negotiations or commit
the private sector to an increase in trade with the Soviet Urnion.
They have certainly not pushed for the develorment of trade at
any price and have been reluctant to import Soviet goods for a
nunpber of reasons but principally because they do not correspond
t> macket requirements. Furthermore, so far as the “estern firas
ere ccncerned, 21l rrospective t-adings orperations must have sone
element of nrciitability. Neither has the USSR, contrary <o its
hcres, suc:eeded in developing its erports of mapufactures. and
lastly it seems that technology transfers have not had the fullast
effect. 2ut Western techrologcy has certainly had a positive effecs
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on the Jovint econonmyv 1f only by n2llowinr certain branches to be
developed (for example 4N of fertilizer production is accounted
for by industrial facilities imported from the West) or by
chortening the lead time for certain investments. All in all,
the rusrians have come to realise that their 2conomic system is

craprtble of achievins Western standards of efficiency, productivity,

adaptation and continuous modernization in the industrial plant
purchased on a turnkey basis, that the economy could not uuickly
abeorb the capital roods imported without creating bottlenecks
and that technological prosress was not beinys dicsseminated as it
should.

472. Alongcide this more realistic approach to the scope
offered by the imported equipment, Moscow has gradually adopted
4 tiyhter and more selective financial policy. After larre-scale
and possibly badly co-ordinated recourse to different forms of
crrdit - particularly commercial credits(1) = in 1975, the
Hussians adonted after 1976 a much more coherent financial
strntery based on the followine< principles: (i) stricter
limitation of the vrowth of net indebtedness, if necessary by
reducin~ (or postroninr until after 1980) industrial projects
requirine hard currency funding, (ii) less reliance on Euro-
credits and, instead, rreater use of officially-backed credits,
(iii) the rossibility for the Bank for Foreign Trade to veto any
commercial tramsaction with foreirn countries and (iv) greater
insistence on compensation apgFreements.

+*.  In the short-term, Moscow can be expected to adopt a
prudent approach to trade with the industrialized market economy
countries. There will probably be a renewal of orders, bearine-
in mind the problems faced by the oil sector, but they (and
therafore the deliveries) will certainly be widely time-phased
becnause of the difficulties of absorbing imported equipment.
There will be even rreater insistence on compensation arreements
tut perhaps more flexibility towards the commercial conditions
laid down by Western firms as a price for their participation.
The Soviet Union will also apply a strict finmancial policy
intended to limit to the utmost the rrowth of its debt, excent in
the case of credits tied to compensation arreements. Lastly, it
will pive priority to promoting the rlobal equilibrium of its
palance of payment on current account and so accept a certain
trade deficit provided that it can be offset by arms and gold
rales and net invisible earnings.

.7 ror example, while contractinr~ bank-to-bank loans on the
Euro-manrket, the Russians guaranteed a larre volume of
rreaiscory notes which were later discounted on the
secondrry markets, This led tc adverse publicity on the
incdebtedness of the Soviet Union and consequently to a
deterioration in the credit terms available to it
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